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Sean H. Donahue, Attorney, U S. Departnent of Justice,
argued the cause for appellants. Wth himon the brief were
John C. Cruden, Acting Assistant Attorney Ceneral, WIIiam
B. Lazarus and John A. Bryson, Attorneys.

Jill Elise Gant, Harry R Sachse, and James E. d aze
were on the brief for amici curiae Southern Ute Indian Tribe
and Jicarilla Apache Nation.

Lee Ellen Helfrich was on the brief for am cus curiae
California State Controller.

L. Poe Leggette argued the cause for appellee |Independent
Petrol eum Associ ati on of Anerica. Wth himon the brief
was Nancy L. Pell.

Thomas J. Eastnent argued the cause for appellee Aneri-
can PetroleumInstitute. Wth himon the brief was David T.
Deal

John K. McDonald and Harold P. Quinn Jr. were on the
brief for am cus curiae National M ning Association

Before: Sentelle and Rogers, Circuit Judges, and
Wl liams, Senior Circuit Judge.

pinion for the Court filed by Senior Circuit Judge
WIlians.

Concurring opinion filed by Circuit Judge Sentelle.

WIllianms, Senior Crcuit Judge: Producers of natural gas
typically lease the mneral rights and conpensate the owner
by means of a royalty cal culated as sone fraction (such as 1/8
or 1/6) of the value of the gas produced. In exchange, |essees
agree to bear the costs and risks of exploration and produc-
tion. Federal and Indian gas | eases are no exception

But the federal governnment is not your standard oil -and-
gas lessor. For the detailed ascertainment of the parties
rights, its leases give controlling effect not nerely to extant
Departnment of Interior regulations but also to ones "hereaf-
ter promulgated.” See, e.g., Departnent of Interior, Form
3100-11, at p. 1 (1992). The regulations have historically
called for calculation of royalty on the basis of "gross pro-

ceeds.” See, e.g., 30 CF.R ss 206.152(h) (federal unpro-
cessed gas), 206.153(h) (federal processed gas). But to abide
by the statutory mandate to base royalty on the "val ue of the
production renoved or sold fromthe |ease,” 30 U S. C

s 226(b)(1)(A), Interior has allowed two deductions from
gross proceeds when cal cul ati ng value for royalty purposes.
One deduction relates to certain processing costs and is
irrelevant here; the other is for transportation costs when
production is sold at a market away fromthe | ease. 30
C.F.R ss 206.157, 206.177; see also Final Rule, Revision of
O | Product Valuation Regul ations and Rel ated Topics, 53

Fed. Reg. 1184, 1186 (1988). These are evidently the only
deductions fromgross proceeds. Walter G| & Gas Corp.

111 I BLA 260, 265 (1989). Marketing costs have therefore

not been deductible. See, e.g., Arco Gl & Gas Co., 112 IBLA
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8, 10-11 (1989).

In the md-1980s a series of rul emaki ngs by the Federa
Ener gy Regul atory Conm ssi on sonewhat changed the cir-
cunst ances to which these principles applied. Previously,
producers nost comonly sold gas at the well head to natural
gas pi peline conpani es, which then transported it and sold it
to local distribution conpanies; |ess commonly, they nmade
direct sales fromproducer to an end user or distributor, with
the pipeline providing only transportation. See, e.g., FPCv.
Transcontinental Gas Pipeline Corp., 365 U. S 1, 4 (1961).
But FERC, starting with Order No. 436 and cul mnating in
Order No. 636, in effect transforned the pipelines into "open-
access" transporters and required themto separate sal es
fromtransportation services, Final Rule, Pipeline Service
ol igations and Revisions to Regul ati ons Governing Sel f-
| mpl enenti ng Transportation, and Regul ati on of Natural
Gas Pipelines After Partial Wellhead Decontrol, 57 Fed. Reg.
13,267, 13,279/1 (1992) ("Order 636"), to charge unbundl ed
rates for services such as transm ssion and storage, id. at
13,288-89, and to assign their nerchant services to functional -
Iy i ndependent narket affiliates, id. at 13,298, see also 18
C.F.R s 161 (1988) (restricting pipelines fromfavoring such
affiliates). In effect, the pipelines as such becane al npst
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exclusively transporters of gas, and direct sales by producers
to end users, distributors, or merchants becane the norm

In response to these changes, the Departnment of Interior
in 1997 anmended its gas royalty regulations "to clarify [its]
exi sting policies" and to prevent |essees fromclainmng "im
proper deductions on their royalty reports and paynments."
Final Rule, Amendnents to Transportation Al owance Regu-
| ati ons for Federal and Indian Leases to Specify Al owable
Costs and Rel ated Anendnents to Gas Val uati on Regul a-
tions, 62 Fed. Reg. 65, 753/3-65,754/1 (1997) ("Final Rule").
Two trade associations representing the gas producers
(Anerican PetroleumlInstitute for the "mgjors," |ndependent
Pet r ol eum Associ ati on of Anerica for the "independents")
brought suits chall enging these regul ations as arbitrary and
capricious. Their primary contention was that Interior had
i nperm ssibly refused to permt deductions for costs incurred
in marketing gas to markets "downstream® of the well head.

Di spute focused especially on Interior's denial of deductions

for (1) fees incurred in aggregating and marketing gas with
respect to downstreamsales; (2) "intra-hub transfer fees”
charged by pipelines for assuring correct attribution of quan-
tities to particular transactions (not for the physical transfers
t hensel ves); and (3) any "unused"” pipeline demand charge

(i.e., the portion of a demand charge paid to secure firm
service but relating to quantities in excess of a producer's
actual shipnents).

The district court granted summary judgnment for the
producers in broad terns, |ndependent Petrol eum Associ a-
tion of Anerica v. Armstrong, 91 F. Supp. 2d 117, 130
(D.D.C. 2000) ("IPAA"), but then granted Interior's Rule
59(e) nmotion for clarification, |ndependent Petrol eum Associ -
ation of America v. Arnstrong, No. 98-00531(RCL) (D.D.C
Sept. 1, 2000) ("Amended Order") (unpublished opinion).
VWhen the dust had settled, the upshot was to declare that the
rel evant regul ations were unlawful "to the extent that they
i npose a duty on | essees to nmarket gas downstream ... and
di sal | ow the deduction of downstream marketing costs," in-
cluding the intra-hub transfer fees, and to the extent that
they limt deduction for firmdenmand charges to the applica-
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ble rate multiplied by the "actual volunes transported.™
Amended Order, slip op. at 2. The nodified order also
specified that a producer that sold unused pipeline capacity
must credit the United States with the resulting revenue. Id.
Interior now appeal s.

We review the district court's ruling de novo, "as if the
[ agency' s] decision had been appealed to this court directly."
Kosanke v. Dep't of Interior, 144 F.3d 873, 876 (D.C. Gir.
1998) (quoting Dr. Pepper/Seven-Up Cos. v. FTC, 991 F.2d
859, 862 (D.C. Cir. 1993)). On the deductibility of marketing
costs we find no legal error inlInterior's rule and therefore
reverse the district court; on the "unused" demand charge
issue, we affirmthe district court.

* * *

The producers argue that we owe no deference to Interior's
judgnments here, saying that the case involves interpretation
of contracts, not of a statute. Thus they call for "interpreta-
tion under neutral principles of contract |aw, not the deferen-
tial principles of regulatory interpretation.” Mesa Air
G oup, Inc. v. Departnent of Transportation, 87 F.3d 498
503 (D.C. Cir. 1996). But see National Fuel Gas Supply
Corp. v. FERC, 811 F.2d 1563, 1570-71 (D.C. Cr. 1987)
(appl ying a Chevron franework to agency interpretation of
contracts, though expressing concern where the agency is
self-interested). Thus the producers' briefs point (rather
summarily) to state court decisions, inplicitly asking us to
treat the matter as would a state court interpreting private
| eases. But here the contracts thenselves | ead us back to the
agency. As we said, they incorporate the regul ations and
recogni ze Interior's authority to nmodify them E.g., Form
3100-11, at p. 1 ("Rights granted are subject ... to regul a-
tions and formal orders hereafter pronul gated when not
i nconsistent with | ease rights granted or specific provisions of
this lease.”); id. at s 2 (reserving to Interior "the right to
est abl i sh reasonabl e m ni num val ues on products"); see also,
e.g., Departnent of Interior, Form MV5-2005, s 6(b) (1986);
Departmment of Interior, Form BAO 436A, s 3 (1993).
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O course the application of newrules to pre-existing | eases

may involve "secondary retroactivity": a newrule that legally
has only "future effect,” and is therefore not subject to
doctrines limting retroactive effect, may still have a serious

i npact on pre-existing transactions. See, e.g., Bowen v.
CGeorgetown University Hospital, 488 U S. 204, 219-20 (1988)

(Scalia, J., concurring). |Interior's own rules recognize the
possibility, explicitly repudiating any authority to alter the
royalty rate except downwards (i.e., in the |lessee's favor). 30

C.F.R s 202.52(a). The legal effect of such secondary retro-
activity is to add a nuance to ordinary review for whether the
agency has been arbitrary or capricious: we reviewto see
whet her di sputed rules are "reasonable, both in substance

and in being nmade retroactive.” U S. Airwaves, Inc. v. FCC
232 F.3d 227, 233 (D.C. GCr. 2000). But this added nuance is
quite different froma general denial of deference

In a related argunment, producers urge that deference to
Interior's interpretation of the statute under Chevron U S. A,
Inc. v. Natural Resources Defense Council, Inc., 467 U S. 837
(1984), is inappropriate for regulations that affect contracts in
whi ch Interior has financial interests.

But in the mneral |easing statutes Congress has granted
rather sweeping authority "to prescribe necessary and proper
rules and regul ations and to do any and all things necessary
to carry out and acconplish the purposes of [the |easing
statutes].” 30 U S.C. s 189 (federal lands); see also 25
US. C ss 396, 396d (tribal lands); 43 U S. C s 1334(a) (outer
Continental shelf). These "purposes,” of course, include the
adm ni stration of federal |eases, which involves collecting
royalties and determ ning the nmethods by which they are
calculated. See California Co. v. Udall, 296 F.2d 384, 387-88
(D.C. CGr. 1961); see also Independent Petrol eum Associ ation
v. Babbitt, 92 F.3d 1248, 1262 n.6 (D.C. Gr. 1996) (Rogers, J.
di ssenting) (recognizing that Congress authorized Interior "to
prescribe regul ati ons governing mneral |eases").

It is thus not surprising that the cases do not support
producers' theory. Though no circuit appears ever to have
rul ed specifically on the issue of deference to financially self-
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i nterested agencies, courts have regularly applied Chevron in
royalty cases. In California Co., we deferred to Interior's
interpretation of the word "production" for purposes of cal cu-
lating royalty, noting the Departnent's duties both to protect
the public interest in royalties and to assure "incentive[s] for
devel opnent." 296 F.2d at 388. Simlarly, in Mesa Qperat-

ing Limted Partnership v. Departnent of Interior, 931 F.2d
318 (5th Gr. 1991), the Fifth Crcuit applied Chevron in
determ ni ng whet her certain rei nbursenments were subject to
royalty. 1d. at 322; see also Enron G| & Gas Co. v. Lujan
978 F.2d 212, 215 (5th CGr. 1992) (applying Chevron to issue of
whet her state tax rei nbursements are subject to royalty);
Marathon G|l Co. v. United States, 807 F.2d 759, 765-66 (9th
Cr. 1986) (applying Chevron to Interior's use of a "net-back"
met hod for calcul ating value for royalty purposes). Qur
reference in California Co. to Interior's necessary concern for
producer incentives in effect invoked Interior's role as a
repeat player, which would cause Interior to pay severely if it
acquired a reputation for pulling the rug out from under the
general |y accepted nmeani ng of existing | eases.

In support of their position, producers principally rely on
| anguage from Transohi o Savi ngs Bank v. O fice of Thrift
Supervi sion, 967 F.2d 598 (D.C. GCr. 1992), where we ex-
pressed reluctance to apply Chevron "to an agency i nterpre-
tation of a statute that will affect agreenents to which the
agency is party." Id. at 614. But we ultimately found that
Congress's intent was clear and thus had no occasion to grant
(or withhold) deference. See id. at 614-15. |In the end, of
course, the availability of Chevron deference depends on
congressional intent, but our application of such deference in
the face of a recognized risk of agency self-aggrandi zenment,
such as interpretations of their own jurisdictional limts,

Gkl ahoma Natural Gas Co. v. FERC, 28 F.3d 1281, 1283-84
(D.C. Cr. 1994), necessarily nmeans that self-interest alone
gives rise to no automatic rebuttal of deference. Indeed,
given the ubiquity of sonme form of agency self-interest, see
generally Dennis C. Muieller, Public Choice 156-70 (1979);
WIlliamA. N skanen, Jr., Bureaucracy and Representative
Governnment (1971), a general w thdrawal of deference on the
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basi s of agency self-interest mght cone close to overruling
Chevron, a decision far beyond our authority. W see no
i ndi cation here of a special intent to w thhold deference.

* * *

"Downstreanmt marketing costs and intra-hub transfer
fees. W find nothing unreasonable in Interior's refusal to
al | ow deductions for so-called "downstreanm marketing costs.
See Final Rule, 62 Fed. Reg. at 65,756. Both the producer
groups acknow edge that marketing costs for sales at the
| ease have historically been nondeductible. APl Br. at 30;
| PAA Br. at 22. Yet at no point do they offer a persuasive
reason for introducing a distinction between marketing for
| easehol d sal es and for "downstreant sales. |ndeed, market-
i ng does not even appear readily divisible between the two, as
it would be if |essees stood on their |ease boundaries and
operated the equivalent of a | enmonade stand for | easehold
sales, but traveled to distant cities for "downstrean ones.
Rather, so far as it appears, marketing proceeds by neans of
t he standard nodern devi ces--face-to-face neeting, phone
call, internet posting. See, e.g., Oder 636, 57 Fed. Reg. at
13,282/ 2 (describing electronic bulletin boards, then precur-
sors to the Internet, as having becone "standard i ndustry-
wi de practice"). Unlike the sale itself, which will presunmably
i nvol ve shifts of title and possession at specified points,
mar keting has no | ocus--certainly none that ineluctably
tracks the point where title shifts.

To be sure, transaction costs may be higher for sales in the
current market; sales to a single (perhaps nonopsonistic)
pi pel i ne may have been painfully sinple. But a change in the
di mension of a cost is hardly an argunment for its reclassifica-
tion, as the Interior Board of Land Appeal s has observed.
Arco, 112 IBLA at 11. And because the producers are under
no duty to market "downstreani and may opt to sell at the
| easehol d, see I PAA, 91 F. Supp. 2d at 123 ("Interior con-
cedes that plaintiffs are free to sell or beneficially consune
gas at the well head only, rather than pursue downstream
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sales."), a conplaint based on the cost change is especially
weak.

Producers further argue that downstream marketi ng adds
to the value of the gas at the | easehold, and thus that the
royalty owner should share the costs. In support, they
propose what anmounts to an el egant theory suggesting that
the sale of "marketable condition” gas at the |easehold repre-
sents a baseline, and that the costs of all further val ue-adding
activities should be deductible. Under this view producers
explicitly condemrm any distinction between narketing and
transportation. But the argunent in the end seens al npst
nmet aphysical; it is a claimthat when the maxi mum val ue of
gas can be realized by a downstream sale, then not only
transportation costs but also the cost of efforts undertaken to
identify and realize that value nmust sonehow be nore |ike
transportation itself than they are |ike on-1ease marketing.

Assum ng arguendo that producers' netaphysical point is
correct, we think it falls far short of conpelling the Depart-
ment to give up its usual distinction between narketing and
transporting costs. Not only is the distinction traditional
VWalter O, 111 IBLA at 265, but Interior has historically
applied it to downstream sal es, denying deductibility for a
| essee's costs in hiring a marketing agent to arrange trans-
portation downstream to aggregate custoners, and to dea
with a local distribution company. Arco, 112 |IBLA at 9-12.
Gven the difficulty in slicing up marketing costs on the basis
of the point of sale, and given that Interior nust take
adm nistrability into account, conpare Onen L. Anderson
"Royal ty Valuation: Should Royalty Obligations Be Deter-
mned Intrinsically, Theoretically, or Realistically? (Part 2),"
37 Nat. Resources J. 611, 678 (1997) (discussing nonitoring
probl ens), we find nothing unreasonable in its hewing to the
old line between nmarketing and transportation

The producers' attack on Interior's denial of deductibility
for aggregator/ marketer fees, 30 C.F. R ss 206.157(g)(2),
206.177(g)(2), rests on the sane foundations as the nore
general attack on "downstreant marketing costs and there-
fore fails for the sane reasons. Intra-hub transfer fees, id.
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at ss 206.157(g)(4), 206.177(g)(4), are slightly different. As
| PAA recogni zes, intra-hub transfer fees are charged "when

[a] lessee sells the gas at [the] pipeline' s junction at the hub.”
| PAA Br. at 30 (enphasis added). |Interior distinguishes

these fees, which are part of a "sales transaction,” from so-
called intra-hub wheeling fees, which are charged for the
actual transportation of gas through a hub. See Final Rule,

62 Fed. Reg. at 65758. Producers contend that Interior

al | owed deduction for these costs in the past and failed to
justify its change in policy. Before FERC Order No. 636,

costs of this sort, even though reasonably classifiable as

mar ket i ng, woul d have been bundled with transportation

costs, making precise separation adm nistratively trouble-

some, if not inpossible. Once Order No. 636 unbundl ed rates
and enabled Interior to identify "nonall owabl e costs of nar-
keting," Final Rule, 62 Fed. Reg. at 65755/1, it was reason-
able for Interior to rigorously apply its conventional distinc-
tion between marketing and transportation

Producers nake two additional argunents regarding intra-
hub transfer fees. First, they seemto claimthat Interior had
the ability to "l ook behind" the bundled rates prior to 1997.
But their citations to regulations governing deductions in the
non- ar ms- | engt h bargai ni ng context, see 30 C.F.R
s 206.157(b)(2)(i) & (iii), offer little support. Indeed, they
seemonly to further denonstrate Interior's historical reluc-
tance to separate actual transportation costs from "nonal | owa-
bl e costs of marketing" when such separation is admnistra-
tively difficult. Second, they argue that intra-hub transfer
fees are simlar to other adm nistrative costs, such as Gas
Supply Realignnent, Annual Charge Adjustnent, and Gas
Research Institute fees, which are deductible. Producers fai
to note, however, that these are mandatory surcharges im
posed by FERC on gas transportation, and thus, unlike intra-
hub transfer fees, can be considered part of the actual cost of
transporting gas. See Final Rule, 62 Fed. Reg. at 65758.

"Unused" firm demand charges. Shippers of natural gas
may choose anong different degrees of assurance that space
will be available for their shipnments, paying (naturally) for
extra security. By paying a firmdemand charge (an upfront
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reservation fee), they secure a guaranteed anount of continu-
ously avail abl e pipeline capacity; when they actually ship,
they incur a "comodity charge" for the transport itself.

The reservation fee, however, is nonrefundabl e--the cost of
any reserved capacity that a lessee ultimtely cannot use will
be lost unless it is able to resell the capacity. (Recall that the
district court anmended the summary judgnment order, at the
behest of the governnent, to provide for a credit to the
government in the event of such resales.) 1In contrast, with
"interruptible" service, shippers pay no reservation fee, but
their access to pipeline capacity is subject to the changing
needs of other, higher priority custonmers (i.e., those who pay
for firmdenmand). Producers claimthat the unused firm
demand charges are part of their actual transportation costs,
and thus shoul d be deducti bl e.

In defense of its contrary view, Interior said only that it
does "not consider the amount paid for unused capacity as a
transportation cost,"” Final Rule, 62 Fed. Reg. at 65757/1, not
reveal ing to what category such expenses did belong. Inits
opening brief, it quotes its prior assertion and decl ares t hat
the district court nust be reversed because it "offered no
cogent reason for rejecting this distinction." Interior Br. at
43. But Interior has offered no "distinction"™ at all, only an
unusually raw ipse dixit. On its face, it is hard to see how
nmoney paid for assurance of secure transportation is not "for
transportation”; the cost of freight insurance |ooks like a
shi ppi ng expense, for exanple, even if the goods arrive
wi thout difficulty and the prem umtherefore goes "unused."
And Interior nakes no suggestion that producers have in-
curred such fees extravagantly--an extravagance that seens
unli kely, as under the ordinary 1/8 | ease the producer woul d
bear 7/8 of the loss. Further, under the crediting arrange-
ment provided by the district court order, the governnent
will share in any recovery of the "unused" charge, a recovery
t hat producers have strong incentives to pursue. While sone
reason may |lurk behind the governnent's position, it has
of fered none, and we have no basis for sustaining its concl u-
sion. See, e.g., Mtor Vehicle Manufacturers Ass'n, Inc. v.
State Farm Mut. Auto. Ins. Co., 463 U S. 29, 43 (1983).
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* * *

The judgnment of the district court is reversed on all issues
except for its ruling on unused firm denand charges, which
we affirm

So ordered.
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Sentelle, Crcuit Judge, concurring: | join wthout reser-
vation the conclusion of the court, and the reasoning that is
essential toit. | find confusing, and indeed troubling, sone
of the discussion of the applicability of Chevron deference to
the interpretation of statutes governing contracts in which
the agency has a financial interest. | of course agree with
the court's fundanental proposition that "the availability of
Chevron deference depends on congressional intent...."

Maj. op. at 7. Chevron itself nmakes plain that the deference
we afford an agency is created either by Congress "explicitly
[leaving] a gap for the agency to fill,"” or inmplicitly del egating
that authority to the agency by the decision of Congress not

to directly address "the preci se question at issue"” while
charging the agency with the adm nistration and therefore

the interpretation of the "anmbi guous"” act. Chevron U S A

Inc. v. Natural Resources Defense Council, 467 U S. 837,

842-44 (1984). As the mpjority states, | "see no indication
here of a special intent to withhold deference” in the interpre-
tation of this act on a question as to which Congress has not
spoken directly. Maj. op. at 8. | find neither persuasive nor
necessary the court's reliance on interpretation of jurisdic-
tional limtations as in Cklahoma Natural Gas Co. v. FERC

28 F.3d 1281, 1283-84 (D.C. Cr. 1994). That case involves

the very different question, to ne a vexing one, of whether an
anbiguity as to the Iimtations of agency authority constitutes
the sort of inplicit del egati on upon which Chevron deference
rests. Further, | do not understand the najority's proposi-
tion that "a general withdrawal of deference on the basis of
agency self-interest mght conme close to overruling Chev-
ron...." Maj. op. at 7-8. W nmight as well propose that
judges can sit on cases in which they have a financial interest
because we regularly sit on cases on which we m ght exercise
sel f-aggrandi zement by expansively interpreting our jurisdic-
tion. Nonethel ess, because this discussion is no nore than
dicta, and not at all essential to the court's conclusion, |
concur in the decision reached and in the bal ance of the
opi ni on.
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