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Legal Issues Raised by Provision in House Energy Bill (H.R. 6)

Summary

In February 2007, Congress began looking into why certain oil and gas |eases on the Outer
Continental Shelf (OCS)—specifically, some 1,024 deep water leases in the Gulf of Mexico
issued in 1998 and 1999—did not contain “ price thresholds.” A price threshold in an OCS oil and
gas lease means that once the market price for oil and natural gasrises above a certain price, the
lessee’s freedom from having to pay royalties no longer applies. Such freedom from paying
royalties was thought necessary by Congress to promote exploration and production in deep water
aress of the Gulf, and was embodied in the Outer Continental Shelf Deep Water Royalty Relief
Act (DWRRA), enacted in 1995. Various legislative proposals surfaced to encourage holders of
the 1998/1999 |eases to renegotiate the terms of their leases so asto include price thresholds for
future production of oil and gas.

This report looks at several of the legal issues arguably raised by one such proposal, which on
January 18, 2007, passed the House of Representatives as section 204 of H.R. 6, the House
energy bill (moreformally, the Creating Long-Term Energy Alternatives for the Nation Act of
2007 or the CLEAN Energy Act of 2007). Section 204 provides that a party that holds one of the
1998 and 1999 leases will not be digible to bid on future |eases auctioned by the Secretary of the
Interior, generally through the Minerals Management Service (MMS) unless the |essee either
renegotiates the lease terms to include a price threshold or pays a “conservation of resources’ fee
established by the Secretary of the Interior. H.R. 6 is now being considered in the Senate.

This report analyzes potential legal challenges to section 204, including whether the provisions of
section 204 (1) work a“taking” under the Takings Clause of the Fifth Amendment, (2) offend the
doctrine of unconstitutional conditions, (3) violate either the substantive due process or equal
protection guarantees applied by the Fifth Amendment, or (4) effect a breach of contract. Finally,
the report deals with whether legal action against the leaseholders in question independent of
section 204 might be possible under the contract theories of unilateral or mutual mistake.
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Shdf (OCS)—specifically, some 1,024 deep water leases in the Gulf of Mexico issued in

1998 and 1999—did not contain “ price thresholds.”* A price threshold in an OCS il and gas
lease means that once the market pricefor oil and natural gas rises above a certain price, the
lessee’s freedom from having to pay royalties no longer applies. Such freedom from paying
royalties was thought necessary by Congress to promote exploration and production in deep water
aress of the Gulf, and was embodied in the Outer Continental Shelf Deep Water Royalty Relief
Act (DWRRA), enacted in 1995.% A congressional committee investigated the absence of price
thresholds in the 1998/1999 |eases; the Department of the Interior’s Inspector General did
likewise; and congressional hearings were held.

I n 2006, Congress began looking into why certain oil and gas leases on the Outer Continental

More to the point, various legislative proposals surfaced to encourage holders of the 1998/1999
leases to renegotiate the terms of their leases so as to include price thresholds for future
production of oil and gas. This report looks at the legal issues that may beraised by such
proposals, focusing on a proposal which on January 18, 2007, passed the House of
Representatives as section 204 of H.R. 6, the House energy bill.> H.R. 6 is now being considered
in the Senate.

Section 204 prohibits the Secretary of the Interior from issuing any new oil and gas lease in the
Gulf of Mexico to holders of the threshold-less 1998/1999 |eases, or associated persons,4 unless
the leaseholder satisfies either of two conditions: acceptance of price thresholds or payment of
“ conservation of resources’ fees. Morefully explained, the first condition that the lessee can
meet is to renegotiate each “covered lease” (i.e., a1998/1999 lease) to which it is a party to
include price thresholds no greater than those explicitly stated in the DWRRA.

Analysis of these provisions requires some background. At present, the DWRRA’s explicit price
thresholds apply, under DWRRA section 302, only to new production from leases in existence as
of the DWRRA's enactment in 1995. The DWRRA provision for the 1998/1999 |eases at issue
here, section 304, also authorizes the Department of the Interior to impose price thresholds, but in
contrast with section 302 it states no explicit thresholds. Thus the matter was left in 1995 to the
Department’s discretion. Under that discretionary authority, the Department included price
threshol ds matching those required for pre-1995 leases in the section 304 leases for the years
1995, 1996, and 1997. For reasons beyond the scope of this report, the wording of the 1998 and
1999 leases was changed in a manner that effectively price thresholds. Thus the renegotiation
conditionin H.R. 6 isan effort to have the holders of 1998/1999 |eases accept price thresholds no
higher than those to which the section 302 leaseholders have long been subject.

The second, alternative condition that a threshold-less |easeholder can meet isto pay a
“conservation of resources’ fee established by the Secretary of the Interior. The amount of the
feesis spelled out in section 204 of H.R. 6. For producing leases, it is $9 per barrd for oil and

! These leases are hereinafter referred to as the “1998/1999 | eases.”
2p.L. 104-58 Title 1, enacted November 28, 1995.

3 Moreformally, the Creating Long-Term Energy Alternatives for the Nation Act of 2007 or the CLEAN Energy Act of
2007.

4 Under the bill it is not only persons who hold a threshol d-less 1998/1999 | ease at the time of the |ease sale who may
not receive new Gulf of Mexico leases. Also placed under the prohibition are (1) persons who were issued such a
threshol d-less | ease before H.R. 6 was enacted but who transferred the | ease to another person or entity after enactment,
and (2) “any other person or entity who has any direct or indirect interest in, or who derives any benefit from, a covered
lease.” H.R. 6, § 204(8)(2).
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$1.25 per million BTUs for gas, payable only in a year when the average price for light sweet
crude exceeds $34.73 per barrel for oil and $4.34 per million Btu for gas, in 2005 dollars. For
non-producing leases, the amount is $3.75 per acre per year in 2005 dollars. In both cases, the
fees apply on and after October 1, 2006. For producing leases, however, the feeisrestricted to the
threshol d-less 1998/1999 |eases; fees for non-producing leases apply to all federal oil and gas
leases in the Gulf of Mexico. The amount of the fees was likely an attempt to approximate the
royalties that would have been recovered from the 1998/1999 leases if the price threshold
provision had been in place, based on oil and gas prices at the time of the initial drafting of the
provision.

As adtrictly legal matter, therefore, section 204 gives the threshol d-less 1998/1999 |easeholder a
choice: accept either price thresholds or payment of fees of roughly similar amount, or refuse
price thresholds and fees and instead be indligible for future Gulf of Mexico leases. Nothing in
section 204 legally compels the leaseholder to give up his freedom from having to pay royalties at
any market price for oil and gas—though of course, the bill presents him with a strong economic
incentive to do so.

This report analyzes various legal theories that have been mentioned in the debate over Congress
options for dealing with the threshold-less |eases in the context of the e ective scheme of section
204 of H.R. 6. More particularly, does section 204 (1) work a “taking” under the Takings Clause
of the Fifth Amendment, (2) offend the doctrine of unconstitutional conditions, (3) violate either
the substantive due process or equal protection guarantees applied by the Fifth Amendment, or (4)
effect a breach of contract? Finally, the report deals with whether an action against the
leaseholders in question might be possible under the contract theories of unilateral or mutual
mistake.

I. The Takings Clause

The Takings Clause of the Fifth Amendment demands that just compensation be paid a property
owner when his’her “property” is taken by government action. Thus, theinitial task in any takings
analysisisto identify a cognizable property interest. With regard to section 204 of H.R. 6, one
taking argument might be that it interferes with some property right to receive such new leases.
Searching the Outer Continental Shelf Lands Act and its implementing regulations, however, we
find no legal support for a property right to receive new OCS leases, whether or not oneis an
existing DWRRA leasehol der.

It is also important to look at existing DWRRA leases to determine whether they providefor a
right to receive future OCS leases, since existing leases are in the nature of contracts, and contract
rights are generally deemed to be property in Takings Clause jurisprudence.® Based on informal
conversations with OCS leasing experts, CRS asssumes in this report that DWRRA leases,
including the 1998/1999 |eases, contain no explicit right to bid on new OCS leases, though we
have surveyed only representative individual |eases.

® See, e.g., United States Trust Co. v. New Jersey, 431 U.S. 1, 19 n.16 (1977) (“Contract rights are aform of property
and as such may be taken ... provided that just compensation is paid.”); Lynch v. United States, 292 U.S. 571, 579
(1934) (“Valid contracts are property, whether the obligor be a privateindividua, a municipality, a State, or the United
States.”); Castle v. United States, 48 Fed. Cl. 187, 217 (2000) (“ Plaintiffs are of course correct in their assertion that
contracts—including those with the federal government—constitute property rights within the meaning of the Fifth
Amendment.”), aff'd in relevant part, 301 F.3d 1328 (Fed. Cir. 2002).
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The principal argument that section 204 effects a taking would seem to be that since the holder of
one of the leases in question must choose between paying a new fee or becoming ineligible for
future leases, section 204 effectively forces such leaseholders to renegotiate a valuable lease term:
their exemption from having to pay any royalty on certain production regardless of how high the
market price of oil or gas rises.® This |ease term is seen as a property right.

At the outset, nothing in section 204 directly or indirectly alters termsin existing DWRRA leases.
Section 204 does not mandate renegotiation of lease terms, but only creates an incentive to
renegotiate. This situation gives the United States an argument that thereis no taking: from this
perspective the decision of aleaseholder to renegotiateis voluntary, and aloss resulting from a
voluntary action cannot be the basis of a takings claim. The case law supports the doctrine that
losses due to voluntary action cannot provide grounds for a takings claim, regardless of whether
DWRRA |easeholders bring a regulatory or physical takings challenge to section 204.” Courts
have held that an act was voluntary notwithstanding significant economic pressure on the
claimant to submit to the alleged property deprivation.® However, it is worth nothing that a
DWRRA leaseholder could potentially exist for which ineligibility to receive new leasesin the
Gulf of Mexico imposes such a hardship as to prompt a court to reject a voluntariness defense.

Our research has not revealed any takings decisions in which the statutory or regulatory approach
alleged to have caused the taking is identical to the approach of section 204. Often, contractual
takings claims involve outright abrogation of express contract terms by the United States. This
differs from the incentive approach of section 204.° Perhaps the most closely analogous case is
Ruckel shaus v. Monsanto,' a takings challenge to the federal pesticide statute. This statute
prohibited the sale or use of any pesticide except in accordance with its EPA registration. To
obtain registration, the pesticide manufacturer had to submit data supporting the pesticide’s safety
and effectiveness—data that often included trade secrets. The statute had promised protection
from disclosure prior to 1978, but statutory amendments adopted in 1978 limited those
protections. Plaintiff claimed that the data registration and limited data disclosure provisions of
the statute effected a taking of a property right, namely, their trade secrets. The Court recognized
that the plaintiff’s trade secrets were a legitimate property interest, but held that the voluntary
submission of trade secrets post-1978 in exchange for the economic advantages of a registration
“ can hardly be called a taking.” ** The Court reasoned that during this period, Monsanto had

® The argument that section 204 effects a taking by locking the threshol d-less | easehol ders out of new Gulf of Mexico
|eases was made on the House floor during deliberations on H.R. 6. See, e.g., 153 Cong. Rec. H704 (daily ed. January
18, 2007) (statement of Rep. Lamborn); 153 Cong. Rec. H704-05 (daily ed. January 18, 2007) (statement of Rep.
Gohmert).

" In the regul atory taking context, see Bowles v. Willingham, 321 U.S. 503, 517 (1944) (no taking because “[t]hereis
no requirement that the apartmentsin question be used for purposes that bring them under the [rent control] Act”), and
Gardlick v. Sullivan, 987 F.2d 913 (2d Cir. 1993) (no taking because while challenged regulations limited
anesthesiologists' charges to Medicare patientsin hospitals, they did not have to work in hospital s—notwithstanding
their claim that not working in hospitas would cause economic hardship).

In the physical taking context, see Yeev. City of Escondido, 503 U.S. 519 (1992) (tenant eviction restrictions on
mobile homes are not physical takings when one carries on his mobile home business voluntarily) and FCC v. Florida
Power Corp., 480 U.S. 245 (1987) (no physical taking where utility voluntarily entered into contract with cable
company allowing attachment of cablesto utility’s poles).

8 See, ., Gardick v. Sullvan, 987 F.2d 913.

9 Lynch v. United States, 292 U.S. 571 (1934); Perry v. United States, 294 U.S. 330 (1935).
10467 U.S. 986 (1984) (“ Ruckelshaus’).

1 d. at 1007.
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voluntarily submitted its trade secret data with full knowledge of the legal possibility that EPA
would use the data in ways that diminished their trade secret value, and thus could not complain
when the agency actually did so.

The Ruckel shaus holding that voluntary compromise of a property right in exchangefor an
economic benefit is not a taking suggests that a court might reach the same conclusion with
respect to a takings challenge to section 204. As with the statute at issue in Ruckel shaus, section
204 would not require any action, but would instead offer a choice: compromise a property right
(exemption from payment of royalties) in exchange for a possible economic benefit (receipt of
new OCS leases).?

Another argument that courts would be unlikely to discern ataking in section 204 draws on the
underlying purpose of the Takings Clause. As the Court stated in Armstrong v. United Sates, the
Takings Clause “was designed to bar Government from forcing some people alone to bear public
burdens which, in all fairness and justice, should be borne by the public as awhole” ** As this
invocation suggests, courts have generally been less likely to find a taking where property owners
have not been treated unequally. In thisregard, it should be noted that it remains unclear whether
the 1998/1999 DWRRRA |eases price threshold provisions were omitted by mistake,** resulting
in leaseholders receiving a better deal than the government thought it was providing. If it is
somehow confirmed that the omission was in fact a mistake, it may lessen the probability that a
court would find a taking in section 204, because the section could be viewed as a congressional
effort to correct a governmental error that plaintiffs were exploiting. However, we do not know
whether the upfront bonus payments made by the affected leaseholders were calculated to reflect
the fact that the royalty exemption was not linked to market prices. If so, leaseholders could argue
that, error or not, they paid for the economic advantage of having no price threshold.

There are other factors which suggest that a challenge to section 204 as an unlawful taking might
not succeed. First, the Court of Federal Claims and its appellate court, the U.S. Court of Appedls
for the Federal Circuit, are the courts that would adjudicate a takings challenge to section 204."
These courts have long voiced a preference for adjudicating cases involving written contracts
with the United States on a breach of contract theory, rather than under takings law.'® Second, any

12 A contrary decision was reached in Philip Morris, Inc. v. Reilly, 312 F.3d 24 (1% Cir. 2002), by split decision. This
case involved a Massachusetts statute requiring cigarette manufacturing companies selling cigarettes in the state to
submit trade secret data asto the chemical additives used in their cigarettes, for possible public disclosure. Or they
could elect not to do businessin the state. Two judges found a taking of the trade secrets (on different rationales); one
found no taking.

13364 U.S. 40, 49 (1960).

14 As stated by Representative Simpson during floor debate on a previous | egisl ative attempt to address the absence of a
royalty price threshold in the 1998./1999 |eases: “ The Department of the Interior’ s Inspector Genera has appropriately
launched an investigation into [thelack of price thresholdsin the affected leases], as has the Resources Committee.”
152 Cong. Rec. H2830 (daily ed. May 18, 2006).

1528 U.S.C. § 1491(a)(1) (vesting original jurisdiction over takings claims against the United States in the U.S. Court
of Federal Claims), known asthe Tucker Act; 28 U.S.C. § 1295(a)(3) (placing all appeals from the Court of Federal
Clamsin the Federal Circuit).

18 The seminal decision is Sun Qil Co. v. United States, 572 F.2d 786 (1978), which by coincidence involved federal
OCS leases. The court stated that a takings theory “has limited application to the relative rights of party litigants when
those rights have been voluntarily created by contract. In such instances, interference with such contractua rights
generally gives riseto abreach claim not ataking claim.”). Accord, Hughes Communications Galaxy, Inc. v. United
States, 271 F.3d 1060, 1070 (Fed. Cir. 2001) (“Takings claimsrarely arise under government contracts because the
Government actsinits commercial or proprietary capacity in entering contracts, rather than in its sovereign capacity.
Accordingly, remedies arise from the contracts themselves, rather than from the constitutiona protection of private
(continued...)
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regulatory taking claim may be parried by the government’s argument that government
contracting is a “ heavily regulated field,” so that affected leaseholders cannot claim to be
surprised—especially given the level of current oil prices—that Congress sought to impose
section 204. With regard to the bid ineligibility section 204 imposes, the United States has broad
discretion in setting the qualifications of those with whom it contracts."” Thus it may be argued
that section 204 does not defeat any reasonable investment-backed expectations of affected
leaseholders.

While our analysis suggests that section 204 may not constitute a constitutional “taking,” it

should be noted that if the court agrees to do a takings analysis at all, the outcome can be difficult
to predict. Thisisin part because a fact-based analysis is often used to resolve a takings claim.
This could be the case with a takings challenge to section 204 of H.R. 6, which could conceivably
turn on whether a particular plaintiff is able to demonstrate that the loss of the ability to bid on
future leases is such an onerous burden that section 204's options of renegotiation or payment of a
fee are not voluntary.

I1. Doctrine of Unconstitutional Conditions

Though first stated by the Supreme Court over a century ago, the doctrine of unconstitutional
conditions still lacks consistent formulation and is invoked by the Court unpredictably.*® In black-
letter terms, the doctrine states that “the government ordinarily may not grant a benefit on the
condition that the beneficiary surrender a constitutional right, even if the government may
withhold that benefit altogether. The doctrine of unconstitutional conditions, where applied,
requires a court to employ strict scrutiny in analyzing the challenged condition.”*® The doctrine is
intended to prevent the government from indirectly achieving aresult that it could not command
directly.

A challenge to section 204 based on the doctrine of unconstitutional conditions would likely
assert that the section impermissibly seeks abandonment of the constitutional right to
compensation for a lessee’s property right in a valuable contract term in return for the government
benefit of digibility for new OCS leases. This argument would assume, and this memorandum
will assume, that Congress could not directly eliminate the leaseholders' royalty-free status
without triggering a compensabl e taking.

(...continued)

property rights.”); Castle v. United States, 301 F.3d 1328, 1342 (Fed. Cir. 2002), (rgecting plaintiffs’ breach-of-
contract-based takings claim because plaintiffs “retained the full range of remedies associated with any contractual
property right they possessed”).

But see Bass Enterprises Prod. Co. v. United States, 54 Fed. Cl. 400 (2002), aff' d, 381 F.3d 1360 (Fed. Cir. 2004) ,
involving oil and gasleases on federal land in New Mexico. Administrative permitting delays prompted by a
subsequent federal enactment led to lessees claim that its right to drill had been temporarily taken. Although this claim
was eventually rejected, there was no dispute that plaintiffs were entitled to pursue compensation under atakings
theory.

Y The generd ruleis stated in Perkinsv. Lukens Sted Co., 310 U.S. 113, 127 (1940): “Like private individuals and
businesses, the Government enjoys the unrestricted power to ... determine those with whom it will dedl....”

18 See generally Richard A. Epstein, Unconstitutional Conditions, State Power, and the Limits of Consent, 102 Harv. L.
Rev. 4 (1988); Kathleen M. Sullivan, Unconstitutional Conditions, 102 Harv. L. Rev. 1413 (1989).

¥ Am. Jur. Const’l Law § 395. See, eg., Perry v. Sinderman, 408 U.S. 593, 597 (1972).
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It does not appear likely that Section 204 would violate the doctrine of unconstitutional
conditions (although given the limited and inconsistent case law on the doctrine, it is difficult to
reach a conclusion with any certainty). In Ruckel shaus v. Monsanto—a case that, as noted above,
offers rough analogy to section 204—the Court rejected not only a taking argument, but one
based in the doctrine of unconstitutional conditions as well. Monsanto argued that the pesticide
act’s requirement that the registration applicant give up its property interest in the trade secrets
constituted placing an unconstitutional condition on the right to a valuable government benefit.
The Court rgected this argument, stating that

... Monsanto has not challenged the ability of the Federal Government to regulate the
marketing and use of pesticides. Nor could Monsanto successfully make such a challenge,
for such restrictions arethe burdensweall must bear in exchangefor the advantage of living
and doing business in a civilized community. This is particularly true in an area, such as
pesticide sale and use, that has long been the source of public concern and the subject of
government regulation.?

It should be noted that subsequent to Ruckel shaus, the Court did make the doctrine of
unconstitutional conditions the foundation of its test asto whether a taking is effected by a land-
use “ exaction”—Iand dedication conditions imposed by government agencies upon their approval
of proposed development.”* However, it might be difficult to argue on this basis that Ruckelshaus
is no longer good law; the area of “land exactions’ is highly specialized. Also, the variant of the
unconstitutional conditions standard applied by the Court in the “land exaction” decisions would
likely be satisfied by section 204.%

III. Substantive Due Process and Equal Protection

Substantive Due Process

The Due Process Clause of the Fifth Amendment is stated in purely procedural terms, directing
that no person be deprived of life, liberty, or property without “due process.” Notwithstanding,
the Court has long discerned in the Clause a prohibition on certain types of legislation interfering
with such interests, regardless of the process used. This implicit prohibition is known as
substantive due process.

2 467 U.S. a 1007 (quotation marks and citations omitted).
2 Lingle v. Chevron U.S.A. Inc., 544 U.S. 528, 547 (2005); Dolan v. City of Tigard, 512 U.S. 374, 385 (1994).

2 As stated in both Lingle and Dolan, supra, this “specia application” of the unconstitutional conditions doctrine in the
exactions ream provides that—

the government may not require a person to give up a constitutional right—here the right to receive
just compensation when property istaken for a public use—in exchange for a discretionary benefit
conferred by the government where the benefit has little or no relation to the property.

544 U.S. at 547, 512 U.S. at 385, respectively (emphasis added). Section 204 of H.R. 6 arguably involves a benefit
(issuance of new OCS leases) having more than alittle relation to “the property” (existing contract terms excusing
payment of royalties regardless of the market price of oil). Thus, it would seem that section 204 does not run afoul of
the Lingle/Dolan variant of the unconstitutiona conditionsrule.
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The precise content of a substantive due process analysis varies considerably depending on the
category of legislation. For present purposes, what is most important is that so-called “economic
legislation”—of which section 204 is almost certainly an example—is tested under the most
deferential of substantive due process standards, asking only whether one can conceive of a
“rational basis’ for Congress' action:

It is by now well established that legidative Acts adjusting the benefits and burdens of
economic lifecometo the Court with a presumption of constitutionality, and that the burden
ison one complaining of adue process violation to establish that thelegislaturehasacted in
an arbitrary and irrational way.”®

Courtsrardy find a violation of this deferential threshold. In particular, it would seem that section
204's effect on contractual “property” rights is well on the constitutional side of the threshold.*
In section 204, Congress may be expressing a judgment that royalty-free DWRRA leases are not
in the public interest and would be creating a means to discourage their continuance. That the
means (ineligibility for new leases) isrationally related to this legitimate government objective
seems difficult to question.

To be sure, section 204 would achieve its legitimate purpose by imposing a burden on existing
leaseholders—that is, by upsetting settled expectations. This retroactivity aspect of section 204
does not appreciably alter the substantive due process analysis. As the Court has stated,

[O]ur cases are clear that legidation readjusting rights and burdensis not unlawful solely
because it upsets otherwise settled expectations. Thisis true even though the effect of the
legislation isto impose anew duty or liability based on past acts.®

Theretroactivity aspect of legislation is subject to separate Substantive Due Process scrutiny, but
under the same deferential rational-basis standard. “That burden is met simply by showing that
the retroactive application of the legislation is itself justified by a rational legislative purpose.”*
Theretroactivity feature of section 204 certainly meets this minimal standard. Given that the
DWRRA leases that Congress wishes to have renegotiated are already in existence, it had little
choice but to apply section 204’s new-lease eligibility restriction to existing leases.

Equal Protection

As a prdiminary matter, the Equal Protection Clause of the Fourteenth Amendment,?” which by
its terms applies only to the states, has been held applicable to the federal government as well
through the Due Process Clause of the Fifth Amendment. A 1995 Supreme Court decision notes

3 Concrete Pipe & Products of California, Inc. v. Construction Laborers Pension Trust, 508 U.S. 602, 637 (1993),
quoting Pension Benefit Guaranty Corp. v. R.A. Gray & Co., 467 U.S. 717, 729-730 (1984).

2t is often said that the term “property” in the Due Process Clause is broader than the same term in the Takings
Clause. See Zedly v. City of Waukesha, 153 F. Supp. 2d 970, 977 (E.D. Wis. 2001) (collecting decisions). That being
so, the Takings Clause’s embrace of contract rights as“ property” strongly suggests that due process does likewise.

% Concrete Pipe, 508 U.S. at 637.
% pension Benefit Guaranty Corp., 467 U.S. at 729-730.
T «INJor [shall any state] deny to any person within itsjurisdiction the equal protection of the laws.”
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that the Court has for decades “treat[ed] the equal protection abligations imposed by the Fifth and
Fourteenth Amendments as indistinguishable.” *®

Equal protection analysis seeks to assure that similar entities will be treated similarly by the
government. It has been said that “[Equal protection] does not reject the government’s ability to
classify persons or ‘draw lines' in the creation and application of laws, but it does guarantee that
those classifications will not be based upon impermissible criteria or arbitrarily used to burden a
group of individuals.”?® Depending on the nature of the classification, the standard of review used
by courts varies greatly. When the law’s classification involves a “ fundamental constitutional
right” (eg., interstate travel, marriage, or voting), “suspect classification” (e.g., race or country of
origin), or characteristics such as sex or legitimacy, a higher level of scrutiny—either “strict” or
“intermediate”’ —is used.® By contrast, when the challenged law is deemed “ economic
legislation” (not involving fundamental rights and suspect classifications), the level of scrutiny
applied by the court is at aminimum, that is, at its most deferential to the legislative judgment.

Section 204 would appear not to involve any of the Supreme Court-recognized triggers for
anything greater than the minimal level of scrutiny under equal protection analysis. At least for
purposes of equal protection analysis, contract rights such as those held by OCS lessees (and
property rights in general) have not been judicially designated as fundamental constitutional
rights. Rather, section 204's approach likely would be viewed by courts as economic legislation.
As such, it would be subject to the minimal standard of judicial review. The Court has stated that

Whether embodied in the Fourteenth Amendment or inferred from the Fifth, equal protection
isnot alicensefor courts to judge the wisdom, fairness, or logic of legidative choices. In
areas of social and economic policy, a statutory classification that neither proceeds along
suspect lines nor infringes fundamental constitutional rights must be upheld againgt equal
protection challengeif thereisany reasonably conceivabl e state of factsthat could providea
rational basis for the classification. ... This standard of review is a paradigm of judicial
restraint.®*

Thus, if a court can holds that thereis a rational basis for achieving a legitimate government
objective in connection with section 204's different treatment of OCS leases without price
thresholds and those with price thresholds, it will reject an equal protection challenge to section
204. 1t would seem that such arational basis for achieving a legitimate government objective can
beimagined. Congress, in enacting section 204, might have thought that |essees without price
thresholds are earning greater than reasonable profits from the public lands, given the much
higher price of oil and natural gas today than when the |eases were entered into and given the
open-ended royalty relief. As such, Congress might reasonably have concluded that such lessees
should beineligible to bid on new OCS leases, under which they would earn further (though not
to say unreasonable) profits from public property.* Congress might also have determined that
entities that were not required to pay royalties under the 1998/1999 leases might as aresult have
been in a better financial position to bear the burden of afee aimed at conservation of resources.

% Adarand Constructors, Inc. v. Pena, 515 U.S. 200, 217 (1995).

2 Ronald D. Rotunda and John E. Nowak, TREATISE ON CONSTITUTIONAL LAW: SUBSTANCE AND PROCEDURE § 18.2 (3d
ed. 1999).

% See Rotunda and Nowak treatise § 18.3, supra note 29.
3L FCC v. Beach Communications, Inc., 508 U.S. 307, 313 (1993) (emphasis added).

%2 |n continuing to establish a legidative history for section 204 or similar measures, Congress might wish to avoid any
suggestion that its motives are punitive.
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It would also seem rationally related to a legitimate government objective that Congress, in

enacting section 204, thought that such an approach would encourage renegotiation of the no-
price-threshold leases, especially should it be determined that the omission of price thresholds
was truly an administrative mistake, and might also provide funds for protection of resources.

In sum, it seems likely that section 204 would survive equal protection challenge.

IV. Breach of Contract

In addition to potential challenges to section 204 based on constitutional violations, as described
supra, it is possible that adversely affected parties might seek redress based on an alleged breach
of contract; namely, that the United States has effectively breached its agreement in the 1998-
1999 leases by enacting section 204. The Supreme Court has repeatedly declared that “[w]hen the
United States enters into contract relations, its rights and duties therein are governed generally by
the law applicable to contracts between private individuals.”® This includes the law governing
breach of contract. Under the Tucker Act, the United States has waived sovereign immunity for
breach of contract claims against it.*

Thefact that section 204 renders certain DWRRA leaseholders ineligible for new OCS leases
probably would not constitute a breach of contract by the United States if, as discussed in the
Fifth Amendment takings section, existing DWRRA leases contain no promise that the
leaseholders will be digibleto bid on new OCS leases. That is, based on this assumption, section
204 appears not to deny any performance owed by the United States to such lessees.

Asto existing leasehol ders giving up their valuable exemption to gain eligibility for new leases,
our research reveals no case where a voluntary surrender of a contract right was held to constitute
a breach. Though the United States has indeed been held liable for breach, the court decisions
involve government abrogation by fiat, not by offers of a choice.® However, as with our takings
analysis, it should be noted that there may be a factual issue regarding whether in a handful of
cases, renegotiation has been effectively compelled because the loss of dligibility for new leases
for certain entities is so damaging that no real “option” exists.

Finally, leaseholders who accept the implicit invitation in section 204 to renegotiate might be
tempted to argue that renegotiated contracts are voidable because entered into under duress.
Under the Restatement (Second) of Contracts, if one entersinto a contract because of “an
improper threat by the other party that leaves the victim no reasonable alternative,” the contract is
voidable.®* As stated, however, the threat must be improper,” and the Restatement definition of
this term® does not appear to fit the circumstances of section 204. Thus, an effort by holders of
renegotiated leases to void them based on section 204-induced duress likely would fail.

3 S, e.g., Mobil Oil Exploration and Producing Southeast, Inc. v. United States, 530 U.S. 604, 607 (2000).
%28 U.S.C. § 1491(a).

3 See Mobil Qil, 530 U.S. 604; United States v. Winstar Corp., 518 U.S. 839 (1996).

% RESTATEMENT (SECOND) OF CONTRACTS § 175 (1979).

¥ 1d. a § 176.
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V. Unilateral and Mutual Mistake

The previous sections of this report examined possible legal challenges to congressional action
aimed at recovery of amounts not currently recoverable under the 1998/1999 |eases due to the
absence of a price threshold provision, with a focus on the provisions of section 204 of H.R. 6.
However, it is also prudent to examine the possibility of litigation under the common-law contract
doctrines of mistake that could effectively alter the 1998 and 1999 leases so as to include royalty
price thresholds without necessitating congressional action. Because leases are atype of contract,
it is possible that a party could sue the lessees and/or United States under the contract law
doctrines of unilateral or mutual mistake, asking the court to impose “reformation” of the leases
or to void them. The argument would be premised on the possibility that either the Minerals
Management Service (MMYS) of the Department of the Interior alone, or both the MM S and the
lessees, made a mistake as to the effect of the 1998-1999 lease language. Thus we will assume for
purposes of our analysisthat MMS, or MM S and the lessees, mistakenly thought the references to
30 CFR Part 260 in the 1998/1999 |eases had the effect of imposing price thresholds.

Asaninitial proposition, we note that an erroneous bdief asto the effect of an agreement
provision, just as an erroneous belief asto nonlegal facts, constitutes a mistake for purposes of the
unilateral and mutual mistake doctrines.®

Unilateral Mistake

In this section we assume that only the MM S, not the oil company |essees, believed at thetime
the 1998/1999 |eases were signed that price thresholds had been incorporated. That is, the mistake
on MMS part was unilateral, and the lessees were aware of the lack of a price threshold in the
leases. Section 153 of the Restatement (Second) of Contracts (hereinafter the “ Restatement”)
states

Where a mistake of one party at the time a contract was made as to a basic assumption on
which he made the contract has a material effect on the agreed exchange of performances
that is adverse to him, the contract is voidable by him if he does not bear the risk of the
mistake under therule stated in § 154, and

(@) the effect of the mistake is such that enforcement of the contract would be
unconscionable, or
(b) the other party had reason to know of the mistake or his fault caused the mistake.®

Section 154 of the Restatement, referred to in the above-quoted language, suggests that the MM S
likely did not “bear therisk” of the supposed mistake in question here, because the risk was not
contractually allocated to MM S, nor was MM S aware of any limited knowledge with respect to
the facts pertaining to the royalty threshold provision in the leases.®® This diminates the first
barrier to the court’s award of redress under the theory of unilateral mistake. Thus, voiding the
lease might be available as aremedy if either: (a) the effect of MM S’ mistake (allowing the

% See, eg., Richard A. Lord, Wiliston on Contracts § 70.1 (4" ed. 2003) (hereinafter Williston).
® Restatement (Second) of Contracts, § 153.
“1d. at §154.
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lessees to avoid paying royalties with oil/gas prices above the threshold) is deemed
“unconscionable’; or (b) the lessees “ had reason to know of the mistake.”

Winning a unilateral mistake caseis an uphill climb. “Thelaw of contracts,” says the
Restatement, “ supports the finality of transactions lest justifiable expectations be disappointed.”*
Voiding or reformation of contract terms is the “ exceptional situation[].”** Especially is this so
when the mistake was made solely by one party. Finally, establishing unconscionahility is said to
be a “substantial burden,”* though as section 153 indicates through use of the disjunctive “or,”
showing unconscionability may be bypassed by pursuing clause (b). Also, the fact that the
mistake could have been averted by the exercise of reasonable care by the mistaken party does
not preclude a remedy.*

Contract reformation would not seem to be available as a remedy for a unilateral mistake.
According to Section 155 of the Restatement, where a contract fails to express an agreement
because of a mistake by both parties as to the effect of the writing, the court may at the request of
a party reform the writing. But,

If one party [here, MMS] sends to the other [the lessees| an offer which, because of a
mistake, doesnot reflect the offeror’ sintention, therule stated in this Section does not apply
because only one party is mistaken and because therewas no prior agreement. The mistaken
part;é/l;_sremedy, if any, inthat caseisnot reformation but avoidance under therulestatedin 8
153.

Diverging dightly from the Restatement view, a leading treatise asserts that unilateral mistake
accompanied by inequitable conduct by the other party who knew of the mistake and failed to
point it out may be regarded as mutual mistake and remedied by reformation.*

Mutual Mistake

In this section we assume that both the MM S and the |essees believed at the time the 1998/1999
leases were signed that price thresholds had been incorporated by the leases' reference to 30 CFR
Part 260. That is, the mistake was mutual. Section 155 of the Restatement potentially applies
here:

Where awriting that evidences or embodies an agreement ... fail sto express the agreement
because of a mistake of both parties asto the contents or effect of the writing, the court may
at therequest of aparty reform thewriting to expressthe agreement, except to the extent that
therights of third parties such asgood faith purchasers for valuewill be unfairly affected.*’

Especially pertinent to the DWRRA leases, the Restatement is explicit that “[i]f the parties are
mistaken with respect to the legal effect of the language that they have used, the writing may be

“L|d. a ch. 6introductory note.

“21d. a Section 153, comment a.

“d. a Section 153, comment c.

“1d. a Section 157, comment a.

“1d. at § 155, comment b.

“6 Wiliston, supra note 3, at § 70.25.

47 Accord, Williston, supra note 3, at § 70.2.
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reformed to reflect the intended effect.” ® As with unilateral mistake, the remedy (here,
reformation) “is not precluded by the mere fact that the party who seeks it failed to exercise
reasonable carein reading the writing ....”*

In order for Section 155 to be invoked, however, “there must have been some agreement between
the parties prior to the writing,”* perhaps a letter exchange between MM S and the lessees
expressing a belief that the leases included price thresholds. A treatise indicates that the key factor
in the defective-writing mutual-mistake cases is proof of the actual agreement of the parties.” To
the best of our knowledge, no document that demonstrates an agreement between MM S and the
lessees to include royalty price thresholds exists. This lack of proof of an agreement between the
parties on theissue could makeit difficult to establish mutual mistake.

Comments

Indulging in speculation, it seems likely that the 1998/1999 leases involved at most a unilateral
mistake (by MMYS), rather than mutual mistake—or at least that mutual mistake would be harder
to prove. Thelaw of unilateral mistake in connection with contract mistakes by the government is
undeveloped, however. In aleading treatise on U.S. government procurement contracts (a
different, but more common type of government contract than leases), the doctrine of unilateral
mistake is discussed at length, with numerous court and administrative decisions cited.* But
apparently every one of these decisions involves mistakes by the contractor, not the United States.
This lopsided ratio may be the result of two clauses commonly found in government procurement
contracts that obviate the government’s having to argue mistake. One such clauseisthe
termination for convenience clause, which is standard in every government procurement
contract.”® The other is a clause to the effect that the government has the right unilaterally to issue
contract change orders, subject to renegotiation of the contract price.*

Whatever the cause of the paucity of government-mistake cases, we are | eft with a situation in
which thereis little applicable precedent for assessing whether the unilateral mistake doctrine
applies to the circumstances here. Certainly the fact that the MM S arguably was acting within its
DWRRA section 304 authority in not impaosing price thresholds adds a complicating €lement to
the analysis.

It should also be noted that it is not clear who would be a proper party to bring a challenge to the
1998-1999 |leases based on unilateral or mutual mistake. The United States would be the most
natural party to sue sinceit is the directly aggrieved party, but the Department of the Interior has

“8 Restatement, supra note 4, at § 155, comment b.

“1d. Seealsoid. at § 157.

01d. at § 155, comment a

%1 John Cibinic et al., Administration of Government Contracts 329 (4™ ed. 2006).
%2 Administration of Government Contracts, supra note 7.

%3 See Federa Acquisition Regulation (48 CFR) Part 49.5 prescribing the principal contract termination clauses. The
actual text of the clausesis set out at Federa Acquisition Regulation (48 CFR) § 52.249-1 et seq.

% See Federal Acquisition Regulation (48 CFR) subpart 43.2 noting that “ Generally, government contracts contain a
changes clause that permits the contracting officer to make unilateral changes, in designated areas, within the genera
scope of the contract.” The actual text of the clausesis set out at Federa Acquisition Regulation (48 CFR) § 52.243-1
et seq.
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communicated views to Congress suggesting that it would not be willing to do so.*® Plainly, the
lessees have little incentive to sue. And a plaintiff suing based solely on his/her status asa
taxpayer would not succeed in an Article 111 court: the Supreme Court has recently reaffirmed its
rejection of federal taxpayer standing, based on the Constitution’s “ case” or “controversy”
requirement.” Thus, who might be able to bring a challenge to the 1998-1999 |eases is not clear.

VI. Conclusion

Efforts to rectify what appears to be an oversight in the leases issued by MM S in 1998 and 1999
that do not contain royalty price threshold provisions raise a number of legal questions. These
include potential claims of infringement on certain constitutional rights, including the Takings
clause of the Fifth Amendment, the Due Process clause of the Fifth Amendment, and the Equal
Protection Clause of the Fourteenth Amendment. A related concern is an allegation of the
“doctrine of unconstitutional conditions,” which forbids the government from granting a benefit
on the condition that the beneficiary surrender a constitutional right, even if the government may
withhold that benefit altogether. Although our analysis does not conclude that current effortsto
rectify the oversight in the 1998-99 leases, including the provisions of H.R. 6, would constitute
clear violations of these constitutional rights, they should be kept in mind in any analysis of a
proposed “fix” to the leases.

In addition, any efforts to correct for the absence of royalty price thresholds in the 1998/1999
leases could be perceived as a breach of contract, because leases are considered contractual by
nature and, for the most part, the federal government is treated the same as any other contracting
party by the courts. Although H.R. 6 offers lessees the option to renegotiate their leases and does
not force them to do so, the final analysis of whether the legislation (or similar legislation)
effectively breaches the lease may be a factual analysis dependent upon the resulting hardship to
individual lessees, and thusit is difficult to predict how a court might rule on this issue.

Finally, it should be noted that thereis a potential non-legislative fix for the missing royalty price
thresholds in the 1998/1999 |eases. The leases could be challenged based on a theory of unilateral
mistake or of mutual mistake. For such a claim to succeed (resulting in reformation or voiding of
the leases), the party challenging the lease provisions would have to demonstrate, among other
things, that one or both parties thought it was including the royalty price thresholds when the
leases were signed. Furthermore, an interested party would have to be willing to litigate the
matter. Thus far, no party has initiated litigation to amend or void the leases.

% Letter from C. Stephen Allred, Assistant Secretary for Land and Minerals Management, U.S. Department of the
Interior, to Hon. Edward J. Markey, dated December 6, 2006 (“While the actions from 1998 and 1999 are regrettable,
the Federal Government must be a reliable business partner and must honor its contractual obligations, even whenin
retrospect the terms of those contracts appear unfavorable.”).

% DaimlerChrysler Corp. v. Cuno, 126 S. Ct. 1854 (2006). The decision makes clear that rejection of taxpayer standing
applies equally to government expenditures and, more pertinent to the ODRRA leases, to government actions that
reduce amounts available to the treasury. Id. at 1862.
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