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2021 SENATE STANDING COMMITTEE MINUTES
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SB 2217
2/8/2021

A BILL for an Act to create and enact section 47-16-39.5 of the North Dakota Century
Code, relating to oil and gas royalty leases, negative royalties, and arm's length
transactions; and to provide a penalty.

Chair Bell calls the meeting to order. Chair Bell, Vice Chair Kannianen, Senators Meyer, J.
Roers, Patten, Piepkorn, Weber are present. [10:00]

Discussion Topics:
e Post production costs
Arm length and non-arm length transactions
Audit
Oil leases agreements
Royalty payment deductions
Taxes

Senator Bekkedahl, [10:01] City of Williston and ND Senate, introduces the bill, provides an
amendment [LC 21.0130.03003] in favor #5743 and 5842.

Robert Skarphol, [10.06] Private Citizen, Founder-Registered Lobbyist, Williston Basin
Royalty Owners Association in favor #5684 and 5685.

Mary Ellen Denomy, [10:45] CPA, Expert/Lobbyist, Williston Basin Royalty Owners
Association in favor #5683.

Ron Ness, [10:59] President, North Dakota Petroleum Council in opposition #5840

Todd Kranda, [11:10] Lobbyist/Attorney, Kelsch Ruff Kranda Nagle & Ludwig Law Firm —
North Dakota Petroleum Council in opposition #5738.

Todd Slawson, [11:19] President, Slawson Exploration Company, Inc in opposition #5831.
Barry Biggs, [11:56] Vice-President, Hess Corporation in opposition #5826.
Jeff Herman, [12:18] Land Manager, Petro Hunt orally in opposition.

Kent Blickensderfer, [12:21] KPB Consulting LLC representing Continental Resources
orally in opposition.
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Additional written testimony:

Holly Camilli, Vice President, XTO Energy Inc. in opposition #5823.
Taylor Reid, President and COO, Oasis Petroleum in opposition #5829.
Chair Bell adjourns the meeting. [12:24]

Joel Crane, Committee Clerk



#5743

Senate Finance and Taxation Committee

Honorable Senator Bell, Chair

SB 2217 February 8, 2021 Senator Brad Bekkedahl, District 1
Chair Bell and Committee Members,

SB 2217 is a bill that was requested to be submitted by oil and gas royalty
owners. Inthe 2019 Session, study language was passed that would have
had public hearings on royalty issues as well as industry input during the
interim. Unfortunately, Legislative Management did not select this for an
interim committee review subject. This bill seeks to address some of the
issues that could have been reviewed in that process. With the introduction
of this bill, it is hoped the result will be improved transparency and
communication between industry operators and their royalty owners. Chair
Bell, | appreciate you and your committee for providing this public hearing
opportunity, taking testimony, and considering the bill before you.

| will now concisely lay out the provisions of the bill before you today.
The bill begins in Section 1 with key word definitions that are used in
context in subsequent sections. Section 2 is a provision that seeks to clarify
when postproduction costs from royalty owners can and cannot be
assessed. Section 3 differentiates between when arms-length and non-
arms-length transactions occur and consequent pricing issues. Section 4
deals with limiting postproduction deductions to no more than the value of
the product sold that month and a corresponding violation provision.
Section 5 is an audit provision that upon proper request grants access to
operator records for a royalty owner and stipulates that the burden for any
requested audit be borne by that royalty interest owner. Section 6 sets out
penalty provisions for a non-compliant party, including being subject to a
civil penalty and allowing for recovery of underpaid royalties and potentially
other expenses incurred.



Before completing my testimony, | would like to provide the committee
with an amendment to section 3 of the bill that puts into better context that
provision and recommends language for pricing in transactions that are
determined to not be at arms-length between parties. Agreeing to this
amendment puts the entire bill in the form it was intended. | request your
consideration of the amendment prior to final consideration of the bill.

Chair Bell and Committee, | have sincerely appreciated the input and
cooperation extended to me from both the royalty owners and the industry
representatives in this bill discussion. | look forward to further input and the
committee deliberation on these relevant matters. | will stand now for
committee questions if there are any | can answer, understanding | may
defer to others present if needed.



21.0130.03003 Prepared by the Legislative Council staff for'#5 842
Title. Senator Bekkedahl
February 3, 2021

PROPOSED AMENDMENTS TO SENATE BILL NO. 2217

Page 2, line 9, remove "The sale value upon which a royalty or overriding royalty is calculated
must be based"

Page 2, remove lines 10 and 11

Page 2, line 12, replace "unless the oil and gas lease or overriding royalty contract explicitly
allows otherwise" with "An oil and gas operator that does not sell minerals to an
arm's-length purchaser shall use a published index price to value the minerals. The
index price used must be one that is readily and publicly available to the oil and gas
industry and reflects the closest indices to the production of the minerals. If an oil and
gas operator makes any arms-length sales, the weighted average price received for
any sales within the state must be used. If an arms-length sale is not made, the closest
index price must be used to value the minerals and identified on the remittance to the
royalty owner"

Renumber accordingly

Page No. 1 21.0130.03003



21.0130.03003

Sixty-seventh
Legislative Assembly SENATE BILL NO. 2217

of North Dakota
Introduced by
Senators Bekkedahl, Dwyer, Kannianen

Representatives Brandenburg, Kempenich, Zubke

A BILL for an Act to create and enact section 47-16-39.5 of the North Dakota Century Code,

relating to oil and gas royalty leases, negative royalties, and arm's length transactions; and to

provide a penalty.

BE [T ENACTED BY THE LEGISLATIVE ASSEMBLY OF NORTH DAKOTA:

SECTION 1. Section 47-16-39.5 of the North Dakota Century Code is created and enacted

as follows:

47-16-39.5. Definitions - Royalty lease - Penalty.

1. As used in this section:

a. 'Arm's length transaction” means a transaction between parties with adverse
economic interests in which each party to the transaction is in a position to
distinquish its economic interest from that of the other party. The term does not
include a transaction made:

(1) By a corporation or other entity with itself. or a parent. subsidiary, or
interrelated corporation or entity;

(2) Between partners or co-joint venturers: or

(3) Between corporations or other entities having interlocking directorships or
close business relationships that may compromise their individual interests.

b. "Overriding royalty" means a right to oil. gas. and other minerals in place or as_
produced which entitles the owner of the right to a specified fraction of production
without limitation to a specified amount of money or a specified number of units
of oil, gas, or other minerals.

'Royalty" means the mineral owner's share of production.

©

Page No. 1 21.0130.03003
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d. “Royalty owner" means a person that owns a royalty interest and is entitled to
receive periodic royalty payments for a nonworking interest in the production of
oil or gas or in the severance of other minerals from the mineral estate.

Except for taxes imposed under chapters 57-51 and 57-51.1, the deduction of

postproduction costs from royalty payments is prohibited unless the lease contract

explicitly allows for the deduction of postproduction costs. If an overriding royal

contract explicitly allows for the d tion of postproduction costs, the deduction onl

applies to the overriding rovalty interest fraction.

il and gas operator that does not sell minerals to an arm's-length purchaser shall use

sales, the weighted gverage price received for any sales within the state must be

used. If an arm's-length sale is not made, the closest index price must be used to
value the minerals and identified on the remittance to the royalty owner.

If a lease allows for deductions, the costs deducted from royalty or overriding royalty
income may not exceed the income earned from the wells for the corresponding
production month for the specific product. Costs in excess of income from a specific
production month may not be carried forward or backward to any other production
month. A violation of this subsection is a class B misdemeanor.

A royalty owner or overriding royalty owner may audit the records of the oil and gas
operator obligated to pay royalties under the lease for compliance with the
requirements of this section. Any audited records must be provided in accordance with

section 47-16-39.2. The costs of auditin ust be paid by the royalty or overridin

royalty owner requesting the audit and the operator shall make all reasonable
accommodations to provide documentation to verify the income and costs reflected in

the royalty owner and overridi alty owner pavments.

Page No. 2 21.0130.03003
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6. Anoncompliant party that violates this section is quilty of a class B misdemeanor for

each violation and is subject to a civil penalty. If the royalty owner or the rovalty

owner's designated representative is successful in a proceeding brouaht under this

section, the district court shall allow the royalty owner or the royalty owner's
designated representative to recover all underpaid royalties. court costs, reasonable
costs, fees, disbursements, reasonable attorney's fees, and expenses incurred by the
royalty owner or the royalty owner's designated representative from the party obligated

to pay royalties under the lease. The district court also shall assess a civil penalty not

exceeding ten thousand dollars for each violation of this section.

Page No. 3 21.0130.03003



DEDUCTIONS FROM

HESS BAKKEN INVESTMENTS

BEAVER LODGE ROYALTY OWNERS
SINCE 2004

MASTER LIMITED PARTNERSHIPS
AFFILIATED AGREEMENTS

V4




“Other
Deduction” as| Taxes as % of

a % of Gross | Gross Royalty | Deductions % Source-IRS

1099

2005 : 5.620 1099
2006 0.000 7.190 1099
2007 0.000 9.920 1099
2008 0.000 9.200 1099
2009 5.790 3.290 9.080 1099
2010 2.666 9.054 11.720 1099
2011 2.217 8.908 11.125 1099
2012 1.845 10.161 12.006 1099
2013 2.451 9.463 11.915 1099
2014 2.615 10.301 12.917 1099
2015 20.675 /7.039 27.714 1099
2016 35.533 6.533 42.066 1099
2017 37.480 5.832 43.312 1099
2018 29.895 6.437 36.332 1099
2019 34.800 6.420 41.220 1099

Monthly statements
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14522601

E009173711

5/25/2019

100004

BEAVER L

42019

114.84

65.5159

7523.85

-601.51

-666.5

6255.84

0.002232

RI 01

16.79

-1.34

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

114.71

65.5237

7516.22

-600.93

-665.78

6249.51

0.001954

RI 01

14.69

-1.17

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

114.71

65.5237

7516.22

-600.93

-665.78

6249.51

0.000279

RI 02

2.1

-0.17

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

115.82

65.5196

7588.48

-606.7

-672.17

6309.61

0.001955

RI 01

14.83

-1.19

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

115.82

65.5196

7588.48

-606.7

-672.17

6309.61

0.000279

RI 02

2.12

-0.17

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

116.38

65.5235

7625.63

-609.66

-675.51

6340.46

0.001463

RI 01

11.16

-0.89

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

116.38

65.5235

7625.63

-609.66

-675.51

6340.46

0.000209

RI 02

1.59

-0.12

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

102.27

65.5239

6701.13

-535.74

-593.63

5571.76

0.001831

RI01

12.27

-0.98

14522601

E009173711

5/25/2019
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BEAVER L

42019

102.27

65.5239

6701.13

-535.74

-593.63

5571.76

0.000262

RI 02

1.75

-0.14
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5/25/2019
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42019

31.57

65.5496

2069.4

-165.44

-183.31

1720.65
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RI 01

2.04

-0.16
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E009173711

5/25/2019

100004
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42019

31.57

65.5496

2069.4

-165.44

-183.31

1720.65

0.000141

RI 02

0.29

-0.02

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

0.08

63.75

5.1

-0.42

-0.43

4.25

0.003662

RI 01

0.02

0

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

3.26

65.4479

213.36

-17.05

-18.9

177.41

0.001953

RI01

0.42

-0.03

14522601

E009173711

5/25/2019

100004

BEAVER L

42019

3.26

65.4479

213.36

-17.05

-18.9

177.41

0.000279

RI 02
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14522601

E009173711

5/25/2019

100004

BEAVER L

42019

0.4

65.45

26.18

-2.1

-2.32

21.76

0.001953

RI 01
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5/25/2019
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42019

0.4

65.45
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0.000279
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42019

0.07

60.2857

4.22

-0.33

-0.34

3.55

0.007813

RI 01

0.03

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

0

0

-37.7

-13218.1

-13255.8

0.002232

RI01

0

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

4160.05

0.5687

2365.84

0

-145.8

2220.04

0.002232

RI 01

5.28

14522601

E009173711

5/25/2019

100004

BEAVER L

102014

0

0

-103.19

-412.52

-515.71

0.002232

RI 01

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

0

-37.66

-13204.7

-13242.4

0.000279

RI 02

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

0

-37.66
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-13242.4

0.001954

RI 01
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BEAVER L
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4155.83

2363.44

0
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2217.79

0.001954

RI 01
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100004
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32019

4155.83
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0

-145.65

2217.79

0.000279
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14522601

E009173711

5/25/2019

100004

BEAVER L

102014

0

0

-412.1

-515.19

0.000279

RI 02

14522601

E009173711

5/25/2019

100004

BEAVER L

102014

0

0

-412.1

-515.19

0.001954

RI01

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

0

-13331.7

-13369.7

0.001955

RI 01

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

4195.78

2386.16

0

-147.05

2239.11

0.001955

RI 01

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

4195.78

2386.16

0

-147.05

2239.11

0.000279

RI 02

14522601

E009173711

5/25/2019

100004

BEAVER L

102014

0

0

-104.08

-416.06

-520.14

0.001955

RI 01

14522601

E009173711

5/25/2019

100004

BEAVER L

102014

0

0

-104.08

-416.06

-520.14

0.000279

RI 02

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

-38.21

-13396.9

-13435.1

0.001463

RI 01

14522601

E009173711

5/25/2019

100004

BEAVER L

32019

0.04

0

-38.21

-13396.9

-13435.1

0.000209

RI 02
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14522601

E009173711

5/25/2019

100004

BEAVER L

32019

4216.32

2397.84

0

-147.77

2250.07

0.001463

RI 01




ROYALTY STATEMENT OVERVIEW

$2.34/MCF

lease .
Lease ~ lease Gross Lease  Lease Other Dishurse- Interest
Product TX Price , Net
Volume Value  Taxes  Deductions ments  Type
Value
100Total Crude 117,268.35 7683,870.67 -680,644.59 5,800 BBLS
203 Total Gas 29,576.35 88,985.31 -20,914.95 0,710 MCF
204 Total Gas 263,381.21 183,609.41 -3,21,632.22 -12.990 MCF
300Total Condensate 2,750.64 180,226.91 -15,964.73 -5.800 BBLS
400Total PlantProduct ~ 3,995,189.98 2,036,063.94 -144,435.15 0,036 GALS

50

Price paid per MCF §2.34




- Stable and growing cash flows supported by long-term,
fee-based contracts.

Our commercial agreements with Hess provide us with an atftractive
and stable cash flow base with significant opportunities to grow our

business. Our long-term, fee-based commercial contracts with Hess, /
a high-quality commercial counterparty, provide substantially all of

our revenues. They are based on broad Bakken production
dedications with minimum volume commitments, annual inflation
escalators and fee recalculation mechanisms, all of which are
intended to provide us with cash flow stability and growth, as well as
downside risk protection.




HOW TO MAKE DEDUCTIONS
FROM THE ROYALTY STREAM FOR
POST-PRODUCTION EXPENSES

Minimizing Liabiltty While Improving p -

the Company's Bottomn Line

By _’l'fn r|'lr'n K. Hr.uwrl. C{’L

Ieilie il el govs roducing companies are requined
o ey e s -of producing haued and geeous hy-
drorcarbema, many ol and gas leases ser out cermin

couts that should be shared between lessom {mineral rghts
cwners who bemsed thedr band v odl companies) wnd Jessees
{ehie odl comipraites thar bought the slhis w explore, deill for
and produge oil und gas).

Dt jmsnren of The Limutmam (Mo dune (989, May/une
1998, Jimmiary Febeaaey IO s orhaers) have Gesriinad neicles
exploring the lagil basis for making deducrions for postpro
duction expenses and taxes, The mdvemarion in these orricles
s usehial fore bavedenen to gaim knondedioe aboms the sdmdicaton
i the states thot influenee this anes, However on
las i serse ol whir dtems mny be deduocied under the appdic
cahle case law, the question remabns s to bow o wiek with his
etnployer or chent foscnually implesnent such Jeduceions.

Mt ol and gas lesses cumrently in fosce have o provision
thar suys the lessee puys all mves on producing peoperties;
then the kessee reimburses ivelf for the lessor's oyaley share
lequal to the woyaley pereentagel of sisch b payinents. Most
compandes use pccounting softwone thor mclades one or mone
“alars” for inpurting ad valosen maes {local county property
taxes, nlsa called *sehoal tax on producing minerals o
el o st severnnce taxes. Ard virmuntly
Hly wllow the lessee m dediugt the lessar’s
royalry share of those wxes from the rovaley stream. Many

Howover, deperuding on b unlicarion wnd seatute low
i stare, the lanpieage o the leases and the ciromemnees of
production, there may be many ather items thar may legelly
anul propesly be dedocted. This arscle lists steps that may
b fellonwe] o firar fin
andd then implement sach addinoaal dec

Te possible
ETICNS i A faly,

November Diawisbe 2

copstatent and defensible manner I i recommend
el that you perform o study on vour m lve proper-
ties to disterming fensibality,

There ape seven segs i Ainding our how much your com-
pany can benefit by deducing for post-producrion expenses.
Once this work is done and the decisinn is made w procesd.
implementatiom can follow,

Feasibility Study

Review applicable cise baw ard uld g table fior the stabe o
states |mowhich yeur propenties are located. This mble preseris
applicalde rdings. in s brief form dee Tabe Ab This s o fstof
rudings fior Caltiornia. You may need toendise the aid of an ex-
perienced ool and ga atterney ro determing from adjedicaton

wand acarate bow, o aryd whine (e ze deducrble inowour s,

Barvizw the company's chinrt of secoumts and match line
irems with deducribile expevses frée Tiohle A). Use Takle Boag
o -k el be guicled by your indings from Table A Some
“direct” costs {exampler metering coses) may be for o particu-
lig liemsie bl onthier “spressdable™ cosew fexmmplie: won plant
ving several properties) are spread among several leases

Spreadable Eap
If the company has both direct-and allocared spressdable
experse, b eprendshest e the cxample shown in Tahle

(2 (aee paage 25). Spresdable expenses are costs incurmed at the

beld o regional level, which are spliz out {ullocated) 1o indi-
wvidual properries. For cxamgle, the relephone hill for the offiee
at which the momagsment Jor o groug of properties i done
might be alkicated out to ench of those properties i th sume
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Issue: Lost North Dakota Tax Dollars

ME. Diengma, CPA, MEBA
Arcredited Petroleum Accountant

10il and Gas Companies Use Master Limited Partnerships and Affiliate Agreements to
Divert Taxable Income away from Morth Dakota

. 0il and Gas Companies have split their operations into categories, such as
Production, Marketing, Gathering, Processing, Each "division” is often filed
as a separate business, frequently using the form of a Master Limited
Partnership,

The Master Limited Partnership is not taxed as a business in Morth Dakota,
The net income of the division is “passed through™ to the cwners of the
Master Limited Partnership. Each owner will repert their own share of the
net income,

0il and Gas Companies can use each of the separate divisions to reduce their
taxable income te North Daketa by raising postproduction costs (FPC's) paid
to divisions that have high expenses, like plants.

. The PPC’'s are deducted from the royalty owners.

Royalty owners will pay less tax because the FPC's are deducted from gross
royalties thereby reducing net rovalties recerved,

. The producton company will also pay less tax on the ol and gas income by
applying PPC's paid to affiliates.

Paotential Deollars Overlecked:

Scenario 1: Basicassumptions-annual loss [current price and production)
Producton per day= 1,200,000 barrels
Perbarrel price= $45
North Dakeota average lease= 1,8 royalty
Average PPC= 10% [one major prod. is over 35%)

1,200,000 x 45 X 0,125 x 0.10 x 365 days = $246,375,000 ND income tax exempt

Scenario 2: Basic assumptons-annwal loss [January 2020 price & production]
Production per day= 1,400,000 barrels
Per barrel price= 50
North Dakeota average lease= 1,8 royalty
Average PPC= 10% [one major prod. is over 35%)

1,400,000 x 60 x 0,125 x 0.10 x 385 days = $383,250,000 ND income tax exempt

The total pestproduction costs to rovalty owners (taken by the oil producers) for
one vear would be $383,250,000. Itappears that enly a ridiculously small amount
of ND State income tax is paid on this wealth generated from NI oil production.




Artached iz 3 graphic that provides a simplified picture of what the consequences are on
1,000,000 barrels of oil at 545 per barrel when a 55 PPC per barrel is charged. That
Equates to 5312,000 per day or 5113,880,000 per year in untaxed wealth at the current
production of 1,200,000 barrels per day and 55 PPC rates.

| belizve the 55 PPC per barrel is very consenvative.

The second KD 5tate Income Tax aweidance is due to the PPC's charged on produced
natural gas. That difference may be deduced by subtracting the dollars in red in the

previous paragraph from the previous dollars shown in red =arfier in this
correspandence.

Respactiully,
I

Bob skarphol
‘williston Basin Royalty Dwners Associstion (WBROA)




COMPANY A OWNS BOTH THE
PRODUCTION COMPANY AND
A MAJORITY OF THE MASTER LIMITED PARTNERSHIP{MLP)
Marginal Tax Rate Max is 5.2% (2019 rate)

Company A Produces a $45
Barrel of 0il, 1,000,000
barrels
Value = $45,000,000
Full Tax would be

$2,340,000
Company A MLP Charges $5 Company A pays Tax in North Dakota on the
for expense net of $40.00 per barrel, Value = $40,000,000
Taxed in Texas Tax is $2,080,000

Lost Tax Revenue=
$260,000 per million
barrels




Gas Plant Postproduction Charges (PPC’s)
(“Other Deductions")
An Actual Gas Plant PPC in May 2019
May 2019 PPC per MCF= $12.99 per MCF
250,000 MCF per day X $12.99 per MCF X 365 Days = $1,185,337,500

$1,185,337,500
Annual Postproduction Charges

Postproduction costs deducted from Private Royalty Owners and
Working Interest Royalty Owners

$1,185,337,500 X 1/8 lease = $148,167,187
$148,167,187
Annual PPC’s deducted from Royalty Owners
at just one plant of this size

How would you, as a Royalty Owner, spend these dollars if you received
them as opposed to being withheld from your check?

Help fix thiz problem for Royalty Owners, Join the Williston Basin Royaity Owners Assoclation
Join Today at
wbroa.com
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Recognition of Chair Bell, Vice Chair Kannianen, and the Committee
members

Thank you for opportunity to address

Identify self

Explain dual role

Statement of WBROA support of oil development but not at the expense of
royalty owner interests

WBROA members support passage with the proposed amendment to
Section3.

Intimidation of Legislative process and the lack of understanding of the
extremely complex and incomplete royalty statements

Royalty owners are very frustrated with the inability to receive
understandable information and fear reprisal if they voice concerns
NDIC rule changes on July 1, 2019 display their irreverence to state govt
Where does the responsibility lie for the Postproduction costs being
garnished from royalty owners.



SB 2217 #5683

Testimony

Greetings to Chair, Vice-Chair, Committee

Mary Ellen Denomy, CPA, MBA-introduction

SB 2217 helps clarify the relationship between the oil and gas operator and
the mineral owner

Operators and representatives have expansive knowledge and experience in
the oil and gas industry. Normally, a mineral owner does not.

Leases are normally prepared by the operator.

Mineral owners normally receive a royalty of 12.5% to 20%, while the
operator receives 87.5% to 80% of the income from the minerals.

Many operators are integrated companies-drill, produce, market, refine and
directly sell to consumers.

SB2217 states that if there is not specific language to allow deductions(other
than taxes), none will be allowed. Aligned with ND Board of University
School Lands v. Newfield Exploration Supreme Court Case(2019).

SB2217 helps to define how a price is established to place a value to use for
the royalty percentage.

SB2217 limits the amount of allowed deductions to zeroing out income, not
requiring mineral owners to pay the operator.

SB2217 allows mineral owners to audit complicated information to insure
that they are being paid properly: correct value, all volumes, proper taxes
and allowed deductions.

SB2217 provides an avenue for enforcement.
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Senate Bill 2217
Testimony of Ron Ness
Senate Finance and Taxation Committee
February 8, 2021

Chairman Bell and members of the Committee, my name is Ron Ness, president of the North Dakota
Petroleum Council (“NDPC”). The North Dakota Petroleum Council represents more than 650 companies in
all aspects of the oil and gas industry, including oil and gas production, refining, pipeline, transportation,
mineral leasing, consulting, legal work, and oilfield service activities in North Dakota. | appear before you
today in opposition to Senate Bill 2217.

Few may remember, but a little over a decade ago, natural gas prices were projected to reach $20 per
thousand cubic feet, or MCF. Then came the shale revolution and fracking, dramatically increasing gas
supply and plummeting gas prices to a point closer to $2 per MCF today. Just a few years ago, in the
Bakken oil fields, we were flaring up to thirty-six percent of our gas. The industry, the State, our land and
mineral owners, and the public at large all knew this could not continue — for many reasons, including
preventing the waste of a natural resource and protection of our environment. Ultimately, the State, in
consultation with industry, imposed gas capture targets to reduce flaring. However, North Dakota did not
have the infrastructure in place to meet the gas capture targets. In response, industry invested $20 billion in
gas capture infrastructure. As we meet today, we can say the State’s mandates and industry’s investment in
infrastructure were successful in terms of reducing flaring. We can also proudly say we have met the targets
set before us. However, this success has come with other unintended consequences. The past several years
of low oil and natural gas prices, coupled with increased natural gas production nation-wide has resulted in
gas capture economics being difficult and challenging to say the least, and have culminated in the

understandable frustrations that have brought Senate Bill 2217 before us today.



In this market, there are no winners when commodity prices are low. Mandated gas capture
requirements did reduce flaring, but they have created an enormous challenge for operators who have seen
cost increases for easements, as well as rising costs of pipelines, processing plants, and export pipelines.
Obviously, the economics get tough when prices are low, but we also face additional challenges now and in
the future as costs and mandates continue to increase. We see oil operators frustrated with midstream
companies, the North Dakota Department of Trust Lands wanting operators to cover all costs, working
interest partners mad at their oil operator partners, and, of course, royalty owners upset about deductions
from their royalty payments. The reaction to that frustration is Senate Bill 2217.

This is a complex and challenging issue for all parties involved in the oil exploration and production
process. Revenue distribution varies as much as the contracts, language, and partnerships in private leases.
NDPC has members on both sides of this issue, and we are committed to bringing parties together and
ensuring open communication to every extent possible. We will work with our members in the weeks ahead
to get the discussions started.

Years ago, we had a royalty owner section added to the NDPC website that was helpful in connecting
mineral and royalty owners with companies. We will reexamine that tool and assess if it needs refreshing.
However, it is important to recognize that most of this frustration, particularly in this low-price environment,
is the result of private contacts, and the State should be cautious in its interference in private contracts.

Senate Bill 2217 is not the path to resolving this issue. As you will hear from our members testifying
today, this bill will have drastic negative impacts on investment and development in the Bakken going
forward. Make no mistake, our industry is under tremendous stress. Attacks from the new administration
have just begun, there is an organized effort to cut off the financing of fossil fuel energy development, and
every attempt possible is being made to limit or stop the marketing of oil and natural gas.

Testifying on behalf of NDPC today is Todd Kranda, attorney with Kelsch Ruff Kranda Nagle &

Ludwig Law Firm in Mandan, Todd Slawson with Slawson Exploration, Jeff Herman with Petro-Hunt, and



Barry Biggs with the Hess Corporation. Also submitting written testimony only is Taylor Reid, President
and Chief Operating Officer of Oasis Petroleum.

Chairmen Bell and members of the committee, Senate Bill 2217 has brought forth some serious and
contentious issues within the oil and natural gas industry. However, | believe all impacted parties share the
same goals of seeing our state’s vast natural resources produced and ensuring all parties reap the economic
benefits. This is a challenging issue, but it is one we feel is best resolved internally and not with more
government mandates or interference. For these reasons, we urge you to defeat this bill. I would be happy to

answer any questions.
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Testimony in Opposition to
SENATE BILL NO. 2217

Senate Finance and Taxation Committee
Kebruary 8, 2021

Madam Chair Bell, Senate Finance and Taxation Committee members, for the
record my name is Todd D. Kranda. [ am an attorney with the Kelsch Ruff Kranda Nagle
& Ludwig Law Firm in Mandan. | appear before you today as a lobbyist on behalf of the
North Dakota Petroleum Council (NDPC) to oppose SB 2217 which deals with mineral
royalties for the production of oil and gas.

NDPC represents more than 650 companies involved in all aspects of the oil and
gas industry, including oil and gas production, refining, pipelines, transportation, mineral
leasing, consulting, legal work, and oilfield service activities in North Dakota, and has
been representing the energy industry since 1952,

Royalties due mineral owners for the production and sale of oil and gas is
governed by contract law, that is, the express oil and gas lease contract entered into
between the mineral owner and the lessee. How royalties are calculated depends on the
particular lease royalty clause. The royalty clause typically sets forth the point at which
the value of the oil or gas is determined and what deductions may or may not be
applicable. This can vary from lease to lease—and there are presently thousands of oil
and gas leases in North Dakota. While there are many variations in the specific language
of the royalty clauses, there are a couple clauses that are by far more prevalent than others
in North Dakota, and those are described in a separate handout attached to this testimony.

First, it is important to understand that under the typical oil and gas lease, the
mineral owner does not bear any costs relating to the drilling of the well, well completion
including fracking, equipping the well, and operating the well. These costs are entirely

borne by the operator and working interest owners. Once the product leaves the well site,



is transported, processed, enhanced or refined, these costs are considered “post-
production” costs and may or may not be deducted depending upon the lease royalty
clause.

Referring to the gas royalty clauses on the handout, the most common provisions
provide that royalties due mineral owners are determined based upon the value of the gas
“at the mouth of the well” or “the market value at the well”. As will be explained by
other speakers, gas is usually sold at the well to a gas processor, and then the gas is
transported through its pipeline to a processing plant to separate the liquids like butane,
propanc and ethane from the natural gas which is methane. These separate products are
sold at the tailgate of the processing plant, or downstream from the wellhead. The
transportation and processing of the gas enhances the value of the gas and it has a higher
value at the tailgate of a plant compared to its value at “the mouth of the well”.

To determine the value of the gas “at the well”, North Dakota has adopted the
“work-back method”, which is the majority rule in the oil and gas producing states.
Under the work-back method, the lessee calculates the market value of the gas at the well
“by taking the sales price that it received for its oil or gas production at a downstream

point of sale and then subtracting the reasonable post-production costs” (including

transportation, gathering, compressing and processing costs). Bice v, Petro-Hunt, L.L.C.,
768 N.W.2d 496 (ND 2009). These post-production costs are shared proportionately by
the working interest and royalty owners under the gas royalty clauses used in this
example, but both the mineral owner and working interest owners likewise share
proportionately in the enhanced value of the oil or gas from downstrean sales.

A similar result occurs with the most common oil royalty clauses. In the attached

examples, the lessor’s interest is free of costs, meaning the cost of drilling, completion,



ete., but the value of the oil for royalty purposes is determined “at the wells™, or at the
point where the wells are connected to a pipeline, and not at some point far downstream
from the wells. The long-standing law in other oil and gas states, and the practice in
North Dakota, has been that post-production costs are allowed under these royalty
provisions. For the committee’s information, there are cases pending in the North Dakota
federal courts specifically relating to the first oil royalty clause attached hereto. On
November 30, 2020, the federal court certified a question to the North Dakota Supreme
Court asking the Supreme Court if this oil royalty provision “is interpreted to mean the
royalty is based on the value of the oil “at the well:™ The case is still pending before the
North Dakota Supreme Court.

Referring to the last royalty clause on the handout, the North Dakota Supreme
Court held this provision prohibits the lessee from taking deductions for transporting,
processing, and so forth from the mineral owner. Therefore, as previously stated, whether
deductions are permitted is a matter of contract law and negotiation between the mineral
owner and lessee. SB 2217, as introduced, would completely overturn the rights set forth
in thousands of existing oil and gas contracts. Attempting to do so, not only would be
dangerous policy and precedent, but it would implicate serious constitutional “contract
clause” concerns.

In conclusion, NDPC urges your opposition to SB 2217 and respectfully requests
a Do Not Pass recommendation. Thank you and I would be happy to try to answer any

questions.



Common gas rovalty clauses in North Dakota

» To pay Lessor for gas produced from any oil well and used of the premises
or in the manufacture of gasoline or any other product a royalty of 1/8 the
proceeds, at the mouth of the well, payable monthly at the prevailing market
rate.

* Lessee shall pay royalties to Lessor the market value at the wells of 1/8% of
the gas produced from the land and sold.

Common oil rovalty clauses in North Dakota

e Todeliver to the credit of Lessor, free of cost, in the pipe line to which Lessee
may connect wells on said land, the equal one eighth part of all oil produced
and saved from the leased premises.

» Lessee shall pay royalties to Lessor (a) 1/8" of the oil produced and saved
from said land, to be delivered at the wells or to the credit of Lessor into the
pipeline to which the wells may be connected; L.essee may, at any time or
times, purchase any royalty oil, paying the market value in the field on the day
it is run to the storage tanks or pipelines.

¢ On oil, 1/8 of the produced and saved from said land, same to be delivered
free of cost at the wells or to the credit of lessor in the pipeline in which the
wells may be connected.

Rovalty clause — No deductions permitted

Lessee shall pay Lessor the market value at the well for all gas (including all
substances contained in such gas) produced from the leased premises and sold by
lessee . . .; provided however, that there shall be no deductions from the value of
Lessor’s royalty of any required processing, cost of dehydration, compression,
transportation, or other matter to market such gas. Kittleson v. Grynberg
Petroleum Co., 876 N.W.2d 443 (ND 2016).
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Senate Bill 2217
Testimony of R. Todd Slawson
Senate Finance and Taxation Committee

February 8, 2021

Chairman Bell and members of the Senate Finance and Taxation Committee,
my name is Todd Slawson, President of Slawson Exploration Company based in
Wichita, Kansas. I am a Petroleum Engineer and lived in North Dakota in the early
1980s but now reside in Denver, Colorado. Slawson Exploration, founded in 1957,
is a privately held company that is self-funded with no board of directors or hedge
fund investors. Slawson has drilled over 4,000 wells in 10 states in its career and
has drilled and operated wells in North Dakota since 1975. We are about the 13™
largest oil producer in the State. Slawson drilled its first horizontal Bakken Shale
well in 1989. We are proud to have participated in the Bakken play since its
beginning and to have helped advance the technology to make North Dakota the
second largest oil producing state. We would like to keep it that way. I appear

before you in opposition of Senate Bill 2217.

Rocky Mountain Division

1675 Broadway, Suite 1600
Denver, Colorado 80202
(303) 592-8880



I have had the pleasure to meet via Zoom with one of the sponsors of SB 2217
and heard him talk of the frustrations of his constituents concerning perceived
excessive post-production costs that take the proceeds of the gas negative and those
negative proceeds are deducted from the positive proceeds of oil sales on their
monthly checks. Their belief is that the non-arm’s length midstream transactions are
the culprit and must be prohibited. It is also their belief that all post-production costs
whether arm’s length or non-arm’s length for both the oil or gas products must not
be deducted from the royalty calculation and the best way to do that is to introduce
a bill that changes the language of well-established contracts between the lessee and
lessor of an oil and gas lease. As told to me, this is all exacerbated by the
unwillingness of certain oil companies to communicate with the upset royalty
owners and non-operating working interest owners to explain the situation.

I know throughout my career that lack of knowledge of a situation and lack of
communication leads to suspicion of wrongdoing. However, this bill is killing the
fly with an atomic bomb plus it is attempting to change tens of thousands of contracts
between two willing parties that have complied with the terms sometimes for
decades. This is legally troubling.

I want to address the three parts of this bill that concern me most. I do not
think a noncompliant party should be guilty of a Class B misdemeanor, but that is

not one of the three.



1) Changing all oil and gas lease contracts to prohibit the
deductions of post-production costs from both oil and gas,

2) Not allowing non-arm’s length post-production costs to be
deducted from the royalty calculation, and

3) Not allowing negative proceeds from the sales of either oil or
gas to be deducted from the royalty check or even carried
forward to be debited against a future month in which the

proceeds become positive.

Post-Production Costs

A vast majority of the oil and gas leases in North Dakota state that the royalties
due the mineral owners are to be calculated “at the wellhead” or “into the pipeline;”
both of which are legally defined as on the leased premises which is the wellsite or
location. Slawson has almost 5,000 current oil and gas leases in North Dakota and
only one of those leases states post-production costs cannot be deducted for gas. It
allows post-production costs for oil, however. Therefore, the intent in the
negotiations with 99.98% of our lessors was that the oil and gas products are to be
priced at the location and not at the tailgate of the gas processing plant or at the

tailgate of the oil refinery.



Well established case law in many oil and gas producing states is clear on how
royalties are to be calculated when the lease is like those in North Dakota. The law
is also clear on how the post-production costs are to be handled when the oil
company enhances the value of the oil or gas by selling it farther downstream rather
than on the location. The lessee/oil company has the duty to deliver a marketable
product at the leased premises at no cost to the royalty owner. Once done, the
lessee’s duties and obligations have been fulfilled and do not extend beyond that.
Any sale past that location is an enhancement of the value of that product and costs
to do such enhancement are shared between the lessee and the royalty owner.

“The lessee’s ...duty is fulfilled by delivering a marketable product
at the leased premises, and that costs incurred after this duty is
fulfilled may be allocated proportionately to the royalty interest.”
Mittelstaedt v. Santa Fe Minerals Inc., 954 P.2d 1203 (Okla. 1998),
84977

“When a lease provides for royalties based on the...sale of gas at the
well, and the gas is sold at the well, the operator’s duty to bear the
expense of making the gas marketable does not, as a matter of law,
extend beyond the geographical point to post-sale expenses. In
other words, the duty to make gas marketable is satisfied when the
operator delivers the gas to the purchaser in a condition acceptable
to the purchaser in a good faith transaction. When calculating
royalty, the post-production, post-sale processing expenses
deducted by the third-party purchasers are shared.” Fawcett v Oil
Producers, No. 108.666, 2015 WL, 4033549

This next Oklahoma ruling might say it best concerning post-production cost

sharing.



“However, we conclude that the lessor must bear a proportionate
share of such costs if the lessee can show (1) that the costs enhanced
the value of an already marketable product, (2) that such costs are
reasonable, and (3) that actual royalties revenues increased in
proportion with the costs assessed against the nonworking interest.”
Mittelstaedt v Santa Fe Minerals, Inc.

This allows the oil companies to take the oil and gas as far downstream as

they can to add value to both itself and the royalty owner in proportion as long as

the three criteria are met — one of which is the reasonable cost test.

I have provided in Exhibit 1, a photograph of a North Dakota Bakken wellsite
with production equipment labeled. This is how oil companies deliver marketable
oil and gas products on location, free of costs to the royalty owners.

A stream of oil, gas and water is pumped from the well into a heater treater
that uses heat and gravity to separate the oil, gas and water. The oil is stored in tanks
then metered through a Lease Access Custody Transfer meter (LACT) and pumped
through a series of pipelines to a refinery for processing into gasoline, diesel, jet fuel,
lubricants, asphalts etc. The oil is sold and the transfer of custody occurs at this
LACT, which is owned by the pipeline company.

Exhibit 3 shows how far those refineries are from North Dakota and why our

oil transportation cost is so high compared to oil produced in Texas.



The heater treater also separates and dehydrates the gas which is then
immediately sold to the gas processor through its gas meter. From there it is
transported via the gas processor’s pipeline, to its processing plant. Custody and
ownership of the gas changed hands at that sales meter.

I want to stress that gas does not need to be processed at the processing plant
to have value and become “marketable.” Slawson currently is selling gas on one of
its locations, not to a gas processor, but rather to a crypto currency company who
uses the unprocessed gas to fuel a generator to power the computer’s processors.
However, it would make more money to have the gas processed because the liquids
such as butane and propane are valuable, but this location does not have a gas

pipeline.

SB 2217 would greatly increase the percentage royalty the royalty owner
would make in proportion to the oil company, who is the one that invested the
money. Although this might sound like an attractive deal at first to the royalty
owner, it would cause the oil company to take many drastic measures to mitigate its
losses. I have looked at my actual gas statements from two different wells in
December 2019 when oil and gas prices were high and calculated the results as if
post-production costs were not allowed. I used a royalty interest of 20% for easy

math.



Example 1 is a newer, higher volume well. The royalty owner and oil
company proportionately shared 97 cents for each mef (1000 cubic feet) of gas sold
at the location. If no post-production costs were allowed in the royalty calculation,
the royalty owner would now receive $3.44 for each mcf sold rather than 97 cents
while the oil company would receive 36 cents versus the 97 cents. The effective
royalty rate increased from 20% to 70% - 3.5x higher, while the oil company’s share
dropped from 80% to 30%.

Example 2 is a well several years older than well 1 and thus at a lower volume,
so the gas did not receive as much value due to the costs of the processing. The
royalty owner and oil company both shared 11 cents for each mcf sold on location.
However, after removing the post-production costs, the royalty owner received
$4.24 versus 11 cents/mcf while the oil company went from receiving 11 cents/mcf
to now paying 91 cents/mcf. All the royalty owner’s gains came out of the oil
company’s pocket while the gas processor’s money stayed the same in both
examples.

The oil company not only does not make money trying to enhance the value
of the product, it loses a lot of money each month doing so. The enhancement only
enhanced one party—the royalty owner. Now rather than the oil company and
royalty owner being aligned in a win-win situation they are now in an adverse

position to each other in a win — lose situation.



The oil company could do one of two things to mitigate its losses.

1) Shut in the well until the courts correct this new law or the state
legislation corrects it in 2023. This would mostly hurt the State’s
tax base in the meantime.

2) Revise the gas purchase contract so that the gas purchaser gets the
gas for free at the location. This solves the gas capture issue, solves
the post-production cost issue, and would still allow the oil company
to sell the oil which is by far the more lucrative product. Now the
oil company, the royalty owner and the North Dakota treasury have
lost and the gas purchaser has won. It is no longer a win-win
situation for everyone.

The oil company cannot just flare the gas to avoid its monthly loss because
North Dakota’s 2014 Gas Capture Rule will not allow it. The gas contract between
the gas purchaser states that the oil company must sell it all the gas it produces
because the gas purchaser made the enormous investment to install the pipeline to
the location and build a plant big enough to handle all the gas. Gas processors have
indeed made an enormous investment in our state and everyone is glad they have.
Twelve years ago, about 160 million cubic of gas per day was being processed. Now

2.6 billion cubic feet per day are. That is a 16 times increase. The investment

needed was not minimal and they expect a return on their investment also.

The proposed SB 2217 does not limit post-production cost adjustments to just
the downstream gas processing; so therefore, this bill would prohibit these

adjustments on oil value enhancements as well. That would be a disaster. How does

8



the oil company even know what those oil post-production costs are and how many
people touched that product each month before it reached the end user? So many
products are made from Bakken oil. The gasoline from just one of our wells might
end up in 100 different filling stations and it might take several months to get there
but the royalty must be paid quickly. A barrel of oil originating in North Dakota
might receive over $5,000 in revenue from all the end users and the costs of each
downstream company transporting, processing, marketing, and profiting from the
myriad of products might be $4,000. How could one justify deducting $4,000 of
post-production costs from the royalty equation when the oil sold for only $50 on
the North Dakota location. One might say that will never happen but there are
plaintiff attorneys out there that would love to try that case on contingency with a
law like this.

Beware of the unintended consequences of this bill. It would eliminate the
incentive for the oil company to try to sell the product farther downstream to make
more money for everyone. It will actually cause lower revenue for everyone, shorten
the economic life of the well, be almost impossible to administer, and could very
possibly stop the State’s oil production immediately—Ileaving the oil in the ground.
The new federal administration will be proud of what North Dakota accomplished

before they could.



Non-Arm’s Length Deductions

The royalty owners should want oil companies to own downstream assets
versus letting them be owned by a third party.

Most o1l companies operating in this basin own some downstream asset.
Slawson included. Remember that one of the three criteria for a lessee to deduct
post-production costs for downstream product enhancement is the reasonable test.
It did not say that post-production costs could not be charged if the oil company
owns the downstream assets, it just says costs must be reasonable.

In Slawson’s case, we own the pipeline system that gathers oil from the
locations and delivers it to a major pipeline leading to a refinery. We did not intend
to own this gathering system and even took bids from many pipeline companies, but
we did not like the terms they demanded such as minimum production commitments.
We would have had to drill up our field at a fast pace and produce high volumes to
meet their monthly production minimums for 10 years regardless of the oil price or
pay hefty penalties. We could not accept those conditions. Oil companies want to
maintain control and flexibility over their own oil production. Slawson built its own
crude oil gathering system, charged the same tariff and did not require any
production commitments.

It turned out that oil prices in years 2015, 2016, 2017 and 2020 were not good

and Slawson greatly curtailed its production in those years. Slawson intentionally
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had zero oil sales in May 2020 and many non-operating owners and royalty owners
praised us for not selling their oil for $8/bbl.

If SB 2217 becomes law, it will force Slawson to sell its oil gathering system
to a third party. That third party would probably charge more than we did and put
on minimum volume commitments to ensure a quick payout of its new investment.
Now the non-arm’s length situation is removed, and post-production costs would be
deducted from the royalty calculation. The royalty owner did not gain anything.
Slawson would have forfeited its ability to curtail production during low oil price
time periods, so we all lose including the State. Only the new owner of the gathering
system wins.

I strongly discourage you from potentially making oil companies sell their
downstream assets. If it appears an oil company is being unreasonable with their
post-production costs, there are other remedies to address that. Federal and Tribal
leases even allow reasonable costs for off location gas processing and non-arm’s

length transportation.

No Negative Proceeds

The rash of negative gas proceeds is due to recent low petroleum commodity

prices plus unintended consequences of North Dakota’s Gas Capture Rule. Several
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operators deduct these negative gas proceeds from the positive oil proceeds at the
angst of some check recipients.

In my opinion, you must take the good with the bad. You cannot make the oil
company eat the loses due low commodity pricing periods but happily accept the
high commodity prices. Nothing in the oil and gas leases say the royalty owners get
that cherry-picking benefit and nothing says that oil companies cannot deduct
negative proceeds of one product from the positive proceeds of the other.

The percent of proceeds (POP) contracts the oil companies had with gas
processors for generations were changed to “fixed fee” contracts after the Gas
Capture Rule was enacted which drastically limits the amount of gas an oil company
can flare each month. Gas Capture took away the free market negotiations between
the oil company and the gas processor forcing oil companies to have to accept “fixed
fee” contracts. The oil company could not just flare the gas to avoid entering these
long-term contracts. With a fixed cost fee, if the sales proceeds of the methane,
propane and butane was not enough to cover the fixed fee, then the proceeds to the
oil company were negative and that deficit was passed on to all parties.

The old POP contracts could not go negative since the oil company simply
received a percentage of the proceeds rather than having to have the revenue be

enough to exceed the fixed cost hurdle. In better pricing times this will not be a
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problem and we are in higher pricing times now. This might just be a 2020 low
pricing problem that no one expected.

It is common knowledge that the oil revenue is about 95% of the total revenue
with gas making up the remaining 5%. The oil company’s view is that selling the
gas for nothing or at a small loss is an acceptable practice to keep the oil flowing.
So, in low commodity pricing times, everyone just must grin and bear it to keep the
oil flowing and hope for better pricing.

I think all parties involved should share in the unintended consequences due
to the State’s Gas Capture Rule to help the State’s environment. The royalty owners
and non-operating working interest owners cannot throw 100% of the consequences
on the operator who did not cause it.

Oil companies operating in this State who also have assets in Texas are
already voting with their feet and increasing their drilling activities there and not
here. The rig count in North Dakota is not increasing. There is too much uncertainty
in this state with the ND Trust lands issue, the lack of case law, federal lands issues
with the new administration and potential DAPL pipeline issues.

Please do not drop an atomic bomb to kill a fly.

I urge a Do Not Pass on Senate Bill 2217.

I hope my testimony has been helpful. 1 would be happy to answer any

questions.
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Exhibit 1
Typical North Dakota Bakken Well Pad

Gas Meter/Sale Point Heater Treater
To Pipeline and Separator
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HESS #5826

North Dakota Industrial Commission
Hearing February 8, 2021

Thank you, madam chairman and members of the Committee. Good morning, my name is Barry
Biggs and | am a Vice President at Hess Corporation. | want to thank the committee for giving
Hess the opportunity to appear at this hearing. | appear today before the Committee in

opposition to Senate Bill 2217.

Hess Corporation and its affiliates have a long history of operating in North Dakota. We drilled
our first oil well here in 1951. Today, Hess holds more than 500,000 net acres in the Bakken with
more than 1,650 active wells producing about 120,000 barrels of crude oil per day. Hess
companies and contractors employ nearly 1,500 people across the state, and Hess companies are
among the largest private employers in the state. Moreover, Hess companies have invested tens
of millions of dollars in North Dakota community initiatives in the past 5 years. We are proud to
be invested here and proud to say that generations of Hess employees have called, and will

continue to call, North Dakota home.

Hess has paid almost two billion dollars in royalties to North Dakota royalty owners since early
2014. The vast majority of this royalty revenue is from oil, because, as you’ve heard, the Bakken
is primarily an oil play—one of the best in the world. But when you produce oil in the Bakken,
you also get gas. Capturing that gas requires significant investment and cost. The alternative is
simply flaring the gas, but that runs contrary to government regulations and to Hess's
commitment to environmental stewardship. The simple fact is that without significant
investment in infrastructure that can handle the gas produced along with the oil, North Dakota

will never realize the full benefit of its great oil resources.
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Against that background, Hess urges the committee to reject Bill 2217 for several practical
reasons. First, the bill would reduce investment in North Dakota. Second, the bill would result
in lower royalties to royalty owners and lower tax revenue for the State. Third, the bill would
reduce overall oil production, further reducing royalty revenue and tax payments. Fourth, the
bill would interfere with the contracts that the parties bargained for in their oil and gas leases.
At bottom, this bill would have negative ramifications for everyone—operators, royalty owners,
working interest owners, the state of North Dakota and the people of North Dakota— while also

discouraging investment by integrated operators like Hess.

To my first point, Bill 2217 undermines the goals that North Dakota’s leaders have set for
increased investment by companies like Hess. For example, in a 2018 press release, Governor
Burgum said that “additional private-sector capital investment for gas capture and value-added
processing is exactly what we need to simultaneously grow our economy and protect our
environment.” Just last November, North Dakota Pipeline Authority director Justin Kringstad, in
a call for additional private investment in the state, said that the “infrastructure we have today
is not adequate for the long term.” Department of Mineral Resources director Lynn Helms has
also talked of the need for additional investment, noting in September 2020 that future gas
capture requires “a monumental effort” and billions of dollars in infrastructure investments. We
agree that infrastructure investments are critical. But Bill 2217 would undermine these goals by
discouraging producers and midstream companies from making additional infrastructure

investments.
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To be clear, as part of Hess’s long-term strategy in North Dakota, and consistent with North
Dakota’s goals, Hess companies have made substantial investments in order to operate on their
current scale. Hess operates in North Dakota through various affiliates, and since 2012, Hess
companies have invested more than $14.4 billion in North Dakota. Nearly $2.9 billion of that
investment has been in midstream infrastructure through Hess Midstream, a publicly traded
partnership between Hess Corporation and Global Infrastructure Partners formed in 2015. Hess
Midstream’s assets and investments include oil and gas gathering pipeline systems and
compression facilities; processing plants and associated storage facilities like the Tioga Gas Plant
north of the river and the Little Missouri 4, or LM4, Gas Plant south of the river; as well as

terminaling and export facilities like the Ramburg Terminal Facility and Tioga Rail Terminal.

Hess’s goal is to obtain the best possible price for itself and its royalty owners when it sells oil
and gas. Today, Hess produces oil and gas and pays royalties pursuant to tens of thousands of
oil and gas leases in North Dakota. As | stated earlier, since 2014 Hess has paid out almost S2
billion in revenue to royalty owners. Hess has been able to pay this sum by moving oil and gas
out of North Dakota to be sold in locations where the price is higher, which benefits Hess and
royalty owners alike, rather than selling to a third-party at the wellhead. To be clear, Hess can
sell oil at the wellhead to an unaffiliated third-party. But instead, Hess has invested in
infrastructure that gives it the flexibility to move the oil and gas, while our affiliate, Hess Trading
Corporation, has a team of people devoted to analyzing downstream markets. This allows us to

determine the best available methods of transporting volumes to those markets in an effort to
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obtain a relatively high price at a relatively low cost. And royalty owners share in that higher
downstream price without shouldering the marketing costs Hess incurs to secure those higher

prices.

There are, of course, transportation costs involved in moving oil or gas from the wellhead to
downstream markets. These costs—which are for activities like gathering, transportation,
processing, and compression—are typically referred to as post-production costs. The lease
between Hess and the royalty owner determines whether those post-production costs are shared
on a pro rata basis, often by specifying whether royalties are to be based on the value of oil and
gas at the well. When the lease permits a sharing of post-production costs on a pro rata basis, it
allows Hess to recover some of the extensive investment that it has made to transport oil and

gas in and out of North Dakota.

Under current market conditions, the gas produced from the Bakken alongside the oil is rarely
profitable. But both because of Hess’s commitment to environmental stewardship, and because
federal and state regulations limit flaring at the well pad, gas must be gathered and pipelines
must therefore be built to capture and gather gas at the well pad. This, too, requires substantial
investment from producers and midstream operators. Gas is gathered from the wellhead;
compressed to move through the pipe; and processed to separate gas products for marketing
and sale. Sometimes the costs of processing and transporting the gas exceed the value of the
gas. But in those situations, under the Hess cost of service model, Hess does not take royalty

owners negative on the combined gas stream.
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As our 70-year track record shows, Hess is in it for the long haul here in North Dakota. Hess has
made substantial investment in North Dakota to be well-positioned for the long-run. To be sure,
there are down years for oil—like 2020, when the price of oil dropped steeply in the early days
of the global pandemic. But the market has somewhat recovered and we hope that recovery will
continue over the next few months. We strongly believe that Hess and our royalty owners are
well-positioned for this recovery in oil prices based on our long-term commitment to, and
investment strategy in, North Dakota. As the price has recovered, oil production in North Dakota
has recently been increasing, with previously shut-in wells returning to production and additional

drilling rigs coming online.

Looking ahead to 2021 and beyond, Hess has already invested in the gas infrastructure it needs
to be able to increase oil production without fear of substantial curtailment to accommodate
flaring limitations. Notably, Hess Midstream provides Hess with a “firm” level of service, meaning
Hess has first priority in the pipeline system when capturing gas. This is in contrast to many gas
gathering operations in North Dakota, which are “interruptible” —meaning that in determining
how much gas can be captured, producers are at the mercy of whatever pipeline capacity
remains. While interruptible service may be cheaper, it makes it more difficult for producers to
gather gas, and could in turn force some producers to curtail oil production in a higher-priced
environment. Given our existing infrastructure, Hess is less subject to these limitations than most
producers and has already begun to increase drilling with an additional rig that just came online

this month.
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All of this brings me back to why this committee should reject Bill 2217. First, the bill would
reduce midstream investment in North Dakota. No responsible business would make
investments knowing a material portion of such investments would be unrecoverable. Here,
Hess, together with its partner and public investors, has invested in midstream assets that cost
billions of dollars, and these investments are not fully recoverable when those costs cannot be
shared, on a pro rata basis, with royalty owners who benefit equally from those services and

whose leases permit such cost-sharing.

Second, for similar reasons, the bill would incentivize producers to sell oil to unaffiliated third
parties at the wellhead, rather than in downstream markets, which would result in lower
royalties. If Hess companies are forced to bear 100% of post-production costs and cannot recover
any of them even when their leases allow them to, the incentive for incurring those costs
substantially diminishes, and instead operators would be incentivized to sell oil to third parties
at the wellhead at reduced prices. That, of course, would result in lower overall revenues to both

royalty owners and operators.

Third, the bill would harm royalty owners and lower North Dakota tax revenues by reducing the
number of profitable wells and curtailing oil production. Royalty owners receive royalty
payments only if oil is being produced and sold from their wells. But operators and midstream
companies will invest in oil production only if it is economically advantageous to do so. If Bill

2217 makes certain existing or potential wells uneconomic by raising net costs beyond net
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income, then operators will simply no longer drill and produce such wells. That, of course,

eliminates royalty income as well as tax revenues to North Dakota.

Fourth, the bill would interfere with the rights and obligations of contracts that were freely
negotiated between producers and royalty owners, and thus would likely trigger litigation as to
whether those contracts can be amended by legislation after they were entered into.
Negotiation of each lease is a give and take, where the parties trade off on terms until they finally
reach a set of terms that are mutually agreeable. As | stated earlier, Hess has tens of thousands
of leases in North Dakota, and these are contracts that the parties negotiated and freely entered
into. Hess believes that it honors the language of each lease based on North Dakota law, and we

respectfully ask that this Committee not interfere with those agreements with this legislation.

Thank you for the opportunity to participate today. | am happy to answer any questions the

Committee may have.
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Chairman Bell and Senate Finance and Taxation Committee members, my name is Holly Camilli.
I am a Vice President of XTO Energy Inc., responsible for development and operations in the Bakken,
Argentina, and the Central United States. XTO currently operates approximately 463,000 acres of oil and
gas development in North Dakota and safely and responsibly produces approximately 75,000 barrels of oil
and 192 million cubic feet of gas per day. | write the committee today in opposition of SB 2217, which
would fundamentally reverse the manner in which post-production costs are treated under North Dakota
law, to the detriment of producers and royalty owners alike.

The bill would dramatically disrupt the settled expectations and understanding about the meaning
and requirements of existing leases — leases that were negotiated in good faith by both producers and royalty
owners based on well-understood principles of North Dakota law. Retroactively changing the meaning and
requirements of those leases is neither warranted nor good policy.

For decades, the common requirement in oil and gas leases that royalty be calculated ““at the well”
has been understood to allow for post-production deductions from royalty. The royalty owner receives their
negotiated share of production valued at the point of production — the wellhead. When the value of that
production is enhanced - to the benefit of both the producer and the royalty owner - by selling it downstream
of the wellhead, the expectation of all parties has been that the royalty owner would share in those post-
production expenses. This foundational premise of royalty law has been confirmed by the North Dakota
Supreme Court in the Bice and Kittleson decisions and relied upon by producers when making decisions to
purchase leases, drill wells, and market the hydrocarbons. If a lessor did not want post-production

deductions, they have always been free to negotiate for “no deductions” language in the royalty clause.



Thousands of leases have been negotiated based on the well-understood fact that royalty owners would bear
post-production expenses unless the lease specifically stated otherwise.

Senate Bill 2217 would reverse this basic understanding, requiring that leases explicitly allow for
post-production deductions or they cannot be deducted. Even more troublingly, it would operate
retroactively: turning upside down the long-standing economic assumptions upon which exploration and
production decisions have been made. Legislatively changing the terms of a contract after negotiation
effectively deprives both parties of the benefit of their bargain, impairing the value of decades of contracts
negotiated in good faith. It would also change the economic analysis producers made when entering into
new leases.

Annually, XTO remits over $110 million in royalties to private leaseholders for production from
the State of North Dakota, with approximately $30 million in post-production deductions. Those post-
production deductions represent transport, processing, gathering, and other charges incurred after
production and after the point at which the royalty owners agreed to value their share of production. These
charges are incurred in order to secure a sale at the best price available for both producer and royalty owner.
The royalty owner shares in those additional costs, but also benefits from the increased value of the product.
Without the ability to share costs via post-production deductions, producers are incentivized to make sales
closer to the wellhead in order to minimize their costs, reducing the value received by royalty owners. As
written, the bill negatively impacts the economic viability of the North Dakota Bakken resource compared
to other producing basins in the United States and around the world.

The audit right created in SB 2217, which would now become a matter of criminal penalty, is
neither necessary nor appropriate. The North Dakota check stub statute requires that specific information
be provided to royalty owners with monthly payments, including the amount of deductions taken. N.D.
Admin. Code § 43-02-06-01. The royalty owner may request additional information and direct questions to
the producer via certified mail with an answer required within thirty days of receipt. In addition, royalty
owners already have the right to inspect and copy royalty payment records of their lessees. N.D. Cent. Code
Ann. § 47-16.39.2. These provisions address the same issues as the audit right proposed by SB 2217, but

-2-



without introducing additional ambiguity in the process, let alone making it a matter of criminal penalty.
Royalties are a matter of contract, not criminal law. It is wholly inappropriate for a royalty accounting issue
to result in criminal charges, such the class B misdemeanor requested within SB 2217.

Adopting SB 2217 would reverse years of North Dakota oil and gas law and up-end the
understanding with which producers entered into oil and gas leases. Even if applied only prospectively, it
would disadvantage royalty owners by discouraging producers from incurring costs to transport, process,
and market products. Instead of being a leader, North Dakota would be an outlier amongst major oil and
gas producing states.

In conclusion, XTO urges your opposition to SB 2217 and respectfully requests a Do Not Pass

recommendation.
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Sixty-seventh Legislative Assembly of North Dakota
Senate Committee on Finance & Taxation

Re:  Hearing on Senate Bill No. 2217
Written testimony of Taylor Reid, President, Qasis Petroleum
Provided by Ron Ness, President, North Dakota Petroleum Council

Esteemed members of the commiittee,

I write today in opposition of Senate Bill no. 2217. As one of the largest oil and gas producers in
the Bakken, we are concerned that this bill will have adverse effects both on our industry and the
economy of North Dakota by creating unintended consequences for future capital investment in
the state.

Since its founding in 2007, Oasis has spent over a billion dollars on a gas capture and processing
network, including two gas plants outside of Watford City. We’ve done this not only because it
makes good business sense under current law, but also because it is the right thing to do to meet
the flaring challenge. It is because of these investments that we meet, and often exceed, gas
capture targets established by the Department of Mineral Resources, as well as grow the
economy in the state for the benefit of all stakeholders. Unfortunately, this bill would add
additional costs to all operators in the state, making investments less competitive and impacting
the state’s ability to attract new capital going forward.

We understand the concerns raised by proponents but do not feel that this bill is the answer. We
strongly urge the members of the committee to vote “no” on Senate Bill 2217.

Respectfully,

AR

President & COO

1001 Fannin, Suite 1500 ¢ Houston, Texas 77002 e Phone (281) 404-9500 Fax: (281) 404-9501



2021 SENATE STANDING COMMITTEE MINUTES

Finance and Taxation Committee
Fort Totten Room, State Capitol

SB 2217
2/9/2021

A BILL for an Act to create and enact section 47-16-39.5 of the North Dakota Century
Code, relating to oil and gas royalty leases, negative royalties, and arm's length
transactions; and to provide a penalty.

Chair Bell calls the meeting to order. Chair Bell, Senators Meyer, J. Roers, Patten,
Piepkorn, Weber are present. Vice Chair Kannianen absent. [9:26]

Discussion Topics:

e Retroactivity
Lease/contract terms
Post production charges
Communication between stakeholders
Ombudsman program

Chair Bell adjourns the meeting. [09:46]

Joel Crane, Committee Clerk



2021 SENATE STANDING COMMITTEE MINUTES

Finance and Taxation Committee
Fort Totten Room, State Capitol

SB 2217
2/16/2021

A BILL for an Act to create and enact section 47-16-39.5 of the North Dakota Century
Code, relating to oil and gas royalty leases, negative royalties, and arm's length
transactions; and to provide a penalty.

Chair Bell calls the meeting to order. Chair Bell, Vice Chair Kannianen, Senators Meyer, J.
Roers, Patten, Piepkorn, Weber are present. [9:33]

Discussion Topics:
e Royalties vs post production charges
¢ Qil production deduction
e Recovery of losses

Senator Patten [9:33] Introduces Amendment [LC 21.0130.03007] #6751.
Senator Patten [9:52] moved amendment

Senator Weber second

Motion Passed [9:53] verbally 6-1-0

Senator Patten [9:53] moved DO PASS as Amended
Senator Kannianen Second

Senators \'/

®

Senator Jessica Bell

Senator Jordan Kannianen

Senator Scott Meyer

Senator Dale Patten

Senator Merrill Piepkorn

Senator Jim Roers

<| z| z| <| Z| <| <|9

Senator Mark Weber

Motion Passed [9:55] 4-3-0
Senator Patten carries

Chair Bell adjourns the meeting. [09:46]

Joel Crane, Committee Clerk
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Prepared by the Legislative Council staff for
Senator Patten
February 15, 2021

PROPOSED AMENDMENTS TO SENATE BILL NO. 2217

Page 1, line 1, after "A BILL" replace the remainder of the bill with "for an Act to create and
enact a new section to chapter 47-16 of the North Dakota Century Code, relating to the
deduction or recovery of losses incurred in the sale or disposition of natural gas from
the proceeds of oil production; and to provide for a legislative management study.

BE IT ENACTED BY THE LEGISLATIVE ASSEMBLY OF NORTH DAKOTA:

SECTION 1. A new section to chapter 47-16 of the North Dakota Century Code
is created and enacted as follows:

Certain deductions prohibited - Breach.

1.

N

The deduction or recovery of losses incurred in the sale or disposition of
natural gas produced under an oil and gas lease from the proceeds of oil
production attributable to royalty interests or overriding royalty interests
under the lease is prohibited unless expressly and unambiguously
provided otherwise by the lease, provided the losses:

a. May be offset or applied against a subsequent net gain in the sale or
disposition of natural gas in accordance with the lease:
b. May not be offset by the gains from one well to another well; and

c. May not be carried forward from one well to the gains or losses of
another well.

A person found to be in violation of subsection 1, if lease cancellation is not
sought, shall pay interest at the applicable annual rate set by the state
court administrator pursuant to section 28-20-34 on the portion of oil or gas
royalties that were not timely paid to the owner of the royalties on account
of the violation until paid. The district court for the county in which the oil or
gas well is located has jurisdiction over all proceedings brought under this
section. The prevailing party in any proceeding under this section is
entitled to recover any court costs and reasonable attorney's fees.

SECTION 2. LEGISLATIVE MANAGEMENT STUDY - POSTPRODUCTION
COST DEDUCTIONS. During the 2021-22 interim, the legislative management shall
consider studying deductions for postproduction costs under oil and gas leases.

1.

The study must include:

a. Consideration of the methods used to calculate the value of oil and
gas, the point of sale used to determine the value, oil and gas sales in
the absence of an arm's-length contract, any deductions or incentives
applied to the value, and the methods used to report any deductions
or incentives on mineral royalty statements;

Page No. 1 21.0130.03007



b. Input from representatives from the oil and gas industry,
representatives from an organization representing royalty owners, the
department of mineral resources, the department of trust lands, and
the attorney general's office; and

c. An analysis and review of state-mandated natural gas capture targets,
federal land permitting restrictions, the effectiveness of using onsite
flare mitigation technologies and the infrastructure necessary to
enhancing oil and natural gas value.

2. The study may include consideration of the desirability and feasibility of
expanding the use and market access of natural gas, including value-
added energy opportunities within the state.

3. The legislative management shall report its findings and recommendations,
together with any legislation required to implement the recommendations,
to the sixty-eighth legislative assembly."

Renumber accordingly

Page No. 2 21.0130.03007



Com Standing Committee Report Module ID: s_stcomrep_29 008
February 16, 2021 4:27PM Carrier: Patten

Insert LC: 21.0130.03007 Title: 04000

REPORT OF STANDING COMMITTEE

SB 2217: Finance and Taxation Committee (Sen. Bell, Chairman) recommends
AMENDMENTS AS FOLLOWS and when so amended, recommends DO PASS (4
YEAS, 3 NAYS, 0 ABSENT AND NOT VOTING). SB 2217 was placed on the Sixth
order on the calendar.

Page 1, line 1, after "A BILL" replace the remainder of the bill with "for an Act to create and
enact a new section to chapter 47-16 of the North Dakota Century Code, relating to
the deduction or recovery of losses incurred in the sale or disposition of natural gas
from the proceeds of oil production; and to provide for a legislative management

study.

BE IT ENACTED BY THE LEGISLATIVE ASSEMBLY OF NORTH DAKOTA:

SECTION 1. A new section to chapter 47-16 of the North Dakota Century
Code is created and enacted as follows:

Certain deductions prohibited - Breach.

1

[

The deduction or recovery of losses incurred in the sale or disposition of
natural gas produced under an oil and gas lease from the proceeds of oil
production attributable to royalty interests or overriding royalty interests
under the lease is prohibited unless expressly and unambiguously
provided otherwise by the lease. provided the losses:

a. May be offset or applied against a subsequent net gain in the sale or
disposition of natural gas in accordance with the lease;

b. May not be offset by the gains from one well to another well; and

c. May not be carried forward from one well to the gains or losses of
another well.

A person found to be in violation of subsection 1, if lease cancellation is
not sought, shall pay interest at the applicable annual rate set by the

state court administrator pursuant to section 28-20-34 on the portion of
oil or gas royalties that were not timely paid to the owner of the royalties

on account of the violation until paid. The district court for the county in

which the oil or gas well is located has jurisdiction over all proceedings
brought under this section. The prevailing party in any proceeding under
this section is entitled to recover any court costs and reasonable

attorney's fees.

SECTION 2. LEGISLATIVE MANAGEMENT STUDY - POSTPRODUCTION
COST DEDUCTIONS. During the 2021-22 interim, the legislative management shall
consider studying deductions for postproduction costs under oil and gas leases.

1.

The study must include:

a. Consideration of the methods used to calculate the value of oil and
gas, the point of sale used to determine the value, oil and gas sales
in the absence of an arm's-length contract, any deductions or
incentives applied to the value, and the methods used to report any
deductions or incentives on mineral royalty statements;

b. Input from representatives from the oil and gas industry,
representatives from an organization representing royalty owners,
the department of mineral resources, the department of trust lands,
and the attorney general's office; and

(1) DESK (3) COMMITTEE Page 1 s_stcomrep_29 008
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c. An analysis and review of state-mandated natural gas capture
targets, federal land permitting restrictions, the effectiveness of using
onsite flare mitigation technologies and the infrastructure necessary
to enhancing oil and natural gas value.

2. The study may include consideration of the desirability and feasibility of
expanding the use and market access of natural gas, including value-
added energy opportunities within the state.

3. The legislative management shall report its findings and
recommendations, together with any legislation required to implement the
recommendations, to the sixty-eighth legislative assembly."

Renumber accordingly

(1) DESK (3) COMMITTEE Page 2 s_stcomrep_29 008
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Prepared by the Legislative Council staff for
Senator Patten

February 15, 2021

PROPOSED AMENDMENTS TO SENATE BILL NO. 2217

Page 1, line 1, after "A BILL" replace the remainder of the bill with "for an Act to create and
enact a new section to chapter 47-16 of the North Dakota Century Code, relating to the
deduction or recovery of losses incurred in the sale or disposition of natural gas from
the proceeds of oil production; and to provide for a legislative management study.

BE IT ENACTED BY THE LEGISLATIVE ASSEMBLY OF NORTH DAKOTA:

SECTION 1. A new section to chapter 47-16 of the North Dakota Century Code
is created and enacted as follows:

Certain deductions prohibited - Breach.

1

The deduction or recovery of losses incurred in the sale or disposition of
natural gas produced under an oil and gas lease from the proceeds of ail
production attributable to royalty interests or overriding royalty interests
under the lease is prohibited unless expressly and unambiguously
provided otherwise by the lease, provided the losses:

a. May be offset or applied against a subsequent net gain in the sale or
disposition of natural gas in accordance with the lease;

b. May not be offset by the gains from one well to another well; and

c. May not be carried forward from one well to the gains or losses of
another well.

A person found to be in violation of subsection 1. if lease cancellation is not

sought. shall pay interest at the applicable annual rate set by the state
court administrator pursuant to section 28-20-34 on the portion of oil or gas
royalties that were not timely paid to the owner of the royalties on account
of the violation until paid. The district court for the county in which the oil or
gas well is located has jurisdiction over all proceedings brought under this
section. The prevailing party in any proceeding under this section is
entitled to recover any court costs and reasonable attorney's fees.

SECTION 2. LEGISLATIVE MANAGEMENT STUDY - POSTPRODUCTION
COST DEDUCTIONS. During the 2021-22 interim, the legislative management shall
consider studying deductions for postproduction costs under oil and gas leases.

1.

The study must include:

a. Consideration of the methods used to calculate the value of oil and
gas, the point of sale used to determine the value, oil and gas sales in
the absence of an arm's-length contract, any deductions or incentives
applied to the value, and the methods used to report any deductions
or incentives on mineral royalty statements;

Page No. 1 21.0130.03007



b. Input from representatives from the oil and gas industry,
representatives from an organization representing royalty owners, the
department of mineral resources, the department of trust lands, and
the attorney general's office; and

¢. An analysis and review of state-mandated natural gas capture targets,
federal land permitting restrictions, the effectiveness of using onsite
flare mitigation technologies and the infrastructure necessary to
enhancing oil and natural gas value.

2. The study may include consideration of the desirability and feasibility of
expanding the use and market access of natural gas, including value-
added energy opportunities within the state.

3. The legislative management shall report its findings and recommendations,
together with any legislation required to implement the recommendations,
to the sixty-eighth legislative assembly."

Renumber accordingly

Page No. 2 21.0130.03007
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2021 HOUSE STANDING COMMITTEE MINUTES

Energy and Natural Resources Committee
Coteau AB Room, State Capitol

SB 2217 9 AM
3/18/2021

Relating to the deduction or recover of losses incurred in the sale or disposition of natural
gas from the proceeds of oil production and to provide for a legislative management
study.

9:00 AM

Chairman Porter opened the hearing. Roll call was taken. Present: Representatives
Porter, Anderson, Bosch, Devlin, Heinert, Keiser, Lefor, Marschall, Roers Jones, Zubke,
Guggisberg, and Ista. Absent: Rep Damschen and M. Ruby.

Discussion Topics:
e Royalties
e Amendment 04001
e Deductions
e Post production deductions

Testimony:
#9928, #10004 Sen Bekkendahl, District 1- testimony and amendment 04001
Oral testimony Ron Ness, ND Petroleum Council

Additional written testimony:
#9920, #9921 Bob Skarphol
#9915  Gary Hagen

9:15 AM hearing closed.

Kathleen Davis, Committee Clerk



#9928

House Energy and Natural Resources Committee

Honorable Rep. Porter, Chair SB 2217 March 18, 2021
Senator Brad Bekkedahl, District 1

Chairman Porter and Committee Members,

SB 2217 is a bill that was requested to be submitted by oil and gas royalty
owners. Inthe 2019 Session, study language was passed that would have
had public hearings on royalty issues as well as industry input during the
interim. Unfortunately, Legislative Management did not select this for an
interim committee review subject. This bill seeks to address some of the
issues that could have been reviewed in that process. With the introduction
of this bill, it is hoped the result will be improved transparency and
communication between industry operators and their royalty owners.
Chairman Porter, | appreciate you and your committee for providing this
public hearing opportunity, taking testimony, and considering the bill today.

Originally, the bill had 6 sections. Section 1 had key word definitions that
were used in context in subsequent sections. Section 2 was a provision that
sought to clarify when postproduction costs from royalty owners can and
cannot be assessed. Section 3 differentiated between when arms-length
and non-arms-length transactions occurred and consequent pricing issues.
Section 4 dealt with limiting postproduction deductions to no more than the
value of the product sold that month and a corresponding violation
provision. Section 5 was an audit provision that upon proper request
granted access to operator records for a royalty owner and stipulated that
the burden for any requested audit be borne by that royalty interest owner.
Section 6 set out penalty provisions for a non-compliant party, including
being subject to a civil penalty and allowing for recovery of underpaid
royalties and potentially other expenses incurred.



In consideration in the Senate Finance and Tax committee, they
engaged with industry representatives to work out provisions they felt
amenable to their members in the bill. What you see before you today is
the result of their recommendations to the bill. As the prime sponsor, | was
afforded the opportunity to see the changes in consideration and offer my
input. Unfortunately, the substantive changes | sought in language to
preserve some of the original intent of the bill were not accepted, and as
such | would request the committee consider an amendment | have
prepared to offer to the committee today that removes Section 1 of the bill
and retains only Section 2, which is the study portion. Input | have had with
some of the industry representation is that they are supportive of this
amendment as well.

Chairman Porter and Committee, | sincerely appreciate the input and
cooperation extended to me from both the royalty owners and the industry
representatives in this bill discussion. Please agree to the amendment and
recommend a Do Pass on Senate bill 2217 as amended. The study will
provide an opportunity for the issues to be debated in the interim and bring
the public and industry testimony opportunities necessary for resolution to
the issues originally brought forth in the bill.



#10004

21.0130.04001 Prepared by the Legislative Council staff for
Title. Senator Bekkedahl

March 10, 2021
PROPOSED AMENDMENTS TO ENGROSSED SENATE BILL NO. 2217

Page 1, line 1, remove "create and enact a new section to chapter 47-16 of the North Dakota"

Page 1, remove line 2

Page 1, line 3, remove "of natural gas from the proceeds of oil production; and to"
Page 1, line 4, after "study" insert "of postproduction cost deductions"

Page 1, remove lines 6 through 23

Renumber accordingly

Page No. 1 21.0130.04001
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Chairman Porter, Vice Chairman Damschen and
committee members,

For the Record, my name is Bob Skarphol from Tioga,
North Dakota.

| am here today representing my wife’s royalty interest
comments and in my capacity as the founder of the
Williston Basin Royalty Owners Association. | am a
registered lobbyist for the Williston Basin Royalty Owners
Association with badge number 1089.

My wife’s royalty interests originate from one of the
earliest unitization projects in North Dakota, the Beaver
Lodge Royalty unit first developed by Amerada Petroleum
Corporation in 1958. Then expanded in 1962 to include
additional formations. 100% of the unit members, royalty
owners and operators, were required to sign the original
agreements. We have letters written to my wife’s mother,
signed by Amerada leadership, that assured her there
would be no costs assessed to royalty owners for
participating in the unitization.

Starting a citizen movement is difficult during normal
times but it is nearly insurmountable in the middle of a
pandemic. It is interesting to be able to relay to you that
we have, without the advantage of going to the



constituents in public meetings, in excess of 200
members with a commitment to pursue corrective
actions of abuses by the industry of royalty owner rights. |
can assure you that you have some very frustrated and
motivated voters waiting for action. And WBROA fully
intends to grow the size of the membership with
statewide meetings during the following interim.

| need to be perfectly clear that WBROA, and royalty
owners, are NOT anti-development, they are very pro-
development. The frustration for your constituents is that
the only recourse they have to voice their objections is to
hire an attorney and go to court. There has never been a
legislative study of the issues, and a two-hour hearing is
not adequate for the complexities involved. There may be
solutions, but the opportunity to find them does not exist
in today’s environment.

Present slides:

Closing comments.

Request DO PASS as amended



BEAVER LODGE ROYA
SINCE 2004

MASTER LIMITED PARTNERSHIPS



“Other
Deduction” as| Taxes as % of

a 7 of Gross | Gross Royalty [ Deductions % SoUrcesIRS

2004 0.000 5.620 1099
2005 0.000 5.620 1099
2006 0.000 /7.190 1099
2007 0.000 9.920 1099
2008 0.000 9.200 1099
2009 5.790 3.290 9.080 1099
2010 2.666 9.054 11.720 1099
2011 2.217 8.908 11.125 1099
2012 1.845 10.161 12.006 1099
2013 2.451 9.463 11.915 1099
2014 2.615 10.301 12.917 1099
2015 20.675 7.039 27.714 1099
2016 35.533 6.533 42.066 1099
2017 37.480 5.832 43.312 1099
2018 29.895 6.437 36.332 1099
2019 34.800 6.420 41.220 1099

Monthly statements
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OwnerNuif CheckNum CheckDatd PropNur Propy PropNar Producti Produq TX LeaseVol Price LeaseGr( LeaseTa) LeaseOtl| LeaseNe| Disburseg Interest] Interest( Interest] IntrestO
14522601|E009173711 | 5/25/2019| 100004 47|BEAVER L( 42019 100 114.84] 65.5159| 7523.85] -601.51 -666.5| 6255.84( 0.002232|RI 01 16.79 -1.34 -1.44
14522601|E009173711 | 5/25/2019| 100004 48|BEAVER L 42019 100 114.71] 65.5237| 7516.22| -600.93| -665.78| 6249.51| 0.001954|RI 01 14.69 -1.17 -1.26
14522601|E009173711 | 5/25/2019| 100004 48|BEAVER L( 42019 100 114.71] 65.5237| 7516.22| -600.93| -665.78| 6249.51 0.000279|RI 02 2.1 -0.17 -0.17
14522601|E009173711| 5/25/2019| 100004 49|BEAVER L 42019 100 115.82| 65.5196| 7588.48 -606.7| -672.17| 6309.61| 0.001955(RI 01 14.83 -1.19 -1.26
14522601|E009173711 | 5/25/2019| 100004 49(BEAVER L( 42019 100 115.82| 65.5196| 7588.48 -606.7| -672.17| 6309.61| 0.000279(RI 02 2.12 -0.17 -0.17
14522601|E009173711 | 5/25/2019] 100004 50(BEAVER L 42019 100 116.38| 65.5235| 7625.63| -609.66| -675.51| 6340.46| 0.001463|RI 01 11.16 -0.89 -0.96
14522601|E009173711 | 5/25/2019| 100004 50(BEAVER L 42019 100 116.38| 65.5235| 7625.63| -609.66| -675.51| 6340.46| 0.000209|RI 02 1.59 -0.12 -0.14

14522601[E009173711 | 5/25/2019| 100004 61|BEAVER L( 42019 100 102.27| 65.5239| 6701.13| -535.74 -593.63] 5571.76| 0.001831(RI 01 12.27 -0.98 -1.05
14522601|E009173711 | 5/25/2019| 100004 61|BEAVER L 42019 100 102.27| 65.5239] 6701.13| -535.74 -593.63] 5571.76| 0.000262(RI 02 1.75 -0.14 -0.15
14522601[E009173711 | 5/25/2019| 100004 62|BEAVER L( 42019 100 31.57| 65.5496] 2069.4| -165.44| -183.31| 1720.65| 0.000987|RI 01 2.04 -0.16 -0.16
14522601[E009173711 | 5/25/2019| 100004 62|BEAVER L 42019 100 31.57| 65.5496] 2069.4| -165.44| -183.31| 1720.65| 0.000141|RI 02 0.29 -0.02 -0.01
14522601|E009173711 | 5/25/2019| 100004 64|BEAVER L( 42019 100 0.08 63.75 5.1 -0.42 -0.43 4.25| 0.003662(RI 01 0.02 0 0
14522601[E009173711 | 5/25/2019| 100004 65|BEAVER L( 42019 100 3.26] 65.4479( 213.36 -17.05 -18.9 177.41| 0.001953|RI 01 0.42 -0.03 -0.03

1

1

1

1

1

1

1

1

1

1

1

1

1

1| 14522601|E009173711| 5/25/2019| 100004 65|BEAVER L 42019 100 3.26] 65.4479( 213.36 -17.05 -18.9 177.41( 0.000279|RI 02 0.06 0
1| 14522601|E009173711| 5/25/2019| 100004 66|BEAVER L( 42019 100 0.4 65.45 26.18 -2.1 -2.32 21.76( 0.001953|RI 01 0.05 0
1| 14522601|E009173711| 5/25/2019| 100004 66|BEAVER L 42019 100 0.4 65.45 26.18 -2.1 -2.32 21.76( 0.000279|RI 02 0.01 0
1| 14522601|E009173711| 5/25/2019| 100004 67|BEAVER L( 42019 100 0.07| 60.2857 4.22 -0.33 -0.34 3.55| 0.007813(RI 01 0.03 0
1| 14522601|E009173711| 5/25/2019| 100004 138|BEAVER L 32019 204 0.04 0 0 -37.7|] -13218.1| -13255.8| 0.002232|RI 01 0 -0.08
1| 14522601|E009173711| 5/25/2019| 100004 138|BEAVER L( 32019 400 4160.05| 0.5687| 2365.84 0 -145.8| 2220.04| 0.002232(RI 01 5.28 0
1| 14522601|E009173711| 5/25/2019| 100004 138|BEAVERL( 102014 204 0 0 0] -103.19] -412.52 -515.71| 0.002232|RI 01 0 -0.23
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVER L 32019 204 0.04 0 0 -37.66| -13204.7| -13242.4| 0.000279(RI 02 0 -0.01
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVER L( 32019 204 0.04 0 0 -37.66| -13204.7| -13242.4| 0.001954(RI 01 0 -0.07
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVER L 32019 400 4155.83( 0.5687| 2363.44 0| -145.65| 2217.79( 0.001954|RI 01 4.62 0
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVER L( 32019 400 4155.83| 0.5687| 2363.44 0| -145.65| 2217.79| 0.000279(RI 02 0.66 0
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVERL( 102014 204 0 0 0] -103.09 -412.1| -515.19] 0.000279|RI 02 0 -0.03
1| 14522601|E009173711| 5/25/2019| 100004 139|BEAVERL( 102014 204 0 0 0] -103.09 -412.1| -515.19] 0.001954|RI 01 0 -0.2
1| 14522601|E009173711| 5/25/2019| 100004 140|BEAVER L( 32019 204 0.04 0 0 -38.03| -13331.7] -13369.7| 0.001955(RI 01 0 -0.07
1| 14522601|E009173711| 5/25/2019| 100004 140|BEAVER L 32019 400 4195.78[ 0.5687| 2386.16 0] -147.05] 2239.11f 0.001955|RI 01 4.66 0
1| 14522601|E009173711| 5/25/2019| 100004 140|BEAVER L( 32019 400 4195.78| 0.5687| 2386.16 0] -147.05] 2239.11f 0.000279|RI 02 0.67 0
1| 14522601|E009173711| 5/25/2019| 100004 140|BEAVER L( 102014 204 0 0 0] -104.08] -416.06[ -520.14| 0.001955|RI 01 0 -0.2
1| 14522601|E009173711| 5/25/2019| 100004 140[BEAVER L{ 102014 204 0 0 0| -104.08] -416.06] -520.14( 0.000279|RI 02 0 -0.03 ’
1| 14522601|E009173711| 5/25/2019| 100004 141|BEAVER L( 32019 204 0.04 0 0 -38.21| -13396.9| -13435.1| 0.001463(RI 01 0 -0.06
1| 14522601|E009173711| 5/25/2019| 100004 141|BEAVER L 32019 204 0.04 0 0 -38.21| -13396.9] -13435.1| 0.000209(RI 02 0 -0.01
1| 14522601|E009173711| 5/25/2019| 100004 BEAVER L( 32019 4216.32 2397.84 -147.77| 2250.07| 0.001463|RI 01




ROYALTY STATEMENT OVERVIEW

$2.34/MCF

Lease
Lease lease Gross Lease  Lease Other Interest

Procuet X Volume i Value  Taxes Deductions et PP Type
Value

100 Total Crude 11726835 1,683,870.67 -680,644.59 -5.800 BBLS

203 Total Gas 29,576.35 88,985.31 -20,914.95 -0.710 MCF

204 Total Gas 263,381.21 183,609.41 -3,421,632.22 -12,990 MCF

300Total Condensate 2,750.64 180,226.91 -15,964.73 -5.800 BBLS

400Total PlantProduct  3,995,189.98 2,036,003.94 -144,435.15 0,036 GALS
515

¥PPC's = Post Production Costs Price paid per MCF §2.34



Hess Midstream Partners Quarterly Report 8/14/2020

Our commercial agree
and stable cash flow base with significant opportunitie

business. Our long-term, fee-based commercial confracts with Hess,
a high-quality commercial counterparty, provide substantially all of
our revenues. They are based on broad Bakken production
dedications with minimum volume commitments, annual inflation
escalators and fee recalculation mechanisms, all of which are
infended to provide us with cash flow stability and growth, as well as
downside risk protection.



HOW TO MAKE DEDUCTIONS
FROM THE ROYALTY STREAM FOR

POST-PRODUCTION EXPENSES

Minimizing Liability While Improving

the Company’s Bottom Line

By Marlin K. Brown, CPL

hile oil and gas producing companies are required
10 pay <osts of prosducing igquid and gaseous hy-
drocarbons, many oil and gas leases set out certuin
Costs (*'L-IX 1hl'ul\! l‘f 5h Nd l"l.'l'ﬁ'l.'\'n ICS‘K'(.\ \'"“h(.
owners who beased their Band to ol companies) and |
{the odl companies that bought the nighrs w explore, dnll for
and produce oil and gas).
Past issues of The Landman (May/June 1989, May
1998, January/Febeuary 2013 and others) have featured anicles
exploring the legal basis for making deductions for post-pro-
duction expenses and ¢ The information in these articles
is useful for kardmen to gain knowledge about the adjudication
in the states that influence this ares, However once a landman
has a sense of whar ftems moy be deducred under the appli-
cable case law, the question remains as to bow to work with his
employer or client to actually implement such deductio
Maost oll and gas leases currently in force have a provision
that says the lessee pays all taxes on producing properties;
then the lessee reimburses itself for the lessoc'’s royaley share
(eqqual to the royalty percentage) of such tax payments. Most
companies use accounting software that includes one or mare
“slots” for inputring ad valocem taxes (local county property
taxes, also called “school taxes®) on producing minerals as
well as a slot for local or state severance taxes. And virooally
all leases specifically allow the lessee to deduct the lessor’s
royalty share of those taxes from the royalty stream. Many
companies deduct for these taxes.
wever, depending on the adjudication and statute Jaw
In o state, the langeage in the leases und the clrcumstances of
production, there may be many other items that may legally
and properly be deducted. This article lists steps that o
be followed o first find out if more deducrions are possible
and then implement such additional deductions in a faix,

conssstent and defenstble mannes. It is recommend-
ed that you perform a study on yoar top five proper
ties to determine feasibility
e seven steps in finding out how much your com-
evefit by deducting tor post-production expenses.
Once this work is done and the decision is made m proceed,
implementation can follow,

Feasibility Study
Adjudication

Re pelicable case baw and build a table for the state o
states in which your properties are located. This table presents
opplicable rulings in a brief form (see Tabde AL, This s a bist of
rulings for California. You may need to enlist the aid of an ex-
perienced oal and gas attomey to determine from adjudication

law, if any) what iems are deductble in your state.

ew the company's chart of accounts and march line
items with deductible expenses {see Table B). Use Table B as
by and be guided by your findings from Table A. Some
ect” casts {example: metering costs) may be for a particu-
lar lease while other *spe wle™ costs {exampl plant
seeving several properties) are spread among several leases.

If the y has both direct and allocared spreadable
expensses, build a spreadsheet like the example shown in Table
C (see page 25). Spreadable expenses are costs incurred at the
freld or regional level, which are splic out {allocated) 1o indi-
vidual properties. For example, the relephone bill for the office

which the management for a group of properties is done
might be allocated out to each of thase properties m the same




Issue: Lost North Dakota Tax Dollars

M.E. Dengaun CPA, MBA
Arcredited Petrolenm Accountant

0il and Gas Companies Use Master Limited Partnerships and Affiliate Azreements 1o
Divert Taxable Income away from North Dakota

. 0il and Gas Companies have split their operations into categories, such as
Producton, Marketing, Gathering, Processing, Each “division” is often filed
3= 3 separate business, frequently using the form of a Master Limitad
Partnership,

. The Master Limited Partnership is not taxed as a business in Morth Dakota.

. The net meome of the division is "passed through” to the ewners of the
Master Limited Partnership. Each owner will report their own share of the
net income,

. il and Gas Companies can use each of the separate divisions to reduce their
taxable income to North Dakeota by raising postproduction costs [FPC's] paid
to divisions that have high expenses, like plants.

. The PPC's are deducted from the royalty owmners.

Raoyalty owners will pay less tax because the PPC's are deducted from gross
royalties thereby reducing net rovalties received,

. The production company will also pay less tax on the gil and gas income by
applying PPC's paid to affiliates.

Potential Dellars Overlocked:

Secenario 1: Basicassumptions-annual loss (current price and production)
Producton per day= 1,200,000 barrels
Perbarrel price= 345
Neorth Dakeota average lease= 1,8 rovalty
Average PPC= 10% [one major prod. is over 35%)

1,200,000 x 45 X 0,125 x 0,10 x 345 days = $244,375,000 ND incomes tax exempt

Scenario 2: Basic assumptons-annual loss (January 2020 price & production)
Producton per day= 1,400,000 barrels
Per barrel price= $50
Meorth Daketa average lease= 1,8 rovalty
Average PPC= 10% [one majer prod. is over 35%)

1400000 x 60 x 0,125 x 0,10 x 355 days = £353.250,000 ND income tax exempt

The total pestproduction costs to royalty owners (taken by the oll producers) for
one vearwould be $383,250,000. It appears that only a ridiculously small amount
of NI} State income tax is paid on this wealth generared from NI oil production.




Artached is 3 graphic that provides a simplified picturs of what the conseguences are on
1,000,000 barrels of cil at 345 per barrel when 3 55 PPC per barrel is charged. That
Equates 1o 5312 000 per day or 113,850,000 per year in untaxed wealth at the current
production of 1. 200,000 barrels per day and 55 PPC ratzs.

| belizve the %5 PPC par barrel is very conservative.

The second MD 5tate Income Tax awoidance is due to the PPC's charged on produced
naturzl gas. That difference may be deduced by subtracting the dollars in red in the
previous paragraph from the previous dollars shown inred earlier in this
Correspondsence.

Respactfully,

Bob skarphol
‘williston Basin Royalty Owners Associstion (WBROA)




COMPANY A OWNS BOTH THE
PRODUCTION COMPANY AND
A MAJORITY OF THE MASTER LIMITED PARTNERSHIP(MLP)
Marginal Tax Rate Max is 5.2% (2019 rate)

Company A Produces a $45
Barrel of 0Qil, 1,000,000
barrels
Value = $45,000,000
Full Tax would be
$2,340,000

Company A MLP Charges $5 Company A pays Tax in North Dakota on the

for expense net of $40.00 per barrel, Value = $40,000,000
Taxed in Texas Tax is $2,080,000

Lost Tax Revenue=
$260,000 per million
barrels




Gas Plant Postproduction Charges (PPC'’s)
(“Other Deductions”)
An Actual Gas Plant PPC in May 2019
May 2019 PPC per MCF= 512.99 per MCF
250,000 MCF per day X $12.99 per MCF X 365 Days = $1,185,337,500

$1,185,337,500
Annual Postproduction Charges

Postproduction costs deducted from Private Royalty Owners and
Working Interest Royalty Owners

$1,185,337,500 X 1/8 lease = $148,167,187
$148,167,187

Annual PPC's deducted from Royalty Owners
at just one plant of this size

How would you, as a Royalty Owner, spend these dollars if you received
them as opposed to being withheld from your check?

Help fix this problem for Royalty Owners, join the Willlston Basin Royalty Owners Assoclation
Join Today at
wbroa.com
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Senate Bill 2217
Testimony of Gary Hagen, North Dakota Mineral Owner
March 15, 2021

My name is Gary Hagen and my family owns mineral rights in McKenzie County, North Dakota.
I come before you to testify in favor of the original version of SB2217 as submitted by Senator Brad
Bekkedahl.

Historically, the percentage of our gas royalties deducted as post-production expenses averaged in the
mid-forties. Then between January 2019 and July 2019, the deduction amounts jumped from 46.54% to
105.83%, more than doubling in a seven month period. Since then, virtually all of our gas royalties
have been taken through post-deduction “processing fees” or “service fees”. In some months where the
fees exceed 100% of the gas royalties, the oil company takes further deductions from our oil royalties
to cover the “losses” that they claim to sustain from the gas operations.

Every testimony from the oil industry lobby in opposition to SB2217 contains some variation on the
theme of “we invested a lot of money in North Dakota blah blah blah but if you don’t let us stick the
mineral owners as much as we want, we might take our ball and go home, the state will receive less in
tax revenues and everyone loses. We are enhancing the value of the gas by selling it farther
downstream so the mineral owner benefits, etc.”

From a mineral owner’s point of view, if we already receive nothing for our gas royalties because the
oil company offsets all of the revenues with post-production expenses, and they continue to take it all
even if they get a higher price by laundering the sales farther downstream through a third party/Master
Limited Partnership scheme, then what benefit did we the owners really receive? Sure, the oil
company made more money on the deal but our net income is still nothing. The company gets to
avoid the arms-length transaction laws and may also receive profitable kickbacks in various other
forms such as ownership of pipeline shares.

The oil executives say that the mineral owners have an obligation to “share” in the costs. Sharing
implies a mutual benefit or a mutual shouldering of a burden. It isn’t sharing when we are forced to
give up all of our asset to cover their costs, but we don’t share in the profits. They are taking most or
all of the money they made from selling the gas and sometimes garnishing the oil royalties on top of
that. Without an audit, who knows if some that money is really paying for infrastructure expenses or
marketing blunders or geopolitical risks or other costs of doing business that have nothing to do with
transporting and marketing the product?

The lobbyists further claim that it is okay for them to do what they are doing because the leases are
contracts that were entered into freely and in good faith by both parties. I guess they forgot the part of
the contract where the lessee agreed to take on the cost of developing and marketing the resource in
exchange for 80% or more of the production. The leases don’t say that the lessee agrees to 80% but
feel free to come back years later and take more, because you think you can and there aren’t any laws
to stop you.

Additionally, I would argue that a lease contract isn’t negotiated in good faith when an oil company or
a landman knowingly offers a lease that is written in impenetrable legalese and heavily loaded with
clauses in favor of the lessee. Ten to fifteen years ago when the majority of the privately owned
acreages were leased, the normal industry practice was to acquire the acreage at the most lowball price
possible and then drill a single well to hold it all by production. If the mineral owner didn’t know what



a Pugh clause is, too bad. If the mineral owner “trusted the landman” to give them a fair deal, only to
find out later that the landman may have lied, made verbal promises that were not included in the lease
document, or otherwise cheated them on the lease terms, too bad.

If the drilling unit was force pooled and unitized, so the mineral owner felt forced to sign a bad lease
because the only alternative under North Dakota law is to sell the minerals or become a non-consenting
co-tenant, too bad.

The oil companies deliberately took advantage of a lot of people and the State let them do it because
the State wanted the money. Good faith and fair dealing were rarely part of the relationship, at least in
my experience and that of every mineral owner I have ever met.

Even today, the county courthouses are recording new leases containing detailed language that allows
the deduction of post-production costs. How many of the people who are signing those leases
understand what it means or take the time to run it by an expensive oil and gas attorney? Do the
landmen helpfully explain to them that by the way, this clause here means you get nothing for your gas
royalties plus we can eat up your oil royalties too?

So I ask:
Why should an oil company have the exclusive right to decide that extra deductions are “permitted” by
a lease, only because they were not specifically denied by the lease?

As some of you may know, the North Dakota Supreme Court in Newfield Exploration Co. v. State of
North Dakota, et al., (2019 ND 193, July 11, 2019) held that royalties were illegally deducted using
post-production deductions based on net vs gross proceeds, concluding that

“Gross proceeds from which the royalty payments under the leases are calculated may not be reduced
by an amount that either directly or indirectly accounts for post-production costs incurred to make the

gas marketable.”

Of course these days, even Supreme Court decisions may not be final. It seems like there is always
some technicality or angle that was not specifically addressed in the court opinion, that requires the
case to be reheard. In the meantime, the oil companies (or the State) get to keep all the money.
Unfortunately, mineral owners don’t have the unlimited resources enjoyed by the State and the oil
lobby when it comes to legal costs. That is why we need a new law that protects us with detailed,
unambiguous language as proposed in the original version of SB2217. We also need the right to audit
where the gas was sold and under what terms, so they can’t hide the shell games.

I am very disappointed that the Senate Finance and Taxation committee completely gutted the SB2217
bill and replaced it with a call for a study. That action, or lack of action, is nothing but a green light for
the oil companies to go ahead with business as usual.

As one of the hundreds of mineral owners who had their mineral rights stolen by the State of North
Dakota’s “Ordinary High Watermark” (OHWM) scam, I don’t have much faith in studies as a
legitimate problem-solving tool, particularly when the real purpose of the study is to stall for time or to
justify theft, as was done with the Bartlett/West and Wenck studies. ~Eleven years later, the State is
still enjoying the benefit of using hundreds of millions of dollars in stolen royalties as an interest-free
loan, while the lawsuits and studies go on forever.



In one of these failed lawsuits, the Sorum/Nelson case (which also sought to steal all of my mineral
rights and give them to the State), Justice Tufte wrote in the Supreme Court opinion that “The State has
a moral obligation to deal fairly with the people”. I submit to you that the legislature also has a moral
obligation to own up to its failures of the past and stop running away in a blind panic every time the
Petroleum Council threatens to take away your magic money trough. We the people who actually own
the minerals that you tax at thirteen percent right off the top without our consent, have a right to be
represented too.

In closing, I request that SB2217 be restored in its original form and built upon with specific language
that legally codifies what post-production deductions are or are not allowed.

Thank you for this opportunity to testify.



2021 HOUSE STANDING COMMITTEE MINUTES

Energy and Natural Resources Committee
Coteau AB Room, State Capitol

SB 2217 11:34 AM
3/18/2021

Relating to the deduction or recover of losses incurred in the sale or disposition of natural
gas from the proceeds of oil production and to provide for a legislative management
study.

11:34 AM

Chairman Porter opened the hearing. Present: Representatives Porter, Anderson, Bosch,
Devlin, Damschen, M. Ruby, Lefor, Marschall, Roers Jones, Zubke, Guggisberg, and Ista.
Absent: Rep Keiser

Discussion Topics:
Committee work

Rep Zubke moved to adopt the amendment 21.0130.04001, seconded by Rep Lefor. Voice
vote. Motion carried.

Rep Zubke moved a Do Pass as Amended, seconded by Rep Heinert.
Roll call vote:

Representatives
Representative Todd Porter
Representative Chuck Damschen
Representative Dick Anderson
Representative Glenn Bosch
Representative Bill Devlin
Representative Ron Guggisberg
Representative Pat D. Heinert
Representative Zachary Ista
Representative George Keiser
Representative Mike Lefor
Representative Andrew Marschall
Representative Shannon Roers Jones
Representative Matthew Ruby
Representative Denton Zubke

Motion carried. 13-0-1 Rep Zubke is carrier.
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11:35 AM hearing closed.

Kathleen Davis, Committee Clerk



21.0130.04001 Prepared by the Legislative Council staff for S |9,‘
Title.05000 Senator Bekkedahl 5“9 :

March 10, 2021
PROPOSED AMENDMENTS TO ENGROSSED SENATE BILL NO. 2217
Page 1, line 1, remove "create and enact a new section to chapter 47-16 of the North Dakota"
Page 1, remove line 2
Page 1, line 3, remove "of natural gas from the proceeds of oil production; and to"
Page 1, line 4, after "study" insert "of postproduction cost deductions"

Page 1, remove lines 6 through 23

Renumber accordingly

Page No. 1 21.0130.04001



Com Standing Committee Report Module ID: h_stcomrep_47_010
March 18, 2021 2:42PM Carrier: Zubke
Insert LC: 21.0130.04001 Title: 05000

REPORT OF STANDING COMMITTEE
SB 2217, as engrossed: Energy and Natural Resources Committee (Rep. Porter,
Chairman) recommends AMENDMENTS AS FOLLOWS and when so amended,
recommends DO PASS (13 YEAS, 0 NAYS, 1 ABSENT AND NOT VOTING).
Engrossed SB 2217 was placed on the Sixth order on the calendar.

Page 1, line 1, remove "create and enact a new section to chapter 47-16 of the North
Dakota"

Page 1, remove line 2

Page 1, line 3, remove "of natural gas from the proceeds of oil production; and to"
Page 1, line 4, after "study" insert "of postproduction cost deductions”

Page 1, remove lines 6 through 23

Renumber accordingly

(1) DESK (3) COMMITTEE Page 1 h_stcomrep_47_010



2021 CONFERENCE COMMITTEE

SB 2217



2021 SENATE STANDING COMMITTEE MINUTES

Finance and Taxation Committee
Fort Totten Room, State Capitol

HB 2217
4/13/2021
Conference Committee

A BILL for an Act to amend and reenact subsection 36 of section 57-02-08 of the North
Dakota Century Code, relating to a property tax exemption for property leased for the
provision of early childhood or adult day care services; and to provide an effective date.

Chair Patten calls the meeting to order. Senators Patten, Kannianen, Bell and
Representatives Zubke, D. Anderson, Bosch are present. [9:34]

Discussion Topics:
e Adult day care
e Early childhood day care

Senator Kannianen [9:34] moved Senate Accede to the House Amendments
Senator Bell seconds

Motion passed 6-0-0
Senator Kannianen and Representative Zubke carry.

Chair Patten adjourns the meeting. [9:40]

Joel Crane, Committee Clerk



Date: 4/13/2021
Roll Call Vote #: 1

2021 SENATE CONFERENCE COMMITTEE
ROLL CALL VOTES

BILL/RESOLUTION NO. SB 2217 as engrossed

Senate Finance and Taxation Committee
Action Taken SENATE accede to House Amendments
[1 SENATE accede to House Amendments and further amend
[1 HOUSE recede from House amendments
[J HOUSE recede from House amendments and amend as follows

[1 Unable to agree, recommends that the committee be discharged and a new
committee be appointed

Motion Made by: Senator Kannianen Seconded by: Senator Bell
Senators Yes |No Representatives Yes |No

Chair Patten X Zubke X
Kannianen X D. Anderson X
Bell X Bosch X
Total Senate Vote 3 Total Rep. Vote 3

Vote Count Yes: 6 No: O Absent: 0

Senate Carrier Kannianen House Carrier Zubke

LC Number . of amendment

LC Number . of engrossment

Emergency clause added or deleted

Statement of purpose of amendment




Com Conference Committee Report Module ID: s_cfcomrep_64_001
April 13, 2021 10:21AM Senate Carrier: Kannianen
House Carrier: Zubke

REPORT OF CONFERENCE COMMITTEE
SB 2217, as engrossed: Your conference committee (Sens. Patten, Kannianen, Bell and
Reps. Zubke, D. Anderson, Bosch) recommends that the SENATE ACCEDE to the

House amendments as printed on SJ page 1217 and place SB 2217 on the Seventh
order.

Engrossed SB 2217 was placed on the Seventh order of business on the calendar.

(1) DESK (2) COMMITTEE Page 1 s_cfcomrep_64_001
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