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Henorable J. Earl Rudder
Commissioner, General Land

Office. T : L
Austin, Texas -Opinieow. Ne: WW-196

Res. ‘Whether or net: the :eost

. of transporting gas -ob- .
faiped from- State leages
may. be legally deducted
from the State's reyaltiy
interest in.the specifilc
instances as.are outlinmed -
.hérelun.

' Dear Mp. Ruddes;

) . In yeur letter requesting-our-epinion dated

. May 2%, 1957, :you enclosed three .memoranda from an;
Asgistant- State Auditer,; questiening the legality of
certain deductions of -varieus cests.invelved. in the pre-
cessing and -transportation of gas befere- caleulating the
reyalty doe the State. . Because.of the lepgth ef these
memeranda ,: each Will net be set.oeut in this epinion in
detail, but the:pertinent and ‘contrelling facts may be
summarized as feollewss ' -

. : There -are ‘three .leases imnvelyed, -2ll of which
vere :executed under the-autherity ef Chapter 271, Acts-
kond Leg., 1931 (Art. 542)¢,Seq¢s10,.V.C.8.). The pertl-

‘nent reoyalty prevision ef. the.statute is as .fellowss-

- --u"Therareas imeluded:herein shall be

- leaged for a censideratioen,. in additien te
the “cdsh -amouni-bid, therefer;:of. net-less.
than-ere~eighth (1/8)-ef the gross pre-:
ductien of ell, or-the value of the same,. -
that may-be produced and saved, amnd met less
than ene~eighth (1/8) of the gross production
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of gas or the value  of the same . . . that may
be preduced amnd sold eoff the area. . . "

The three le&ses involved, respectively eontain the
follewing covenants 1n regard to the reyalty to be paid the
- 8tate:

One-eighth of the gross preduction
_ or gaa, er the value of the same,. . ."

*2, -As a reyalty en residue gas, ene—'
eighth of the value of the gross preductien,

- 80ld or used eff the premises. The value of
the residue gas te .be based upon the highest
price -pald ex offered for residue gas in the
general ares or that part which accruea te the
lessece,. ﬁhiehever 13 the greater.” . ‘

S “3. A8~roya1ty on any gas, 1nc1uding
resjidue gas, seld or used by the lessee for
any purpese, one-sixth ef the value of such
gas 4o ‘be ‘seld or used, but in ne evemt shall
the reyalty be based. upon a price of less-

" than ‘the. highest market price paid or offered:
for gas in the gemeral area or that part which
.acorues to- the producer, whichever is the .

~ greater . sDrovided,. however, lessee

T agrees . t berore any.ges ecntainiug 1iquid )
hydrecarbens, receverdable im commercial ¢uanti-
ties 18 seld oy used, it will be run threugh
‘an adequate @il and gas separator Lo the end .
that all-liquid hydrecarbems receverable from-
the gas by such means will be recovered.” -

- -By the provtsiens of the three leases asg ahtvn

- @béve, the firgt allowa the.State te take possession eof -
--4ts fractienal part of the ges preduced in kind er teo re~-
ceive from the lessee the value thereef. The second and
third pirevisions do noet previde that the. 3tate may res
ceive its reyalty im kind, but provide that the lemsed
shall pay the State the cash’ value, It must be remembered,
hewéver, that the language of the statute contels ever the
tevas of the leases, and that swch lea2ses can nelither
Adiminish ner enlarge the state'a reyalty 1nterest as set
-out in the statute._‘ _

-
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~ .« In.each, of the three instapces upem which.your
questicn was based -there -was ne market at: .the well site
fer the gas- prodneed. -The -State's leasees, in-erder-te. - .
market the gas,: censtmctioned wvarieus. pipelines, cempressors
and hydrecarben separators at their own expense and im which.
the State owns ne interest. The reyalty paid the State in
each instance was besed upen. the price the.producer was paid
fer the gas -2t the- point auch gas -was. transferred frem-the.
producer's: pipeline te.that of: the purchaser, less one-
eighth ef- the tetal: cost ef- transporting and. processing.
the, gas. preduced, between the well: aite a.nd the place- where
the purchaser toek: del:!.vexys .

The: gnestion which yeu ask, b_ased npen: the &bore
su:mary of-facts, Was’ rheme? o3, pot- tﬁe sState could legally
he.charged -1ts: pre' rata-ghare of the cost. of (1) {ransporting
the gas frem the well gite to the purcheser, amd (2) the- -~
cest:of separating marketable. kydrocarbens under the pro~
yvision: of- the 'bhird leage: agrgement. : ,

. Ome paiat Shat sgems clea.r 4n any lsage: execu,téd-
under- Sestion 10.of Art. 542lc 18- that where,paymentiof
money:. royalty is-accepted. by:the State; that.such. payment:
s’ te be based: upen-the “gress, preductien.er valpe.of the:
same® st The place:wheve it Ag Ppbducad "and. Ve heed et .

speculate .on. distinctions JlLthia the xoyalty-. eIa:uses’ \ﬂii.eh
de net' ‘exist-dn faet... -

Cns: oo IbT48 e genemll}y“aecepted that tlxe menth. ﬂf ,
ther vell :Le the preper.pricing: peint fer debemining the. |
value. .of ooyalty” gas. - Scobd: v. Steinherger,. et 8l,,213: P,
646. (Kan. 1923); BHaynes v. SonEEwes’E Watural Gas CG., 123
F. 24 1011 (c.c.A. J10%2 e ho <ase.
found. nhic’h apecaiically ders,ned‘ the terd "groms. pro=:
duction,® the: case of:; kansaeraturl Gas.ee.» v.-.‘- sartex,. .
78 F~2d. 924*(010.93-. st:e 29 ‘ + o
held that..®1/8th of. the. ges pwed.uced and: sald rrem premises
meant averege: priece’ “4n: the, -ﬁ.e‘.l.d at the well.”

-If there.is no mﬁ.rket at a- ppeciﬁ.c nell evidenee_
whioh. shows:the.market price for.gas at other vells ,:gach
gas. being utilized: in, the game manuer as the- gas. from. the
_well in guertion,-is admlisgsible te enable the court 'bo .

determine market valué. : Phillips Petrelet nwm, .
ISEF .24 195 199 (C.C.A. 9 , ceyrt.den. 229 U 3.
and P {46 P24 138

11408 ‘Petrol CoOun- QOechsner,:,
). Tha C: @ ;.-e reya.ty ;pmvisien Jn
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leases number two and three as set out above, which sets out
hev the value of royalty gas is to be determined followa
clesely the method used by the courts in determinlng such
value; and do mnet otherwise add anything of significance te
the laase contraoct.

!here are no cases which have ever held that a -
lessee must comstruct facilities for transporting or process-
ing gas without being permitted to charge semething back
against the lessor. The lessee owes a duty te the lessor to
use diligence in marketing the product of the gas well, but
noe eomxyt has ever held that the State or any other leasor
is entitled to & free ride to the marketing peint. Mr. George
Sief¥in in REEEFB of Lessor and Leasee With Reafect“to Sale -
of Gas and te Uag 8liy Provigions, n ngtitute
on 01l and Gas‘anﬁ'gaxaiien,-Soui

thwestern Legal Foundation.

- In twoe successive cases where the principal isasue
vas the method .to be used in determining the value of royalty
gas where there was no market at the wells, the Fifth Cctr-
cuit held that the proper reyalty in such cases was ene-
eighth of the proceaeds of the actual stle, less 2 preper
.eredit for the cest of transpertation, separation and sele,.

Philll Petroleum Co. ¥ nui, supra, and Philliips Petreleum
G.G.A.5tﬁ cert,def.,380 UeSe
Substantially the same result has been reached .

: t Co, v, Consolidated 0il ce 74 F.2d
%97 (C.C.A,

93%)s " A
977 (0kla.1936) " s ve ’the word-
ing ef the reyalty .clauses in.the 1eases vary somewhat from
case to case, the aame result hap aniformly been reached.

CO- ; - 32 943 )

éher cexrtain royalty paymnnts previded for in an assign-
ment contract were to be based upen the value of gas,preduced
at the well, or ite value after such gas had bden precessed
into other products, the court held that the royalty ewner
vag bound t¢ Bceept payment. eut of the value of the gas at’
the well and was not embitled to have 1t »efined lutoe some
other commedity, It is believed thilis case indicates that .
the ceurts in this State would follow the "well head piiéing
point® rule 4in the federal cases herein alted, unléss the
contract clearly shoved a eontnary intent of %he parties.

thafafore, appears that the state may legally -
be charged- tﬁa pro rats share of transportatien costs frem
the well head, whiech 418 the pricing point fer value of
royalty gas, Eo that peint where title te the gas passes
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to the purchasér. This nmeaiis’ that where the value of the
groés production of gasa-is cemputed from a price paid for
suchi gas at a poimt not at the well, then in arriving at

- the royalty to be paild the State, a reaaonable charge may -
be dsgessed for the use of necessary pipelines and process- .
ing equipment. It is our further opinionm that, the pre-
vision-in Lease No. 3. cited above, that ‘Fequiires the lessee
te remeve hydrocarbons, ir presené in commerclal quantities,
doed not ‘change or affect that point at which the’ Statefs
roydlty. interest is ¢omputed, and the lessee. is entitled .

té deduct from the royalty paid the State's pro rata share
of the expense 1ncurred in the. removal of such hydrocarbona.

Because of the wide poaaible variationsg betveen
different situatioms requiring the lesgee to bulld trans-
porting and processipg equipment in marketing' gés, ve are
unable te lay down any general rules for assessing such -
charges against the State, and such charges ln each indi-
viddal -éase must be determined. from the standpoint of
accepted accounting principles, to be properly determined
by the State Auditer,

f

. Under all. leases executed by the
General Land O0ffice under the authority '
‘of Cbhapter 271, Acts 42md ilLeg., 1931;

. where the value of reyalty gas is com~
puted on the basis of & purchase price. -

~ ',pald for such gas after it has been trans-
__ 'ported from the well site, the State's
lessee may legally: ‘deduet from the royalty
payments for cost of transportation and
" processing bebween the well head and the
: purchasing point wvhen these costs are -
 eomputed according to standard and accept-
able accounting principles.

"~ Yours very truly,

WILL WILSON
Attorney General of Texas

Rober 0. Sm
Assistant Attorney General
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OPINION GQMMI!ﬂEE

H. Grady Chandler, Chairman
Laryy Jones

Joe Rollins

Milton Richardson.

REVIEWED FOR THE ATTORNEY
_GENERAL BY:

(Geo. P. Blackburn



