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VEMORANDUM OPI NI ON

Plaintiffs! | ease fromthe federal governnent the right to
produce oil and gas |l ocated offshore of Louisiana and California
on the Quter Continental Shelf (“0OCS’). Plaintiffs transport the
oil to shore through pipelines |ocated on the OCS. Defendant
Departnment of the Interior (“DO”) issues and adm nisters OCS oi
and gas | eases under the OCS Lands Act, 43 U.S.C. § 1331, et seq.
(“OCSLA”). Pursuant to the OCSLA, |essees are required to pay
royalties on their crude oil production on the OCS to the United
States. The M neral s Managenent Service (“MMS”), a subdivision
of DO, pronulgates royalty regulations, and collects, checks,
and distributes revenues fromthe OCS gas | eases. This action
arises out of plaintiffs' challenge to defendants' final decision
involving the application of DO's royalty valuation regul ati ons
to plaintiffs. Plaintiffs challenge DO’'s action denying thema
particul ar exception contained in the royalty cal cul ation

regul ations as arbitrary and capricious in violation of the

! The plaintiffs in this consolidated proceeding are Torch
Operating Co. (Torch), plaintiff in No. 98-884; Chevron U. S. A
| nc. (Chevron), Exxon Corp. (Exxon), Mobil Exploration &
Producing U.S. Inc. (Mbil), and Texaco Exploration and
Production, Inc. (Texaco), plaintiffs in No. 98-1388; Union O
Conmpany of California (Unocal), plaintiff in No. 98-1398; Amerada
Hess Corp. (Anerada Hess) and PennzEnergy Exploration and
Production, L.L.C. (PennzEnergy), as successor in interest to
Pennzoi | Exploration and Production Co., plaintiffs in No. 98-
1444, and BP Exploration & G1l, Inc. (BPX), plaintiff in No. 98-
2125,



Adm ni strative Procedures Act (APA), 5 U S.C. 8553 and
8706( A) (2).

Pendi ng before the Court are the parties' cross-notions for
sunmary judgnment. Upon consideration of the parties' notions,
the responses and replies thereto, plaintiffs' suppl enental
subm ssion of new authority, the responses and replies thereto,
counsel s’ representations at oral argunent, as well as the
applicabl e statutory and case |law, this Court concludes that
plaintiffs' nmotion for sunmary judgnment [42-1] shoul d be GRANTED
and defendants' notion for sunmary judgnment [45-1] should be
DENI ED

Backar ound

Statutory and Regul atory Franmewor k

I n January 1988, through the APA’s notice and conment rul e-
maki ng procedures, MVS issued conprehensive rules relating to the
cal cul ation of royalties on crude oil production from federal
| eases. See Revision of O Product Valuation Regul ati ons and
Rel at ed Topics, 53 Fed. Reg. 1184-1227 (Jan. 15, 1988). The
regul ation at the center of the present controversy explains how
| essees cal culate the transportation cost all owances that they
may deduct fromtheir royalty calculations. 30 C.F.R § 206.105

(1998) .



MVS's royalty valuation rules allow certain deductions.
Under MMS's royalty valuation rules, a | essee shipping oil may
deduct the reasonable, actual cost of transporting oil fromthe
gross per barrel royalty value. For exanple, if oil produced
froman OCS | ease is valued at $20 per barrel on-shore, and it
costs $5 per barrel to transport the oil fromthe OCS | ease to
anot her on-shore point, the | essee owes a royalty based on the
net $15 value, rather than on the gross $20 value. |In this way,
the transportation allowance is generally based on a | essee’s
actual transportation costs. 30 C.F.R § 206.105(b).

In its 1988 regul ati ons, MVS carved out an exception to the
actual cost requirenent that allows federal |essees shipping oil
via affiliated pipelines to base their transportation all owances
on tariffs filed with the Federal Energy Regul atory Comm ssion
(“FERC’). This provision, known as the “FERC tariff exception,”
provi des: “The MMS will grant the exception only if the | essee
has a tariff for the transportation system approved by [FERC].
." 30 CF.R 8 206.105 (b)(5). Section 206.105(b)(5) was neant
to enable | essees to avoid the "unnecessar[y] burden[]" of re-
conmputing costs. 53 Fed. Reg. at 1211. The exception was
ani mated by the policy that FERC could be relied upon to ensure

that oil shipping rates in its jurisdiction are reasonable. 1d.



(citing FERC s “expertise . . . to determine fair and reasonabl e
transportation charges”).

The regulation allows MMS to deny the exception to a | essee
who has a FERC-approved tariff in certain specified
ci rcumst ances:

The MMS shall deny the exception request if it

determ nes that the tariff is excessive as conpared to

arm s-length transportation charges by pi pelines, owned

by the | essee or ot hers, providing simlar

transportation services in that area. |If there are no

arm s-length transportati on charges, MMS shal |l deny t he

exception request if: (i) No FERC or State regul atory

agency cost analysis exists and the FERC or State

regul atory agency, as applicable, has declined to

investigate pursuant to MMS tinmely objection upon

filing; and (ii) the tariff significantly exceeds the

| essee’ s actual costs for transportation .

8§ 206. 105 (b)(5).

The parties agree that after the 1988 regul ations went into
effect, requests to MMS to use FERC-approved tariff rates were
routinely granted as long as the affiliated pipeline conpany had
atariff on file at FERC. In fact, the MVS had al |l owed
plaintiffs to use FERC tariff rates to calculate transportation
al | owmances well before the 1988 valuation regulations; this
practice had inforned the 1988 rule. 53 Fed. Reg. at 12009.
Under this scheme, the only action a | essee had to take to
satisfy the requirenment of 8§ 206.105(b)(5) that a tariff be

“approved by [FERC]” was to present proof of a tariff on file

wi th FERC. From MVS' s point of view, FERC s acceptance of the
5



filing of a tariff qualified as FERC s "approv[al]" of that
tariff under 8206.105(b). 53 Fed. Reg. at 1209 (citing practice
of granting exception to FERC-approved tariffs).

At all tines relevant to this case, FERC tariffs were
aut horized by the Interstate Comrerce Act (“ICA”), 49 U S.C. App.
81 (1) (1988), and governed by the FERC regulations at 18 C.F.R
8341. Those regul ations required that each pipeline carrier of
crude oil “subject to the Comm ssion's jurisdiction under the
Interstate Comerce Act” file a tariff with FERC that sets forth
the rates and charges for transportati on through the pipeline.
18 CF.R 8341.0(a)(1),(b) (1997). Section 341.11(a) states that
“[FERC] may reject tariff publications or any other materi al
submtted for filing that fail to conply with the requirenents
set forth in this part or violate any statute, or any regul ati on,
policy or order of the Conmm ssion.” Generally, absent
affirmative action by FERC to reject the filed tariff, the tariff
was considered “establish[ed]” or “issued” and the pipeline owner
was permtted to charge the specified rates. See 8 341.3 (tariff
must include “issue” date, and the “specific Comm ssion order
pursuant to which the tariff is issued”); 8 346.1 (carriers
seeking to “establish” rates nust follow, inter alia, procedures
in 8341). FERC officials have indicated that it was FERC

practice to routinely accept tariff filings w thout an



investigation into FERC s jurisdiction over the tariff;
jurisdiction was only addressed if a protest was filed with FERC
pursuant to 8343. See Consolidated Adm nistrative Record (CAR)
doc. C50.

Begi nning in 1992, FERC issued a series of decisions that
called its jurisdiction over certain OCS pipelines into question.
See Oxy Pipeline, Inc., 61 FERC 61,051 (1992); Bonito Pipeline
Conpany, 61 FERC 61,050 (1992), aff’d sub nom, Shell GOl Co. v.
FERC, 47 F.3d 1186 (D.C. Cir. 1995); Utramar, Inc. v. Gaviota
Term nal Co., 80 FERC 61,201 (1997). FERC did not, however
alter its policy of issuing tariffs w thout investigation into
its jurisdiction after the initial 1992 deci sions.

I n Septenmber of 1994, MMS decided to no | onger accept
tariffs issued by FERC as automatically qualifying for the FERC
exception. The m nutes of a August 9, 1994 staff neeting state:

Consensus was reached that MVS woul d not recogni ze FERC

Ol Tariffs for which FERC has renounced jurisdiction.

MMS woul d require the calculation of a transportation

al | omance to be based on actual costs as of October 8,

1992, the date of the OXY/ Sanedan FERC deci si on.

CAR, doc. C58, at 156. The m nutes of a Septenber 9, 1994, staff
meeting state “Action Itens. 1. VSDwll change its policy and
not approve FERC G| Tariffs in lieu of computing actual costs.”

ld. The parties dispute the notivation for this change at MVS.

Plaintiffs allege that DO and MVS were politically and



financially nmotivated to elimnate the FERC exception and thereby
generate approximately $30 mllion dollars a year in increased
royalties fromthe oil industry. Defendants claimthat FERC s
own questioning of its jurisdiction in the 1992 deci sions made
MVS no | onger able to rely on FERC-issued tariffs as “approved
by” FERC.

1. MVS Oders to Plaintiffs and Plaintiffs’ Adm nistrative
Appeal s

Plaintiffs filed tariffs with FERC covering the affiliated
pi pelines at issue in this case. See No. 98-884 AR, Tab 27
(Torch); No. 98-1388 AR Tab 16 (Chevron); No. 98-1388 AR Tab 29
(Exxon); No. 98-1388 AR Tabs 22, 24, 28 (Mbil); No. 98-1388 AR
Tabs 19, 34, 35 (Texaco); No. 98-1398 AR Tabs 16, 30, 38, 52
(Unocal ); No. 98-1444 AR Tabs 18, 25, 30 (Amerada Hess); No. 98-
1444 AR Tab 18, 21, 22 (PennzEnergy); No. 98-2125 AR Tab 24
(BPX). FERC did not reject the tariffs for lack of jurisdiction,
nor were any protests or challenges filed. Plaintiffs then filed
requests with MMS to use FERC s tariff rates to calculate their
transportation all owances pursuant to the FERC exception in the
regul ations. 1d.

The Chief of the MMS Val uation and Standards Division denied
plaintiff’s requests for the FERC exception. See No. 98-884 AR,
Tab 24 (Torch); No. 98-1388 AR Tabs 13, 26 (Chevron); No. 98-1388

AR Tabs 17, 27 (Exxon); No. 98-1388 AR Tabs 20,21, 27 (Mbil);
8



No. 98-1388 AR Tabs 15, 32, 33 (Texaco); No. 98-1398 AR Tabs 48,
49 (Unocal ); No. 98-1444 AR Tabs 16, 23, 29 (Anmerada Hess); No.
98- 1444 AR Tabs 17, 19, 20 (PennzEnergy); No. 98-2125 AR Tab 23
(BPX). That MMVS decision cited the 1992 decision by FERC in Oxy
Pi peline that questioned FERC s jurisdiction over oil transported
only on pipelines within the OCS:

On October 8, 1992, FERC i ssued the Order Granting

Petitions for Declaratory Orders and Di scl ai m ng

Jurisdiction, Oxy Pipeline Inc., 61 FERC Y61, 051

(1992), which states in pertinent part . . . that the

[ CA] does not expressly cover pipelines transporting

oil solely on or across the OQuter Continental Shelf...
ld. MMS stated that since FERC had renounced jurisdiction over
pi pel ines on the OCS, MVS could no |onger consider tariffs for
t hose pipelines that had been issued by FERC to be “approved by
FERC;” thus, MMS could no | onger grant the FERC exceptions for
those tariffs. 1d.?2

Plaintiffs then appeal ed those orders to the Director of
MVS, Cynthia Quarterman. See No. 98-884 AR Tab 22 (Torch); No.
98- 1388 AR Tabs 11, 12 (Chevron); No. 98-1388 AR Tabs 16, 26
(Exxon); No. 98-1388 AR Tabs 18, 19, 26 (Mbil); No. 98-1388 AR
Tabs 14, 29, 31 (Texaco); No. 98-1398 AR Tabs 46, 47 (Unocal);

No. 98-1444 AR Tabs 13, 22, 28 (Anerada Hess); No. 98-1444 AR

2 The parties vigorously dispute the proper interpretation of the FERC

adm nistrative decisions with respect to FERC jurisdiction over OCS pipelines.
Plaintiffs claimthat Oxy Pipeline was limted to oil transported only within
the OCS. Defendants argue that Oxy Pipeline, along with other decisions,

rai ses questions about FERC jurisdiction over any oil transported on or from
the OCS, including oil that reaches shore. This Court need not resolve the
di spute over FERC jurisdiction to decide plaintiffs’ APA claim

9



Tabs 16 (PennzEnergy); No. 98-2125 AR Tab 21 (BPX). Plaintiffs
claimthat while those appeals were pending, Torch received an
affirmative determ nation fromthe FERC Office of Pipeline

Regul ation that its pipeline was subject to the provisions of the
| CA and was therefore within FERC s jurisdiction. See Pls.’

St atement of Undi sputed Material Facts at 4 710 (citing No. 98-
884 AR Tab 153 (Torch)). Defendants dispute this fact. See
United States’ Undi sputed Material Facts and Response to PlIs.’
Statenment of Undi sputed Material Facts at 3 6-7.

In addition, in January 1996, while the appeals were still
pendi ng, the Director of MVS requested clarification from FERC
regarding its jurisdiction over OCS oil pipelines. See CAR, doc.
C51. On March 15, 1996, then-Chair of FERC, Elizabeth Mol er,
responded to Director Quarternman, stating that FERC had
jurisdiction over pipelines that transport oil in interstate
commerce, even if the transportation commences on the OCS. CAR
doc. C50. Using a hypothetical exanple, Chair Ml ar stated that
oil moving fromone point on the OCS to another on the OCS and
t hen noving onshore in interstate comrerce was subject to FERC
jurisdiction under the I CA 1d.

On January 18, 1997, by consolidated decision in response to
t he appeals of plaintiffs and others, the Associate Director of

MVS held that MMS had i nproperly denied plaintiffs’ requests to

10



use the FERC exception. See No. 98-884 AR Tab 2 (Torch); No. 98-
1388 AR Tab 2 (Chevron), No. 98-1388 AR Tab 2 (Exxon); No. 98-
1388 AR Tab 2 (Mobil); No. 98-1388 AR Tab 2 (Texaco); No. 98-1398
AR Tab 2 (Unocal); No. 98-1444 AR Tab 2 (Anerada Hess); No. 98-
1444 AR Tab 2(PennzEnergy); No. 98-2125 AR Tab 5 (BPX)
(substantially the same order issued on June 30, 1997). The

deci sion noted that “[w]ithout FERC s | CA jurisdictional

determ nation for each pipeline, MMS can not discern whether each
of the Appellant’s tariffs are approved (if FERC has no
jurisdiction, they cannot by definition, give approval).” 1d.
The deci sion remanded the appeals to MMS and suggested that MMS,
not plaintiffs, should bear the burden of petitioning FERC for a
resol ution of the jurisdiction question. 1d.

On August 19, 1997, MMS prepared a draft petition to FERC
seeking a declaratory ruling on its jurisdiction over the
pi pelines at issue here. See CAR, doc. C25. No petition was
ever formally filed with FERC.

Upon remand, the Assistant Secretary of DO, Robert
Armstrong, assuned jurisdiction over plaintiffs’ clainms. On
February 4, 1998, he issued a series of separate orders to
plaintiffs requiring that they calculate their transportation
al | owmances using actual costs rather than the FERC excepti on.

See No. 98-884 (Torch) AR, Tab. 1, No. 98-1388 (Chevron) AR Tab.

11



1; No. 98-1388 AR Tab 1 (Exxon); No. 98-1388 AR Tab 1 (Mobil);
No. 98-1388 AR Tab 1 (Texaco); No. 98-1398 AR Tab 1 (Unocal); No.
98-1444 AR Tab 1 (Anerada Hess); No. 98-1444 AR Tab 1
(PennzEnergy); No. 98-2125 AR Tab 4 (BPX). The Assi stant
Secretary stated that FERC s decisions in Oxy Pipeline, Bonito
Pi peline, and U tramar raised questions about FERC jurisdiction
over OCS pipelines, and therefore that FERC could no | onger
“approve” tariffs on those pipelines. The Assistant Secretary
concl uded that the FERC decisions “clearly define the criteria
for determ ning whether FERC has jurisdiction over crude oil
pi pelines on the OCS.” |d. The Assistant Secretary determ ned
that in order for FERC to have jurisdiction, a | essee nust
denonstrate that crude oil is transported fromthe OCS to an
adj acent state and then to another state. The Assi stant
Secretary rejected plaintiffs’ appeals because, he stated,
plaintiffs had not denmonstrated that their oil moved in
interstate comrerce. |Id.

Plaintiffs Chevron, Exxon, and Texaco requested that the
Assi stant Secretary reconsider his February 4, 1998, deci sion.
See No. 98-1388 (Chevron) AR Tab. 2A; No. 98-1388 AR Tab 2A
(Exxon); No. 98-1388 AR Tabs 2A, 3A (Texaco). On Septenber 24,
1998, the Assistant Secretary denied those reconsideration

requests and issued a nodified order with respect to plaintiffs

12



and others who had originally appeal ed the MMS denial of FERC
exception.® See No. 98-1388 (Chevron) AR Tab. 1A; No. 98-1388 AR
Tab 1A (Exxon); No. 98-1388 AR Tab 1A (Mobil); No. 98-1388 AR Tab
1A (Texaco); No. 98-1398 AR Tab 1A (Unocal); No. 98-1444 AR Tab
1A (Anerada Hess); No. 98-1444 AR Tab 1A (PennzEnergy); No. 98-
2125 AR Tab 1 (BPX) (substantially the sanme decision issued on
Novenber 11, 1998). These nodified orders acknow edge t hat
plaintiffs had produced sonme evidence that their oil traveled in
interstate commerce, yet denied the FERC exception nonet hel ess.
The nodified orders state that it is necessary for FERC to
determ ne whether it has jurisdiction over pipelines on the OCS
The Assistant Secretary rejected the MMS Assistant Director’s
earlier suggestion that MMS should petition FERC for a

determ nation of jurisdiction. Instead, the Assistant Secretary
told plaintiffs that they nust petition FERC thenselves to
establish jurisdiction prior to being granted the FERC excepti on.
Once a | essee obtained a FERC determ nation on jurisdiction,

expl ai ned the Assistant Secretary, the MMS “will recognize the

®The Assistant Secretary’s response to Torch Operating Conpany
appears to have differed fromDO's response to the other
plaintiffs in one significant way. Torch never received a
nodi fied order fromDO. Wth respect to Torch, the February 4,
1998, decision which does denies the appeal w thout suggesting
returning to FERC for a determ nation of jurisdiction is the
final agency action at issue. See No. 98-884 AR, Tab. 1 (Torch).
13



FERC tariff as the appropriate all owance, subject to the
requirements of 30 CF.R 8§ 206.105(b)(5).” Id.

DO’ s February 4, 1998, and Septenber 28, 1998, deci sions
are the final agency action challenged by plaintiffs in this

Sui t.

L1, DA and Congress Battle Over Proposed Rul enaking

At approximately the same time that plaintiffs’ appeals to
the Director of MMS were pending, DO issued an Advance Notice of
Proposed Rul emaking, indicating that it was “considering amendi ng
its regul ations regarding the valuation of crude oil produced
fromor allocated to federal and Indian | eases.” 60 Fed. Reg.
65610 (Dec. 20, 1995). Approximately one week after the
Associ ate Director of MMS decision to remand the plaintiff’s
appeal s, on January 24, 1997, DO issued a Notice of Proposed
Rul emaki ng proposi ng that the FERC exception, Section
206. 105(b) (5) of its regulations, be elimnated. 62 Fed. Reg.
3741 (Jan. 24, 1997). Two days after the Assistant Secretary
i ssued his decision rejecting plaintiffs’ appeals, on February 6,
1998, DO issued a Supplenmentary Proposed Rule, adding further
changes to its proposed rules anending the royalty val uation

regul ations. 63 Fed. Reg. 6113 (1998).

14



Then, on May 1, 1998, Congress bl ocked funding for the
proposed anmendnents. Congress enacted the 1998 Suppl enent al
Appropriations and Rescissions Act, Pub. L. No. 105-174 830009,
112 Stat. 58 (1998), which barred the use of any funds “to issue
a notice of final rule-making prior to October 1, 1998, with
respect to the valuation of crude oil for royalty purposes.” On
Cct ober 28, 1998, Congress enacted yet another appropriations
bill, Pub. L. No. 105-277, 8130, 112 Stat. 2681 (1998), extending
t he rul e-maki ng ban until June 1, 1999, or until there was a
negoti at ed agreenment on the rule.

In 2000, after the filing of this lawsuit, DO did
successfully revise its regulations through the formal notice and
comment rul emaki ng process and elim nated the FERC excepti on.

See 30 C.F.R 8206.111 (as anmended March 15, 2000, effective June
1, 2000). The FERC exception was in place at all tinmes relevant

to this |lawsuit.

| V. Procedural History

Plaintiff Torch Operating Conpany filed suit against
def endant Bruce Babbitt, Secretary of the Interior, on April 4,
1998. Civ. Action No. 98-884. Plaintiffs Chevron, Mbil, Exxon,
and Texaco filed Civil Action No. 98-1388 on June 2, 1998.

Plaintiff Unocal filed Civil Action No. 98-1398 on June 2, 1998.

15



Plaintiffs Amerada Hess and PennzEnergy filed Civil Action No.
98- 1444 on June 9, 1998. Plaintiff BPX filed Civil Action No.
98-2125 on Septenmber 2, 1998. The five cases were consolidated
on Septenber 15, 1998, for purposes of pleading and argunents to
the Court on common i ssues.

Pendi ng before the Court are cross-notions for sunmary
judgnent. Plaintiffs filed their joint notion for sunmary
j udgnment on common issues on March 5, 1999. Pls.’” Joint Mt. for
Summ J. on Common |ssues (hereinafter “Pls.” Br.”). Defendants
filed their nmotion for sunmary judgnment and opposition to
plaintiffs’ joint notion on April 27, 1999. United States’ Mot.
for Sutmtm J. (hereinafter “Defs.” Br.”). Plaintiffs filed their
opposition to defendants’ notion and reply to defendants’
opposition on May 18, 1999. Defendants filed their reply on June
24, 1999. This Court heard oral argument fromthe parties on
Oct ober 29, 1999.

The Fifth Circuit recently decided the appeal of a case
raising a simlar challenge to a deni ed FERC exception
originally filed by Shell O fshore Inc. against the defendants in
the instant case in the Western District of Louisiana. See Shel
O fshore Inc. v. Babbitt, 238 F.3d 622 (5th Cir. 2001). The
Fifth Circuit in Shell Ofshore held that DO’'s denial of the

FERC exception to Shell violated the APA. This Court issued an

16



order to the parties in this case on January 23, 2001, directing
themto address the Shell O fshore decision. Plaintiffs filed a
joint brief on February 6, 2001. See PlIfs.’ Fourth Supp.

Subm ssi on, concerning “Shell O fshore” Decision (hereinafter

“Pls.” Shell Ofshore Br.”). Defendant responded on February 14,
2001. See United States’ Response to Pls.’” Fourth Subm ssion,

concerning “Shell O fshore” Decision (hereinafter “Defs.’ Shel

O fshore Br.).

Di scussi on

St andard of Review

Sunmary judgnment should be granted pursuant to Federal Rule
of Civil Procedure 56 only if there are no genui ne issues of
mat erial fact and the noving party is entitled to judgnent as a
matter of law. See Celotex Corp. v. Catrett, 477 U. S. 317, 322,
106 S. Ct. 2548 (1986); AKA v. Washington Hosp. Ctr., 116 F.3d
876, 879 (D.C. Cir.), reh’g en banc granted, 124 F.3d 1302
(1997). In ruling upon cross-notions for summary judgnent, the
Court shall grant summary judgnment only if one of the noving
parties is entitled to judgnment as a matter of |aw upon nateri al
facts that are not genuinely disputed. See Rhoads v. MFerran,

517 F.2d 66, 67 (2d Cir. 1975).

17



1. |1ssues Presented

This case presents three basic issues. The first is whether
DO’'s interpretation of the | anguage “approved by [FERC]” in
8§206. 105(b)(5) is plainly erroneous, and therefore violates the
APA. |f DO’s denial of the FERC exception stretches the
| anguage of the regulation too far, then the Court will enter
judgnment for the plaintiffs. |If DO’s interpretation of that
| anguage is perm ssible, the Court nust then turn to whether
DO’'s interpretation is a significant nodification of an earlier
interpretation so as to require notice and conment rul e-nmaki ng
procedures under the APA. This too could be a determ native
i ssue. However, if DO did not inperm ssibly change positions
with respect to its interpretation of 8206.105(b)(5), the Court
must then address whether DO ’s decision was arbitrary and
capricious in violation of the APA

The parties have presented argunents to the Court addressing
many i ssues beyond the three described above. In particular, the
parties strongly disagree as to the proper interpretation of the
FERC deci sions with respect to FERC jurisdiction over OCS
pi pel i nes. Because the above issues are dispositive, the Court
need not reach the substantive argunents related to FERC

jurisdiction.
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1. DO’'s Orders to Plaintiffs Contravene the Plain Language of
the MMS Regul ation in violation of the APA

The controversy in this case centers around the words
“approved by [FERC].” 8206.105(b)(5). The MMS regul ati ons state

that the FERC exception for the transportation allowance

calculation will only be granted if the lessee DO has “a tariff
for the transportation system approved by [FERC]. . .” 8 206.105
(b)(5). In denying plaintiffs’ FERC exception requests, DO

interpreted the | anguage “approved by [FERC]” to require not only
that a tariff be filed with FERC, but also that the | essee obtain
from FERC an affirmative statenent of jurisdiction.* See No. 98-
1388 (Chevron) AR Tab. 1A; No. 98-1388 AR Tab 1A (Exxon); No. 98-
1388 AR Tab 1A (Mobil); No. 98-1388 AR Tab 1A (Texaco); No. 98-
1398 AR Tab 1A (Unocal); No. 98-1444 AR Tab 1A (Anerada Hess);

No. 98-1444 AR Tab 1A (PennzEnergy); No. 98-2125 AR Tab 1 (BPX)
(substantially the same decision issued on Novenmber 11, 1998).
The Court holds that DO’'s interpretation stretches the neaning

of “approved by” too far.5

“ Wth respect to Torch, DO gave Torch a revised decision suggesting that
Torch petition FERC for a jurisdictional determ nation. |Instead, DO denied
Torch’s appeal based on its own interpretation of FERC s jurisdiction. For
reasons explained in this decision, such a determination by DO contravenes
the plain | anguage of DO’'s regulations and is arbitrary and caprici ous.

> The Fifth Circuit in Shell Offshore assumed that the |anguage of this

regul ati on was anbi guous and qui ckly noved on to the question of the

| awf ul ness of DO ’'s reversal of interpretation. 238 F.3d at 629. This Court

di sagrees with that assunption- the | anguage “approved by” is not so anbi guous
as to allow DO to require an affirmative statement of jurisdiction.
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Plaintiffs challenge DO’'s interpretation under the
Adm ni strative Procedure Act (APA), 5 U.S.C. 8 551 et seq. The
APA commands reviewi ng courts to "hold unlawful and set aside"
agency action that is "arbitrary, capricious, an abuse of
di scretion, or otherwi se not in accordance with law." 5 U.S.C. 8§
706(2)(A). Although agencies are generally given a substanti al
amount of discretion under the APA when interpreting their own
regul ations, there is alimt to that discretion. See, e.g.,
Wyom ng Qutdoor Council v. United States Forest Serv., 165 F. 3d
43, 52 (D.C. Cir. 1999). Agency interpretations of their own
regul ati ons are consistently afforded deference by federal
reviewi ng courts and are upheld unless “plainly erroneous or
inconsistent” with the regulation. Thomas Jefferson Univ. v.
Shal ala, 512 U.S. 504, 512, 114 S. Ct. 2381 (1994); Paralyzed
Vet erans of America v. D.C. Arena L.P., 117 F.3d 579, 584 (D.C
Cir. 1997). 1In other words, a review ng court rnust defer to an
agency’s interpretation unless an "alternative reading is
conpell ed by the regulation's plain | anguage or by ot her
i ndications of the Secretary's intent at the time of the
regul ation's promnul gation.” Thomas Jefferson Univ., 512 U S. at

584 (quoting Gardebring v. Jenkins, 485 U. S. 415, 430, 108 S. Ct.

1306 (1988)). The plainly erroneous standard creates the “outer
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limt to that deference inposed by the Adm nistrative Procedure
Act.” Paralyzed Veterans, 117 F.3d at 584.

DO argues that understandi ng “approved by” to include a
requi rement of an affirmative statenment of jurisdiction is
reasonabl e given the FERC procedures for handling tariff
applications. DO argues that tariffs are sinply filed with and
“accept[ed]” by FERC. “FERC *accepts’ the tariff but does not
further investigate, approve, or, in any manner, exanm ne, the
tariffs unless soneone files a protest against the tariff.”
Defs.” Br. at 5. Because FERC only accepts the filed tariffs,
DO argues, requiring the additional affirmative step of
affirmng jurisdiction prior to recognizing FERC approval is
reasonabl e.

DO’'s interpretation of “approved by” ignores the fact that
t he FERC procedures, authorized by the OCA and reflected in
FERC s regul ations, were in place at the tine the FERC excepti on
was created in 1988. The Supreme Court has said that a review ng
court should defer to an agency interpretation unless an
"alternative reading is conpelled by the regulation's plain
| anguage or by other indications of the Secretary's intent at the
time of the regulation's pronulgation.” Thomas Jefferson Univ.,
512 U.S. at 584 (enphasis added). Here, defendant’s suggestion

that the “approved by” | anguage in the FERC exception refer to
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anyt hing other than the procedures that were in place at FERC at
the time the FERC exception was created is inplausible. The OCA
requires that carriers post tariffs with FERC for public
i nspection prior to using those tariffs, 49 U S.C. app. 86. ICA
al so requires that those tariffs will be applicable to that
pi pel ine unless a protest is filed with FERC during the notice
period, id. at 815(7), or a conplaint is successfully pursued.
ld. at 813. The carriers who post tariffs are required to
adhere to those tariffs unless they have been successfully
chal l enged. Neither the I CA nor the FERC regul ati ons have ever
requi red an advance jurisdictional determ nation prior to tariffs
bei ng given effect. These were the procedures in effect when DO
created the FERC exception that includes the “approved by”
| anguage, and these procedures are sufficient “other indications
of the Secretary's intent at the tinme of the regulation's
promul gation” to conpel an alternative reading than the one that
DO has attenpted to give. Thomas Jefferson Univ., 512 U. S. at
584; Gardebring v. Jenkins, 485 U S. 415, 430, 108 S.Ct. 1306
(1988).

Furthermore, DO ’'s argunent ignores the binding effect given
to tariffs filed with FERC. Once a tariff is filed with FERC,
the notice period el apses wthout challenge. |If no one files a

conpl aint challenging jurisdiction, carriers nust conply with the
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terms of the tariff. The distinction between action and inaction
that DO has attenpted to draw here is unpersuasive. An agency
need not take affirmative steps in order to give sonething the
force of law the tariffs filed with FERC are valid and bi ndi ng
on pipelines unless a successful protest or challenge has been
filed. FERC need not take any further affirmative action for the
tariff to be considered “approved.” The defendant concedes the
fact that no protests or challenges prevented plaintiffs’ tariffs
from being given effect by FERC. That binding effect constitutes
t he approval of which the DO regul ati ons speak.

DA further argues that given the uncertainty over FERC s
jurisdiction, created, in DO’s opinion, by certain FERC
adm ni strative decisions, DO could no | onger conclude that
unchal l enged tariffs filed with FERC were “approved by” FERC
wi thout an affirmative statenment of jurisdiction. Whether or not
FERC has jurisdiction over a certain pipeline is a question for
FERC to decide, not DO . See Amerada Hess Pipeline Co. V. FERC,
117 F.3d 596, 600 (D.C. Cir. 1997). DO'’'s argunment, dressed up
in the guise of deferring to FERC s jurisdictional decisions, is
actually predicated on DO ’'s independent assessnent that FERC
jurisdiction over plaintiffs’ tariffs was called into question.

DO made this decision despite the fact that FERC in no way ever
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guestioned its jurisdiction over plaintiffs tariffs.® FERC
accepted plaintiffs’ filed tariffs wthout chall enge years after
the FERC adm ni strative decisions that DO clainms threw FERC s
jurisdiction into question.’

Furthermore, DO’'s interpretation of “approved by” as
requiring | essees to petition FERC for an affirmative statenent
of jurisdiction is underm ned by other | anguage in the regulation
which requires MVS to petition FERC with objections. Section
206. 105(b)(5) outlines the specific reasons that MMS may deny a
FERC exception to an applicant. The procedures for rejecting
sonme applicants require that MVS petition FERC:

If there are no arm s-length transportation charges,

MVS shall deny the exception request if: (i) No FERC or

State regul atory agency cost analysis exists and the

FERC or State regul atory agency, as applicable, has

declined to investigate pursuant to MMS tinely

obj ection upon filing...

§ 206. 105 (b)(5) (emphasis added). This |anguage arguably
reflects a preference for MMS petitioning FERC with objections

rather than requiring the plaintiffs to do so. Had DO

originally intended that “approved by” include a requirenent that

®FERC clearly had the authority to decline jurisdiction over plaintiffs’
tariffs if it so required. Section 341.11(a) of the applicable FERC

regul ations states that “[FERC] may reject tariff publications or any other
mat erial submitted for filing that fail to conply with the requirenments set
forth in this part or violate any statute, or any regulation, policy or order
of the Conm ssion.”

" The Court will not address the argunent that the political staff at DO was
notivated by political and financial differences with the political staff at
FERC. Such an argunent is outside of the scope of this Court’s review of the
subj ect agency action.
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soneone petition FERC for an affirmative statenent of
jurisdiction, it could have easily included such a requirenment in
the regulation. While this |language requiring MVS to petition
FERC regarding its objections is not conclusive with respect to
t he question of ambiguity in the regulation, it certainly |ends
support to the argunent that DO’'s interpretation contravenes the
“Secretary's intent at the tinme of the regulation's
promul gation.” Thomas Jefferson Univ., 512 U. S. at 584;
Gardebring v. Jenkins, 485 U S. 415, 430, 108 S.Ct. 1306 (1988).
Finally, plaintiffs argue that DO is requiring a procedure
t hat contravenes | ong-standi ng FERC practice. Pls.” Opp’'n and
Reply at 11. Plaintiffs argue that the provisions of FERC s
regul ations that allow for protests or challenges to tariff
filings were not created to handle | essees’ requests for
affirmative statements of jurisdiction. See 18 C.F.R § 343.
The defendants respond that plaintiffs would not be required to
petition FERC under 8343, but rather under 18 C F.R
§385.207(a)(2) which allows for a declaratory judgnent from FERC
in order to “term nate a controversy or renove uncertainty.”
This di spute over the legality of affirmative petitions by
plaintiffs to FERC for statenents of jurisdiction need not be
resolved. It is not necessary to decide whether DO’ s

interpretation of “approved by” as requiring an affirmative
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statenment of jurisdiction conflicts with the FERC regul ati ons,
when it so clearly conflicts with its own.
1. DO’'s Interpretation of the MMS Regul ati on Constitutes

an | nperm ssible Change in Interpretation w thout Notice and

Comment Procedures in violation of the APA

Shoul d doubts persist as to whether DO has plainly erred in
interpreting its own regulation, the Court also agrees with the
Fifth Circuit’s holding in Shell O fshore and concludes that DO
has i nmperm ssibly reversed position with respect to its
interpretation of 8206.105(b)(5) w thout providing the notice and
conment required by the APA. 238 F.3d at 629 - 31.

General ly, when an agency interprets its own rules those
interpretations are afforded deference. Thomas Jefferson Univ.,
512 U. S. at 512. However, if an agency gives a rule a
sufficiently definite interpretation, and then | ater
fundamental ly nodifies that interpretation, the agency must
follow the procedures set forth in Section 553 of the APA for
amendi ng regul ations. Al aska Professional Hunters Ass’' n v. FAA,
177 F.3d 1030, 1036 (D.C. Cir. 1999); Paralyzed Veterans of
America v. D.C. Arena, 117 F.3d 579, 586 (D.C. Cir. 1997). The
D.C. Circuit has explained, “[o]nce an agency gives its
regul ation an interpretation, it can only change that
interpretation as it would formally nmodify the regul ation itself:

t hrough the process of notice and comment rul emaking.” Paralyzed
26



Veterans, 117 F.3d at 586. In order to hold that an agency
action violates the APA for this reason, the Court nust make
certain determ nations as to both allegedly interpretive agency
actions. First, the agency nust have adopted an initial
interpretation of the rule with sufficient authority. Conpare
Par al yzed Veterans, 117 F.3d 579 (hol ding that government did not
significantly change its interpretation of a regul ation because
it never “authoritatively adopted a position contrary” to its
|ater interpretation) with Alaska Professional Hunters, 177 F.3d
at 1031 (hol ding that agency’s |ongstandi ng practice was
sufficient to constitute initial interpretation). Second, the
agency’s actions nust constitute rule interpretation rather than
policy statenents that guide the agency in applying the
regul ati on. See Hudson v. FAA, 192 F.3d 1031, 1036 (D.C. Cir.
1999).

It is undisputed that DO did not foll ow notice and conment
rul emaki ng procedures prior to issuing its decisions to
plaintiffs denying their FERC exception applications for want of
an affirmative statenment of FERC jurisdiction.® Instead, the
parties dispute whether DO was required to do so under the APA

Relying primarily on the Shell Offshore, Paralyzed Veterans, and

8 n fact, DO could not have issued notice and conment rul emaki ng procedures
to amend 8206. 105(b)(5) even if it had so desired, because in 1998 Congress
barred the use of any funds to make such anendnents. See Pub. L. No. 105-174
83009, 112 Stat. 58 (1998); Pub. L. No. 105-277, 8130, 112 Stat. 2681 (1998).
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Al aska Professional Hunters decisions, plaintiffs argue that DO
had a | ong-standing interpretation of the “approved by [ FERC]”

| anguage that was fundanentally altered when DO decided to
require additional affirmative findings of FERC jurisdiction.
See Pls.” Shell O fshore Br. Defendants respond by arguing that
DA never gave an initial definitive interpretation of *“approved
by.”® See Def.’s Shell Br.

A. DO’'s initial definitive interpretation

This Court agrees with the Fifth Circuit’s holding in Shell
Offshore that MMS' consistent practice of granting the FERC
exception to applicants with tariffs successfully filed with FERC
reflected a sufficiently definitive agency interpretation of its
regul ations. 238 F.3d 622 (“Even though Interior never set forth
its interpretations of section 206.105(b)(5)’s ‘approved by
[FERC]" in a witten statenent, it was undeniably its |ong
establi shed and consistently followed practice to accept tariffs
filed with FERC as ‘approved for purposes of section

206. 105(b) (5)”).

° Defendants actual |y raise another argument in response to plaintiff’'s

submi ssion of the Shell O fshore decision. See Defs.’ Shell O fshore Br., at
6-7. That argument, that the Fifth Circuit “ms-framed the issue” by focusing
on DO’'s change in interpretation instead of “whether DO reasonably
interpreted the phrase ‘approved by [FERC]' as necessarily requiring that FERC
nmust have jurisdiction over the particular pipeline,” is sinply a restatenent
of the first argument addressed by the Court above. Contrary to defendants’
argunment, the question of whether DO’'s interpretation of the regulation was a
perm ssible interpretation of the | anguage is not the end of the inquiry.

Par al yzed Veterans, 117 F.3d at 586.
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For at least the first six years that the FERC exception was
in existence, from 1988 until 1994, MMS consistently granted the
exception to oil pipelines whose tariffs properly met FERC s
filing requirements and were not subject to successful challenges
or rejected by FERC. In denying one of plaintiffs’ requests for
t he FERC exception, the Assistant Director of MMS admtted that
granting FERC exceptions for FERC-filed tariffs had been standard
practi ce:

MVES s regul ations did not contenplate for purposes of

granting an exception that a tariff nust necessarily

have been adj udi cated, and thus ‘approved,’ as defined

by FERC. 1In fact, the preanble regarding [the

regul ation] at 53 Fed. Reg. 1184 (1988), inplies that a

published tariff, i.e., a tariff filed with FERC and

subsequently not rejected by FERC, satisfies the

regul ation’s requisite ‘approved tariff...

No. 98-1388 (Mobil) AR Tab 2, at 4. Moreover, even prior to the
regul ati ons’ pronulgation in 1988, MMS all owed oil conpanies to
use the FERC tariffs to calculate their transportation

al l owmances. Revision of O Product Valuation Regul ations and
Rel at ed Topics, 53 Fed. Reg. 1184, 1209 (Jan. 15, 1988)("“The MVS
currently uses FERC-approved tariffs and arnm s-1ength
transportation agreenents as an accurate indicator of reasonable,
actual costs.”).

Def endant argues that MMS | ong-standing practice can not

reflect a sufficiently definitive agency interpretation because

there was neither a formal adjudication nor any other official
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statenment in which MMS announced that interpretation. Def.’s
Shell Offshore Br. at 2 - 5. Defendant relies on Al aska

Prof essional Hunters, 177 F.3d at 1030, Hudson, 192 F.3d at 1033,
and Association of American Railroads v. Departnent of
Transportation, 198 F.3d 944 (D.C. Cir. 1999), to argue that the
Paral yzed Veterans rule requires that an initial rule
interpretation occur in a formal adjudication in order for the
agency to be held to that interpretation. Defendant, however,

pl aces too much wei ght on the facts of those cases. It is true
that the FAA in Al aska Professional Hunters had i ssued a decision
in a formal adjudication that becanme the basis for the |ong-
standi ng practice of the agency that eventually was changed. And
it is true that both Hudson and Anmerican Railroad distinguish
their facts from Al aska Professional Hunters based on the
presence of the formal adjudication there. However, none of

t hese case indicate that a formal adjudication is a necessary
condition for announcing a definitive agency interpretation.

In American Railroad, the D.C. Circuit held that the Federa
Rai | road Adm nistration’s issuance of a technical bulletin
interpreting a safety regulation did not contravene an
est abl i shed agency interpretati on because the evidence of any
early interpretation was insufficient. The evidence relied on by

plaintiffs consisted of the preanble to the regulation, an enmnil
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and two |etters from agency personnel. The Court found that the
preanbl e did not support plaintiffs argunment, and di sm ssed the
emai|l and letters because the agency al so produced conflicting
docunments. The Court held that the agency did not nake an
initial “express, direct, and unifornm’ interpretation, but
instead that the record reflected the agency’s “often chaotic
process of considering an unresolved issue.” 198 F.3d at 950.
Def endant does not cite the Paral yzed Veterans hol di ng
directly on this point. |In that case the D.C. Circuit held that
the plaintiffs had not sufficiently proven an established agency
interpretation prior to the agency’s |ater declared position.
The Circuit Court in that case indicated that the threshold for
establishing a definitive agency interpretation is much | ower
than the bar that defendant would set. Paralyzed Veterans
i nvol ved an interpretation of wheelchair access regul ati ons under
the Americans with Disabilities Act in a Departnent of Justice
manual . 117 F.3d. 579. Plaintiffs clainmed that the Departnent
had adopted an earlier interpretation of the regulation contrary
to the interpretation offered in the manual. |In support of that
contention, the Court considered evidence of statenents nmade by
an Advisory Board that were never adopted by the Departnment of
Justice, and a speech by a md-|evel Departnment official. 1d. at

587. The Circuit Court opined that even with such ni nimal
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evi dence, “the issue is not easy; appellants al nost but do not
quite establish that the Departnment significantly changed its
interpretations of the regulation . . .” 1d. at 587.

In contrast to the |ack of evidence present in American
Rai |l road and Paral yzed Veterans, the DO for years prior to and
after the regul ati on was passed, uniformy and consistently
granted the FERC exception to each oil conpany that applied with
a FERC-filed tariff. Every tine DO granted a FERC exception, it
was called upon to interpret that regulation. Each of those
deci sions creates a pattern and practice reflecting a consistent
agency interpretation of its regulation. Furthernore, unlike the
regul ati on preanble at issue in Anerican Railroad, the preanble
of the DO regulation directly supports plaintiffs’ argunents
here. In 1988, DO described the reasons for the FERC exception
by stating, “[t]he MMS currently uses FERC-approved tariffs and
arm s-length transportati on agreenments as an accurate indicator
of reasonabl e, actual costs.” 53 Fed. Reg. at 1209 (enphasis
added). The tariffs being accepted by DO at that time were
tariffs filed with FERC under the sanme procedures as plaintiffs
| ater used. DO could have only been referring to that process
when it described the tariffs as “FERC-approved.” This statenent
in the preanble to the regulation, conbined with the uniform and

consi stent agency practice of always granting the exception to
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applicants with a FERC-filed tariff, sufficiently reflects an
establ i shed agency interpretation of “approved by [FERC].”

B. DO 's later nmodified interpretation

Both plaintiffs and defendant agree that the Assistant
Secretary’s action of rejecting plaintiffs’ appeals of MW
deni al s of the FERC exception reflected a definitive
interpretation of 8206.105(b)(5). Defendants do not argue,
relying on the distinction recognized by the D. C. Circuit in
Hudson, that DO 's action was sinply a policy statenent rather
than rule interpretation. See Def’s Shell O fshore Br. at 3
(“there was no definitive interpretation of the phrase ‘approved
by [FERC]’ by MMS in any adjudication before the Assistant
Secretary’s decision challenged in the instant consolidated
case.”); see generally, Def.’s Reply Br. (referring to “DO"’s
I nterpretation” and section entitled “DO properly interpreted
its Regulation”). Thus, the failure of the Fifth Circuit’s
decision in Shell O fshore to discuss the Hudson decision is of
no consequence; this Court agrees with the Shell O fshore
hol di ng.

The Court agrees that the informal adjudication culmnating
in the Assistant Secretary’' s rejection of plaintiffs’ appeals
does reflect a definitive interpretation of the rule. DO mde

clear that “approved by [FERC]” was then interpreted to nean that
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no applicant would be granted the FERC exception w thout an
additional affirmative statenment of jurisdiction by FERC

Because this new interpretation fundanentally nodified the
DA’ s prior long-standing interpretation of “approved by” and was
relied upon wi thout the notice and coment procedures required
for rule amendnments, DO’'s action with respect to plaintiffs

vi ol ated the APA.

Concl usi on

Because DO 's decisions with respect to plaintiffs’ requests
for the FERC exception violated the APA, those decisions nmay not
be enforced. DO may not reject plaintiffs’ requests for the
FERC excepti on based on a reading of 8206. 105(b)(5) that requires
an additional determ nation of jurisdiction from FERC. The Court
hereby enters judgnent declaring the decisions of DO at issue in

this case unl awf ul .

DATE EMVET G SULLI VAN
UNI TED STATES DI STRI CT JUDGE
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ORDER

For the reasons stated in the Menorandum Opinion filed
t oday, the Court hereby

ORDERED t hat plaintiffs’ joint notion for summary judgnment
is GRANTED; it is

FURTHER ORDERED t hat defendant’s notion for summary judgment
is DENIED; it is

FURTHER ORDERED t hat the Clerk of the Court enter final
JUDGMENT in favor of plaintiffs and agai nst defendant.

I T 1S SO ORDERED

DATE EMVET G SULLI VAN
UNI TED STATES DI STRI CT JUDGE
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