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DEPARTMENT OF THE INTERIOR
Minerals Management Service
30 CFR Parts 202 and 206

Revision of Gas Product Vaiuation
Regulations and Related Topics

AGENCY: Minerals Management Service,
Interior.

ACTION: Further notice of proposed
rulemaking.

SUMRARY: Proposed valuation
regulations for gas were published for
comment in the Federal Register on
February 13, 1987 (52 FR 4732). Public
hearings were held in Denver, Colorado.
on April 7, 1987, and in Houston. Texas.
on April 28, 1987. Over 100 written
comments were received on this
proposed rulemaking.

Because of the extensive and diverse
interest raised by this and related
rulemakings for valuation of oil and
coal. MMS established a procedure
whereby it would publish draft final
regulations and provide an abbrevizted
public comment! period to obtain further
public comment before the rules are
issued-as final regulations on September
30. 1987. The Congress is aware of and
understands this process. Sce
Conference Report on H.R. 1827 in the
Congressional Record dated lune 27,
1987. at pages H5661-H5668.

Accordingly. attached to this notice as
an appendix is a draft of the gas
valuation regulations in final form,
together with a draft of the preamble for
the final rule. The drafl contains
numerous changes from the proposed
gas valuation regulations in response to
the public hearings and the extensive
comments received and reviewed by
MMS.

DATE: Comments must be received on or
before September 2, 1987,

ADDRESS: V.rilten comments may be
mailed to Minerals Management
Service. Royalty Management Program,
Rules and Procedures Branch, Denver
Federal Center, Building 85, P.O. Box
73175, Mail Stop 628, Denver, Colorado
w225, Attention: Dennis C. Whitcomb.
FOR FURTHER INFORMATION CONTACT:
Dennis C. Whitcomb. Chief, Rules and
Procedures Branch, (363} 231-3432, (FTS)
326-3432.

SUPPLEMENTARY INFORMATION: The
principal authors of this proposed
rulemaking are John L. Price, Scott L.
Ellis, Thomas ]. Blair, Stanley J. Brown,
and William H. Feldmiller of the Royalty
Valuation and Standards Division of the
Royalty Management Program [RMP),
Minerals Management Service; and
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Peter |. Schaumberg of the Office cf the
Solicitor. Washington, DC.

In view of the shor! public comment
pericd necessitated by MMS's proposed
schedule, as undersiood by Congress,
whereby MMS will attempt to issue final
rules by September 30, 1687, MMS
requests that commenters not simply
resubmit comments already provided on
the proposed rules. All comments
received since publication of the first
proposed rulemaking ori February 13,
1987, will be included in this rulemaking
record. Additional comments should be
directed tn the provision of the draft
final rule in the appendix. Commenty 1
are requested to identify, by section, the
provision of the draft final rule to which
a comment is directed. Besides specific
comments on the drafl final rule, MMS
also requests commenters 1o address
whether there are additional
requirements or approaches which
would improve the royalty pzyment
process. The MMS believes it has
developed a set of rules which will lead
to the proper payment of royalties. but
given the interest and concerns raised
by this rulemaking, MMS would like to
learn of all approaches which will
reduce underpayment of royalties and
minimize any abuse in payment and
collection of royalties. MMS would
specifically like comments on the ability
of auditors to determine compliance
with these regulations. MMS also would
like commenters to address the extent to
which these dralt rules are respansive to
concerns regarding royalty
underpayments identified in the
Linowes Commission Report and reports
of the Congress, the General Accounting
Office and the Department’s Office of
Inspector General.

MMS recognizes that arm's-length
contract prices are a principal
coraponent of these regulations. Under
the draft final rules. the prices under
arm’s-length contracts would represent
value and be the primary values under
the benchmarks for non-arm's-length
contracts. MMS specifically requesta
comments on the definition of arm’s-
length contract and on the use of these
contracls o delermine value for
calculating royalty payments.

The Department of Iaterior (DOI) has
determined that this document is not a
major rule and does not require a
regulatory impact analysis under
Executive Order 12281, This proposed
rulemaking is to consolidate Federal and
Indian gas royalty valuation regulations:
to clarify DOI gas royalty valuation
policy and gas transportation and
processing allowance policy: and to
provide for consistent royalty valuation
policy among all leasable minerals.
Because the proposed rule principally
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consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities.

Lessee reporting requirements will be
approximately $250.000. All gas sales
contracts will be required to be
subinitted only upon request, or only in
support of a lessee's valuation proposal
in unique situations rather than
routinely, as under the existing
regulatiuns,

“The public is invited to participate in
this proceeding by submitting data,
views, or arguments with respect to thia
notice. All comments should be
submitted by 4:30 p.m. of the day
specified in the DATE section to the
appropriate address indicated in the
ADORESS section of this preamble and
should be identified on the outside
envelope and on documenls submitted
with the designation “Revision of Gas
Royalty Valuation Regulations and
Related Topics.” All comments received
by the MMS will be available for public
inspection in Room C4086, Building 85,
Denver Federal Center, Lakewood,
Colorado between tha hours of 8:00 a.m.
and 4:00 p.m., Monday through Friday.

Fegulatory Flexibility Act

Because this rule primarily
consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities as a result of
implementation of this rule. Therefore,
the DO! has determined thal this
ruiemaking will not have a significant
economic effect on a substantial number
of small entities and does not require a
regulatory flexibility analysis under the
Regulatory Flexibility Act (5 U.S.C. 601,
el seq.).

Paperwork Reduction Act of 1900

The information collection and
recordkeeping requirements located at
§§ 208.157 and 206.158 of this rule have
been approved by the Office of
Management and Budget under 44 U.S.C.
3501 et seq. and assigned clearance
number 1010~0075.

Natiooal Environmental Policy Act of
1969

It is hereby determined that this
rulemaking does not constitute a major
Federal action significantly affecting the
quality of the human environment and a
detailed statement pursuvant to section
102{2)(C) of the National Environmental
Policy Act of 1909 [42 U.S.C. 4332(2)(C))
is not required.
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List of Subjects

30 CFR Part 202

Continental shelf, Government
contracts, Mineral royalties, Oil and gas
exploration, Public lands—mineral
resources, Reporting and recordkeeping
requirements.

30 CFR Part 200

Continental shelf, Geothermal energy,
Government contrects, Mineral
royalties, Qil and Gas exploration,
Public lands—mineral rescurces,
Reporting and recordkeeping
requirements.

Date: August 10, 1987.

James E. Cason,
Acting Assistont Secretary, Land ond
Minerals Management.

Appendix—Dralt Flnai Rule
DEPARTMENT OF (HE INTERIOR
Minerals Management Service

30 CFR Parts 202 and 206

Revision of Gas Royalty \'aluation
Regulations ar.d Related Topics

Agency: Mineruls Management Service
{MMS]), Interior. .

Action: [Draft] Final rule.

Summary: This rulemaking provides for
the amendment and clarification of
regulations governing valuation of gas
for royalty computation purposes. The
amended and clarified regulations
govern the methods by which value is
determined when computing gas
royallies and net profit shares under
Federal (onshore and Outer Continenta)
Shell} and Indian (Tribal and allotted)
oil and gas leases (except leases on the
Osage Indien Reservation, Osage
County, Oklahoma).

Effective date: Novermber 1, 1887
[tentative].

For further information contact: Dennis
C. Whiicomb, Chief, Rules and
Procedures Branch, (303) 231-3132, (FTS)
326-3432.

Supplementary information: The
principal authors of this rulemaking are
john L. Price. Scott L. Ellis, Thomas }.
Blair, Stanley ]. Brown, and William H.
Feldmiller of the Royalty Valuation and
Standards Division of the Royalty
Management Program {RMP), Minerals
Management Service: and Peter |J.
Schaumberg of the Office of the
Solicilor, Washington, DC.

1. Introduction

On February 13, 1967, 52 FR 4732,
MMS issued a nctice of proposed
rulemiaking ‘o amend the regulations
governing the valuation of gas from
Federal leases onshore and on the OCS,
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and from Indian Tribal and allotted
leases. During the public comment
period, MMS received almost 100
written comments. In addition, public
hearings were held in Lakewood,
Colarado, on April 7, 1987, and in
Houston, Texas, on April 28, 1987,
Sixteen persons made oral presentations
at these hearings.

[Tentative: Because of the complexity
of the regulations, and in accordance
with MMS's understanding with the
Congress, MMS issued a further notice
of proposed rulemaking which included
as an appendix MMS's draft of the final
regulations. The purpose of the further
notice of proposed rulemaking was to
obtain further public comment during a
short comment period and then 1o make
any necessary revisions to the final
regulations. See Conference Report on
H.R. 1827, in the Congressional Record
of June 27, 1887, pages H5851-H5666. A
total of _______additional comments
were received.]

The MMS has considered carefully all
of the public comments teceived during
this rulemaking process, - which included
draft rules and input from the Royalty
Management Advisory Committee. A
complete account of that process is
included in the preamble to the
proposed regulations issued in February
1887. Based on its review, MMS hereby
adopte final regulations gaverning the
valuation of gas from Federal and Indian
leases. These regulations will apply
prospectively to gas production on or
after the effective date specified in the
DATES section of this preamble.

II. Purpose ind Background

The MMS has revised the current
regulations regarding the valuation of
8 . lo accomplish the following:

\1) Clarification and reorganization of
the existing regulations at 30 CFR Parts
202 and 203.

(2) Creation of regulations consistent
with the present organizational structure
of the Department of the Interior (DOI).

(3) Placement of the gas royalty
valuation regulations in a format
compatible with the valuation
regulations for all leasable minerals.

(4) Clarification that royalty is to be
paid on all consideration received by
lessees, less applicable allowances. for
production removed or sold from the
lease.

(5) Creation of regulations to guide the
lessee in the determination of allowable
transportation and processing costs for
gas to aid in the calculation of proper
royalty due the lessor.

A number of sections have been
renumbered and/or moved to a new
subpart. Sections 202.150, 202.151,
202.152, 208.15G, 208.151, and 208.152
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have been revised. In addition,

§§ 206.153, 206.154, 206.155, 206.158,
206.157, 206.158, and 206.159 have been
added to the appropriate subparts.

Several general provisions which
relate to both oil and gas have been
added to Part 202. These provisions are
included in the final rule to amend the
oil valuation regulations published by
the Department elsewhere in this issue

This rule applies prospectively-to gas
production on or after the effective date
of this rule. It supersedes all existing gas
royalty valuation directives contained in
numerous Secretarial, Minerals
Manzgement Service, and U.S.
Geological Survey Conservation
Division (now Bureau of Land
Management, Onshore Operations)
orders, directives, regulations, and
Notices to Lessees (NTL) issued over
past years, particularly NTL-5 (42 FR
22610, May 4, 1977, as amended. 51 FR
28759, July 25, 1986). Specific guidelines
governing ;eporting requirsments
consistent with these new gas valuation
regulations will be incorporated into the
MMS Payor Handbook.

For the convenience of oi! and gas
lessees, payors, and the public. the
following chart summarizes the effects
of these rules.

Reguistion charges

t REDESIGRATIONS:
Sectons 202150, 202 15!
and 202,152 are redesig-
nated as §§ 202.100,
20253, and 20252, re-
specively.

tesn incoporated Mo
# 202.150 and 202151,

M. ADOTIONS:

Sectors 202.150, 202 151,
and 202152 are added
1 Subpart 202. Sectone

208,10, 206153 | ty aSiowsble costs for
208.154, 206,158, Tafsportadon  and  proc
208.158, 208.157. seing

208.158, ond 208159
are acdded 10 Part 208 l

The rules in § 208.150 expressly
recognize that where the provisions of
any Indian lease, or any statete or treaty
affecting Indian leases, are inconsistent
with the regulations, then the lease term.
statute, or treaty governs to the extent of
the inconsistency. The same principle
applies to Federal leases.

A separate gas definitions section
applicable to the royalty valuation of
gas is included in this rulemaking in Part
208. All definitions contained under
each subpart of Part 208 will be
applicable to the regulations contained
in Parts 202, 203, 207, 210, and 241.
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1I1. Response to General Comments
Received on the Proposed Gas Valuation
Regulations and Related Topics

The notice of proposed rulemaking for
the amendment and clarification of
regulations governing valuation of gas
for royalty computation purposes was
published in the Federal Register on
February 13, 1987 (52 FR 4732). The
public comment period on the proposal
closed on May 13, 1987. Seventy-eight
commenters submitted almost 100
comments which were considered in
preparing this rulemaking.

Of the 78 commenters, 7 were tribal
groups. 1 was a tribal council, and 1 was
an Indian trade groap for a total of 8
Indian commenters: one commenter was
a combined State/Indian association, A
total of 15 commenters represented
various government agencies: 5 State
entities, 4 Federal agencies, 2 State
associations, 2 State Governors, and 2
local governments, Fifty-three industry
commenters responded: 39 commenters
from oil and gas companies, 8 individual
commenters, and 6 industry trade
groups.

Forty-three respondents—24
representing industry and 19
representing States, Indians, and local
governments—made comments on the
basic issues and principles underlying
the proposed rulemaking. The comments
did not address specific sections of the
proposed regulations, but generally
revolved around the basic premise
underlying the proposed valuation
methodology.

The responden!s were generally
composed of two groups, with industry
on one side and States, Indians, and
local governments on the other. Industry
generally endorsed the basic principles
underlying the proposed regulations.
While the industry commenters objected
to many of the specific provisions of the
proposed rules, they stated generally
that a market-oriented approach based
on gross proceeds from arm’s-length
contracts would fulfill MMS's goals of
creating royalty certainty, fairness, and
long-term revenue maximization. Two
industry commenters advocated the
adoption, in total, of the Royalty
Management Advisory Committee
{RMAC) Gas Panel's recommendations
as the only proper solution to the
valualion issue. States, Indians, and
local governments, on the other hand,
generally commented that they objected
to the basic premise underlying the
proposed valuation methodology and
disapproved of the proposed regulations
fo- & variety of reasons.

The general comments raised by
industry, States, and Indians may be
categorized similarly to those raised
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with respect to the ofl valuation
regulations: (1) Acceptance of gross
proceeds under an arm's-length contract,
or the benchmark, as the value for
royalty purposes; (2} deduction of
transportation costs; (3) legal mandates
and responsibilities toward Indians: (4)
complexity and obscurity of regulations
and definitions; and (5) economic
impacts. Because the general issues
raised and MMS's responses thereto are
so similar, MMS hereby incorporates the
discussion in the Geners! Comments
portion of Section IiI of the Preamble to
the final oil valuation regulations in a
documnent published elsewhere in this
issue as if fully and completely set forth
herein.

V. Section-By-Section Analysis and
Response to Commants

Comments were not received on evary
section of the proposed regulations.
Therefore, if those sections were not
changed significantly from the proposal,
there generally is no further discussion
in this preamble, The preambla to the
proposed regulation (52 FR 4732,
February 13, 1987) may be consulted for
a full description of the purpose of those
sections. For other sections, this
preamble will address primarily the
extent fo which the final rule was
changed from the proposal, Again, a
complete discussion of the applicable
sections may be found in the preamble
to the proposed regulation.

Section 202.150 Royally on gas.

One Indian commer ~r recommended
that paragraph (a) should provide
specifically that Indian lessors, as well
as MMS, have the right to require
payment in-kind for royalties due on
production.

MMS Response: Most Indian lessors
have the authority to require payment
in-kind for royalties due on production.
To the extent the leasa terms so provide,
the lessor may take ils royalty in-kind.
However, because requests to take
royalty in kind may involve operational
difficulties for the lessee, MMS will
continue to administer such requests.
Therefore, if an Indian lessor wants
royalty in kind, he must contact MMS,
The MMS then will make arrangements
with the lessee for the in-kind payment.
The MMS has added a provision
clarifying that when royalites are paid in
value, the royalties due are equal to the
value for royalty purposes multiplied by
the royalty rate.

Section 202.150(b})

The MMS received seven industry
comments stating that unavoidably
flared gas should be exempt from
royalty requirements. Two commenters
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stated that the definition of the term
“unavoidably lost" should be
incorporated in § 206,151, Definitions.
The commenters also recommended that
this paragraph address the procedures
for obtaining permission to use gas off-
lease f{or the benefit of the lease.

One industry commenter
recommended delation of the phrase
“when such off-lease use is permitted by
the appropriate agency.” The commenter
recommended that legal interpretations
affecting the inclusion of any on-lease or
off-lease use could be more
appropriately covered in the MMS Payor
Handbook.

One industry commenter stated that
on-lease or off-lease royalty-free gas use
should slso include gas used in post-
production operations, including
boosting residue gas delivery pressure
and other operations incidental to
marketing as this gas is used for the
benefit of the lease.

One industry commenter
recommended the inclusion of such
language as follows: “Gas used for the
benefit of tha lease is rayalty {ree, which
includes gas used in lease equipment
located on a platform or in a central
facility serving multiple leases. Such
platform or central facility may be
located on a lease other than the one
physically providing gas used.”

One industry commenter stated that
they do not agree that the standard for
royalty liability detailed in this
paragraph is consistent with section 308
of the Federal Oil and Gas Royalty
Management Act of 1982 [FOGRMA), 30
U.S.C. 1756, which limits royalty liability
1o loss or waste due 10 negligence or
noncompliance with operational
requirements,

Two industry cormenters proposed
that MMS consider expansion of the
clause to include &ll gas used “on or off
a lease as long as it is for the benefit of
the lease.”

One industry commenter endorsed
MMS's decision that gas used off-lease
for the benefit of the lease {s royality-free
when such use is permitted by the
appropriate agency.

Some Indian commenters also
recommended that any royalty-free use
of gas be subject to prior approval to
ensure that production from Indian
leases is not disproportionately used in
royalty-free operations.

MMS Response: The determination of
gas avoidably lost and royalty-free use
of gas {(whether uaed off-lease or on-
lease) is an operational matter covered
by the appropriate regulations of the
Bureau of Land Management (BLM) and
MMS for onshore and offshore
operations, respectively. Therefore,
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although these comments raised many
substantive issues, they are not properly
addressed in this rulemaking. MM3 dues
not believe that prior approvai for
royalty-free use of gas is warranted
because most leases allow royalty-free
use of gas and it is a matter which will
be reviewed during audits to prevent
abuse,

Proposed § 202.150(b)(2), which
addressed royalty-free use of gas for
leases committed to unit or
communitization agreements, has been
deleted from the final rules. MMS is
satisfied that this issue is also an
operational matter governed sufficiently
by the appropriate operation of the unit
agreement or communitization
agreement.

One industry commenter was strongly
in agreement with § 202.150(b)(3) of the
proposed rules, which recognizes the
provisions of Indian leases that are
inconsistent with the regulations.

One Indian commenter stated that this
paragraph may not act to the benefit of
Indian lessees unless MMS makes a
specific requirement by instruction,
manual releases, or notices to lessees
with respect to the specific valuation
guidelines to be applied.

MMS Response: The provisions of
proposed § 202.150(b)(3) were adopted
in the final rules as a part of
§ 202.150(b}. In most instances, the
valuation regulations will apply equally
to both Federal and Indian leases. This
section covers any leases which may be
inconsistent with the regulations. The
final regulations recognize the primacy
of statutes, treaties, and oil and gas
leases and provide a means for dealing
with spacial valuation requirements for
both Indian and Federal leases.

Section 202.150(c})

Section 202.150{c) was proposed as
§ 208.150(d). It provides that if the BLM
(for onshore leases) or MMS (for
offshore leases) determines that gas was
avoidably lost or wasted, then the value
of that gas will be determined in
accordance with Part 206. This section
also applies to gas drained from onshore
leases for which BLM determines
compensatory royalty is due.

One industry commenter stated that
the term avoidable indicates such losses
could have been anticipated and
eliminated and that serious charges like
these should be documented and
proven, not merely assuined after the
loss has been reported. Therefore, the
commenter takes exception to this
regulation.

MMS Response: Avoldably last
determinations are handled by
operations, BLM onshore and MM.S
offshore, and are not a valuation issue.
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Any operator or lessee that CLM or
MMS nozifies of an avoidable loss
determination has the right to appeal the
determination if it believes it is unjust or
unfaiz.

One Indian commenter stated that
payment should be due {or the entire
value, and not just the royalty portion of
gas that is determined to have been
avoidably lost or wasted from Indian
leases.

One industry commenter stated that it
should be made clear in this provision
that the amount due for avoidably lost
gas should be a royalty value and not
the total value (100 percent).

MMS Response: BLM and MMS policy
is 1o assess royalty only for that onshore
gas determined to have been avoidably
lost on and after October 22, 1984, This
date is the effective date of BLM's
revised regulations at 43 CFR 3162.7-
1(d) (49 FR 37356, September 21, 1984),
which included the provision for royalty
on avoidably lost gas in accordance
with section 308 of FOGRMA, 30 U.S.C.
1758. The MMS and BLM believe that
collection of royalty provides an
effective deterrent to wasting gas.

Section 202.150{d})

Five industry commenters opposed
§ 2n2.150(d), which was proposed as
$ 202.150(c). They questioned the
authority to require other non-Federal/
Indian lessees 1o pay royalties on leases
on which they are not the lessee.
According to the commenters this could
present gas balancing problems where
production taken by a lessee falls below
that lessee’s production entitlement.
These commenters suggested that
proposed § 202.150(c) fails to recognize
the marketing aspects of production,

MMS Response: Section 202.150(d) of
the final rules states that all production
attributable to a Federal or Indian lease
under the terms of the agreement is
subject to the royalty payment and
reporting requirerients of Title 30 of the
Code of Federal Regulations even if an
agreement participant actually taking
the production is not the lessee of the
Federal or Indian lease. Most important,
however, § 202.150{d} requires that the
value, for royalty purposes, of this
production be determined in accordance
with 30 CFR Part 206 under the
circumstances involved in the actual
diaposition of the production. As an
example, if a Federal lessee does not
sell or otherwise dispose of its allocable
share of unit production, it will be sold
or otherwise disposed of by one of the
other unit participants. If one of the unit
participants other than the Federal
lessee transports unprocessed gas to a
sales point off the unit area under an
arm's-length transportation agreement
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and then sells the gas under an arm’s-
length sales contract, the value, for
royalty purposes, will be that person’s
grozs proceeds less the costs of
transportation incurred under the arm's-
length transportation agreement. This
provision does not address the issue of
what person must report and pay the
royalties: it only addresses the issue of
valuation,

The MMS does not intend that non-
Federal and non-Indian lessees must
conform to these regulations, but merely
has provided that the lessee may
determine its royalty liability in
accordance with the other interest
owners' contracts or proceeds as long as
those royalties comply with these value
regulations. Any gas balancing problem
that may exist becanse of interest
owners taking more than their
entitlement is 2 matter to be settled by
the agreement members,

Two industry commenters also stated
that the foreseeable results of this
paragraph include: ** * * (1) chronic late
payments of royalties; (2) inconsistent
AFS and PAAS reporting; (3) difficulty
in determining proper toyalty values
where the overproduced working
interest owners dispose of production
pursuant to Non-arm's-length
transactions; and (4) excessive
accounting and administrative cests for
MMS and all working interest owners.”

MMS Response: The MMS believes
that lessees will be able to comply with
the requirements of the regulations.

Two industry commenters
recommended that paying and reporting
royalties be accomplished solely on the
basis of sales. According to these
comments, because royalties will have
been paid on total sales from the leases,
there stiould be no decrease in royalty
payments due over the life of the lease
through the use of the sales approach.

MMS Response: Paying and reporting
royalty solely on the basis of sales
would not conform to the requirements
of the federally approved agreement or
the terms of the lease. Therefore, it is
not an acceptable procedure.

Section 202.151 Royualty on processed
gas.

Section 202.151(a)

Two industry commenters
recommended deleting the word
“reasonable” before the words "actual
costs” in paragraph (a) because the
lessee should be able to deduct actual
costs from the processed gas value.

MMS Response: The MMS's policy is
to allow “reasonable” aciual costs
incurred by the lessee for processing
lease production. The MMS does not
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believe that it should share in
unreasonable costs and will not adopt
'his suggestion.

Section 202.151(b)

Fight industry cotnmenters stated that
an allowance for boosting residue gas
should be ailowed under paragraph (b)
for opetation of the processing plant.
The rutionale was tha! costs associated
with this process are incurred as a result
of processing and should not be
regarded as costs necessary lo place the
gas in marketable condition.

MAIS Response: The regulations
cenerully maintaii the MMS's policy
that the lessee is required ta condition
the production for market. The cost for
boosting residue gas is considered as a
cost necessary to place the gas in
marketable condition, and will not be an
allowable deduction.

Three industry commenters
recommended deleting the word
‘“reasonable” before the words "* * *
amount of residus gas * * *" and allow
actual amounts of residue gas royalty
free.

AIMS Respanse: Historically, MMS's
policy has been to allow a reasonable
amount of residue gas to be royalty free
for the operation of a processing plant.
In most instances the actual amounts of
residue gas used are considered to be
reasonable.

Section 202.151{c)

Two industry commenters strongly
endorsed the language set forth in
paragraph (c).

One Indian commenter stated that
¢ * * the Secretary should not retain
unilateral authority o authorize the
royalty-free reinjection of residue gas or
gas plant products from Indian
production into unit areas or
communilized areas.” The
recommendalion was that the volume of
royally-free residue gas or gas plant
products which can be reinjected into a
unit area should be limited to the ratio
of lease production to total unit
production multiplied by the volume of
unit production reinjected.

One industry commenter requested
clurification thal the use of the word
“reinjection” includes original injection.
In addition, the commenter
recommended deletion of the
qualification *** * * when the reinjection
is included in a plan of development or
operations and the plan has received
BLM or MMS approval, * * *." because
the recovery must be paid for entirely by
the lessee.

MMS Response: The BLM or MMS for
onshore or offshore operations,
respectively, has the authority to
approve the plan of development or
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operations. The {ssue regarding
reinjection of residue gas or gas plant
products is a matter which is addressed
by the appropriate operational
regulations of BLM and MMS.

Section 202.152 Standards for
reporting and paying royalties on gas.
Section 202.152{a)

QOne industry commenter
recorimended that the phrase “if the Btu
value is required pursuant to the lessee’s
contract™ be added 1o the end of the last
sentence of paragraph (a)(2). This
commenter stated that Btu measurement
is an expensive process and should not
be required periodically unless
necessary.

One Federal agency commenter stated
that the frequency of Btu measurement
be required quarterly, if not monthly, if
not covered by the lessee's contract.
This commenter stated that there are
many situations which may require
more frequent monitoring of the Bto
heating value 10 assure proper
assessment of gas royallies.

AIMS Response: The Btu measurement
is necessary in determining the proper
value of the gas for royalty purposes. In
addition, the BLM onshore and MMS
OCS operations regulations require
periodic Btu measurements.

Section 202.152(b)

One industry and one Federal agency
commenter suggested that the words
“where applicable” be added at the end
of paragraph (b)(2). They stated that
when the production is composed of
carbon dioxide, nitrogen, or helium there
will be no applicable Btu value.

MMS Response: This regulation has
been modified in the final rule to read as
follows: “Carbon dioxide (COs), nitrogen
{N), helium (He), residue gas and any
other gas marketed as a separate
product shall be reported by using the
same standards specified in paragraph
(a)." The concern expressed regarding
Btu values for nonhydrocarbon gases is
resoived by the inclusion of the words
“where applicabla” in the final rule for
paragraph (a).

Regarding paragraph (b)(4), one
Indian commenter stated that if sulfur is
sold in & unit other than a long ton, the
lessee should be allowed to report it to
MMS and to Indian lessors in that unit.

MMS Response: The unit for reporting
sulfur volumes must be standardized for
reporting purposes. The most common
unit used by industry for reporting sulfur
is the long ton. A simple arithmetic
formula can be used to convert a unique
sales unit to long tons.
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Section 206.150 Purpose and scope.
Section 208.150(a)

Two Indian commenters, one Federal
agency, and one industry commenter
suggested that Indian and Federal lands
are dissimilar and deserve separate
treatment when valuation and other gas
production matters are under
consideration, They recommend that
separate regulations be promulgated for
Indian leases.

One Federal agency commenter
concurs with MMS's recommendation
that Indian Tribal and allotted leases be
treated under the same gas valuation
standards applied to Federal leases.

MMS Response: The MMS believes
that because these regulations provide
for a reasonable and appropriate value
for royalty purposes, separate rules for
Federal and Indian leases generally are
unnecessary. The regulations in
§ 206.150(b) recognize the primacy of
terms of statutes, treaties, and oil and
gas leases which provide special
valuation requirements for both Federal
and Indian leases. In addition, certain
additional provisions applicable anly to
Indian leases have been included in
these regulations,

Section 208.150(b)

One industry commenter suggested
the addition of the phrase “in the event
that any term of an approved existing
unit or communitization agreement is
inconsistant with the final rule, then
such agreement will govern to the extent
of the inconsistency.”

MMS Response: Section 18 of the
standard Federal form of a unit
agreement statas: “The terms,
conditions, and provisions of all leases,
subleases, and other contracts relating
to exploration, drilling, development or
operation for oil or gas on lands
committed to this agreement are hereby
expressly modified and amended to the
extent necessary to make the same
conform to the provisions hereof * * *."
Therefore, the offered language is
unnecessary owing to this existing unit
agreement provision,

One Indian commenter suggested the
addition of the phrass “provisions of
Title 25 of the Code of Federal
Regulations will supersede the
provisions of thia part, to the extent of
any inconsistency.”

MMS Response: The regulations
currently in Title 25 of the Code of
Federal Regulations ere {dentical to the
provisious of many Indfan leases.
Therefore, these final regulations would
cover any inconsistencies with lease
terms if there were any, Moreover, BLA
has proposed to amend the valuation
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regulations in 25 CFR simply to refer lo
the MMS valuation regulations. See 48
FR 31973, July 12, 1983.

One Indian commenter recommended
that where provisions of any Indian
lease, or any statute or treaty affecting
Indian leases, as stated or as interpreted
by the courts, are Inconsistent with the
regulations, then the lease, statute or
treaty, or court interpretation would
govern to the extent of the
inconsistency.

MMS Response: This suggestion was
not adopted because it was not
considered necessary. If the regulations
are inconsistent with the requirements
of any court decision, the court declsion
would take precedence.

Section 206.150(c)

One industry commenter requested
that consideration be given to the
establishmaent of a “statute of
limitations™ for MMS &udit and
adjustment purposes, This commenter
suggested that a 8-year period be
adopted which would commence with
the filing of the lesseea's royalty report. It
was also suggested that a provision for
the lessee and MMS to mutually agree to
waive the limitation for specific
incidents and items under appeal or
before the courts, but it should never
apply In cases of fraud. This would
partially relieve both the lessee and
MMS of recards archival responsibility
and the associated costs, which are
significant. Also, the limitation goes well
beyond the cost-effective period for
conducting normal compliance and
followup audits. The suggested statute
of limitations could be similar in concept
and language as that used by the
Internal Revenue Service.

MMS Response: The MMS performs
all audits in accordance with 30 CFR
217.50. Any limitation such as that
suggested would properly be included in
a rulemaking to amend that section of
the regulations, Therefore, it {s beyond
the scope of this rulemaking. The MMS
has modified the provision in the final
rule to make it clear that this provision
applies to payments made directly to
Indian Tribes or allottees as well ar
those made to MMS efther for Fed ral ot
Indian leases.

Proposed § 206.150{e) would have
required royalties to be paid on
insurance compensation for
unavoidably lost gas.

Seven industry commenters stated
that to require a lessee to pay royalties
on any compensation received “through
insurance coverage or other
arrangements for gas unavoidably lost is
unfair.” They stated that insurance
proceeds are not received for the saly of
production and should not be subject to
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sharing with the lessor. They beliave,
howaver, that if MMS insists on
collecting a portion of such proceeds,
the cost of such insurance coverage
should be sllowed as a deduction from
royaity. :

MMS Response: The MMS has
removed this provision from the final
rules. Pursuant to § 202.150(b) of the
final rules, no royalty is due on
production which is unavoidably lost.
Therefore, MMS has determined that no
royalty is due on any insurance
compenasation for such production.

Section 206.151 Definitions.

“Allowance"—One industry
commenter suggested that the proposed
definition be modified as follows:
“Processing allowance means an
allowance for processing gas; i.e., an
authorized or an MMS-accepted or-
approved deduction for the costs of
processing gas determined pursuant to
§§ 208.158 and 206.159." The same
commenter stated further that
*Transportation allowance means an
allowance for moving unprocessed gas,
residue gas, or gas plant production to a
point of sale or point of delivery remote
from the lease, unit area, communitized
area, or processing plant; i.e., an
authorized or an MMS-accepted or
-approved deduction {nr transportation
coals, determined pursuant to § § 208.156
and 206.157." This commenter
recommended deleting the phrase “for
the reasonable, actual costs incurred by
the lessee. The method of determining
the allowance should be addressed in
the regulation setting forth the
calculation method, not in the definition
of allowance. If MMS adopts
comparable arm’s-length transportation,
and processing costs as & benchmark for
non-arm's-length contracts, the above
cited phrase could be incorrect in
certain instances.”

four industry and one Indian
commenter stated that certain terms
incorporated in the definition are
subjective in nature. One industry
commenter stated: “The New Rules do
not draw a clear, objective line between
costs that may be deducted and costs
that may not be deducted. What is
‘remote’? What is ‘field gathering'?” Two
industry commenters want the word
“reasonable” deleted in the definition of
“processing allowance and
transportation allowance.” They believe
that the "Lessee should bae entitlad to
deduct actual cost of processing and
transportation, ‘Reasonable’ implies that
the deduction may be somathing less
than actual." One Indian commenter
stated: “* ® * the use of the terms
accepted and approved call into
question important issues regarding the
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relationship of the acceptance or
approval with later audit. We assume
that acceptance would not preclude
later audit review and disallowance or
modification when justified.” One
industry commenter suggested deleting
the words “remote from" and replacing
them with “off." The commenter
“believes what is really intended by the
phrase ‘remote from’ is to cover
transportation to sales and delivery
points off the lease."

Finally, one Indian commenter,
referring to “allowance,” pointed out
that: “The definition should clearly
specify that the transportation
allowance applies only to transportation
from the lease boundary to a point of
sale remote from the lease and that such
costs be reasonable, actual, and
necessary."

MMS Response: The final rule
includes some modifications to the
proposed language. It should be noted
that processing and transportation
allowances are “accepted" subject lo
review and/or audit. The MMS &lso has
deleted the phrase “remote from the
lease™ and replaced it with the phrase
*off the lease” for clarification that any
transportation off the lease, except
gathering (see definition below), is
eligible for an allowance.

“Area”—One industry commenter
stated that * ‘Area’ should be more
precisely defined so that there are
reasonable limits to how large an ‘area’
is. In addition, for the sake of
clarification, the words ‘or producing
unit' should be inserted after ‘oil and/or
gas field’ * * " .

MMS Response: For royalty
computation purposes, the definition of
“area” must remain flexible so that it
may be applied to diverse situations.
The size of an "area™ may vary with
each specific royalty valuation
determination for gas. -

“Arm's-langth Contract"—The
proposed definition of “arm's-length
contract” was addressed by 46
commenters—7 Indian, 1 State/Indian
association, 3 States, 1 State
association, 1 State Governar, 27 oil and
gas companies, 4 industry trade groups,
and 2 individuals.

Eighteen industry commenters, three
industry trade groups, and one State
commenter stated that the proposed
definition of arm's-length contract is so
restrictive that many perfectly valid
arm's-length transactiona may fail to
qualify, thus potentially rendering the
key element of the benchmark system
meaningless. These commenters
suggested that MMS should adopt a
definition of “affiliated person" based
on control versus mere ownership of
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stock. They stated that in order to
eliminate thic problem. the underlying
language should be deleted in favor of
language already adopted by BLM in its
regulations implementing section
2{a)(2)(A) of the Minerals Lands Leasing
Act of 1920 (MLLA). The rule, 43 CFR
3400.0-5(rr)(3). added by 51 FR 43910,
43922 {1986). specifies that:

Controlled by or under comrmon
control with, based on the iastruments
of ownership of the voting securities of
an entity, means:

(i) Ownership in excess of 50 percent
conslitutes control;

{ii} Ownership of 20 through 50
percent creates a presumption of
control; and

(iii) Ownership of less than 20 percent
creates a presumption of noncontrol.

One industry commenter further
recommended that ** * * MMS also
adop! a 5% ownership threshold, below
which there is an absolute presumption
of noncontrol which is not subject to
rebuttal. The 5% threshold is taken from
the Investment Companies Act [* * *}
which establishes that there is no
effective affiliation between parties
when direct or indirect ownership of
voting stock is below 5%."

One industry commenter stated: "* * *
Additionally, for those companies in
which there is a definite controlling
interest, a transaction should still be
treated as arm’'s-length if the controlling
company is regulated by a regulatory
agency who approves rates or tariffs
charged to third parties.”

Sixteen industry commenters
recommended changing MMS's
reference from “persons” to “parties.”
One of these commenters stated that
“Involvement in one or more joint
operations with a competitor should not
be viewed as malerially affecting the
arm's-length nature of transactions
between the {irms. However, the
reference to ‘joint venture in the
definition of ‘person,’ which is
referenced in the proposed definition of
arm’'s-length contract, could be
improperly construed as including
normal joint oil field operations
conducted under the terms of joint
operating or similar agreements. Joint
operations clearly involve no
interlocking ownership of the
instruments of voting securities as
between the firms. Joint operations are
undertaken to accomplish effective
reservoir management, to satisfy
spacing requirements, or to share the
enormous costs involved in certain OCS
and frontier areas.”

One industry commenter was
concerned that: “The proposed language
does not clarify at what time affiliation
is to be determined. Is it when the
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contract is originally executed or some
subsequent time during the term of the
contract? In the current climate of
mergers and acquisitions, affiliation may
change.” Another industry commenter
stated that, although the definition of
“artn's-length contract”™ is well written,
any additional language elaborating on
the state of being affiliated should be
deleted because it would allow auditors
to reject too many arm's-length
contracts.

One State commenter stated that *“The
definition of ‘arm’s-length contract’ is
clearly deficiernit because it is limited to
formal affiliation or common ownership
interests between the contracting
pa-ties. The assumption behind
accepting arm's-length contract prices is
that those prices will reflect market
value. The definition proposed by MMS
ignores the fact that parties may have
contractual or other relationships or
understandings which would cause them
1o price gas below its value, especially if
the benefit of the reduced royaity
burden can be shared by means of the
gas sales contract.” One Indian
commenter questioned ** * * whether
there are any truly arm's-length
relationships in today's market which
would make an arm's-length valuation
mcthod valid. We are particularly
concerned that the arm's-length label
essentially forecloses any scrutiny by
MMS of the value reported by the
lessee.” One State/Indian association
stated that nonaffiliation does not
guarantee arm’s-length: “For example,
arrangements between families (via
Slood, kinship, heir or marriage] offer
similar conditions for influencing
proceeds subject to royalty.”

Two State commenters, one State/
industry association, one Indian, and
on2 Indian trade group are of the
opinion, as expressed by one
commenter, that: "MMS's desire for an
almost purely objective’ test provides a
totally inadequate justification for giving
away the power to prevent manipulation
of the public's royalties.” These
commenters agree that: *The definition
as proposed is not workable even
though it is objective.” They suggest that
MMS's definition in the draft regulations
presented to the RMAC would allow
more legally accurate reaults:

Arm‘s-length contract means & contract or
agreement that has been [reely arrived at in
the open market place between independent,
nonaffiliated parties of adverse econcunic
interest not involving any consideration other
than the sale, processing, and/or
transportation of lease products, and
prudently negotiated under the facts and
circumstances existing at that time.

Five Indian, one Indian trade group.
one State/Indian association, and two
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State commenters agreed that, as one
commenter phrased it; *The adverse
economic interest and open market

ents have long been standard
criteria for determining the arm’s-length
nature of contracts. These criteria have
sllowed for an sccurate line of
demarcation between arm's-length and
non-arm's-length.”

One Stute commenter supplied the
following questions to be asked to test
the arm’s-length nature of a contract:
(1) Is there an individual who is a
board member, officer, partner or
employee of one of the contracting
parties, and also a board member,
officer or employee of the other? {2)
What, if any, other commercial
relationships exist or are being proposed
between the buyer and seller? (3} Is
there any family relationship between
the buyer and seller? (4) Is there any
other special relationship between the
parties to the gas sales contract?”

MMS Response: Based on the
numerous cotents concerning the
“restrictive” nature of the definition and
the soundness of their arguments, MMS
has decided to adopt the “control™
language found in the BLM's regulations
at 43 CFR 3400.0-5{rr)(3) quoted above.

Furthermore, MMS recognizes that for
the purposes of determining whether a
contract is arm’s-length or non-arm's-
length, affiliation must be determined on
each individual contract. This means
that, for example, two companies may
te involved as 6040 partners in a joint
venture to acquire and develop an OCS
lease. If the company with the 60
percent interest buys the production
from the joint venture company, that
contract will be non-arm’s-length.
However, the two companies who
formed the joint venture still may be
considered by MMS to have an arm's-
length sales contract between them for
production from another lease, provided
the 20-percent ownership threshold is
not exceeded. In the event that one
company does own a 20-percent or
greater interest in the other, MMS would
presume that any transaction between
them is non-arm's-length.

The MMS may require a lessee to
certify ownership in certain situations.
Documents that controliers or financial
accounting departments of individual
companies fils with the Securities and
Exchange Commission concerning
significant changes in ownership must
be made avallable to MMS vpon
request.

The final rule also provides that ta be
considered arm's-length for any specific
production month, a contract must meet
the definition’s requirements for that
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production month as well as when the
contract was executed.

The very nature of an arm's-length
contract implies an adverse economic
interest between the contracting parties.
The MMS believes that the intent of the
final definition (which includes the BLM
“control” language) satisfies the
concerns of those commenters who
thought that the definition should
include specific “adverse economic
interest” language. Moreover, MMS has
included in the final rule a provision
which requires that, to be arm’s-length,
a contract must reflect the total
consideration actually transferred from
the buyer to the seller either directly or
indirectly. For example, if the parties to
the contract agree that the price for gas
from a Federal or Indian lease will be
reduced ih exchange for & bonus price to
Le paid for other production from a fee
lease, MMS will not treat that contract
as arm's-length. The MMS does.
recognize, however, that two parties
may have a history of dealing so that
some may argue that any contract
between them could be construed as
including some consideration other than
the specified price. It is not MMS's
intention to exclude such bona fide
agreements from the definition of arm's-
length contract.

This definition in no way limits the
Secretary's authority to question or
“look behind™ an arm’s-length
agreement if there is reason to suspect
that elements of the agreement are less
than arm's-length. The MMS also has
added language to the definition which
specifically excludes contracts between
individuals related by blood or
marriage.

“Audit"—One industry commenter
expressed concern over MMS's
interpretation of what constitutes an
audit: "MMS's use of terms such as
‘review,’ ‘examination,’ rather than
‘audit,’ arbitrarily eliminates the right of
lessees to offset overpayments and
underpayments discovered during the
course of an audit.” This commenter
believes that an account reconciliation
by MMS should be termed an audit.

One Indian commenter did not
disagree with the definition but thought
that the processed information available
to MMS is not adequate to perform
thorough audits. “Our view of the
definition ol audit is academic because
the MMS will accept payment reports
without review in the future as in the
past, unless resources and personnel are
pro}:rided by the Tribe to accomplish the
task.”

One industry commenter stated that
the review and resolution of excertions
processed by MMS's automated systems
conslitutes auditing by mail. The
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industry takes exception to this
rocedure.

MMS Response: The MMS hes
simplified the definition of “audit” as
follows: “Audil means a review,
conducled in accordarice with generally
accepted accounting and auditing
standards, of royalty payment
compliance activities of lessees or other
interest holders who pay royalties,
rents, or bonuses on Federal and Indian
leases.”

“Compression"—One industry
commenter suggested deleting the
definition because the terth does not
require an explanation.

MMS Response: The MMS believes
that the definition should be retained
because it clarifies a term used in the
regulations.

“Field"—One industry commenter
suggested adding the underlined
language to clarify that this definition is
for royalty purposes: “Field meana, for
purposes of oil and gas royalty, a
geographic region ® * *."

MMS Response: The additional
language proposed by the commenter is
unnecessary because the underlying
premise of ail the definitions contained
in § 208 151 is that they are for royalty
purposes.

“Gas”—One industry commenter
stated that "The term should refer to
unprocessed gas. The chemical
definition is inappropriate in this
context because it fails to distinguish
between manufactured and raw gas.”

MMS Response: The MMS beliaves
that the definition adequately and
correctly defincs the term “gas” in
language which is accepted by the oil
and gas industry.

“Gas Plant Products"—~One industry
commenter stated that the phrase
“excluding residue gas" should be
deleted from this paragraph. According
to this commenter, “Residue gas is a
manufactured product as that term has
been used by Federal courts in the
royalty context. See U.S. v. General
Petroleum; California v, Seaton affirmed
Californsu v. Udall * * *. If gas is
procezsed, or manufactured there is no
rational basis for limiting the deduction
of manufacturing costs against the value
of only gas plant products other than
residue.”

One industry commenter suggested,
“¢ ¢ ¢ we think the word ‘nitrogen’
should be excluded from the definition
of ‘Gas Plant Products’ since some
natural gas is high in this component,
and there is currently a small or
nonexistent market for small amounts of
nitrogen. Purchasers have traditionally
downgraded the price for high nitrogen
gas, and if producers have to bear
additional royalty as well, they may
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elect to shut in or plug wells due to poor
economics.”

MMS Response: The MMS does not
agree that the phrase “excluding residue
gas” should be deleted from this
paragraph. Historically, no processing
allowance has been allowed to be
applied against the residue gas, and
MMS generally has retained this
position in the final rule. MMS has also
concluded that the definition should not
be modified to exclude nitrogen. MMS
has, however, included in § 208.158{d) a
provision for an extraordinary
processing allowance for unique types
of gas production operations.

“Gross Proceeds™—Forty-three
commenters responded this
definition—38 industry, 3 Indian, 1 State,
1 State/Indisn association and 2
individuals. Three Indian, one State, and
one State/Indian association commenter
generally supported the definition as
written. The remaining 33 respondents,
who made up the majority of
commenters, disagreed with the
proposed definition.

Three Indian, one State, and one
State/Indian association commenter
supported the definition and urged MMS
1o retain the entitlement concept despite
pressures {o the contrary. One Indian
commenter suggested using the words
“accrued or accruing to” in place of
“entitled.” A State commenter stated
that “MMS has correctly resisted lessee
efforts to exclude the royalty owner
from sharing in some kinds of
consideration, such as severance tax
reimbursement and take or pay
payments.” This commenter
recommended clarifying the first
sentence by amending it as follows:
*Gross proceeds (for royalty purposes)
means the total monies and the value of
other consideration paid or given to [an
oil] and gas lessee, or monies and the
value of other considerations to which
such lessee is entitled, for the
disposition of gas.” The commenter
stated that “These additions are
necessary becausc when ‘consideration’
is not in the form of ‘monies’ it is
necessary to determine its value.

Twenty industry commenters opposed
the definition of “gross proceeds™ as
proposed because it i{s too expansive
and contrary to the provisions of the
Mineral Lands Leaszing Act and the OCS
Lands Act. Instead, they propose the
following: “Gross proceeds (for royalty
payment purposes) means the
consideration accrued to the lessee for
production removed or sold from
Federal, Indian Tribal or Indian allotted
leases.” One commenter stated further
that “Such definition is unambiguous,
furthering the MMS's desire for certainty
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in its regulations. Reimbursement for
production-related costs and take-or
pay payments are currently being
litigated. If it is eventually determined
that royalty is owed on such payments
such definition will not have to be
modified. On the other hand, the
proposed definition will have to be
amended if industry is successful in its
claims that royalty is not due on such
amounts.” One industry commenter
proposed adopting the definition of
“gross proceeds™ endorsed by a majority
of the RMAC Gas Panel. It reads: ** * *
all consideration due and payable to the
lessee for the sale of gas and processed
sas producls, less any applicable
allowances for transportation,
processing and other post production
expenses.”

Seventeen industry commenters
disagreed with the entitlement language
conlained in the definition. Their
concerns are represented by the
following statement from one of the
comments: “Proceeds bave long been
defined and understood to mean the
consideration, money or the monetary
equivalant of other non-monelary
consideration actually received by a
lessee. MMS' expansive definition of
proceeds, including monies to which a
lessee is entitled, makes product
valuation uncertain and subjective. This
uncertainty and subjectivity arises
because: {1) The meaning of entitlement
is not clearly understood. nor is it a
clearly defined legal term: (2) lessees do
not know how either they or MMS will,
or should, apply this standard; and (3)
the required steps which a lessee must
take to secure entitlements to
consideration are unknown. It will put
MMS into the business of second
guessing lessee’s business transactions.
To minimize this second guessing
problem of uncertainty we reccmmend
the concept of entitlement be eliminated
from further consideration.” One
industry commenter was concerned that
“a lessee would be required to pay
royalties ont monies to which it is
entitled, not on what is received o> on
what is settled for as a matter of
compromise.” In order to add more
certainty to the concept of
“entitlemen!,” one commenter suggested
“a simple statement to the effect that
MMS expects to be indemnified against
the negative consequences of a lessee
sleeping on its clear cut uncontested
contract rights should suffice.”

Fourteen industry commenters had the
opinion, as ane commenter phrased it,
that “Federal statutes, regulations, and
leases do not require lessees to pay
royalty on reimbursements received for
post-production services.” Several
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commenters believed that “the claim for
royalty on production-related cost
reimbursements received by a lessee
pursuant to the FERC's Order No. 94
series is particularly inappropriate.”
One commenter stated that “a demand
for royalties on Order No. 94 violates
the royalty clause of the MLA, the
OCSLA, as well as MMS's own
regulations niplementing these statutes,
{or at least two reasons. First these
reimbursements do not result from the
production of gas but from services
performed by the producer mboeqmnl
to production. Secondly, such
reimbursements are not consideration
for production that is sold or removed
and are thus outside the scope of the
royalty clause. Consequently, the MMS
proposal to include production-related
cost re.mbursements in the definition of
gross proceeds is simply wrong.”
Another industry commenter “strongly
asserts the producer’s right to deduct all
post-production costs involved in
marketing gas. Further tax
reimbursements should be exempt from
royalty.” Finally, one industry
commenter stated that “all post-
production costs should be shared by
lessor and lessee because such costs
enhance the value of the production for
the benefit of both lessor and lessee.™

Seventeen industry and two
individual commenters responded to the
inclusion of take-or-pay payments in the
definition of “gross proceeds.” The
consensus among these commenters is
that MMS has no lawful reason or
cuthorization to collect royalties on
take-or-pay payments. One commenter
stated that “the typical take-or-pay
clause in a contract between the lessee
and the gas purchaser requires the
purchaser to pay for the specified
minimum quar:ity of gas for each
contract year, Whenever the gas
purchaser takes less than the contract
minimum for a particular year, the
purchaser is required to make a take-or-
pay payment to the lessee. The purpose
of take-or-pay payments is to guarantee
the lessee a steady cash flow, regardless
of the level of actual production, to meet
its operation and maintenance costs.
The payments are not for production;
indeed, they are made in lieu of taking
production. Consequently, to the extent
the lcssee receives take-or-pay
payments there is no gas production or
sale because the gas remains in the
ground.”

Several industry commenters
recommended the increased use of “in-
kind" royalty clauses to resolve good
faith myalty disputes. One indus
commenter stated “indeed, the ‘in-kind
standard should be considered as the
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measure of product*value. where a
producer and the MMS, or a State
auditor under a delegation of authority,
disagru over whether a contract is
arm's-length,’ or over contract

‘entitlements,’ the gas should be taken
in-kind, by volume at the wellhead. This
means that the royalty owmer must
assume all subsequent costs of
marketing the gas.”

MMS Response: MMS has adopted a
:lheﬁni‘gon which hfonly llishlly different

an the proposal for purposes of
clarification. MMS has retained the
intent of the propoesed language because
gross proceeds to which a lessee is
“entitled™ meana those prices and/or
benefits to which it ia legally entitled
under the terms of the contract. lf a
lessee fails to take proper or timely
action to receive prices or benefits to
which it is entitled under the contract, it
must pay royalty at a value based upon
that legally obtainable price or benefit,
unless the contract is amended or
nvind. As i discussed more fnlly

determinant of valne. MMS cannot
adopt that standard and then not require
lessees to pay royalties in accordance
with the express terms of those
contracts. It is MMS's intent that the
definition be expansive to include all
consideration flowing from the buyer to
the seller for the ges, whether that
consideration is in the form of money or
any other form of valve. Lessees cannot
avoid their royalty obligations by
keeping a part of their agreement
outside the four comers of the cantract.
Costs of production and post-
production costs are lease obligations
which the lessee must perform at no cost
to the Federal Government or Indian
owner. The services listed in the
definition are all benefits that 2 lessee
may receive under the terms of the
contract and are considered part of the

value for royalty purposes for the
rmdncﬁon removed or sold from the

ease.

It is MMS's position that take-or-pay
peyments are part of the gross proceeds
aocminsd to a lessee upon which royalty
is due.

The MMS retains the exclusive right
to determine when it will accept “in
kind” production in fulfillment of a
lessee's royalty obligation.

*Lease™—One Indian commenter
stated the following: “Inclusion of any
contract profit-sharing arrangement,
joint venture ar other agreement in the
term lsase’ as opposed to a more
standardized BIA form lease may cause
confusion. Most joint ventures and

prodit-sharing arrangements contain
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explicit provisions on payment of
expenses and division of revenues.”

MMS Respoanse: This definition must
be broad enough to cover any agreement
that may be issued or approved by the
United States for either Federal or
Indian lands.

“Lease products”—One industry
commenter atated: “Lease products
definition should be deleted as it
eliminates the iImportant and necessary
distinction between raw gas and
manufactured products. Use of the
phrases ‘gas’ and gaaplantptoducts is
preferable as it setves to wake this
distinction.”

MMS Response: The MMS belicres
that this definition is appropriate and
correct and does not eliminate any
distinction between raw gas and
manufactured products. The definition
of the terms “gas™ and “gas plant
products” will be retained in the
definitions paragraph.

“Lessee"—Fifieen industry /trade
groups commented that the proposed
definition of “lessee™ is too broad. One
comumenter stated that “As drafied, it
would include any person who pays
royzalties, notwithstanding the {act that
such payors may have no contractual
obligation to the lessor to make royalty
payments. Thus, under the proposed
definition, the voluntary royalty remitter
would become subject to all of the
royalty valvation abligations imposed
on legsees and would consequently,
become directly liable for any
infractions of the application reporting
and payment regulations, a result which
is not sanctioned by existing statutory
Jaw. To be consistent with that law,
industry suggests that MMS substitute
for its definition of “lessee™ the one
which is contained in section 3(7) of the
Federal Oil and Gas Royalty
Management Act (FOGRMA), 30 U.S.C.
1702(7):

“Lessee™ means any person to whom the
United States, an Indian Tribe, or an Indian
allottee, lssues a lease, vt any person who
has been assigned an obligation to make
royalty ot other payments requirsd by the
lease.”

Most of these commenters favored
this definition because “the statutory
definition includes persons who have
been issued a lease or who have been
assigned an obligation to make royalty
or other payments required by the lease.
The gas proposal would wrongfully
expand the definition to include any
person who has assumed an obligation
ta make such payments.”

One industry commenter
recommanded adding the phrase "for
royalty payment purposes” directly aftar
the word “Lessee™ for the purpose of

5094999  0011(00X14-AUG-87-14:2842)

clarity. *We do not believe it is the
intent of Congress that a lessee be able
to divest himself of all lease obligations
by someone else merely assuming
royalty responsibili _K

MAMS Response: The MMS agrees
with the comments regarding
consistency with the definition found in
FOGRMA and, therefore, has replaced
the word “assumed™ with the word
“assigned.” It should be specifically
noted that the term “assigned,” as used
in this Part, is restricted to the
assignment of an obligation to make
royelty or other paymrents required by
the l=ase. It is in no way related to lease
“assignments” approved through the
MMS, BIM or BIA.

“Marketable Conditica™—One
industry commenter suggested changing
the definition to “Marketable Condition
means condition acceptable to the
purchaser under its sales contract.™

One industry commenter suggested
adding the words “ond/or transporter™
after the word “purchaser” in the
definition.

One industry commenter stated that
pbrases such as “sufficiently free from
impurities™ and “a contract typical for
the field ar area™ are subjective and
ambiguous. The commenter stated that

*All references to ‘marketable condition’

should be in the final
regulations. Instead, the regulations
should reflect the distinction between
production and post-production costs
and clearly allow the lessee with an
arm’s-length contract to deduct post-
production costs.”

One industry commenter stated that
*The proposed definition of ‘marketable
condition’ is problematic because it
seems to set up & normative standard
for the condition of a product, when in
fact products may be sold profitably in a
variety of conditions. We do not believe
the lessee should be to meet a
specific set of processing criteria in all
circumstances. The lassee, for its own
profit and for that of its lessor, must be
able to evaluate potential benefits and
costs under each circumstance without
being bound by what the lessor may
consider ‘typical' for the field or area.

Furthermore, 23 regard the term ‘typical’,

what was typical 20 years ago almost
certainly is not typical now; yet there is
no reference in this definition tn the
need for contracts to be fairly
coatemporanecus in order to be
comparable. The definition set forth in
the report of RMAC's Gas Warking
Pn)nel is far preferable to the proposed
rule.”

MMS Response: The MMS beliaves
that the dsfinition {s clear, concise, and
equitable. The definition is not subject
to manipulation, as one commentar

F4701.FMT...[16,32]...8-06-87

stated. Furthermore, the suggestion that
a uniform standard be developed for
what {s “marketable” is unrealistic
becauss the gas marketplace is dynamic.
The definition, as written, allows MMS
the latitude to apply the concept of
“marketable” in a fair and carrect
manner, now and in future gas markets.
Therefore, the MMS has not made any
changes ta the proposed definition.

*“Net-back Method™—One industry
commenter recommended deleting the
second sentence of the definition
because the for performing 2
pet-back calculation carnat be
adequately explained in one sentence.
Another industry commenter believed
that the reference to net-back method
needs clarification. A net-back is simply
a means for reconstructing the valee of
£33 10 the well and has nothing to do
mthvalumgthedixponhonoﬂhegas at
a point remote from the well.

lemt-btdtmdman

another valuation criterion to arrive at
the valoe at the well™

Ooe industry
following about the definition: “It is
vague becanse there is no explanation of
what ‘working back’ means: it is overly
broad because the first ‘nse’ of virtnally
all gas is dowmitream from the lesse. In
addition, exclusive reliance on costs,
however ‘vosts’ are dete 'mined, may
well understate the valce added to
peoduction by downstream: value-
enhancement activities,”

One State commenter stated that “the
definition is intemally inconsistent
because it declares the ‘net-back method
to be a method for valuing ‘unprocessed
gas' which is Erst sold downstream of,
among other things, ‘processing plants.’
One of these references must be deleted
to preserve consistency. The concept is
vague because no standard is provided
for determining what is meant by the
phrase ‘first alternative point which can
be used for value determination.’ "

MMS Response: Upon review, MMS
determined that the proposed definition
of net-back was too %md—-i\ applied \o
any situation where lease production is
sald at a point remote from the lease.
MMS’s intent is that a net-back method
be used for valuation primarily where
the form of the lease product has
changed, and it is necessary to start
with the sales prices of the changed
product and deduct transportation and
processing costs. An example would be
where gas preduction from a Federal
lease is used on lease ta genercta
electricity which is then sold. If the
value of the gas cannot be determined
through application of the first three
benchmarks in the regulations (see
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§ 208.152(c}), then a net-back method
would involve beginning with the sale
price of the electricity and deducting the
cosls of generation and transportation,
thus working back to a value at the
lease. MMS bas revised the definition s0
it more clearly applies to this type of
situation.

"Net Output”—One industry
commenter recommends “substituting
the phrase “actually extracts' fa¢
‘produces’. Net output of a plant is that
which is actually extracted, not
theoretically extractable.”

MALS Response: The MMS disagrees
with the commenter’s recommended
addition. The phrase “actually extracts™
could be interpreted as meaning
something different than “is produced.”

“Person”~—One industry commenter
recommended replacing the word “firm"
with "company” in the interest of
clarity.

Three industry commenters expressed
the opinion that if the definition is not

altered “then inclusion of joint venture
in the definjtion of person could be
extended to oil and gas joint venture
operations and further narrow tke
definition of an arm’s-length transaction
by clouding the issues of control and
affiliation. The sale of hydrocarbons
produced through joint venture
operations should not be presumed to be
other than arm's-length because the
individual parties and not the *joint
venture’ are responsible for making their
own sales of their share of the
production.” One industry commenter
stated that the solution {o the problem is
to delete the term “joint venture™ from
the definition. Another industry
commenter proposed the following
definition: “Person means any
individual, firm, corporation,
association, partnership, consortium, or
joint venture. For purposes of this
definition, association, partnership,
consortium or joint venture shall not
include any relationship or arrangement
resulting from persons entering into any
joint operating agreement, production
sharing agreement, farm-out or farm-in
sgreement, or any similar agreement or
contracts generally found in the oil and
gas industry for the cooperative
exploration of mineral resources.”

MMS Response: MMS's modification
to the definition of arm's-length contract
10 include the “control” language should
satisfy the protlems identified in the
comments. Therefore, MMS will retain
the proposed definition of “person” in
the final rule.

“Posted Price”—One industry
commenter stated that the word
“posted” is an outdated term which
should be deleted and that the following

underlined language should be added to

S-0%499%  O0I2(0OX14-AUG-17-14:2345)

the definition. "Posted price means the
price in the field, net of all deductions,
as specified in a publicly

available * * * price bulletin or price
notices availoble as part of normal
business operutions to an tor
desiring to do business with specific
purchasers, that s buyer is willing to
pay for quantities of unprocessed gas,
residue gas, or gas plant products of
maketable condition * ¢ *." The
cemimenter also stated that, “if gas price
Hulleting become generally circulated, it
may be that some buyers may not
publish a price bulletin a3 that term is
normally used in the industry, but will
provide and make available price
quotations or notices to any operstor
(seller) desiring to do business wi'h the
buyer.”

MMS Response: The MMS haa
revised the definition in the final rule.
For clarification purposes, the word
“condition™ replaces the word “quality”
which follows the word “marketable™ in
the first sentence. The phrase “net of all
deductions™ has been modified to read
“net of all adjustments.” As used in this
definition, the term “adjustments” refers
to deductions from the price of g1s ot
ges plant products for quslity
sdjustments. Adjustments for Jocation
/30 may be taken into account whers
sppropriate.

*Processing”—~Two indus
commenters recommended “that &
clarifying statement be included to
recognize that a plant may be located on
the lessee’s Federal/Indian lease. If a
gas plant is located on s lease, then any
of the “field processes’, as set out in the
definition may well be an integral part
of the plant process and consequently
must be considered elmmu:‘}
processing.” One industry commenter
suggested that the following sentence be
inserted between the proposed second
and third sentenices: “However, these
processes will be considered as
processing if they are included as an
inherent part of the process to separate
the produced gas into gas plant products
and residue gas.” Two indus
cc:nmenters recommended “The
additicn of the word ‘fractionation’ at
the end of the first sentencs.
Fractionation is a plant process and an
allowance should be granted as is
currently allowed by MMS.”

One Federal agency commenter stated
that some confusion may arise when
comparing proposed § 208.151(bb) to
proposed § 206.158(d). “Oncx the gas
reaches the gas plant it woeld be
arguable that cny proceas associated
with treating the gas. such as
dehydration or mechanical separation,
is generating a gas plant product that

F4701.FMT...[16,32)...8-06-87

would be eligible for a processing cost
deduction.”

One industry commenter suggested
changing the definition 1{.{ “procsssing”
to: ~ Manufocturing:’
transformation of a raw gas stream Into
one or more saleabls products by
procasses other than dehydration,
standard field conditioning and
separation techniques. Manufacturing
includes gas processing.
purification, desulfurizstion, gas
separation, adsorption, abeorption,
liquefaction and othar extraction
techniques. Furthermors, gas process
should be defined as: Gos Processing:
‘The manufacturing technique
wret gas is trested to remove natural gas
liquids such that the natural gas liquids
and dry residue gas are separately
marketable.” This commenter thinks
that “yasnufacturing also includes the
physical operation attendant 1o the
specific manufacturing process such as
the dehydration and compression steps
which occur within a gas plant. The
MMS has instead attempted to limit its
attention to ‘gas processing’ and thus
provides an allowance onl!y to such
operations. The position of the MMS is
based upon a clear misapplicatian of the
Udall case, namely. that all operations
for placing gas in marketable condilion,

uding manufucturing operations, are
not deductible. Compounding its error,
the MMS ignores the General Petroleum
holding. not affected by Udall, that
residue gas is a manufactured product,
and so proposes that no manufacturing
cost be deducted against the residue
ns"

One State commenter stated that the
definition of “processing™ is very vague.
According to this commenter, the
distinction between “field processing™
and other “processing™ is not clearly
drawn. The commenter asserted that
“The ambiguity of the definition of
‘processing’ would not be so troubling
except for the fact that it seems to
control the meaning of the term
‘nn‘iroceued gas.’ w]hich is r&ot defined
in the proposed regulations despite its
crmcafimporunce. One would think
that regulations aimed at providing
certainty would present clear guidelines
for identifying the ‘processing’ costs in
which the royalty owner must share.”

MMS Response: The MMS has
considered the comments carefully but
disagrees that the proposed definition is
confusing and vague. Therefore, it will
be retained unchanged in the final rule.

*Residus Gas"=Ons Industry
commenter suggested that “Residue gas
may also include ethane.” Another
industry commenter recommends
deleting this definition but states:
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“Nevertheless, if this definition is this definition and all recommended its mmmudtbatttham.age
maintained residue gas should be deletion. The comments are reflected by mechanism is a means of
restricted 1o residoe gas resulting from the following statement of one of the anivincatﬂnweﬂhudnlumdisnot
processing sweet gas containing commenters: “While the definition a sale of processed gas. All commenters
hydrocarbons.” proposed is technically correct, it should percent of

MMS Response: The MMS has not be deleted from the rule proceeds contracts under
adopted the suggestions made by the because, as stated in the discussion of gas
commenters and the definition remains  § 208.151{m) above, take-or-pay MMS Response: The MMS still
unchanged. The definition payments are not consideratioa for the believes that the percentage of proceeds
that residue gas may include ¢ sale of production.” contracts should be treated as processed
~Spot Sales"—QOne ind stry MMS Response: MMS is retaining the  gas as proposed. However, because the
comumenter deleting all definition as propoeed, with minor final rule includes provisions for an
language in the proposed definition that  modification. MMS alresdy add-essed exception from allowance
follows the word “duretion.™ above the issue of whether take-or-pay  limitations (see § 208.158{cX3)). many of
to this commenter, “The additional payments should be included in gross the commenters concerns should be
’jehnotnecemrylo define 2 M resolved.
agreement as it defines what “Warranty Contract™—One industry An Indisn commenter stated that this
hnotrequired.mmwhah’:reqnirtd. commenter stated that “the exclusion of  gection is inconsistent with the ruling in
One industry commenter warranty contracts from the valuation of  Jicarilla Apoche Tribe v. Supron. which
deleting the clause whi 40““‘ gross proceeds under an arm's-dength held that under the terms of the Indian
require a cancellation notice to contract is intended to exclude those leases in dispute, wet gas had to be
terminate “Many spot sales low value warranty contracts that were  valued as the higher of the value at the
agreements require ten (10}, thirty {30} ¢ntered into prioe to the mid 1970's. leauorutbenlueofallpmdncu at
or sixty (60) days notices of cancellation  However, the proposed definition is so mgunpmqf lant, less
- The MMS purpose of including broad that it will encrmpass future mdppmmngemu
caly those contracts which do not imply  pegotiated selling arrangements.” To The MMS s
an inient to contine in subsequent clearly express the MMS's intent, the mmmmmmqof

periods is adequately served by the
balance of the definition.”

Three industry/trade grovp
commenters recormended that this
paragraph should be retitled as ™ *spot/
direct sales agreements’ and a definition
for direct sales be added as follows: A
direct sale {which generally does not
contain a reserve dedication) is a similar
agreement but is usually made with an
end user or local distribution company
and ¢can be a short or Jong term
contract.”

One industry commenter
recommended adding the following
sentence to the definition: “A spot or
direct sale which meets all of the criteria
of an arm's-length contract as defined in
paragraph 208.151(d) of these
regulations shall be treated as an arm’s-
length contract according to these
regulations.” The commenter believes
that the proposed definition must clearly
state that a spot sales agreement will be
treated as arm's-length if it meets all the
requirements of an arm’s-length
agreement.

MMS Response: In the final rule,
MMS has inserted the word “normally”
immediately preceding the phrase
“require a cancellation notice to
terminate.” MMS also agrees that there
are spot sales which constitute arm's-
length contracts. However, to be
considered as a comparable arm's-
length contract in the valuation of gas
which {s not sold pursuant to an arm’s-
length contract, these contracts also
must meet other standards. See, for
example, § 206.152(c)(1).

*Take-or-pay payment“—Four
industry comments were received on

§-094999  0013(00X14-AUG-87-14:28:48)

ccmmenter “proposcs that the definition
be restricted to those contracts entered
into before a specific date.”

MMS Response: The MMS has
modified the definition to refer only to
Jong-term contracts entered into prior 1o
1970. This also includes contracts
entered into prior to 1870 that may have
been amended either before or after
1970,

Proposed New Definitions

Commenters have proposed adding
the following definitions to the list of
existing definitions: Natural gas liquids;
post-production costs; production;

production costs; royaity: and
unavoidably lost gas.

MMS Response: The MMS has
decided ot to include any of the
suggested additional definitions. The
terms either have a recognized meaning
{such as “royalty”) or are not used in the
regulations (such as “post-production

costs ')

Section 208.152 Valuation standards—
unprocessed gas.

Section 208.152(a)

Paragraph (a)(1) provides that the
provisions of § 208.152 apply only to gas
that {s sold or otherwise disposed of by
the lessee pursuant to an arm's-length
contract prior to processing. The sectioa
expressly does not apply to contracts
where the lessee reserves the right to
process the gas or to percent of proceeds
contracts. Four industry commenters
stated that the proposal to exclude
percent of proceeds contracts from this
section is unreasonable and unfair to the

F4701.FMT...[16,32]...8-06-67

statutes, treaties, and oil and gas leases,
lhnspmvidbgamfotdetmmng
special valuation requirements no
iotlndianleambutnhofa?edexﬂ
leases. Many Indian leases have
provisions that require dual accounting
for processed Indian gas production.

Sectioa 200.152{a)(2)

One Indian commenter stated that this
proposed rule authorizes alterations in
dealings between the Indian lessor and
the industry lesses. The commenter
further stated that this provision will
result in royalties which are adjusted for

tion costs not contemplated

by either party to the lease. The
commenter recommended that all
references to tran tion allowances
be delated and that value be defined, [or

royalty purposes, to be the fair market
valncoftheguatthclcmin
marketable condition.

One industry commenter objected to
the concept of determining royalty on
the value of gas and the associated
products after completion of the
manufacturing or processing phase. The
commenter recommended that royalty
be due only on the market value of the
product as it is produced at the
wellhead.

Three Industry commenters
recommended that the phrase “less
applicable transportation” should be
expanded to include other cost
allowances such as production costs.

MMS Response: The MMS has
modified the final rule to refer to
“applicable allowances” because the
final rule includes provistons for limited



30788

Federal Register /| Vol. 52, No. 158 / Monday, August 17, 1987 [ Proposed Rules

extraordinary cost allawances in
addition to transportation allowances.
In response to the comments,
transportation allowances generally are
appropriate {or most Indian leases. The
regulalion refers 1o “applicable™
allowances and does not imply that any
and all transportation costs can be
deducted. If transportation allowances
are nat appropriate, the word
“applicable” restricts application only to
those leases where they can be applied.

The MMS is including in the final rule
a new paragraph {b)(3) which states that
for any Indian leases which provide that
the Secretary may ccnsider the highest
price paid or offered for a major portion
(major portion) in determining value,
MMS will. where data are available and
where it is practicable, compare the
value determined in accordance with
the prescribed standards with the major
portion. The rule provides that the
royalty value for royalty purposes
generally will be the higher of those two
values. Howcver, if MMS determines
that the major portion results in an
unreasonably high value, then it will not
be used for royalty purposes. This could
happen, for example, in a falling market
where a seller under an arm’s-length
contract is marketed out o a lower
price. If that price is truly the result of
an arm'’s-length process and is lower
than the major partion, MMS could
conclude that the arm's-length price Is
the highest reasonable value for royalty
purposes.

The MMS is alsc including in
paragrapb (b)(3} a description of how
the major portion is computed. It will be
determined using like quality gas, which
includes legal characteristics {i.e.. same
NGPA category). The production will be
arrayed from highest price to lowest
price {at the bottom). The major portion
is that price at which 50 percent (by
volume] plus one Mcf of the gas (starting
from the bottom up) is sold.

The MM.5 believes that for these
Indian leases, by comparing the major
portion lo values determnined using
arm's-length contract prices or the
benchmarks for non-arm's-length
contracts, and generally using the higher
of the two, the Indians will be receiving
royalties in accordance with their
contract with the lessee.

Section 208.152(b}

Seven industry commenters stated
that they supported the concept of
relying on gross proceeds in an arm’s-
length transaction as the principal
determinant of value. Two industry
commenters also endorsed the overall
approach to valuation determination
procedures and eliminating the

§-04799 001400 14-AUG-87-14:28:51)

requirement that a Jessee obtain
preapproval.
MMS Response: The MMS believes
that proceeds under an arm’s-
! contract generally constitute the
market value of a commodity, but this
does not preclude MMS from
establishing a value where necessary;
e.g.. if the contract is not an arm’s-length
contract or if ‘e Jease agreement
a different value.

e Indian commenter recommended

that a definition of gas value, for royalty
be based on the highest price

paid or offered for similar gas in the
same field or area, and requested MMS
to adopt the following approach:
Section 208.102 (sic) Valuation Standards.

(a) Remains the same.

{b) The value of gas which is sold purseant
fo a contract shall be the gross proceeds
accruing. or which could accrue, to the lessee,
Provided thot soch proceeds do not fall more
than 10 percent below the greater of the
hig best price paid or posted for similar gas in
the same field or ares. If suck proceeds fall
more than 10 percent below such prices. the
valoe of gas in that case shall be 10 percent

below the greater of the highest price paid or
posted for similar gas in the same field or
area.

A State commenter stated that the
proposed regulations would allow
substantial manipulation and
undervaluation of the royalty amount
because it is unacceptable to allow
lessees 10 use contract prices as the
royalty value without adequate
safeguards to assure a fair valuation.
They recommended at a minimum, only
prices under “genuine”™ arm's-length
contracts should be acceptable for
royalty purposes and urged MMS at
least to impose a floor value, such as 80
percent of the value of production as
determined under the “value™ criteria
applicable to gas not sold under arm's-
length contracts.

MMS Response: The MMS generally
does not believe that the establishment
of some type of “floor value™ (other than
gross procecds) is appropriate because
it could result in royalty being based on
a value greater than the lessee received
under an arm’s-length contract.
However, under the lease and
regulations, MMS has the authority to
establish a value, for royalty purposes,
and will do so where '(is justified for
non-arm's-length contracts, even if such
value is higher than the gross proceeds
received by the lessee. Also, as
explained above, for most Indian leases,
because of the specific lease terms,
MMS will compare values determined
using arm's-length contract prices with
the highest price paid for a msjor
portion of production, and generally use
the higher of the two values.

F4701.FMT...[16,32]...8-06-87

Gne Indian commenter recommended
the inclusion of provisions specifically
reserving to MMS the right to review
and audit “arm’s-length” contracts and
that the proceeds under all contracts
should be subject to price checks—
market value analysis—before being
accepted as value. Another Indian
commenter requested that all arm’s-
length contracts be filed with MMS and
that MMS require that agreements for
the sale or disposition of gas within
different branches of the same company
be in writing and on file.

One Indian commenter stated that “if

value on which royalty is to be based
should be made before production value
is reported.” In addition. it was
recommended that the Secretary should
determine whether each contract is
arm’s-length or non-arm’s-length instead
of allowing the lessee to make this
determinstion. Also, it was suggesied by
that the Secretary should have all
benchmarks available to him and MMS
should have the flexibility to set
benchreark minhmum prices established
by the highest price paid or offered for a
major portion of gas produced from the
field or area.

MMS Response: The suggestions (o
predetermine the value on which royalty
is to be based were not adopted because
of the increase in sdministrative burden
which would be very costly for MMS
and industry. The MMS assumes that
operators will make a diligent effart to
comply fully with the regulations, and,
tharefore, will not identify an internal
sales agreement as arm's-length. The
suggestion that the Secretary should
determine whether each contract is
arm’s-length or non-arm's-length instead
of allowing the lessee to make this
determinetion is not considered
necessary. However, the MMS has
added a provision to the final rule which
provides that MMS will determine
during audits whether the lessee’s
coutract reflects all the consideration
transferred either directly or indirectly
from the buyer to the seller for the gas,
or whether there may be factors which
would cause the contract not to be
deemed arm's-length. MMS recognizes
that some parties may have multiple
contracts with one another. This fact
alone would not cause a contract {o be
considered non-arm’s-length. Rather,
there must be some indication that the
contract in question does not reflect the
full agreement between the parties. The
final regulations also include a provision

where mﬂsmym?ﬂnalumto
certify that the terms of its urm's-length

contract reflect all the consideration




Federa! Register / Vol. 52, No. 158 / Monday, August 17, 1987 / Proposed Rules

30789

flowing from the buyer to the seller for
the gas.

One individual commenter stated that
the courts and industry have both
acknowiedged that a roya'ty based on
value is different from on: based on
proceeds and that the majority rule in
State courts is that gas i to be valued at
the time of production ur delivery, not at
the time of entering ir 0 the contract

MMS Response: The MMS will
generally accept the gross proceeds
received under an arm’s-length contract
as the value. The usual lease provisions
do not preclude the acceptance of gross
proceeds under an arm’s-length coatract
a3 the proper value. In fact, under most
Indian leases gross proceeds may be
sccepted as conclusive evidence of
value. If a particular contract is not an
arm’s-length contract, production will be
valued in accordance with the
benchmarks. And. as discussed above,
for Indian leases MMS will also
consider the major portion in
determining the royalty value.

Section 208.152(b}){2) of the proposed
rules excepted warranty contracts from
the general acceptlance of gross
proceeds as valoe for arm’s-length
contracte. One industry commenter
recommended that advance MMS
appraval not be required for the value of
gas sold pursuant 10 a warranty contract
since all activities are subject to sudit

Two industry commenters stated that
this section should be deleted and that
the gross proceeds received by the
producer under & warranty contract
should be used for determining royalty
just as it is for other arm's-length
contracts.

Two industry commenters
recommended that MMS consider
limiting the warranty contracts
exception to those contracts entered
into before a specific date, such as prior
to the mid-1970 s.

MMS Response: The MMS has
adopted the rule that the value of gas
sold pursuant to a warranty contract
will be determined by MMS. The issue
of limiting the definition of warranty
contracts to those executed prior to 1870
was discussed abave in the definition of
warranty contract.

Twenty-three industry commenters
strongly disagreed with the language “or
which could accrue” contajned
throughout the regulations. Mast
companies recommended that the
language be deleted. Most commenters
siated that the langrage was too
speculative and appears to provide for a
second-guess mechanism under which a
lessee’s sale today can be reviewed in
gght of knowledge gained at a later

ate.
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MMS Response: The MMS has
determined that the phrase “or which
could accrue”™ will be deleted in
reference to gross proceeds. Many
commenters thought that this phrase
would allow MMS to second guess the
price which the lessee agreed to in its
contract by arguing that other persons
selling gas may have received higher
prices—thus, more proceeds “could
have accrued™ to the lessee. This was
not MMS's purpose in including the “or
which could accrue™ language in the
proposed rule. Rather, MMS's intent is
to ensure that royalties are paid on the
foll amount 1o which the lessee is
entitled under its contract. not just on
the amount of money it may actually
receive from its purchaser. However,
MMS is satisfied that the phrase “the
gross proceeds accruing to the lessee™
properly includes all consideration to
which the lessee is entilled under its
contract, not necessarily just what it
actually receives from the buyer.
Therefore, the “or which could accrue™
phrase was unnecessary. Because it
caused confusion as to MMS’s intent, it
was deleled from the final rule.

One Indian commenter stated that
“acceptance of gross proceeds as
condusive evidence of value is an
abrogation of the Secretary's fiduciary
duties, " and that they do not believe
“gross proceeds accruing or which could
have accrued in an arm’
transaction should be determinative of
value for gas produced from Indian and
Federal leases.”

MMS Response: MMS believes that
the rules as adopted with the changes
discussed earlier will result in
reasonable and appropriate values for
Indian leases, in accordance with the
Secretary's responsibilities.

Section 208.152(c)

Gas which is not sold pursuant to an
arm's-length contract is required by the
regulations to be valued in accordance
with a series of benchmarks. Four State,
three Indian, two industry, and one
Federal agency commenter disagree
with various aspects of the proposed
benchmark system because they think
that it is overly vague and subjective.
Two State commenters stated that
because the majority of gas contracts
are not arm's-length, the benchmark
system proposed by MMS may be too
complex. They recommend that “* * ¢
MMS should study the numerous pricing
pravisions related to gas sales, and on
the basis of the study establish Federal
floor values which could be used by
lessees to compute a minimum royalty
and which would be publicly available.”

One State commenter believes that
the appropriateness of using the
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benchmark system depends upon
whether the benchmarks are fair and
reliable. According to this commenter,
“The proposed system would not be fair
to the royalty owner because it would
lead to the potential for abuse and
would certainly result in the diminution
of royalties. It would be unreliable
because the standards are vague,
subjective, and subject to abuse. Unlike
the benchmarks for oil
vealuation, we do not believe that the
proposed gas valuation benchmarks can
be developed inlo a fair and workable

Instead, we believe all the
factors listed in paragraphs (c)1)
through (c)(4) should be combined into a
single valuation standard.”™ One industry
commenter stated that althowgh the
proposed benchmark system gives
producers mare confidence in arriving at
value, it falls short of providing a
method to determine an exact royalty
amount when royalty is due.

Fourteen industry and/or trade groups
and one Indian trade group, with minor
changes, support the benchmarks and
giving them priorities because both will
add certainty to valuation
determinations. They commend MMS
for the recognition of market forces as
the principal determinant of valee. One
commenter stated that “The truest
representstion of the value of a prodact
» what it can be 20ld for on the open
market, at arm’s-length. The proposed
benchmarks for valoation of gas under
arm’s-fength contract, non-arm’s-length
contract, and no contract transactions
promote accurate valuation according to
the marketplace, and provide ratior.al
standards for MMS to follow in
monitoring establishment of gas value.”

MMS Response: The MMS believes
that the proposed benchmark system is
a valid and usable system for
deterniining the value of gas not sold
pursuant to an arm’s-length contract.
The system allows the lessee certainty
in determining its own value without
dependence upon MMS to establish the
value. The MMS believes that the
majority of gas contracts, if not arm’s-
length, will be valued according ta either
the first or second benchmarks. The
suggestion that MMS develop Federal
floor values is not feasible and would be
difficult to administer. There{ore, other
than some minor modifications, the
benchmarks have been adopted as
proposed.

Two commenters disagreed with the
way in which the benchmarks were
ordered in the proposed regulations.
One Federal agency commenter
suggested that the second valuation
criterion be utilixed before the first
because it appears to provide a more
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objective method of valuing gas than
does the first. One State commenter
stated that the courts have accepted the
net-back method as proper for
determining value. They believe that
since the net-back method is the last
criterion in the benchmark system and
cannot be used if any of the preceeding
criteria have been used, {or all practical
purposes it has been made unavailable.

MAMS Response: The MMS believes
that the proposed ordering of the
benchmarks is correct and equitable to
both the lessce and lessor. The MMS
agrees that the net-back method will not
be vsed frequently. The net-back
analysis should only be used where less
complex procedures are not feasible. For
purposes of this section, MMS does not
consider a situation where either
transporlation or processing allowances
are deducted from an arm's-length
delivered sales price for gas as a net-
back. Such procedures will typically be
used for royalty valuation. See the
discussion of the net-back method
above.

Three Indian commenters stated that
MMS's failure to recognize its obligation
to maximize tribal royalties is evidenced
in the proposed benchmark system. One
commenter stated that “MMS, however,
relies on lessee-generated information
for that determination and, moreover,
relies upon the truthfulness of that
information. For example, under
alternative number one, MMS proposes
lo look at the lessee’s comparable
contracls in the same fieid or area,
notwithstanding possible undercelling
during the same period. Plainly, this
benchmark is so riddled with potential
conflicts of interest that it cannot
possibly be urged as consistent with the
Federal fiduciary duty to maximize
Indian oil and gas resources.” Another
commenter stated that the proposed
benchmark system is based on the
premise that gross proceeds represents
market value and "Gross proceeds have
always been considered as the minimum
value of praduction because it has long
been recognized that price does not
always indicate value. The proposed
benehmarks appear to treat gross
proceeds as the maximum value.” This
commenter "believes that gas
production should be valued at the
highes! price posted or paid in the field
regardless of whether the contract is
arm's-length or non-arm's-length * * *."
Finally, one Indian commenter stated
that “The lease provisions should
prevail and should require the Secretary
to formulate and implement procedures
for the majority portion analysis. These
provisions of the regulations should
include a statement which indicates that
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it will not be applied to Indian Tribal
and allottee leases. If however, these
provisions will be applied to Indian
tribal and aliottee leases, then each
benchmark should be considered a
reasonabla option that the Secretary can
utilize to determine value and the
Secretary should use the reasonable
option which brings the highest revenue
to the Indian Tribe or allottee.”

MMS Response: Tha > IMS believes
that the regulations adopted will permit
the Secretary to discharge his
responsibilities to the Tribes and
allottees because the gross proceeds to
which the lessee is entitlad for the sale
of gas under an arm's-length contract
does constitute market value, “Arm's-
length” sales will not be accepted
without question. The MMS may need to
obtain information 1o ascertain that they
are truly arm's-length as defined in the
regulations. The requirement that
royalty be based on the highest price in
the field or area could result in royalty
being assessed on a value far higher
than the lessee has received under &n
arm's-length contract. The MMS
believes that this additional obligation
should not be imposed exrept in specific
cases where the lease terms, oil and gas
statutes, or a ieaty may specify that
value be based on a Ligher price, or
when it is determined that the lessee
does not have a valid arm’s-length
contract.

One industry commenter
recommended that “the last benchmark
of net-back pricing be eliminated from
the list because we believe that it would
not be routinely used and would be
administratively impractical to
implement. The relerence to any other
reasonable method to determine value
should be retained.”

MMS Response: The MMS disagrees
that the net-back method should be
deleted. The net-back method is a viable
valuation procedure, even though it will
not be routinely used.

One industry commenter stated that
* * * * depending upon how one treats
‘spot sales’, the hierarchy of measures
which they establish could result in a
substitution of a poorer measure for one
that represents the best measure of gas
value.” This commenter recommended
placing spot-sale agreements higher in
the hierarchy of benchmarks.

MMS Response: The MMS believes
that the position of “spot sales" in the
benchmark system is appropriate. The
first two benchmarks are a betler
measure of establishing value for
royalty purposes than spot sales. The
rule has been modified to reference
“arm's-length” spot sales,
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One Industry commenter ts that
the wording of the criteria should be
asmended to avoid ambiguity in their
application: “As currently written, these
provisions are unclear as to how royalty
should be valued if the proceeds under
the non-arm's-length contract is not
‘equivalent’ to the proceeds of the
lessee's arm's-length contracts {first
criterion) or the arm's-length contracts
of other lessees in the field (second
criterion).” This commenter “* * *
understands the intent of the proposed
regulations {s that the procoo& under
the referenced arm's-length contracts
would be used to set royalties, but the
regulation does not expressly so state.
Indeed, as presently worded, the
regulation would suggest that if the non-
arm's-length contract was not
‘equivalent’, then the next criterlon in
the hierarchy would apply. This
ambiguity should be removed."

MMS Response: The MMS disagrees
that these provisions are unclear. Under
the benchmark system, value will be
determined through application of
criteria in a prescribed order. In other
words, the second criterion would not
be considered unless the first criterion
could not be reasonably applied.
Therefore, if the lessee’s proceeds under
its arm's-length contracts are not
“equivalent” to the non-arm's-length
contract, then the first benchmark does
not apply and the lessee should try to
apply the aecond benchmark. If that one
also does not apply, then the lessee
should try to apply the third benchmark,
and so on.

One industry commenter stated that
“for making comparisons to arm's-length
contracts, when the producer is selling
gas to an affiliate and that affiliate is
also purchasing gas in the same field or
area under an arm's-length contract, the
marketing experiences of the parties to
the arm's-length contract should be a
primary consideration (not just of the
volume of gas sold for example). If the
rroducer under a comparable arm's-

ength contract is active in the
marketplace, it is only reasonable that
he would neither accept less nor pay
more than the market nrice for gas. In
addition, larger volumes of gas do not
always attract a better price than a
smaller volume. In some cases, the
larger volume is harder to move because
it has to be sold in pieces.”

MMS Response: The rules, as
adopted, require that there be numerous
factors considered before an arm's-
length contract could ba deemed
comparable. The &W“ for
consideration of these {actors is to
prevent abuses through application of
only a few factors such that contracts
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containing unusually low oc high prices
could be used.

One industry commenter suggested
“an alteration to the pro
regulations under §§ 208.152 and 208.153
lo validate any intcacompany or affiliate
intercompany ‘sale’, if that transaction is
monitored by a atory body to
determine the market responsiveness of
the transaction. Specifically, the
commanter suggests that MMS's
proposed ations recognize the
FERC's right to determine the justness
and ressonableness of (producer) ‘first
sale’ market rctes, where those costs are
‘passed on' to interstate pipeline sale-
for-resale customers via Purchased Gas
Cost Adjustment Clausea filed by
interstate pipelines as part of their FERC
Gas Tarifl.”

MMS Response: The MMS and FERC
have differen! atatutory responsibilities.
1t is MMS's responsibility to determine
the value of production from Federal
and Indian leases. Although FERC's
actions may be one criterion to consider
in determining value, MMS cannot
accept them as conclusive.

One industry commenter stated that
under the benchmark system it is
difficult for an affiliated producer to
prove its determination of value,
especially with respect to those
properties it does not operate.
According to this commenter, "The
MMS is in the unique position of having
access to dala, {acts, and information
that are not readily availabla to an
individual producer. Indeed, attempts to
gather such information might violate
antitrust laws. Without access to this
information on a continuing basis.
application of these benchmarks
becomes difTicult, if not impossible.”
This commenter recommeaded “that the
burden o proof be shifted to the MMS
such that a rebuttable presumption
exists that the gross proceeds accrued to
an alTiliated producer is reasonable
value absent a clear shewing to the
contrary by the MMS using these
benchmarks."

MMS Response: Qbviously, a lessee
will be able to obtain the necessary data
for application of the [irst benchmatk
because that paragraph refers to the
lessee’s own arm's-length contracts. If a
lessee i3 unable to apply the first
benchmark, MMS believes that in most
fields or arcas lessees will be able to
oblain data on third-party transactions.
If those data are unavailable, the lessee
will hava to use one of the succeeding
benchmarks, but in no event can the
lessee use a value which is less than its
gmu proceeds. Because values

etermined under the third and fourth
benchmarks must be the subject of a
notice ta MMS (see § 208.152(e)(3) of the

S-0NM9 001 NOIX14-AUG-87-14:20:44)

final rules), and because a lessee may
seek a value determination from MMS
{see § 208.152(3) of the final rules), MMS
is satisfied that ultimately the lessee
will be able to determine the proper
royalty value for its gas.

One State commenter noted that it is
inappropriate to put the valuation
process into a benchmark straight
jackat. In addition, this commenter
stated that this paragraph permits a
lessee to deliberately price its non-
arm's-length disposition at the lowest
price it can argue to be “comparable™ in
the field, even where much higher
values may be oblained in other
dispositions from the fisld.

MMS Response: A lessce will have
many factors to consider in establishing
a price under its non-arm's-length
contracts, including tax consequences
and regulatory concerns. If the price
selected ia equivalent to the price under
comparable zrm's-length contracts
which must meet the standards in
paragraph {c){1), MMS is satisfied that
the price reflects market value and is
acceptable for royalty purposes.

One Indian commenter was concerned
that the lessee would apparently make
the determination as to whether the
“arm's-length” contract under which the
comparison is made is, in fact, arm’s-
length. Also, although the data are
subject 1o monitoring. review, and audit
by MMS. the commenter believes that in
view of the past experience with audits
by MMS, the lessees’ reporting of gross
proceeds under non-arm's-length
contracts would remain on the honor
system.

MMS Response: Under most valuation
procedures MMS considered for these
regulations, it would be up to the lessee
in the first instancs to apply those
procedures and report royalties each
month. MMS has adopted rules which it
hopes are clear and comprehensible. It
must be assumed that lessees will apply
the rules properly considering the
likelihood of audit and the possibility of
significant interest and perhaps
penalties for intentional underpayment
of royalties.

One industry commenter interpreted
the regulations to require that gas sold
pursuant to spot-sales contracts would
be valued under the first benchmark,
even though “"spot sales™ are mentioned
in the fourth benchmark. In addition. the
best measure of value for gas sold
pursuant to arm's-length spot sale
contracts are those contracts and not
other long-term contracts which are not
comparable.

MAMS Response: If a spot-salen
contract is arm's-length, the value of the
gas sold under it would be determined
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pursuant to paragraph (b}, not by
application of the

Two industry commenters stated that
the net-back method should be stricken
from this section because the net-back
method {a to be used as @ benchmark
only when the preceding three
benchmarks are inapplicable; therefare.
to thess commenters it seems
inappropriate to include itas a
presumed priority when sy other
reasonable method is what is actually
intended.

One industry commenter stated that
the refsrence to net-back method needs
clarification. Further, the commenter
stated that net-back method {s simply a
means for reconstructing the value of
ga2 to the well and has nothing to do
with valuing the disposition of the
proguction at a point remate from tha
well.

Onlo sm? bam:l fﬂt;r noted lh}\ thien
is no logica 3 ) valuation
on the basis of “gross pml" less
allowable deductions while disfavoring
“netback method". Also, the net-back
method is essentially the same thing as
“gross proceeds” with allowable
deductions.

MMS Response: The MMS believes
that the benchmark priority system is
appropriate. As axplained above in
regard Yo the definition of net-back
method, MMS does not anticipate that
this method will be used frequently. It
generally will be used where the nature
of the product has changed {i.2., gas 1o
electricity) and it is necessary to work
back from the sales price of the
electricity to get a value for the gas.

Section 208.152{d)

Two Industry commenters supported
the premise that "if the maximum lawful
price permitted by Federal law is less
than the value determined pursuant to
the valuation regulations, MMS would
accept such maximum price as value.”

One industry commenter
recommended deleting the last sentence
of this paragraph because gas sold
under a warranty contract is valued in
the same manner as gas sold pursuant to
any other arm's-length contract.

MMS Response: The final rulemaking
adopts this paragraph as proposed. The
last sentence was not deleted because
the MMS believes that warranty
contracts must be viewed differently
than other arm's-length contracts for
purposes of value, Unlike arm's-length
contracts {or gas production which is
committed to the contract, the seller
under a warranty contract often had the
sole authority to determine the origin of
the gas production to be delivered.
Therelore, the seller had the option not
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ta sell particular production from a
Federal or Indian lease under the
warranty contract and to sell itat a
higher price. Thus, although in some
NGPA categories the warranty gontract
price is the maximum price psrmitted by
law {or gas sold under that contract. il is
only because of the sole decision of the
lessee to have sold its gas under the
warranty contract.

Section 208.152(e)

Four industry and one State
commenter supported establishing a
valuation procedure which does not
require the prior approval of MMS
because it will expedite and stmplify the
valuation procesa, Two industry
commenters stated that “the time during
which the MMS may direc! a lessee to
pay royalty at a different value should
be limited to a specific period so that the
lessee is not required to indefinitely
retain the records it relies upon to
support the value determination.” The
State commenter noted that “Also, the
lessee should be required to retain ‘all
data relevant to determination of
royalty value', not simply the evidence
supporting the lessee’s claimed value. A
lessee should not be allowed ta destroy
relevant evidence supporting a different
royalty valualion, and to retain only that
which is sell-serving. Also, the
regulation should specify that MMS
‘will' arder compliance when incorrect
payments are discovered.”

MALS Response: The MMS has
adopted in the final rule a valuation
pracedure that generally does not
require MMS's prior approval. The
second sentence has been modified to
read as follows: “The lessee shall retain
all available data relevant to the
determination of value.” Lessees are
required to retain all records to support
value determinalions for a period of 8
years, unless an audit is ongoing, as
mandated by section 103 of FOGRMA,
30 U.S.C. 1713. The lessee is responsible
for complying fully with the regulations
by properly valuing lease products, for

‘tovally purposes, in accordance with the
appropriate benchmark and 10 retain all
relevant dala. The MMS believes that
the adopled language clearly states this
requirement, The MMS also has adopted
in paragraph (e)(2) of the final
regulations a requiremant that lessees
make available to authorized MMS
State and Indian representatives, or to
the Department's Office of the Inspector
General or the General Accounting
Office, arm's-length sales and volume
data which it has available for like-
quality production sold from the same
field or area or nearby fields or areas.

Five iIndustry commenters
recommended that MMS delete the
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requirement of proposed paragraph
(2)(2) that a lessee must notify MMS if it
uses the third or fourth benchmarks
because it is not conslatent with MMS's
sell-implementing concept and current
MMS auditing and monitoring rights are
adequate to allow the MMS to verily
royalty compliance.

MMS Response: The MMS belisves
that what is now paragraph (e)(a)l in the
final rule is consistent with its sell-
implementing policy because lessees
that determine value pursuant to
paragraph {c)(3) or }c&fl) of this section
must notify MMS of their determination
after the fact and not before the fact. In
every case, value for royalty purposes is
subject to future audit.

Section 208.132{[}

One State commenter suggested that a
“provision should be made for penalties
for willful violations and violations
made in reckless disregard of royalty
obligations.”

One Industry representative
commented that if the lessee must pay
any difference plus interest, MMS
should also pay, when applicable, any
difference plus any interest statutorily
authorized.

MMS Response: 1l a lessee knowingly
or willfully underpays royalty, it may be
subject to civil penallies in accordance
with FOGRMA, 30 U.S.C. 1718, and
MMS regulations at 30 CFR Part 241.
With regard to the second comment,
MMS does not have the legal authority
to pay interest on royalty averpayments.

Section 208.152(g)

This section provides tha! the lessee
may request a value determination from
MMS. One State commenter noted that
"the lessee should be required 1o submit
‘all data relevant to determination of
royalty value'. Again, a lessee should
not be able to limit its documentary
submittal to evidence which ‘supports’
its claimed royalty value. Also, because
of the impact upon the States and
Indians, and in light of the existing
cooperative and State audit programa,
an opportunity should be given for
review and comment on royalty
determination requests by the
patentially impacted State, Alaska
Native Corporation, Indian Tribe or
Indian allottes.” One Indian commenter
suggested that in addition to a lessee, a
lessor should at any time be able to
request a royalty value determination
from MMS. This commenter also stated
that “this paragraph should require
MMS to notify the tribe or allottee
involved of any change in value
determinaticna.”

Six industry commenters stated that
“the MMS should impose a time
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limitation on itself to respond to
requests for valuations from a lessee, In
the absence of which the lesses should
not be held liable for interest or
penalties for underpayment of royalty."

MMS Response: The proposed
language has been modified to require
that a lessee submit all available data
relevant to its valuation proposal. The
MMS does not consider it practical to
include In the regulations a requirement
for review by the State or Indian lessor
when a value determination is made.
This does not make the cooperative
audit program in accordance with
FOGRMA less effective becanse MMS
will make every effort to assist and
consult with States and Indian lessors in
valuation matters. The MMS also will
make every effort to respond timely to
requests by lessees, but this is
necessarily dependent upon available
resources, thus MMS cannot agree to a
regulatory time limit,

Section 208.152(h)

This section provides generally that
value for royalty purposes cannot be
less than the lessee’s gross proceeds
less applicable allowances, One
industry commenter recommended that
the last sentence be replaced with
“* * ¢ allowance determined pursuant
to these regukations.” Another industry
commenter recommended that the
phrase “less applicable transportation
and processing allowances™ be
expanded to include “and other cost
allowances.” Two industrys commenters
recommended deleting these paragraphs
entirely.

MMS Response: For reasons
discussed earlier in this Preamble, MMS
has determined that the phrase “or
which could accrue” should be deleted
from the final rule. MMS also has
modified this section to refer to all
applicable allowances, not just
transportation allowances.

Section 208.152(i)

This section addresses the lesses's
obligation to place lease production in
marketable condition. Two State, two
Indian. and three individual commenters
agree with the MMS's proposed
provision that coats such as those for
compression to meet pipeline pressure
requirements to place the gas in
marketable condition should be borne
by the lesses.

One industry commenter was
concerned that “marketable condition”
is not a constant, although they
acknowledge the lessee should act as a
reasonably prudent operator in
marketing its products, Five industry
commenters believed that the statutory
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framework and lease terms provide that  these terms has apparsntly been on this iasue and decided that there may
royalty is due c:? on the market value  retained. be certain circumstances where some
of 5“ as it is produced at the wellhead The industry commenters generally extraordinary costs for gathering,
nd any obligation the lessee may have  argued that MMS improperly aweeps all  compression, dehydration, or
{3 render the gas markstzble does not go:t-pxoducﬁon operations under sweetening should be allowed as a
entitle the lessor to a free ride on those olding of the California v. Udall case. deduction. Such allowances will be
nxgemel incurred by the lessee They stated that MMS 30« sa far u to  authotized only on the basis of
subsequent to production. These say that even if a buyer willing! ‘g individual cases upon application to the
commenters also believed the lessee is raw, unconditioned gas (i.¢., if there is MMS. A new § 206.152(i){2) has been
entitled to deduct all reasonable post- an actual market for su sinth c added which establishes a two-part test
production expenses, including any field), m&of the costs the to qualify for a cost allowance. First,
costs incurred by the lessee to make the  to place 8 in “marketable” only production from unusually high-
product marketable. condition be added on to the cost leases qualifies. The only leases
Three industry commenters purchase prica of the gas. They believed  that qualify are those located north of

recommended deleting this provision that this fpl'NCh totally distorts the the Arctic Circle, those offshore leases
because of the changes occurring in the  concept of market value at the lease, located in water depths in exceas of 400
marketplace. They stated that these ignores the holding in Udall, and meters, or those which MMS determines
costs are subject to negotiation and may  exceeds the reasonable and legal limits 1 be a unique gas production operation
be incurred by either party. 'l"hey of the Semtnx&l discretion. ey for purposes of this section. Any leases
believed that it is incorrect to assume further stated that the Secretary should  (hat do not meet this first threshold
that costs incurred by a purchaser have  recognize the realities of today's cannot apply for this allowance.

a direct effect on the price to be paid
and suggested that the price palcrhy the
purchaser should be used for royalty
valuation unless stated specifically in
the contract that it was adjusted to
cover the subject costs.

One industry commenter noted that
the Federal Energy Regulatory
Commission has rejected imposition of
any national quality standards for gas
sold in first sales and haa left to each
producer-purchaser contract the
resolution of which downstream-of-the-
wellhead services are to be provided by
which party to the contract. Reference
was made t9 FERC Order No. 84-A, 22
FERC 61,055 (1883).

Eleven industry commenters
essentially believed that the lessor
should proportionately share in all costs
subsequent to production, including the
costs of placing production in
tarketable condition. They believed
that all so-called "post-production”
costs should be shared because such
costs are Incurred to enhance the value
of the production from the lease for the
benefit of both the lessee and the lessor;
proportionate sharing of those costs
would yield a value of production that is
equal for both lessee and lessor. These
commenters believed that royalty is due
on the market value of production at the
lease or well, and that proportionate
sharing of any post-production costs
incurred to enhance the value of
production is necessary to meet this
requirement.

They stated that, under the proposed
rules, no allowance is made for the costs
of processing residue gas to place it in
marketable condition or for any other
post-production costs incurred to
dehydrate, compress, or gather the
product. They further stated that MMS
has abandoned the definition of
“associated” and "principal” products
but the unjustified concept underlying

S-034999 COIMOIN14-AUG-87-14:30:50)

onshore leasing and production and that
all st-production costs should be

uctible but, at the very least, they
believed that off-lease post-production
and unusual or extraordinary on-lease
post-production costs should be shared
proportionately.

e industry commenters stated that
the MMS should recognize that
manufacturing/processing,
transportation, and other post-
production costs are legitimate
deductions necessary to arrive at the
value of production, for royalty
purposes, at the lease or well and that

ch costs should be deductible from the
value of all marketable products when
necessary to reflect the actual
expenditures that enhanced the value of
the gas after production. They further
stated that if MMS continues to rely on
the Udall holding, its proper application
requires a consideration of the purpose
served by a particular facility to
distinguish between costs “incidental to
marketing” and munufacturing or
transportation costs.

MMS Response: Historically, the
policy and practice of MMS is that the
lessee generally ia responsible for
placing the lease product in marketable
condition at no cost to the lessor. This
practice has been upheld by court
decision. The MMS has adopted the
suggestion that the language “unless
otherwise provided in the lease
agreement” be added at the end of the
first sentence because there are a few
leases in which the lessor shares in such
costs. Also, as noted earlier, MMS
received many comments that so-called
post-production costs should be allowed
as a deduction in determining value for
royalty purposes. Generally, these costs
are not allowed as a deduction because
they are necessary to make production
marketable. However, MMS has
considered carsfully all of the comments
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However, aven for leases that meet this
threshold, MMS will not grant an
allowance unless the lessee
demonstrates to MMS's satisfaction that
the costs are, by reference to standard
industry conditions and practice,
deemed to be extraordinary, unusual, or
unconventional. In some instances,
MMS may gnnt an allowance only to
the extent the extraordinary costs
exceed conventional costs for the same
operation.

Section 206.152(j)

One industry commenter stated that
this provision, as proposed, goes against
the firm notion of gross proceeds and
grants an exception only in situations
where the lessee is entitled to a
contractual price increase. According to
the commenter, this ignores the reality
of the existing situation in the gas
marketplace where many purchasers
have unilaterally suspended
contractually obligated takes and
payments under the pretext of “force
majeure.” The commenter believed that
it may be more prudent in many
instances to diligently renegotiate
contracts which would be in the best
interest of the lessee and lessor. The
commenter further stated that such
renegotiations may take place over an
extended period of time during which
the lessce may be recelving less than its
contract price for its gas; therefore,
under these circumatances, where the
lessee is taking undocumented,
reasonable measures to force purchaser
compliance and to favorably renegotiate
its contract, the lessee should only be
required to pay royalty on the gross

roceeds it receives from the purchaser
or its gas.

The industry commenter also stated
that rapid deterioration of purchasers’
markets has caused unilateral price
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negotiations have ensued during which due on that higher price. royaltiet based on the prices received.

proceeds are leas than the contractually
agreed to price. The commenter
mentioned that lengthy litigation is a
last resort, The leasor benefits from
continued production at market prices
pending final resolution and, therefore, a
mare realistic approach would be to
accept proceeds if proceeds were not
less than the prevailing market price in
the field or area.

One Indian commenter {oresaw the
ability of willing parties to amend
contracts to compromise payments that
have accrued to or would accrue to the
lessee under its existing contract. The
commenter believed that, of course, such
contract revisions cannot be avoided in
all instances but, if they are made, the
lessee should not be able to compromise
the lessor's right to receive royalty
payments pursuant to the original
contract and not under any amendments
that have compromised the price.

One State commenter axpressed that
by freely allowing contract revisions
{even retroactive ones), MMS would
provide a gaping loophole in the
requirement that a lessee seek to
enforce its contract “entitlements." The
commenter believed that when a {essee
is challenged by the MMS about not
enforcing its contract rights, there are
few buyers who will not agree to assist
their sellers by retroactively amending
their contracts to the lower amount
actually paid.

MMS Response: MMS has adopted
this provision with only minor changes
from the proposal. However, the
paragraph does not preclude the
approach suggested by the commenters.
This section requires a lessee to pay
royalty in accordance with the contract
price. but also expressly recognizes that
contract prices may be amended
retroactively. MMS is aware that often
there is a process of negotiation that
occurs before the contract is formally
asmended and that lower payments may
be received in the interim. Royalties
may be paid on the gross proceeds
received by the lessee until all attempts
to force the purchaser to renegotiate the
contract or to camply with the existing
contract are exhausted, provided the
lessee takes proper or timely action to
receive prices or benefits to which it is
entitled. or {o revise the contract
retroactively. Thus, the MMS will accept
a renegotiated or a revised contract

price if the main reason for renegotiating
or revising the contract is not solely to
reduce royalties. However, if a higher
price can be legally enforceable under a
contract and the leasee is not diligent in
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Twr: i dustry commenters suggested
that the phrase “the lessee will owe no
additicnal royalty until monies are ® * ¢
received” be reworded to insert the
phrase “unless or” before the word
“until", They believed that it ia contrary
to the concept of “proceeds received” to
attempt to assess royalty on proceeds
which have never been received when
only part payment is made to the lessae
in contract disputes.

MMS Response: MMS adopted the
suggested change in the final regulation.

One commenter stated that
retroactive application of contract
revisions may be inconsistent with
FOGRMA because it requires that
royalties be keyed to production and not
to sales, The commenter further stated
that timely application by a lessee for a
price increase should not be sufficient to
allow a lessee to defer payment of
royalties until monies or consideration
resulting from the price increase are
receiv:g. The commenter stated that a
lessee should be required to go further in
pressing its claim for benefits accruing
or which could accrue to the lessee
under the contract before nonpa
of additional royalties is allo
perhaps even to the point of instituting
litigation.

Two industry commenters stated that
the “prudent operator" clause is
unnecessary because it is in the lessee's
own best interest to obtain the
maximum amount of revenue possible
under the terms of the applicable
contract. They believed that the
inclusion of a “prudent operator”
standard in the regulations contradicts
the concept of using market proceeds
and merely serves to impose an
obligation on MMS auditors ta evaluate
and second-guess the prudency of the
actions of lessees. They also believed
the “prudent operator” clause opens the
door to regulatory uncertainty and the
basing of royalties on amounts in excess
of the market value of gas. They believe
the provision should be eliminated.

MMS Response: Although most
lessees will iry to maximize the amount
of r2venue possible under the terms of
the applicable contract, not all will be
diligent. Therefore, MMS must protect
the Federal Government's and Indian's
interesta by using the “prudent
operator™ clause.

Two industry commaenters stated that
they disagreed with MMS's attempt to
enforce contract entitlements. They
belleved that, as proposed, royalties
would be based on the highest price
obtainable and would serve to
encourage the pursuit of price increases,

ent
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They also believed that this provision is
contrary to MMS's own statement that
“value is best determined by the
interaction of competing market forces,
the 7/8ths or 4/5ths owner is going to
negotiate the best deal he/she can to
further his/her own interest, advancing
those of the royalty owners as well"
therefore, they recommended this
provision be deleted.

MMS s The MMS does not
view this provision as contrary to the
approach it has taken to determine
values. It would be inconsistent with the
theme of these regulations for MMS to
not require full compliance with its
principal value determinant.

Section 206.152(k)

MMS has added a new paragraph (k)
to the final rules which provides that in
thoae situations where MMS may make
a preliminary value determination in the
course of monitoring compliance with
these ations, that delermination
will not be binding until MMS has done
an n:iit and the audit formally is
clos

Section 208.152(1)

Two individual commenters stated
that this paragraph, which was proposed
as paragraph (k), appears to preclude
the lessor or overriding royalty interest
owner from obtaining any information to
substantiate the transportation and
processing costs he is being charged.
Therelore, they are opposed to this
provision.

One Indian commenter stated that this
provision perpetuates restrictions upon
disclosure of data required in reviewing
a lessee's computation of royalty. The
commenter believed that Indian Tribes
should be provided copies of all reports
submitted by their lessees to MMS, upon
request. The commenter also stated that
the Tribes need this information to
monitor lessees as well as responsible
Federal agencies, and requested that the
information provisions be revised to
ease release of this information to
Tribes subject to reasonable restrictions
upon disclosure to third parties.

One Indian commenter stated that this
provision should make it clear that all
information will be available to Indian
lessors and States without going through
the Freedom of Information Act
procedures. The commenter also stated
that to place such a burden on Indian
Tribes and States who are the
beneficiaries of the production would
not be reasonable.

One Indian commenter stated that the
scope of this provision is so broad that it
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allottees and States acceas to the gta sales contract. sald that if this were the case, royalty
information required ta assure that One industry commenter stated that would not be paid on plant products
valuations are properly determined. The  MMS must recognize that the proper until they were sold.
commenter reminded MMS that the point of royaity valuation is the lease Another commenter stated that in
intent of the FOGRMA is to provide all and that MMS cannot confiscats the current marketing situations, it is

interested parties, including Indian
Tribes and allottees and States, the data
necessary to conduct audits, oversee the
audits performed by MMS, and in the
case of Indian Tribes, to manage their
mineral resources and to plan for
governmental operations. The
commenter stated that it could not
understand why the MMS included this
provision inasmuch as the almost
unanimous vote of the Royalty
Management Advisory Commitiee on a
resolution recommen that the
regulations provide Indian Tribes access
to data demonstrates that industry also
understands that Indian Tribes require
and should have access to such data.

MMS Response: The intent of tiis
paragraph is not to preclude access to
information for those who are working
in concert with the MMS to the extent
allowed by law, but rather to ensure the
lessee that disclosure of proprietary
information is in accordance with
established procedures. There are
restrictions on providing certain types of
information to persons outside the
Department of the Interior, and MMS
must act in accordance with those
limitations. States and Indians with
FOGRMA delegations and cooperative
agreements wieﬁ have broader access to
information which otherwise could not
be released. This section is not intended
to limit in any manner an Indian lessor's
right to obtaln information directly from
the lessor or from MMS to the extent
{)mvided in lease terms or applicable
aw.

Section 206.153 Valuation standards—
processed gas.

This section is almost identical to
§ 2068.152 and the comments received
were also similar. Therefore, MMS will
not repeat the section-by-section
analysis or response to comments for
this section. Interested persons should
refer to the corresponding part of
$ 208.152.

Section 206.154 Determination of
quantities and qualities for computing
royalties.

Section 208.154(a) establishes
procedures for determining the volumes
and quality of unproceu:g gas that
must be used in computing royalties.
Three industry commenters were
opposed to MMS or BLM assigning a
point of royalty settlement that is
different from the lessee’s sales point
where the transfer of title occurs, as
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entrepreneurial profits which are added
by downstream activities of the lessee
and are not part of the value of the
production in which the lessor s entitled
to share,

Two Industry commentars stated that
this provision s inconsistent with the
statutes, lease terms, and the proposed
gross proceeds valuation methodology.

MMS Response: Historically, MMS

hasre that royalties be computed
on the basis of the quantity and quality
of unprocessed gas in marketable

condition as measured on the lease
unless prior approval to measure off-
lease is obtained from BLM or MMS, for
onshore and offshore leases,
respectively. This will assure the lessor
that the total ction from the lease
is accounted for. This provision is
consistent with the statutes, lease terms,
and the gross proceeds valuation
methodology because this provision
establishes a point of royalty
measurement upon which a quantity, at
a quality, is valued for royalty purposes.

One industry commenter stated that
paragraph (a){2) would adjust the price
received under an arm's-length contract
in the event that there were some line
loss between the point of royalty
settlement and the point of sale. The
commenter stated that the arm's-length
contract whose quantity provisions
MMS would modify requires the
purchaser to pay only for production
which is actually received but, by
adjusting the quantity s, MMS is,
in effect, amending, solely for royalty
purposes, the deal between the lessee
and the purchaser.

MMS Response: The MMS must
structure its royalty accounting program
to be in concert with the administration
of oil and gas leases by the other
components of the Department of
Interior 8 full mineral leasing program.
As such, this provision simp
recognizes that it is the measured
production, as required by BLM or MMS
operations personnel, that must be
valued for royalty purposes.

Section 206.154(b) establishes the
procedures for determining the quantity
of residue gas and gas plant products on
which royalty must be paid. One
industry commenter suggested that this
provision be reworded to indicate that
"net output” means the production from
the plant and not tailgate deliveries. The
commenter stated that net monthly
output could be interpreted to mean
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impossible to avoid temporary storage
of gas plant products, The commenter
said that purchasers are nominating
volumes &q will purchase which may
or may not coincide with production.
The commenter also stated that
royalties should not be paid on
production stored until it is sold because
in that manner, value can be properly
determined. The commenter said that
residue gas must be delivered as
produced because there will normally be
no means by which the lessee can store
it.

MMS Response: As adopted at
§ 206.151(a), net output means the
quantity of residue gas and/sach gas
plant product that a processing plant
produces. Therefore, royalty is due on
residue gas and gas plant products at
the time they are produ

One industry commenter stated that
this methodology of net output is
con to the MMS concept of gross
p accruing from the sa/e under
an arm's-length contract. The
commenter said that many gas plants
place the net output in temporary
storage awaiting sales and that the net
output of gas plant products is not
valued until removal from temporary
storage and sale. The commenter stated
that if this section is implemented, it is
probable that there would be many
MMS audit exceptions as a result of the
valuation of net output rather than
actual sales from temporary storage
facilities.

One industry commenter stated that it
may be difficult to establish the value of
the product that remains in storage. The
commenter also stated that il the lessee
is forced to compute a value, then the
concept of “gross proceeds” becomes
meaningless because the lessee. in
effect, becomes the purchaser of the
product. The commenter claims that
when the product is disposed of at a
later date, MMS would have no basis on
which to review the proceeds eventually
realized by the lessee for sale of the
production.

MMS Response: The MMS feels that
there is no conflict between the gross
proceeds methodology and thesa
provisions. It must be recognized that il
is the volume of gas leaving the lease
which must be valued, for royalty
purposes, and the use of the cumulative
value of the residue gas and gas plant
products less applicable allowances is
the method by which this is done when
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gas is processed. As such, all residue
gas and gas plant products attributable
to this production must be used in
determining value. Adjusting the gross
proceeds to reflect the net output
attributable to the lease would be
accomplished by applying the unit vatue
established by the actual product sales
to the portion of the net output
attributable to the lease, which was not
sold in the month produced. Likewise, if
the quantity of any product sold during a
month is greater than the net output
altributable to a leasa because of sales
ol a quantity of product which was
previously placed in storage, the gross
proceeds would be reduced. If propar
documentation is maintained by the
lessee and made available to MMS
during an audit, no audit exceptions
should result

Section 206.154(c) establishes the
procedure to allocate the net output of a
processing plant back ta the leases. One
indusiry commenter proposed that the
language be modified 1o reflect the view
that any lease ellocation method agreed
to between a seller and purchaser and/
or processor will be deemed acceptabla,
including methods where the parties are
affiliates, subject to review by MMS.

One industry commenter suggested
that any contractually prescribed
method should be deemed acceptable in
preference to “a generally accepted
lease allocation method™, which may be
a contention in the future.

MMS Response: The MMS has
adopted a specific procedure for
allocating the net output of a processing
plant back to leases. The method
adopted is the method prescribed by the
current regulations, MMS believes that
this procedure is the predominant
method used by industry. However,
MMS has adopted a provision in the
final rule whereby a lessee may request
approval of other allocation methoda.

One industry commenter suggested
the addition of the sentence "This same
methodology shall also apply to
allocations among unitized and
communitized areas.” The commenter
believed that this inclusion of units and
communitized areas was intended.

One Federal agency commenter
suggested the modification of the
proposed rule to include a tight
definition of the term “generally
accepted.” The commenter said this
term should be defined as an allocation
method used consistently by a majority
of gas plant operators and this method
must be in accordance with the method
promulgated by an industry group such
as COPAS.

MMS Response: The final rule
adopted limite the use of methods other
than the one prescribed, as outlined
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above. Therefore, the term “generally
accepted” has been eliminated from the
final rule. Unitized and communitized
areas will be covered under this
provision and MMS does not deem it
necessary to add a specific reference.

Paragraph {d) prohibits deductions
from roysity volume or royalty value for
actual or theoretical losses. One Indian
and one State commenter agreed with
this provision, stating that no deductions
should be allowed for actual or
theoretical losses prior to the point of
royalty settlement.

Sixteen Industry commenters stated
that line losses are attributable to
severa] factors. They stated that line
losses are partially attributable to
metering differences and partially
attributable to physical factors, and they
are a part of the reality of oil and gas
field operations. They believed that the
provision should be amended for both
valuation and allowance purposes to
provide a credit for line loss not
attributable to n ce, because such
a change in the ations would be in
conformance with FOGRMA. They
stated that allowing losses would also
make the allowance regulations conform
to the overall market orientation
underlying the valuation proposal,
because costs associated with line losa
are commcnly explicit components of
arm’s-length contracts and tariffs.

MMS Response: When a volume of
gas, upon which royalty {s due, has been
determined in accordance with the
requirements of MMS's offshore
operations and BLM's onshore
operations persontiel, MMS must collect
royalty upon its value. Likewise, it is
imperative that the quantities of residue
gas and gas plant products attributable
to a lease be determined once, and only
once, and royalty paid on those
volumes. This is consistent with the
histarical practice of the Department.
The treatment of line losses as a cost of
transportation is addressed later in this
preamble.

Section 208.155 Accounting for
Compa-ison.

In the proposed rule, MMS required
so-called dual accounting only in
situations where the lessee {or a person
to whom the lessee transferred gas
pursuant to a non-arm's-length contract)
processes the lessee s gas and, after
processing, the residue gas is not sold
pursuant to an arm's-length contract.

Two industry commenters stated that
the removal of the requirement to
perform dual accounting for OCS gas
sales where the residue is sold pursuant
to an arm’s-length contractis a
substantial improvement in the
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regulations which will reduce
paperwork for both MMS and lessess.

Another industry commenter
endorsed the MMS s decision to abolish
“accounting for comparison™ (more
commonly known as dual accounting)
for processed gas except where the
lessee has no arm's-length contract for
the sale of residue gas or where dictated
by lease terms, The commenter had no
objection to such value comparison if
the gas is processed in a lessee-owned
plant, and the residue gas is not sold
under an arm’s-length contract.

Five industry commenters stated that
they believed the continuation of dual
accounting for most processed gas in
non-arm’s-length residue sales is
uny . They said that because the
residue gas will be valued ant o
MMS s guide'ines in both arm's-length
and non-arm’s-l situations, the
elimination of dual accounting for one
and not the other will create substantial
administrative effort when both arm's-
length and non-arm's-} residue
sales occur at the same plant. They also
stated that as Jong as a substantial

ortion of sales from a plant continue to
arm's-Jength, which they propose to
be set at 25 percent or higher,
elimination of the dual accounting
requirement for the remainder cf that
plant will not result in any lasser degree
of accuracy in determining market
ue.

One industry commenter stated that
this provision stops short of being
totally consistent with other MMS
proposals on g3 valuation. The
commenter sald that inasmuch as MMS
has determined that there is an
acceptable method to value residue gas
sales under non-arm's-length or no-
contract situations, there is justification
for eliminating dual accounting for
residue gas valued in accordance with
this provision, regardiess of the types of
sales contracts.

Another industry commenter believes
that royalty is due only on the market
value of gas, associated products and oil
because they are produced at the
wellhead. The commenter stated that
the concept of dual accounting under
which MMS assesses royalty on either
the value of the principal and assoclated
products after processing or the value of
the unprocessed gas, whichever is
higher, is fundamentally unfair.

Two industry commenters
recommended that this paragraph be
deleted because dual accounting results
in higher value to the lessor than the
lessee. They believed that the value
should be based upon the value of the
unprocessed gas at the lease if the gas is
not processed, or upon net realization
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(gross proceeds minus allowances) if gas
is processed, and not the higher of the
two. They stated that because the
proposed method is applied after tha
fact, only the lessee bears any losees.
Anather commenter stated that it would
be unfair and inequitable to require the
payment of royalty on a basis higher
thaa the value of the processed gas
when the value differential is not
because of the negligence or imprudent
actions on the part of the lessee but
instead represents the current market
fluctuations for the gas plant products
and residue gas. The commenter also
suggested the addition of the word
“applicable” before the word
allowances in paragraph (a)(1).

MMS Response: To ensure that the
Federal and Indian lessors receive the
proper royalties, MMS continues to
believe that dual accounting must be
used where the lessee, or a person to
whom the lessee has transferred gas
pursuant to a non-arm's-length contract
or no-coutract situation, processes the
lessee’s gas and, after processing the
gas, the residue gas is not sold pursuant
to an arm’s-length contract. This
provision will encourage the producer
under a non-arm's-length contract to
obtain the highest price for the gas
produced whether that higher price
comes from processing the gas or
whether it comes from selling the
unprocessed gas.

One industry commenter stated that
dual accounting imposes an
unreasonable accounting burden on
both the lessee and the Department and
allows the Department to effectively
second-guess the lessee each month on
the decision to process the gas.

MMS Response: The MMS's current
policy is to require dual accounting for
all offshore processed gas processed by
the lessee, including affiliates, and for
onshore gas processed by the lessee in a
lessee-owned plant or onshore gas sold
to an affiliate of the lessee and that
affillate processes the gas. Because the
requirement for dual accounting adopted
in the final rule eliminates some of the
current requirements, the accoun
and administrative burden should be
reduced for both industry and MMS.

Proposed § 208.155(b) specifically
provided for dual accounting where
required by the terms of a Federal or
Indian lease. Six industry commenters
agreed with this provision provided that
the lease terms, whether Indian or
Federal, specifically require dual
accounting.

Three Indian commenters stated that
dual accounting should be required for
all Indian leases whether specifically
stated in the lease terms or not. They
slated that this is needed for the
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Secmm*g to fulfill his trust
responsibilities to the Indians,

MMS Response: MMS has adopted
this provision essentially as proposed.

Section 206.158 Transportation
Allowances—General.

The MMS received a total of 87
different comments from 44 separate
commentars on this section of the
regulations. Of the 87 comments
received, a total of 8 were from various
Stat» agencies—4 from State Governors,
3 fro:n State auditors, 1 from a State
agenty, and 1 from a State trade group.
Forty comments were received from
Indian interests—33 from Tribal
representatives, 2 from Indian trade
groups, 1 from an Indian Tribe legal
representative, and 2 from joint State
and Tribal associations. Thirty-one
comments were received from
industry—21 from oil and gas
companies, 7 from industry trade groups,
and 3 from businesses. In addition, 5
comments were received from
individuals, and 2 comments were
received from local government
entities—1 from a mayor and 1 from a
superintendent of schools.

Comments on transportation
allowances which did not relate to any
specific section of the regulations were
considered to be addressed to the
General section of the transportation
regulations, § 206.158. These comments
addresaed four broad issues—validity
issues, adequacy/inadequacy issues,
post production costs and other cost
issues, and issues relating to the
definition of terms.

1. One issue concerned the validity of
any transportation allowances
whatsoever and proposed that MMS
should not consider transportation
allowances as valid deductions from
royalty computaticns, or only consider
such allowances if transportation is
necessary for lease development or
results in a higher royalty.

Four parties—two Indian, one State,
and one State and Tribal trade
organization—stated that transportation
allowances should only be granted
when necessary (1) to market the
product, (2) to promate development of
the lease, (3) to obtain a higher royalty
value, (4) to enhance offshore
development, or (5) if the royalty
revenue increases encugh to offset the
allowance. The key word in these
comments was “necessary.” None of the
parties believed that any transportation
allowance should be given if it was not
necessary. A State representative
suggested approving the transportation
allowances on the basis of individual
cases only if necessary.

P4701.FMT...[16,32)...8-06-87

One Indian commenter stated that
only the reasonable, actual, and
necessary transportation costs from a
lease boundary to a point of sale should
be ellowed and the costs should not
include any profit or allocated overhead
from the regional or home office.

One Indian commenter stated that the
regulations should establish
transportation allowances as an
exception, not as a rule.

Six Indian commenters stated that
MMS should not grant any

tion allowances as a
deduction against Indian royalties. The
six commenters opposed the
transportation allowance for Indian
lecses for such reasons as (1) Indian
leases do not provide for transportation
as a deduction from royalty, and (2)
transportation allowances have never
been granted for Indian leases.

Five Indian commenters emphasized
that MMS must take into account its
trust responsibility to the Tribes and
allottees in preparing valuation
regulations. These commenters advired
that MMS must protect the Indians’
interests.

The MMS received comments from
five Tribes and one State representative
asserting that the royalty interest should
be cost-free. These comments all
stressed that royalties have always been
and should always remain free of conts.
All commenters believed that the costs
of making lease production marketable,
including transportation, are the
responsibility of the lessee. The State
representative suggested that MMS
*+ * *keep the door closed on all
presale costa. Once it's opened, it's hard
to let only the chosen ones in.”

MMS Response: Based on Interior
Board of Land Appeals decisions,
Solicitor opinions, and judicial
decisions, it has been DOI policy since
1961 to grant transportation allowances
when production is moved to a sales
point off the lease. Furthermore, the
IBLA has specifically ruled that
transportation allowances must be
granted for Indian leases. Xerr-McGee
Corp., 22 IBLA 124 (1975). Therefore, the
transportation allowance regulations
being adopted are consistent with past
practice and consistant with the
Secretary's responsibility to the Indians.
The MMS believes generally that royalty
should be free of cost. However, values
may have to be adjusted for
transportation and/or processing to
determine value at the lease. The MMS
believes that the policy of granting
transportation allowar.ces to properly
value lease production is appropriate
and should continue.
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2. Another issue concerned the are sufficiently flex{ble to apply to the MMS Response: The term
adequecy or inadequacy of the proposed  different types of gas transportation “reasonable” is defined by the Merriam-
gas transportation rtg:?;dom in arrangements that might arise in the Webster New Collegiate Dictionary as
general. Some commaenters believed that  future. MMS {s aware of nothing in the “moderate, falr.” The MMS intends that
the regulations were generally deficient,  transportation allowance regulations tLis same definition apply in the
while others pointed to :pecigc that would change the tarms of any determination of a transportation
instances where changes should be Indian mineral lease. The MMS agrees allowance.
made to improve their specific that the procedure for determining a The MMS agrees that the term
applicability. Following is a brief transportation allowance places a great  “gathering” should be defined. The
summary of these of comments. deal of reliance on the gaa industry. definition of “gathering” has been

Two industry and two State However, this program will be under included in § 208.151 and was discussed
respondents commented on the continuous review and oversight above. The phrase “remote from the
flexibility of the regulations, Ona MMS. Thus, the ability to effecti lease™ has been deleted from the final
industry commenter stated that the review, evaluate, and audit rule which uses tha phrase “off the
regulations should be modified to transportation allowances has been lease.”
embrace both traditional and maintained under the new regulations.
nontraditional transportation The MMS believes that the Section 206.156(b)
arrangements. Arother industry consideration of trar tion costs is The MMS recetved a total of 12
commenter suggested that the necessary to determine the value of comments on this section, proposed as
regulations should accommodate lease production at the lease. section {c), which that
changes in transportation and 3. One broad issue discussed b transportation costs be allocated among
marketing. One State representative commenters was the deduction of post- 13 products transported. The section
expressed concem that the regulations production costs and other costs from also provides that no allowance may be
do not address new marketing royalty payments. taken for transporting products which
oppartunities related to the unbundling ‘The MMS received many comments are not royalty bearing.
of pipeline services and market area gas  concerning the issue of post-production Five industry commenters and one
storage which allow for greater sales costs as an allowable deduction from trade recommended delstion of
levels in higher priced periods. royalty. Thirteen commenters (five this su on. One industry

The MMS received comments from
three Tribes regarding the relationship
between the lease terms and the
regulations. Or.e commenter requested
that the regulations not be allowed o
change the lease terms. Anather
commenter stated that the regulations
be consistent with the lease terms. A
third commenter stated that where the
lease is silent, the regulations should not
allow the gross proceeds received under
an arm’s-length contract to be reduced
for transportation costs.

The MMS received comments from
three commenters regarding the effect of
transportation allowances on revenues.
A State organization stated that MMS
should develop simple and concise rules
that do not adversely affect Western
Slates' revenues, and which will allow
for more effective auditing. One Tribe
requested that the royalty rate not be
decreased in effect by redefining the
rate basis. One local community
commenter stated that the proposed
regulations should not be issued without
assessing the impact on the school or
other local subdivision budgets. Five
local community commenters opposed
the proposals on the grounds that
deductions would be taken too liberally,
or perhapa royalty payments would be
eliminated completely.

One Tribe stated that the regulations
should apply only to new leases. One
industry party and ang Tribe
recommended that & separate set of
regulations be developed for Indian
lands only.

MMS Response: The MMS believes
that the regulations are complete and
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industry groups, three industry trade
organizations, and five local community
parties) commented in favor of allowiz;g
all post-production costs to be deduct
from the royalty portion.

MMS Response: This section of the
regulations addresses only
transportation allowances. The issue of
post-production cost allowances is
properly addressed in other sections of
the regulations.

4. One isaue commented on by several
commenters concerns the definition of
terms used in the regulations.

Three industry respondents and one
industry trade organization commented
that the term “reasonable”™ should be
deleted from this section. One industry
concern was that this term will only
result in a wide diversity of opinion as
to what a reasonable cost is.

One industry representative suggested
that the term “actual” should be deleted
for clarification purposes.

The MMS received eight comments
{four Tribes, one State representative,
and three industry parties) suggesting
that the term “remote from the lease”
should be defined or changed. An
industry representative stated that many
terms, such &3 "“remota" and “field
gathering” beg for definition. This
commenter requested that a distinction
between “gathering" and
“transportation” be delineated, for
royalty purposes, and also suggested
that the term “remote” should mean
anything outside the lease boundary.
Two industry commenters identically
recommended changing this phrase to
“first available market."

F4701.FMT...[16,82}...6-06-87

represantative stated that transportation
costs represent the rate for maving the

te product stream. Three
industry commenters stated that
allocation is an administrative burden
and is unfair and inequitable. Two
industry commenters and cne trade
group commenter stated that it is
inequitable to require allocation of
transportation costs for the incidental
movement of nonroyalty-bearing
products,

One industry representative
recommended that transportation costs
be taken as an te charge againat
the value of the full product stream.

One industry representative stated
that this section adapts an unrealistic
transportation deduction exception by
not lllow;l;g a transportation deduction
for nonrayalty-bearing products.
According to this commenter, practical
realities dictate that nonroyalty-bearing
products entrained with gas be
transported.

MMS Response: The MMS does not
agree in principle with the commenters
proposal that the cost of transpo
nonroyalty-bearing substances should
be shared by the lessor. Therefore, thia
regulation has been retained as
proposed. The MMS is aware that the
allocation of transportation costs in
situations where more than one product
is involved could be burdensome.
However, it is MMS's experience that
the allocation requirement would only
be burdensome in a few instances
where the products being transported
are not all in the same physical state.
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Section 208.158(c) ar oftui:.limmdtompcmtol tAee-pt::uolm'-;mth
Section 308.155(c) was propoved as deterst !hlw !wl uwh W Slo, actaal
:I?m'{h Ny sabily ol g wa152 Foo costs.
commnen
transportation lndum'yemenm ed
mmmﬁnﬁ'&mﬁmm m“mt"b‘*‘m the proposal to scoept arm's-1
50 percent of the value of the product oell!nxmnsmmnummdtoso contract costs as & reasonable
transported. The commests oa this percent of the value of the residue gas or  transportation allowance. These
section related to one major topic: g" plant product (except "mﬂf) commenters that arm's-length
whether the Hmitation abould be etermined in accordance wi contracts an accurate indicator
ux:in ted oc retained. § 208.153. Natural gas anidnm of “reasonable actual costa™ because
* Eeven Incustry commenters and five  C00Sidered oe product. An exception Mnﬂectth-meoamothelmee
trade protp Tepearentatives atated that Bas been Iochudod 1n the final rale for for wransporting production to a sales
mé should sh the 50-percent 'ﬂfﬂmmdthm&hmmdmu:& point downstreem of the lease.
limitation f p ore of th Based upon past axperience, MMS Two Tribes expressed serious concern
following Tessons °(‘1‘)“H thopw.rond decided that limits of 100 percent are about the validity of using arm's-length
umio‘;’m:h‘nd, th‘cmp:imtn the 50- warranted for contracts as an indicator of value. One
peroent ot Emitat be exercised Alessee may request, and MMST2Y  Tribe stated that arm's-length contracts
fre t ‘. m:hn“m‘ { Kmit lppronammpomﬁondkmmin are not a bona fide indicator of
ooiﬁ m a(ad;mwmmic excess of 50 percent if the lessee reascnable, actual costs. One Tribe
deterrent to the development of frontier demonstrates that the costs incurred expressed doubt that there can ever be

areas; {3) the limitation figure is strictly
arbitrary and totally unjust ta the
lessee/working interest owners; (4) it
would be a rare case when a gas
transportation cost would come close to
the proposed 50-percent cap, much less
exceed it; (5) the proposed 50-percent
cap is a deviation from the stated intent
ofMMS to base mydtynhatiouon

33

S?I‘Oen commenters stated that MMS
should approve requests for
transportation allowances exceeding the
50-percent limitation upon submission of
adequate documentation by the lessee.

Elght industry commenters and three
trade groups stated that MMS should
allow lessees to carry forward
transportation costs otherwise
allowable {except for the 50-percent
limitation) from the current year to
subsequent years. According to the
commenters, this procedure should be
applied to all transportation systems,
but it would be especially important in
the fronter areas. One commenter from
industry stated that MMS should not
permit roll forwards because it would
create paperwork and allow the lessees
to use the 50 percent limit permanently.

Six industry commenters and two
trade groups stated that the 50-percent
limit could be a disincentive for
exploration and for building
transportation systems when costs
exceeding the cap may not be recovered.

One State representative stated that
the 50-percent ﬁmltation provides
incentive ta keep costs under control
while allowing some relief for legitimate
hardship conditions.

AMS Response: The MMS has
decided generally to retain the 50-
percent limit on transportation in the
final rule. For unprocessed gas valued
pursuant to § 206.152, the transportation
allowance deduction based on a selling
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were reasonable, actual, and necessary.
Thus, the 50-percent threshold merely
gives MMS the ability to monitor more
closely the situation where the
allowance based on reasonable actual
costs will exceed that limit. In no event
may the allowance for any lease
exceed 100 percent of the value
product.

Section 208.158(d)

The MMS recelved two comments
from two industry representatives on
this section. The two representatives of
oil and gas companies recommended
that MMS should be required to pay
interest on overpayments by lessees to
the extent permitted by law.

MMS Response: The MMS has no
legal authority to pay interest to lessees
on their overpayments.

Section 208.157 Determination of
transportation allowances.

Section 206.157(a) of the regulations
addresses transportation allowances
where the lessee has an arm's-length
contract for transportation services. The
MMS received a total of 65 different
comments from 42 commenters on this
section of the regulations. Although
there were comments on & wide variety
of subjects, 11 principal issues were
addressed: Acceptance of arm's-length
transportation agresments; exceasive
penalty and retroactive approvals;
MMS's approval of the mn:ponltion
allowances: acce
transportation nguoed prices: status of
currently approved allowances: required
filing every 12 months; allowance on
nonroyalty-bearing production;
allocation of transportation costs;
suggested deletion to regulations; period
for filing & proposed allocation: MMS
payment of interest on lease
overpayments; and clarification of the
conversion process.
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an arm's-length contract between
companies in the ges industry. Another
Tribe stated that arm’s-length contracts
th r~cmg’l!1ot u:Iytu of} ! pu:ch

o essee aser
affiliations is undertaken. One Tribe
also expressed considerable doubt that
the criteria used by MMS would assure
that an arm’s-Jength contract is present
in any given case. An Indian trade
organization stated that MMS should
establish appropriate criferia to
determine the accuracy and
reasonableness of allowances granted
under arm's-length contracts {and non-
arm's-length contract situations}.

MMS The MMS currently
uses the payments made by & lessee
under an arm's-Jength transpartation
agreement as an accurate indicator of
reasonable, actual costs. The MMS has
determined that payments made under
arm's-length contracts are the best
available indicator of reasonable, actual
costs incurred by the lessee.

2. Disallowance of a transportation
allowance for a reporting period not
covered by a Form MMS-4295.

The MMS received responses from 12
industry commenters and 3 industry
trade groups stating that the
disallowance of a transportation
allowance for a reparting period not
covered by a Form MMS-4295 is an
excessive penalty for what was
considered by the commenters to be
such a minor infraction of the rules. The
point was also made that the lessee
does not always have the data to timely
file a Form MMS-4295 befare the Form
MMS-2014 is filed.

Many commenters stated that the
regulations should have a provision
allowing transportation allowances on a
retroactive basis because a lessee does
not always have the dstaila on
transportation worked out befors
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production begins. Thua, It sometimes is
necessary 10 go back and revise data
related to an allowance afier
agreements are reached because of the
fast changing current oil and gas
markets,

It was suggested that MMS should
consider & monetary fine for failure to
file, or disallow the deduction for any
period until Forth MMS—4295 {3 filed.
The lessee would not lose a deduction,
bul would be precluded from taking the
deduction until the proper forms are
submitted to MMS for the periods
covered.

MMS Response: After careful
consideration of the comments, MMS
has determined that the reporting
penalties included in the proposed
regulations were excessive. The MMS
has also considered the comments on
retroactive approvais and has revised
the final regulations to allow lessees to
request transportation allowances
retroactively for a period of not mcre
than 3 months prior to the first day of
the month that Form MMS-4295 is filed
with MMS, unless MMS approves a
longer period upon a showing of good
cause by the lessee. Also, § 208.157(d) of
the final rules provides that if a lessee
deducts a trunsportation allowance on a
Form MMS-2014 without complying
with the requirements of this section, the
lessee will owe interest on the amount
of the deductions until the date proper
forms are filed. However, the lessee will
be required to repay the amount of any
deduction disallowed due to the
limitation on retroactivity.

3. The MMS's preapproval of
transportation allowances.

The proposed rule provided that prior
MMS approval was not required before
a lessee could deduct a transportation
allowance based on an arm’s-length
contract. Representatives of four trade
organizations, five oil and gas
companies, and one business expressad
approval of the self-implementing
concept! for transportation allowance
regulations. This was seen as a method
of relieving a considerable
administrative burden on both industry
and MMS. One Tribe disagreed with the
self-implementing nature of the
regulations because it was seen as a
method of establishing the 50-percent
limitation as a floor for transportation
allowances.

One Tribe stated that MMS should
preapprove all transportation
allowances and should do so only on a
showing of necessity to promote
development or & showing that a higher
value could be obtained for the gas at a
point of sale away from the lease. It was
also pointed out by this cammenter that
neither the MMS nor Indian Tribes have
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the resources to audit all leases and, if
these allowances are not monitored “up
front,” they will naver be andited.

MMS Response: The MMS considers
arm's-length contracts e valid indicator
of reasanable, actual costs. Thus, it is
not necessary to oreapprove
transportation allowances based on
such contracts. The MMS will monitor
the transportation allowances, and they
are subject o later audit.

4. Acceptance of tion.
reduced prices without req the
filing of Form MMS-4296 for both arm's-
length and non-arm’s-length situations.

Representatives of three oil and gas
companies and two trade tons
commented that MMS should accept
transportation-reduced prices without
requiring the filing of Form MMS-4295
far both arm’s-length and non-arm'’s-
length situations. It was believed that
this policy would reduce the
administrative burden on industry and
MMS. However, cne commenter
disagreed with this proposal because it
was considered a potential technique to
exceed the 50-percent limitation
provisions of the regulation.

MMS Response: The MMS has
determined that the tions should
be revised to provide that transportation
factors which reduce arm’s-length sales
contract or poated prices are to be
considered as reductions in value rather
than transportation allowances. This
provision is included in § 208.157{a)(5).

5. Should current approved
transportation allowances remain in
effect until they expire?

One industry respondent stated that
the transportation allowance reported
on Form MMS-428S should continue
until the applicable contract or rate
terminales, or {s modified or amended.

MMS Response: The MMS has
revised the regulations in § 206.157
{c)(1){v) and (c)(2)(v) to provide that any
transportation allowances in effect on
the date these regulations become
effective be allowed to continue until
such allowances terminate subject to
later audit.

6. Should MMS require the filing of
Form MMS~4295 every 12 months?

Two industry representatives stated
that there is no benefit to MMS in
submitting a form that duplicates
information cn file when a change has
not occurred, and there is no apparent
reason for MMS to require the filing of
Form MMS—4295 every 12 months. One
industry representative recommended
that this section be deleted.

MMS Response: The MMS requirea
the annual filing of Form MMS—4295 for
use as a control and monitoring
mechanism even when there is no
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change in the applicable contract or
rate.

7. Should MMS allow transportation
allowances for production which is not
royalty bearing.

Several industry representatives
suggested deleting this section and
proposed that transportation costs be
takan as an aggregate charge against the
value of lease production or that MMS
cover cost allocation methodology in the
MMS Royalty ent Program Of}
and Gas Payor Han One industry
respondent recommended deleting any
relerences concerning the disallowance
for transporting lease production which
is not royalty

MMS Response: The MMS will not
allow tion allowances for
production which is not royalty bearing.
The final regulations in §§ 208.158{b),
208.157{a)(2), 208.157{a)(3), 2068.157(b)(3).
and 208.157(b)(4) will expressly so
provide.

8. Allocation of a cost applicable to
more than one product.

One industry representative stated
that allocation of costs presents a
burdensome administrative task, but if
allocation of costs is deemed necessary,
it should be allocated on the basis of
relative value rather then on relative
volume. One business representative
suggesled that MMS provide an
alternative allocation procedure for
situations which would require a
variance from the proposed allocation
method.

Another industry representative
recommended that allocation be based
on the weighted average value of each
product having & commercial value in
that area. According to this commenter,
transportation costs should not be
allocated to by-products or products
with no commercial value.

An industry representative suggested
using an allocation procedure only when
substantial volumes of nonroyalty-
bearing products are being transported
because of the considerable costs and
reporting burdens involved in allocating
costs.

MMS Response: The MMS has
determined that allocating costs on the
basis of relative volume rather than on
relative value is more equitable because
of the price fluctuations of products and
in many instances the sllocation of costs
based upon value of would
defeat the purpose of the regulations. In
situations involving the transportation
of both gaseous and liquid products, it is
difficult for MMS to provide guidance on
acceptable metho is of allocation
because of the many different
circumstances that exist. The MMS
believes it would be advantageous to
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have the lessee subemit an allocation The comments recetved under this market-besed concept and objective of
proposal to MMS in these sitnations. section sddressed eight principel issues:  bringing certainty to the

8. Sbould MMS axtend the Acceptancs of Stats or FERC tariffs, use MMS Response: It is MMS's snd
which to submit a proposed of the benchmmark system, penalties, present practice fo allow
method? pefor approval, allowable costs, rate of  costs which are directly related to the
Three representatives from industry return, retaining Alternatives 1 and/or 2,  transportation of lesse production. Costs
and ooe from a trade Hon and allocation of costs. incurred under arm’s-
ted periods of 80-180 days, 1. Should MMS accept published State  length contracts™ or any other
instead of the proposed 80-day period, or FERC tariffs insteed of using actual benchmark criterion include costs
to submit a propoeed allocation method  costs as the basis for approving sach as Federal and State income taxes,
where an arm’s-length contract includes  transportation allowances? socioeconomic costs incurred by the
both gaseous and liquid products and Fourteen industry commenters and lessee in order 1o obtain State or county
the transportation costs attributable to two trade groups stated that MMS land access such as the construction of
each cannot be determined froan the shonld s=cept published State ot FERC  schools or city sewer facilities. The
contract. tariffs as the transportation allowance MMS considersd these comments in
Representatives from three oil and gas  in non-arm’s-length and no-contract the regulations and decided that
es and one trade organixation sitoations. These commenters believed it was in the best interests of the
stated that the ttosubmita  that MMS should rely on the Government, States, and Indians to base
proposed allocation method within 60 of FERC and State agencies that set gas tion allowances on actual,
days will creats & significant workload  pipeline tariffs to determine fair and plos a return on
burden, and a more reasonable reasonable transportation charges. investment.
provision of time would be from 90 to Several industry representatives stated However, in an effort to simplify
180 days. that if MMS does not rely on FERC and/ for both the lessee and
MMS The MMS has or State tariffs, there would be a MMS, the regulations at § 208.157(b)5)
modified § 208.157 (2)(3) of the final rule  wasteful duplication of effort between will provide a limited exception to the
to provide a 3 month period. FERC, State sgencies, and MMS. requirement to compute actusl costs
10. Should MMS pay interest on lease MMS The MMS has where the lesscr’s interest is adequately
averpayments? reviewed the FERC procedure for protected. The lessee must apply to
One industry commenter stated that granting tariffs, After careful MMS for the exception, and MMS may
MMS should pay interest on consideration, MMS bas decided that mntlhcmpﬂmmlyﬂ(l)thclm
overpeymeats consistent with statutory  the [airest and best way to determine arm's-length coutracts with other
authority. transportation allowances for non- persons for transportation the
MMMS Response: The MMS currently arm’s-length or no-contract sitvationsis  same tion system: (2) the
has no legal suthority to pay interest to  to allow actual, reasonable costs plus an  lessee has a FERC-approved for
lessees on their overpayments. acceptable rate of return on the lessee’s  the system: and (3) the persons
11. Clarification of the conversion undepreciated capital equipment. The pm:bnhuhmmpahﬁonmicufmm
process. MMS will recognixe FERC tariffs as a the lessee had a ressonable alternative

Two respondents from the oil and gas
industry commented that proposed
paragraph (a)(5), concerning the
conversion of payment {o a dollar-value
equivalent, should not be adopted
because it is too complicated. If itis
retained, it should be clarified with
guidelines.

MMS Response: The value of
production upon which royalty is due is
reported to MMS as a dollar value;
therefore, MMS believes that any
deduction from that value when
determining the royalty due also must
be expressed as a dollar value. The
MMS does not consider the conversion
to a dollar-value equivalent to be
complicated. This requirement is
included in § 208.157(a)(4) of the final
rules.

Section 208.157(b) establishes the
procedures for claiming a transportation
sllowance where the lessee has a non-
arm’s-length transportation contract or
has no contract. The MMS recelved 142
comments from 32 commenters on this
subsection—20 industry commentars, 4
trade groups, 1 Indlan trade group, 1
Indian Tribe, 1 State government, 1 city
government, and 4 private business
representatives.
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valid cost in computing a transportation
allowance only when it is an actual (out-
of-pocket) expense pursuant to an arm's-
length transpor‘ation contract. Existence
of a FERC-approved tariff for a
transportation system, however, is one
of the requisite criteria for MMS to
consider in granting an exception to the
requirement to use actual costs for non-
arm's-length or no-contract situations.
See discussion below.

2. Should the transportation
allowance be based on the market value
of transportation service as determined
under a benchmark system?

Fourteen industry commenters and
four trade groups stated that MMS
should allow the market value of the
transportation service based on a
benchmark system.

For those commenters recommending
& benchmark system for determining the
transportation allowance, the
commenters suggested that MMS allow
the lessee the market value of the
transportation servica based on a
benchmark system featuring arm’s-
length contracts and tariffs and cost
accounting to be used only as a last
resort. It was suggested that this
procedurs was in keeping with the
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to using the lessee’s system (thus
ensuring that the transportation contract
price was not arrived at because the
person requiring transportation had no
choice but to accept the lessee’s price).
If the MMS grants the exception, the
lessee will use as its transportation
allowance the volume-weighted average
of the pricas it charges other persons
pursuant to arm’s-lengtk contracts.

3. Should a penalty be imposed for
late submission of the Form MMS5—4295?
One industry commenter objected to

the penalty of disallowing a
transportation allowance for failure to
file the applicable Form MMS-4295.

One industry spokesperson stated
that the lessee should be assessed a fee
of $10.00 per day for each day the Form
MMS-4295 is not received.

One industry commenter suggested
120 days as a reasonable time in which
to submit a completed page one of Form
MMS—4295,

MMS Response: MMS has determined
that the reporting penalties included in
the proposed rule were excessive. MMS
also has considered the comments on
retroactive approvals and has revised
the final regulations in § 208.157(b)(1) to
allow lessees to request transportation
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allowances retroactively for e period of
not more than 3 months prior to the first
day of the month that the Form MMS-
4295 is filed with MMS, unless MMS
approves a longer period upon a
showing of good cause by the lessee.
Also, § 208.157{d) provides an interest
assessment for taking a transportation
allowance without complying with the
reporting requirements of the
regulations, as well as a requirement
that a lessee repay the amount of any
deduction disallowed due to the
limitalion on retroactivity.

4 Should MMS require priot approval
for allowances?

Four industry commenters and one
trade group commenied that they were
in support of the self-implementing
feature of the regulations which would
not require prior approval of each
allowance by MMS before the
allowance could be claimed.

One State Government and one Indian
trade group stated that prior approval of
allowances should be required. Because
of the numbers of selling arrangements
involving costs, these commenters were
concerned that as a practical matter
MMS will not question or audit the
majority of deductions.

One Indian Tribe commenter stated
that prior approval should be required
before averhead expenses and
depreciation are allowed; otherwise,
transportation allowances will be
subject to abuse and Indian royalties
will suffer.

One Indian Tribe representative
stated it was no! proper 1o allow
depreciation, unless prior approval and
prior audit is required.

MMS Response: The MMS currently
reviews and approves all transportation
allowance requests and has considered
preapproval and preaudit of
transportation allowances. It has been
decided that & more effective use of
resources can be attained by doing
exception processing on allowances and
seleclively reviewing certain allowances
in depth to determine the propriety of
the allowance reported by lessees on
Form MMS-4295. There{ore, with limited
exceplions, no prior MMS approval will
be required. However, the Jessee will be
required to file a completed Form MMS-
4295 before taking the allowance.

5. Should costs other than actual,
reasonable costs be considered in
calculating the transportation
allowance?

One industry commenter, one trade
group, and one private business stated
that State and Federal income taxes are
legitimate expense items and should be
allowed.

One industry spokesperson
recommended that dismantling costs be
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trea h:im.nn wgam this
transportation allowances
is a real cost of doing business.

One trade representative
recommended that MMS reformulate the
transportation provisions to allow a firm
or entity providing necessary
transportation services a complete
recovery of costs plus an acceptable
profit for assuming the tisks involved in
providing transportation service.

MMS Response: The MMS views
income taxes to be an apportionment of
profit rather than a valid operating
e . However, interest on
bom;:gdfu operations woa!: be
consi as a valid oper
Interest on money borrowed to ﬁd a
transportation facility is not considered
allowable. A return on investment is
given in lieu of interest on capital
ihvestments,

8. What rate of return should be used
to calculate return on capital
investment?

Fourteen industry commenters, five
trade groups, four private businesses,
one city mayor, and one Indian Tribe
group stated that the use of the Moody
Aaa corporate bond rate
MMS in § 206.157(b] is inequitable for
the rate of return. Following are some of
the reasons provided by the respondents
for this viewpoint.

a. One industry representative stated
that the prime rate represents a nearly
risk-free return on short-term borrowing.

b. One trade group stated the use of
Moody's Aaa bond rate sssumes
minimal risk and 100-percent debt
financing.

c. Three industry commenters and one
trade group each stated that, for
faimess, a rate of return must consider
both cost of credit and equity capital.

d. One industry spokesperson stated
that a rate of return based solely on a
prime lending rate would not make the
investment in the transportation system
a competitive project when compared
with other projects.

e. One industry, one trade group, and
one private business commenter each
stated that the choice of Moody's Asa
rated debt is very conservative and
arbitrary.

Fifteen industry commenters and four
trade groups recommended various
alternatives to the Moody Aaa corporate
bond rate:

a. Four industry commenters
recommended a rate equal to 150
percent of the 20-year T-bill rate.

b. Eleven industry commenters and
two trade groups recommended the
prime rate plus 5 percent.

c. Three industry commenters and
three trade groups suggested one and
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one-half times the average 30-year T-bill

rats.

d. One trade group commenter stated
MMS should use the 20-year corporate
industrial bord rated Baa.

. One industry commenter
recommended a yearly of the
monthiy rate for 20-year T-

f. One industry commenter sted
the 20-yesr corporate industrial bond
rated Baa plus 9 percentage points.

commenter stated
that the MMS use the FERC tariff
rate of return,

i. One industry and one trade group
supported the before-tax rate of return
of double the Moody's Aaa bond rate.

j. One industry commenter ted
that a specific rate of return should be
determined for each lessee.

MMS Response: Tho MMS has
examined severa] options relating to
rate of return and decided that a rate of
return should be closely associated with
the cost of money necessary to build a

tion system. The MMS {s not
persuaded that a rate of return should
include & profitability factor as a part of
the transportation allowance. The MMS
has examined the use of the corporate
bond rate very carefully #nd bas
concluded that the use of such a rate
would be feasible and would be
appropriate for use as a rate of return
considering the risks associated with the
transportation of gas and gas plant
products. There is no doubt that there
are some very high risks involved with
some oil and gas ventures, such as
wildcat However. the risk
associated with building and developing
a pipeline to move gas that has already
been discovered is a much different risk
(and a risk that can reasonably be
insured against) than the risk associated
with the drilling of @ well. Considering
the risks related to transportation
systems, e rate of return based on an
applicable corporate bond rate would be
appropriate for transportation systems.

The MMS has considered the prime
rate, the prime rate plus 5 points, one
and one-half times the average 20-year
Treasury Bill rate, the Moody's bond
rate. Standard and Poor's bond rale, and
the other rates suggested by the
commenters. The rate of return used by
FERC was not considered because MMS
does not belicve that the FERC tariff
procedure and the MMS transportation
allowance are sufficiently similar to
warrant the use of similar procedures.
The MMS believes that the use of an
appropriate rate of return based on the
corporate bond rate adequately
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considers the rirk associated with a 2 because it desa n{gn!ﬁmﬂy regarding both Alternative 1 and
transportation system and that there is lower rate of return to the lesses. Alternative 2 and concluded that both

no rational basis for increasing a rate of
return by arbitrarily ad percentage
points simply to increase the allowance
granted 1o a lessee. Afler carefully
considering the comments and the
options available, MMS determined that
the rate of return should be based on
Standard and Poor's BBB industrial
bond rate. Section zoa.xmb)(z)(v) has
been revised accordingly in the final
rule. However, because of the
substantial and diverse comments
received on this issue, MMS soon will
issue a notice of proposed rulemaking to
consider further modifications to this
section.

7. Should MMS retain the provisions
of Altemative 1 and/or Alternative 2?7

Five industry commenters .
recommended that MMS retain both
alternatives of depreciation and return
on initial depreciable capital
investment. One industry commenter
and one trade group stated that both
alternatives should be included in any
cost-based methodology for
determination of a transportation
allowance. One industry commenter
recommended that both methods be
made available for use at the lessee's
election on the basis of an individual
transportation arrangement basis
because adoption of this approach
would assure the flexibility necessary to
adapt to unforeseen changes in the
business and transportati n
environments.

Two industry commenters and one
trade group stated that MMS should
retain Alternative 1. One industry
spokespersun sought clarification on
Altemative 1 to ensure both
depreciation and return on depreciated
investments are allowed.

One trade group representative
endorsed Alternative 2, provided that its
use is an option for the lessee. One
industry commenter supported
Alternative 2, suggesting that the initial
capital investment should be the basis
for depreciation of any newly acquired
transmission facility or gas plant. One
trade group representative stated that
Alternative 2 should be applicable to
instances where a lessee has purchased
a transportation system that has
previously been depreciated to some
extent. One private business
representative stated that Altemative 2
should be available without the
limitation on new or newly acquired
transportation systems because it
provides a viable substitute where
original cost records no longer exist.

Cne industry commenter
recommended not adopting Alternative
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Two commenters stated tlnt MMS
should not tie the rate of return to a
diminishing value. Both commenters
stated that if the intention is to de
the lessee with a rate of return for his
invested capital, the lessee should not
be penalized by a diminishing return
caused by tying the rcturn into a
depreciation option. One industry
representative stated that based on the
current Moody's bond rate, Alternative 2
should only be advantagsous for
projects with aver 30 years of life.

One industry commenter stated an
inequity could result in the case of
transferring transportation facilities
from one party to another because it
may be impossible to allocata specific
capital costs lo particular segments for
purposes of determining the
depreciation cost allowance and the
return on undcpreciated capital
investment cost allowances. One
industry commenter stated that MMS
should accept a depreciation method
recognized by FERC whether or not the
method is one of the two suggested.
According to the commenter, this would
eliminate the administrative burdez. of
maintaining another set of depreciation
records, One Federal agency commenter
suggestied there be no restriction on the
depreciation method used.

Seven commenters—five industry. one
trade group, and one Federal agency—
stated that disallo recapitalization
Is inequitable. One industry
representative stated that the rule, as
proposed, prohibits a new owner from
recovering his costs because those cosis
would be based on the present market
value of the pipeline. One industry
commenler stated that it would be
administiatively burdensome to
disallow recapitalization because it
would require the lessee to maintain
two separate sets of books on
depreciation, one for normal business
and one for royalty purposes. One
industry representative stated that
prohibiting establishment of a new
capital cost based upon the sale or
transfer of a pipeline is inconsistent
with both the philosophy of arm's-length
transactions and of approving an
allowance based on actual costs.

Two industry coramenters stated that
the regulation should be more specific
on how the lessee must adjust for
continuing changes in reserves. For
example, the continued development of
different unitized depths in complex
geologic areas or in areas with multiple
leases will result in the continued
redetermination of reserves.

MMS Response: The MMS has

reviewed the comments received
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alternatives thould be retained.
However, under the final rule,

§ 206.157(b)(2)(iv)(B), Alternative 2 can
only be used for transportation facilities
first placed in service after the effoctive
date of these regulations.

‘The MMS has considered the issus of
recapitalization and decided that it was
appropriate for the Government to pay
for the depreciation of a system only
once.

The MMS has carefully considered the
issue of basing the rate of return on a
diminishing value and has decided that
:hh tanding G:vmxmen : ‘l'iml

ongs t policy on
allowances and that MMS should
continue this policy for transportation
facilities in operation on the effective
date of these regulations.

The use of reserve life as a
depreciation method is at the election of
the lessee. If the method does not serve
the lessee’s needs, then a different
depreciation method may be chosen. If
the reserve life method of depreciation
is chosen, it would be entirely
appropriate for the lessea to adjust the
reserve life when changes in reserves

occur.

The MMS has dctcrmlnedb.lhat a
transportation system may
depreciated only once, amd that the
depreciation schedule established by the
original transporter/lessee cannot be
altered by a change in ownership.

8. Should costs be allocated among
lease products?

Two industry commenters and one
trade group suggested deletion of the
sections allocation of costs
(3 206.157(b) (3) and (4) of the final rule).
Two industry representatives stated that
requiring allocation of transportation
costs is an unjustified expense to the
lessee and a burdensome administrative
task for both industry and MMS.

One industry commenter stated that
allocation of costs among products is at
odds with the basic valuation equation.

MMS Response: MMS believes that
the cost to transport a product should
correspond with the product
transported. MMS recognizes that
accountability is difficult and allocation
may be a burdensome task but there is
no acceptable way to avoid this
responsibility.

Section 208.157(c)

The MMS received a total of 39
comments from 20 different respondents
on paragraph (c), which establishes
reporting requirements for
transportation allowances. Of the 39
comments received, 27 were from
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industry, 10 were from industry trade
groups. 1 was from a State vespondent,
and 1 was from an Indian association.

The comments received addressed the
following issues: general comments
pertaining to the requirement to file for
allowances, comments on the initial 90-
day submittal period, the subsequent
annual requirement to submit Form
MMS—4295, Gas Transportation
Allowance Report, establishment of
alternate reporting dates, and
miscellaneous comments.

1. The requirement to submit a Form
MMS—4295 in order to claim a
transportation allowance.

Two industry commentets commend
the MMS for proposing an allowance
that does not require prior approval.
One industry commenter and one trade
group disagree with proposed Form
MMS5—4295 because it requires too much
information and puts a burden on
industry. One trade group representative
stated that MMS should substitute a
form entitled “Intent to Take &
Transportation Allowance" in lieu of the
complicated annual filings proposed.
One State representative stated that the
reporting scheme would demand a
major commitment of resources and
would be difficult to administer. One
trade group commenter stated that
submission of Form MMS-4295 will
greatly increase the paperwork of both
industry and MMS. Two industry
commenters stated that without proper
public review and comment, they cannot
endorse the use of Form MMS5—4295. Ten
commenters—seven industry and three
trau.: groups, stated that provision
should be made for allowances currently
in effect on the effective date of the
regulations to continue until the
allowance expires to avoid an undue
administrative burden on MMS and
lessees,

AMS Response: Form MMS—4295 is
required in order for MMS to monitor
the transportation allowance program.
The MMS believes it can effectively
monitor the transportation allowance
deductions without the preapproval of
the allowances. The MMS has made the
information on Form MMS-4295 as clear
and uncomplicated as possible
considering the complex nature of
transportation allowances. The filing of
a Form MMS—4295 equates to an "intent
to deduct transportation.”

For arm's-length contracts, paragraph
{c)(1) requires the {iling only of page one
of the Form MMS—4285. Pursuant to
paragraph (c)(2). for non-arm's-length
contracts, the lessee must submit the
entire form. For transportation
allowances in effect on the effective
date of these rules, no form needs to be
filed until the allowance terminates. See
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§ 206.157 {c){1){v} and (c)(2)(v). These
continued allowances will be subject to
audit.

2. Requirement to file a Form MMS~
4295 within 90 days after the end of the
reporting period.

One industry commenter stated that a
120-day filing period should be
permitted for filing Form MMS-4295 to
ease the administrative burden. This
commenter suggested that if the form is
not received within the prescribed 120
days, the lessee could be assessed a fee
of $10.00 per day for each day the form
is not received. One industry
representative suggested thal a
minimum 180-day conversion should be
allowed from the date of publication of
the final regulations.

One trade group representative agreed
that a 12-month term should be
endorsed for both onshore and offshore
allowances. One industry representative
recommended that allowances be based
on data from a full calendar year and be
reported to MMS by April 1 for the
preceding year. Nine commenters, seven
industry and two trade groups, stated
that an annual reporting request is
unduly burdensome and that lessees
should only be required to file Form
MMS-4295 when there is a change in the
allowance amount.

Two industry representatives stated
that failure to file a completed Form
MMS5-4285 should not result in a denial
of allowances because this constitutes a
substantial penalty.

One industiry spokesperson stated
that to ease MMS's workload, each
lessee should be assigned a particular
due date for filing all forms. One Indian
trade group was concerned over the
provision establishing different
reporting dates from those specified in
order to provide more effective
administration.

MMS Response: The final regulations
in § 206.157 (c)(1)(iii) and (c)(2)(iii) give
the lessee 3 months after the end of the
previous reporting period to file the
required forms. Also, as described
earlier, the final regulations allow for
transportation allowances to be claimed
retroactively for a period of not more
than 3 months prior to the first day of
the month that Form MMS—4295 is filed
with MMS. Therefore, even if the lessee
is not able to timely file the Form MMS-
4295, the lessee could file the Form
MMS—4295 and claim the transportation
allowance on a corrected Form MMS-
2014 at a later date.

The MMS concurs with a 12-month
term and the final regulations require
that a Form MMS-4295 will be filed on
the basis of a calendar-year.

3. Miscellaneous comments received.
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One industry representative stated
that MMS should continue its policy of
not requiring reporting or approval of
reduction in sales prices which reflect
transportation. One industry commenter
recommended that deductions taken as
an offset against price should be
accepted by MMS without the necessity
of filing Form MMS—4298.

MMS Response: In situations where
the purchaser {s reducing the posted
price for a transportation cost and the
lessee is incurring no out-of-pocket
expanse, a Form MMS-4295 is not
required. In these situations, because
the reduction in price represents a cost
incurred past the point of first sale, a
transportation allowance would not be
allowed by the regulations. However, in
determining the value of the gas, the
reduction in price for the transportation
costs past the point of sale would be
considered.

Section 208.157(d)

MMS has added a new § 208.157(d) to
the final regulations. This section
requires a lessee that deducts a
transportation allowance from its
toyalty payments before complying with
the requirements of this section [i.e.
filing the proper forms) to pay interest
from the date it improperly took the
deduction until the form is filed.. As
noted above, pursuant to paragraph (c).
the lessee also will be required to pay
back any allowance deducted more than
3 months prior to the first day of the
month the proper forms ere filed, plus
interest,

Section 206.157(e)

This section was proposed as
paragraph {d) and provides an
adjustment procedure where the
estimated allowance differs from the
actual allowance.

The MMS received a total of 34
comments, 29 from oil and gas
companies and § from industry trade
groups.

Two industry representatives
commented that the MMS proposal for
handling interest payments is unfair,
and stated that “It is equitable that if the
lessee must pay any difference in
royalty owed plus interest, MMS should
also pay any difference plus interest
statutorily authorized.”

MMS Response: The MMS has no
legal authority to pay interest to lessees
on their overpayments.

Ten respondents, including three trade
organization representatives and seven
oil and gas companies, recommended
that positive or negative differences
between estimated and actual costs
should be rolled forward into the
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transportation rate for the subsequent
period because this would relieve the
immense administrative burden on MMS
and industry. One oil and gas company
recommended that actual data ftom one
period be used as the allowance for the
following period, thus requiring no
adjustments.

MMS Response: The MMS considered
alternatives such as (1) rolling forward
differences into subsequent periods or
(2} using actual data from one period to
be used as the next period's allowance,
but determined that such procedures
could be inequitable to lessees, MMS,
Indian Tribes, and Indian allottees.
Consequently, MMS has decided to
retain the estimated and actual cost
procedure.

Two oil and gas companies
commented that refunds for estimates
lendered in excess of actual costs
should no! be classified as refunds of a
royally paymen! under section 10 of the
OCS Lands Act because estimates are
not “actual” payments of royalty.
Overpayments could then be treated as
line-item adjustments not subject to the
refund process. It was the firms® position
that the OCS Lands Act, sectiun 10, does
not require requests for refunds when
estimated costs are less than actual
costs and stated that the concept of
estimate versus payment is clearly
discernible. "Payment” is defined as a
discharge of indebtedness, while
“estimate” is a rough or approximate
calculation, not an overpayment.

One oil and gas company commented
that the current extensive review and
audit process is causing lesseas to lose
the time value of money in the refunds
which are due them under section 10 of
the OCS Lands Act. Audits on such
refunds were described as fruitless and
wasteful, and it was suggested that
MMS consider transportation allowance
adjustments to be exceptions to the
refund requirements. Overpayments
could then be recovered by line-item
adjustments on Form MMS-2014.

Two oil and gas companies strongly
emphasized that the requirement to
submit written requests for refunds for
underdeducted transportation costs in
accordance with section 10 of the OCS
Lands Act will be an extraordinarily
difficult financial and reporting burden
for industry and the MMS.

MMS Response: It would not be
proper for these rules to prescribe the
refund procedures. MMS is reviewing
the issue and will provide guidance to
lessees.

Three oil and gas companies and one
trade organization representative
rejected using prior year actual costs for
the current reporting period. stating that
it aulomatically requires retroactive
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adjustment. They recommend that
lessees be allowed to use forecast rates
based on their knowledge and
experience with the operations. Three
oil and gas companies proposed that
MMS establish an allowable range and
not require retroactive adjustments if
performance is within the allowable
range.

One oil and gas company
recommended using market-based
allowances, requiring a single entry and
resulling in fewer adjustments and
fewer transportation records to be
reviewed. One oil and gas company
recommended that to reduce costs,
adjustments should be made by a single
entry each year, not monthly.

MMS Response: The MMS was
unable lo develop an acceptable
accounting mclhodolog that would
eliminate retroactive adjustments of
prior period tentative transportation
allowances for non-arm's-length and no-
contract situations. The final regulations
do, however, permit a lessee to adjust
its estimates in the succeeding period
based on forecasted rates.

Section 208.157(f)

Section 208.157{[} was proposed as
paragraph (e) and, as proposed.
provided that no cost is allowed for
transportation which results from
payments for actual or theoretical
losses. The MMS received a total of 23
different comments on this section from
industry, trade groups, and one U.S.
Senator. Generally, the coinmenters
stated that line loases are actual costs of
doing business, should be allowable,
and that this section of the regulations
should be deleted.

Five industry commenters , two trade
organizations, and one U.S. Senator
commented that line losses are actual
transportation costs which should be
allowed by MMS. One industry
commenter stated that line losses occur
beyond the control of the lessee and are
practical and legitimate occurrences
Another industry commenter stated that
such allowances are real transportation
costs borne by the lessee, Seven
industry commenters stated that MMS
should allow line losses not attributable
to negligence.

Three commenters—two industry and
one trade group representative—
commented that line losses in arm's-
length contracts and FERC tariffs should
be allowed. One industry commenter
stated that if a loss provision is a part of
an arm's-length contract or a FERC
tariff. MMS should accept such a
provision, just as it accepts the dollars-
and-cents rates in the contract or tariff
because the losses are part of the total
cost of the transportation arrangement.
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One indusiry representative stated that
producer-owned pipelines should
include transportation losses as part of
operating expenses in the formulation of
an allowance. Other commenters
recommended deletion of this section.

MMS Response: All of the issues of
theoretical and actual line losses have
been considered at length by MMS.
Because of the difficulty of
demonstrating that losses are valid and
not the result of meter arror or other
difficult to measure causes, MMS has
decided not to treat line losses as valid
costs for purposes of computing
transporiation allowances in non-arm'’s-
length and no-contract situations.
However, the final rule provides that
costs associated with payments for
losses under arm’s-length transportation
agreements should be allowed because
the payment is an out-nf-pocket expense
1o the lessee.

Section 208.157(g)

The MMS received two comments on
§ 206.157(g). which was proposed as
paragraph (f). This section allows use of
the transportation allowance rules
where transportation is a component of
a valuation procedure such as a net-
back method.

Both industry respondents stated that
use of cost-based transportation
allowances is inequitable when using
net-back valuation because actual costs
incurred should be recognized. If MMS
collects royalty on the enhanced
downstream value, MMS should bear its
share of actual costs incurred to move
the hydrocarbon for sale downstream.

MMS Response: The MMS remains
convinced that the cost-based
allowance procedure for determining
gas transportation allowacces is
appropriate for determining value under
a net-back procedure.

Section 208.158 Processing
Allowances —General.

The processing allowance regulations
are almost the same as the
transportation allowance regulations.
As expected, therefore, most of the
comments were the same. Because
responding to the same comments and
explaining the same regulatory section
is duplicative and unnecessary, in this
section MMS generally will respond
only to comments and explain
regulatory provisions which are unique
to gas processing allowances.

Section 208.158(a)

The MMS received a total of 43
different comments from 27 separate
commenting parties on this section of
the regulations, which generally provide
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for a processing allowance. Of the 43
comments received, 15 were from Indian
Tribal representutives, 10 were from oil
and gas companies, 4 from local
businesses, 3 from industry trade
groups. 3 from State agencies, 2 from
Indian Tribal trade representatives, 2
from State spokesmen. 2 from local
governments, 1 from a State Governor,
and 1 from a royalty interest owner.

Comments on gas processing
allowances, which did not relate to any
specific section of the regulations, are
addressed in this section of the gas
processing regulations.

One industry representalive cautioned
that although the final processing
regulations must contain certainty, they
should also be flexible enough to
encourage innovative markeling of the
gas plant products. Similarly, one State
agency said that the proposed
regulations must reflect the changing
nature of industry, serve to encourage
rather than discourage new projects,
and allow existing operations lo identify
new markets.

MMS Response: The MMS believes
that the regulations are complete and
sufficiently flexible to accommodate
different types of gas processing
arrangements that might arise in the
future. The MMS further believes that
the regulations are reasonable. To not
discourage new development, MMS has
provided an exception process whereby
a lessee may be able to justify a
processing allowance in excess of the
66% percent limitation and has provided
the lessee with broad latitude to deduct
processing costs under arm’s-length
contracts. For processing under non-
arm’s-length and no-contract situations,
MMS has provided the lessee with
several alternatives for depreciation and
return on investment. MMS also has
provided for an extraordinary cost
allowance for processing gas production
from a unique gas production operation.
MMS does not believe that the
objectives of certainty and flexibility
should replace the Federal
Government's responsibility to properly
account for the removal of minerals
from a Federal or Indian lease.

One industry commenter and one
industry trade organization thought that
this section should incorporate a
provision ta include the deduction of
fractionation costs.

One industry sommenter and one
industry trade representative
recommended that processing
allowances continue to be granted on
the basis of percentage of value.

MMS Response: The regulations, as
adopted. accommodate fractionation
costs as part of the processing
allowance cost. Therefore. a specific
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provision {a not necessary. The MMS
has determined that an allowance based
on a cost per unit ia more equitable and
will result in less difference between
actual and estimated allowances than
an allowance based on percentage,
especially In times of rapid price
fluctuations.

Section 206.158(b)

The MMS received a total of 21
comments from 8 different commenters
on this section, which requires
allocation of processing costs amcng gas
plant products. Fifteen comments were
received from industry, five from an
industry trade organization, and 1 from
a Federal agency.

There was general opposition from
industry to the allocation of processing
allowances by gas plant product. Nine
industry representatives and one
industry trade group recommended
either to delete this section or to rewrite
it in such a manner as to allow all
processing costs in full to be deducted
from the value of both the residue gas
and gas plant products. One industry
representative proposed a change which
would allow the allocation of processing
costs to both the value of gas plant
products and residue gas.

One industry representative stated
that the cost of processing should not be
allocated to one product when it
benefits all products. One industry trade
group stated that the allocation of costs
among products is contrary to the
valuation principle that the value of
production should equal the sum of all
gross proceeds less the sum of all post-
production costs.

Two industry representatives plus one
industry trade group recommended that
if allocation of costs is necessary,
allocation should be based on
percentage of sales rather than on a cost
per unit; that is, based on value rather
than volume. Two industry
representatives and one trade group
thought that the allocation of costs
presents an administrative burden for
both industry and MMS.

MMS Response: 1t has been a
longstanding MMS policy and regulatory
requirement that no processing
allowance be granted against the value
of residue gas. Among the reasons for
this is that processing is viewed as
necessary lo place the residue gas in
marketable condition and that
processing does not generally enhance
the value of residue gas. Thus, generally
no processing allowance is authorized
against the value of the residue gas in
the final rule. The MMS believes that
allocating processing costs based on
relative volume rather than on relative
value is more equitable because the
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costs of extracting any given product
maly be unrelated to that product's
value.

Section 206.158(c)

As proposed, this section generally
limited the processing allowance
deduction to two thirds of the value of
each gas plant product, The MMS
received 82 comments from 38
commenters on this section, Forty-eight
comments were received from industry,
18 from Industry trade organizations, 1
from an Indian Tribe, 4 from local
businesses, 1 from a town mayor, 8 from
a State representative, 3 from oil
producers, 2 from interest owners, 3
from a State and Tribal organization,
and 1 {rom an Indlan trade group.

Most industry-related commenters
expressed their objection to the 66%-
percent limitation on the processing
allowance. Nineteen industry
representatives, four industry trade
groups, four local businesses, one town
mayor, and one State representative
opposed either the limitation on the
allowance or the exclusion of residue
gas value from the allowance
determination. Other commenters
supported this position.

Six industry respondents and one
industry trade group questioned the
validity of a 66%-percent limitation. For
example, one industry commenter stated
that the limitation {s “* * * entlrely
arbitrary and has no justification or
support in the record.”

One State representative suggested
that the limitation creates a floor and
feared that a 66%-percent processing
allowance will be taken as an automatic
deduction.

An industry trade organization
commented that in processing a sour,
low quality gas stream, the 66%-percent
limitation does not reflect actual costs to
industry. This trade group plus four
industry commenters stated that in high.
cost or low-quality areas, the limitation
will discourage development.

Seven industry commenters and one
industry trade group recommended, in
lieu of a strict limitation, that the 66%-
percent level be a threshold, above
which an allowance will be granted
according to specific criteria. For
example, one industry commenter
recommended a higher allowance upon
MMS approvel. Another industry
commenter requested that a higher
allowance be approved on the basis of
“national interest" criteria.

Six industry commenters and three
industry trade groups stated that MMS
should allow lessees to carry forward
processing costs otherwise allowable
(except for the 66%-percent limitation)



Federal Register / Vol. 52, No. 158 /| Monday, August 17, 1987 / Proposed Rules

30807

from the current year to subsequent
years.

The MMS also received several
comments from parties who supported
the proposed 68%:-percent limitation on
the processing allowance. Two oil
producers, one interest owner, one State
representalive, and one State and Tribal
organization expressed support of the
limitation. Another oil ptoducer added
that it opposed increasing the limitation.
One interest owner stated that the
limitation should be lowered.

An additional comment from a State
and Tribal organization stated that it
favors the exclusion of residue gas from
the allowance determination. An Indian
trade group stated its objection to the
Director approving an allowance in
excess of 66%-percent.

Six parties (one oil producer, one
State representative, one interest owner,
two industry parties, and one State and
tribal organization) stated their
opposition to a “carry forward"
provision for costs exceeding the 68%-
percent limitation. One industry
commenter stated that such a process
would be “impractical.”

MMS Response: The MMS has
devoted considerable time and effort in
evaluating the 66%-percent limitation on
the processing allowance, and the
exclusion of the value of residue gas
from the allowance computation.
Section 206.158(c)(2} of the final rule
provides that the processing allowance
deduction on the basis of an individual
product cannot exceed 66% percent (100
percent for sulfur) of the value of each
gas plant product at the point of sale
determined in accordance with
$ 206.153. No processing allowance may
be taken against the value of the residue
gas, except for certain extraordinary
allowances specifically approved by
MMS in accordance with paragraph (d).
discussed below.

The 88% percent limit is to be applied
against the value of the product already
reduced by any extraordinary cost
allowance and any transportation
allowance for tranaportation costs
incurred after the gas is processed.
Transportation allowances related to
transportation from the field to the
processing plant would not be deducted
before applying the 66% percent
limitation.

The MMS has retained in the final
rule a procedure whereby the lessee
may request an exception from the 66%
percent limilation. The lessee must
demonstrate that any costs in excess of
the limitation are reasonable, actual,
and necessary. This procedure will
allow MMS to monitor more closaly
those situalions where the allowanca
based on reasonable, actual costs will
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be in excess of the 66% percent
limitations. Under no circumstances
may the processing allowance exceed
100 percent of the value of any product.

Three industry respondents and three
industry trade groups stated their
objection to the requirsment regarding
substituticn of other preducts for
residue gas in situations where residue
gas is absent. One industry trade group
stated that in this situation, the lessee
should be able to deduct the processing
costs against the sum of all marketable
products. Two industry commenters
recommended that this sentence be
deleted.

MMS Response: The MMS has
determined that where residue gas is not
present, at least one gas plant product
should be viewed as being placed in
marketable condition as a result of
pracessing. However, the extraordinary
processing allowance procedure
discussed below may be applicable in
these situations.

Section 206.158(d)

The MMS received 37 comments from
26 parties on this section, which
provides generally that no processing
cost deduction will be allowed for the
costs of placing lease production in
marketable condilion. Twenty
comments were from industry parties, §
comments were from industry trade
organizations, 1 comment was from an
Indian Tribe, 4 comments were from
local businesses, 1 comment was from a
town mayor, 1 comment was from a
Federal agency, and 4 comments were
from individuals.

The ma J]or issue raised in this section
was whether costs associated with
placing a product in marketable
condition, generally referred to by the
commenters as post-production costs,
should be deductible from royalty.

All industry-related commenters (13
industry and 3 industry trade groups), 4
local businesses, and 1 town mayor
supported the concept that all post.
production costs be allowable
deductions from royalty.

Nine industry commenters and two
industry trade groups expressed their
view that certain post-production costs
should be deductible {rom royalty. One
industry trade group stated that the
costs related to the manufacture and
sale of separately marketable products
are extraordinary and should be
allowed. One industry commenter stated
that “* * * other off-lease post-
production costs and certain
‘extraordinary’ on-lease costs" should
be deductible,

MMS Response: MMS already has
addressed the post-production cost issue
with regard to other sections of these
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regulations. Generally, post-production
costs excluding those for transportation
and processing, are not allowable
deductions from royalty. Post-
production costs for the services of
gathering, separation, measurement,
dehydration, compression, and
sweetening are considered tobe a
requirement to place the lease
production into marketable condition, al
no cost to the lessor. These costs
generally are not considered part of the
processing costs and, therefore, are not
deduciible in a processing allowance.

MMS has included in the final
regulations a new § 208.158(d)(2).
Pursuant to this section, if a lessee
incurs extraordinary costs for
processing gas production from a unique
gas production operation, it may apply
to MMS for an extra allowance abave
that to which it otherwise would be
entitled pursuant to these regulations.
The allowance is discretionary with
MMS, but may be granted only if the
lessee can demonstrate that the costs
are, by reference to standard industry
conditions, extraordinary, unusual or
unconventional. Under this section, an
allowance could be provided against the
value of the residue fu. The
extraordinary cost allowance requires
annual reconsideration by MMS.

Section 208.159 Determination of
processing allowances.

Section 206.159{a)

The MMS received a total of 53
comments from 27 different commenters.
Sixteen different industry
representatives provided 37 comments, 4
industry trade groups provided 8
comments, 4 Indian Tribal
representatives provided 4 comments,
and one comment each was provided
from an Indian Tribal trade
representative, an accounting fitm, and
a State and Tribal organization.

Again, most of the issues raised in the
comments were the same as for the
corresponding section of the
transportation allowance regulations
and will not be repeated.

Two industry commenters responded
in favar of the pravision in
§ 206.158(a)(1) whereby MMS would
accept costs incurred under arm's-length
processing agreements as the
reasonable, actual costs incurred by the
lessee because they thought these
arrangements reflect true processing
costs experienced by the lessee. One
Indian Tribal trade group opposed this
proposal because of the concern that
under these procedures the Indian
lessor's royalty could be reduced to
virtually nothing.
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MMS Response: The MMS believes
that processing costs incurred by a
lessee under arm's-length agreements
represent actual costs ta the lessee and
should be appropriate as a processing
allowance. Under the provisions of
these regulations, the Indian lessor's
royalty cannot be reduced to zero.

With regard to the requirernent of
§ 206.159(a)(2) that processing costs be
allocated among all products, one
industry commenter was critical of the
proposal to treat all NGL's {but no other
plant products) as one product. The
commenter thought this was
discriminatory toward the leasees in
favor of processors of wet gas, not only
because some lessees typically will be
able to recover total processing costs
from the value of the NGL's, but if other
products are produced, costs would
need to be allocated to them, with the
possibility that some of these costs
would not be totally recovered. This
industry representative stated that all of
the marketable products should be
treated as one praduct, including residue
gas. for purposes of allocating
processing costs. Another industry
representative made proposals which
would make the allocation procedure
unriecessary.

MMS Response: The NGL's,
historically, have been considered one
plant product for royalty purposes
because they are commonly extracted
first as raw make at an extraction
facility. MMS has determined that all
other individual plant products must be
evalualed separately for processing
allowances for the reasons stated
previously.

Section 208.159(b)

The MMS received 128 comments
from 34 commenters on § 208.159(b),
whick provides for a processing
allowance determination where the
lessee has a non-arm's-length contract
for processing or no contract. One
hundred comments were from industry
commenters, 19 were from industry
trade organizations, 2 were from a State
representative, 1 was from a Federal
agency. 1 was from an interest owner, 4
were from local businesses, and 1 was
from a town mayor.

The major issues addressed regarding
this section were (1) the requirement of
a lessee’s actual costs versus use of a
benchmark system, (2) the use of
“Allernative 1" or “Alternative 2" for
depreciation or a return on capital
investment, and (3) the rate of return on
capital investmen!. These issues are
basically the same as for the
transportation allowance and have been
responded to. However, some comments
were specific to processing costs.
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Seventeen industry and four induatry
trade organizations disagreed with the
proposal under this section to base
allowances on cost accounting
procedures.

Six industry commenters and two
industry trade groups explicitly voiced
their support for a market value concept;
i.e.. MMS should accept the market
value of service for the allowance
determination, One industry commenter
added that under the proposed
methodology, MMS ignores “competitive
market forces.” Another industry
commenter requested that MMS adopt a
“marketl-oriented” approach. Still
another industry commenter stated that
if a non-arm's-length contract for
processing reflects the market value for
that service, it should be acceptable,

Twelve industry commenters and four
industry trade commenters specifically
recommended that MMS should adopt a
benchmark system for allowance
determinations under this section. These
commenters suggested that comparable
arm's-length contracts be used ta
determine the allowance for non-arm's-
length processing arrangements in the
same facility. One of the industry
commenters added that the use of
comparable arm's-length contracts will
reduce the number of adjustments and
other records to be filed.

One State representative opposed a
benchmark system.

Four industry commenters and one
industry trade group complained that
cost accounting is a departure from the
valuation requirements and that it
discriminates against lessee affiliates.

Another industry commenter
recommended that if plant ownership
interest is sufficiently small, it should be
treated as an arm's-length arrangement.

MMS Response: The MMS considered
a benchmark valuation system featuring
comparable arm's-length contracts to
determine processing allowances, with
cost accounting being used as a last
resort. MMS concluded that such a
procedure is not the fairest and best
way to determine gas processing
allowances considering the overall
interests of industry, the Federal
Government, States, and Indian Tribes.
The MMS does not believe that
allowances generally should be valued
on a "market-based system” the way
products are valued for royalty
determination purposes for several
reasons.

First, if the benchmark valuation
system were used to determine
processing allowances, virtually any
MMS oversight of the allowance
program would be eliminated. Second,
the determination of an allowance on a
“market-based system” would not be
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representative of a lessee's actual,
reasonable costs. Third, if one lessee
bases its allowance on actual costs, and
another lessee processing gas in the
same facility bases its allowance on
market value, an inequity will result.

For these reasons, MMS has decided
that generally the gas processing
allowance is best determined on actual,
reasonable costs plus a return on
undepreciated capital investment, or its
initial capital investment. However,
MMS has included in § 208.159(b)(4) of
the final rules a provision whereby a
lessee may apply to MMS for an
exception from the requirement to use
actual costs, MMS may grant such an
exception, at its discretion, only if three
conditions are met: (1) The lessee has
arm's-length contracts for processing
other gas production at the same
processing plant; (2] at least 50 percent
of the gas processed at the plant is
processed pursuant to arm's-length
processing contracts; and (3) the persons
purchasing processing services from the
lessee had a reasonable alternative to
processing at the lessee's plant. If the
exception is granted, the lessee must use
as its allowance the volume-wsighted
average of the prices it charges other
persons pursuant to arm's-length
contracts at the same plant. MMS is
satisfied that if these conditions are met,
the processing allowance will rellect the
market and that MMS will be able to
monitor the use of these allowarices.

Two industry commenters stuted that
State and Federal income taxes should
be considered as allowable costs on the
premise that such costs are real,
tangible costs to the lessee.

Two other industry commenters
suggested that plant dismantling and
abandonment costs should be
allowable, advising that such costs are a
real cost of doing business.

MMS Response: The MMS views
income taxes to be an apportionment of
profit rather than a valid operating
expense. Therefors, income taxes are
not an appropriate expense that should
be included in the processing allowance.
The MMS takes the position that
because it does not participate in the
profit or losses from the sale of
processing facilities, no costs for
dismantling and abandonment should be
included in processing allowances.

The basic {ssue regarding
requirements to allocate processing
costs among &ll plant products is
discussed under § 208.158(b). However,
specific comments pertaining to the
allocation under non-arm's-length and
no-roniract situationa are discussed
hernu.
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Three industry commenters disagreed
with the requirement to allocate costs
on generally accepted oil and gas
accounting principles. One of these
commenters recommended deleting this
requirement. The other two commenters
advised that generally accepted
principles for cost allocation do not
exist. One commenter suggested instead
that allocations be based on (1) cost-
benefit analysis, and (2) cause-and-
effect relationships.

One industry commenter
recommended that this requirement be
modified to include an allocation of
costs to residue gas.

MMS Responss: The MMS believes
that, if cost-benelit analysis and cause-
and-effect relationships are generally
acceplable procedures in cost
allocation, these procedures would be
acceptable to MMS. MMS will consider
cost allocation procedures for unique
situations on the basis of individual
cases in order to arrive at an equitable
allocation procedure. As stated
previously, MMS believes that it is not
appropriate to allocate processing costs
to residue gas.

Section 208.159(c)

The MMS received 28 comments from
19 respondents on this section which
addresses reporling requirements for
processing allowances. Twenty
comments were from industry parties, 7
from industry trade organizations, and 1
was from an Indian Tribe. Again, this
seclion is virtually identical to the
corresponding provision for
transportation allowances, and the
response lo comments for that section is,
for the most part, applicable here.

The two major areas of concern were
(1) use of Form MMS—4109, and (2) the
terms of the reporting periods and filing
timetables.

Five industry commenters, two
industry trade groups, and one Indian
Tribe expressed some opposition to
Form MMS—4109. One indust:y
respondent and one industry trade group
objected to commenting on the form
until it is published, adding that it
should not conflict with any rights of the
lessee. Four industry commenters and
one industry trade group opposed the
filing of Form MMS5-4109 at all. One of
the four industry commenters stated that
processing tates under an arm's-length
or non-arm's-length contract should be
accepted al face value. The industry
trade group claimed that filing of the
form would be an unnecessary burden
for both industry and MMS. Another
industry commenter stated that it
opposed any reporling requirements
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such as annual renewals or contract
change updates. The Tribe opposed
industry taking an allowance on the
honor system and merely filing a form to
claim it.

MMS Response: The MMS believes
that Form MMS—4109 must be required
in order for MMS to monitor the
processing allowance program. The
MMS believes it can effectively monitar
the processing allowance deductions
without the preapproval of the
allowances, The MMS has made the
information on Form MMS—4109 as clear
and uncomplicated as possible
considering the complex nature of
processing allowances. The filing of a
Form MMS—4109 does not conflict with
any lease provisions or rights of the
lessees. The MMS agrees that the
proposed procedure for determining a
processing allowance places a great
deal of reliance on the gas industry.
However, this program will be under
continuous review and oversight b{
MMS. Thus, the ability o effectively
review, evaluate, and audit processing
allowances has been maintained under
the new regulations.

The initial concern about reporting
periods was MMS's proposal to create a
new reporting period for all allowances
which would commence the date the
new regulations are effective. Five
industry commenters and three industry
trade groups opposed this,
recommending instead that all existing
allowances be grandfathered under the
new regulations. Another industry
commenter requested 180 days for
conversion to the new reportinfhperiod.

Another topic addressed by the
respondents was the term of the
reporting period. Six {ndustry
commenters and one induatry trade
group favored a reporting period that
extends as long as the contract terms
are effective, instead of an erbitrary 12-
month period. One of the industry
commenters stated that resources are
wasted by requiring the lessee to file
year after year even though there are no
changes. However, one industry
commenter and one industry trade group
endorsed the 12-month reporting period.
The industry commenter specifically
requested a calendar-year period.

Two industry commenters
recommended a longer grace period in
which to file subsequent Forms MMS-
4109. These commenters both suggested
120 days to file updated forms.

MMS Response: The MMS concurs
with a 12-month term and the
regulations have been changed to allow
filing of Form MMS—4109 by calendar
year. The regulations have also been
changed to allow a grace period of 3
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months, The MMS also decided that
existing allowances will continue in
effect until they expire, subject to later
audit, with the exception of processing
allowances for OCS production which
are based on non-arm’s-length or no-
contract situations. Because these
allowances are based upon a procedure
radically different from the procedure
adopted in the final rule, they will
continue La effect until they expire or
until the end of the calendar year,
whichever occurs first,

Section 206.159(d)

This section is the same as for
transportation allowances. If a lessee
deducts a processing allowance without
filing the proper forms, it will owe
interest on the amount of the deduction
until the proper forms are filed, subject
to the 3-month retroactivity provision.

Section 200.159{e)

The MMS received 21 comments from
12 commenters on this section. Eighteen
comments were from industry, and 3
were from industry trade organizations.

As with transportation allowance
adjustments, the issues were (1) the
requirement to file adjustments, (2) the
refund procedure under section 10 of the
OCS Lands Act, and (3) the payment of
interest.

It was the general consensus that
adjustments were a very large burden
on both industry and MMS and that
some way should be found to eliminate
the need for so many adjustments
resulting from differences between
actual and estimated processing
allowances, Six industry representatives
and two industry trade groups
recommended that positive or negative
differences between estimated and
actual costs should be rolled forward
into the processing allowance for the
subsequent period, or prospectively.

One industry commenter asserted that
retroactive adjustments should not be
necessary if the actual allowance falls
within an allowable range of the
estimated allowance, and two other
industry commenters suggested rolling
forward small differences into next
year's costs within an allowable range.

One industry commenter proposed
single entry adjustments for an entire
year instead of month-by-month
adjustments. This party also made the
comment that il a market-based
allowance was permitted, it would be
more certain and fewer adjustments
would be necessary.

MMS Response: The MMS expended
considerable effort in an attempt to
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arrive at an accounting methodology
that would eliminate retroactive
adjustments of processing allowances
and continue to be fair to industry,
MMS, and Indian lessors, but was
unable to do so.

One industry representative stated
that overpayments, when estimates
were less than actual costs, should not
be judged as refunds of a payment of
royalty under section 10 of the OCS
Lands Act because estimates are not
“actual” payments of royalty.
Overpayments could then be treated us
line-item adjustments not subject to the
refund process.

AMMS Response: The refund procedure
will not be specified in these
regulations. MMS is reviewing the issue
and will provide guidance to the lessees
on refund procedures.

Three industry representatives
commented that the MMS-proposed
procedure for handling interest
payments was not fair, These
commenters believed that if the lessee
mus! pay any difference plus interest,
MMS should also pay any difference
plus any interest statutorily authorized.
Another issue of concern was the
payment of interest requirement.

MMS Response: The MMS has no
legal authority to pay interest to lessees
on their overpayments.

Section 206.159(f)

This section requires that the
provisions in this section will apply to
determine processing costs in situations
where value must be established under
other methods such as net-back.

The MMS received one comment on
this section. One industry commenter
recommended that the definition of “net-
back method" be clarified.

MMS Response: A definition of the
net-back method has been included in
§ 206.151, which is slightly different from
that proposed. The MMS believes this
revised delinition clarifies MMS's intent.

IV. Procedural Matters
Executive Order 12291

The Department of the Interior (DOI}
has determined that this document is not
a major rule and does not require a
regulatory analysis under Executive
Order 12291. This proposed rulemaking
is lo consolidate Federal and Indian gas
royalty valuation regulations, to clarify
the DOI gas royalty valuation policy,
and to provide for consistent royalty
valuation policy among all leasable
minerals.

Regulatory Flexibility Act

Because this rule primarily
consolidates and streamlines existing
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regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities as a result of
implementation of this rule. Therefore,
the DOI has determined that this
rulemaking will not have a significant
econo uic effect on a substantial number
of small entities and does not require a
regulatory flexibility analysis under the
Regulatory Flexibility Act (5 U.5.C, 601
et seq.).

Paperwork Reduction Act

The information collection and
recordkeeping requirements located at
$§ 206.157 and 208.159 of this rule have
been approved by the Office of
Management and Budget under 44 U.S.C.
3501 et seq. and assigned clearance
number 10100075,

Lessee reporting requirements will be
reduced. All gas sales contracts,
transportation agreements and gas
processing contracts, as well as any
other agreements alfecting value, will be
required to be retained by the lessee,
but will only be required to be submitted
upon request rather than routinely, as
under the existing regulations.

National Environmental Policy Act of
1969

It is hereby determined that this
rulemaking does not constitute a major
Federal action significantly affecting the
quality of the human environment and a
detailed statement pursuant to section
102(2){C) of the National Environmen!al
Policy Act of 1969 (42 U.S.C. 4332(2)(C))
is not required.

List of Subjects
30 CFR Part 202

Continental shelf, Government
contracts, Mineral royalties, Oil and gas
exploration, Public lands—mineral
resources, Reporting and recordkeeping
requirements.

30 CFR Part 208

Continental shelf, Geothermal energy,
Guvernment contracts, Mineral
roralties, Oil and gas exploration, Public
lar.ds—mineral resources, Reporting and
recordkeeping requirements.

Dated:

Assistant Secretary Land and Minerals
Management.

For the reasons set out in the
preamble, 30 CFR Parts 202 and 208 are
amended as follows:
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TITLE 30—~MINERAL RESOURCES

CHAPTER f—MINERALS MANAGEMENT
SERVICE, DEPARTMENT OF THE INTERIOR

Subchapter A—~Royalty Management

PART 202—ROYALTY RATES AND
RENTALS

1. The authority citation for Part 202 is
revised to read as follows:

Authority: 25 U.8.C. 396 ef seq.; 25 U.S.C.
396a et seq.; 25 U.8.C. 2101 ef seq.; 30 US.C.
181 et seq.; 30 U.S.C. 351 et seq.; 30 US.C.
1001 et seq.; 30 U.S.C. 1701 o seq.; 43 US.C.
1301 et seq.; 43 U.8.C. 1321 et seq.; and 43
U.8.C. 1301 et seq.

§§ 202.150, 202.151 and 202,152
[Redesignated as §§ 202.100, 202.53 and
202.52]

2. Sections 202.150, 202.151 and
202,152 of Subpart D are redesignated as
new §§ 202.100 under Subpart C, 202.53
and 202.52 under Subpart B,
respectively,

3. A new Subpart D conaisting of
§§ 202.150, 202.151, and 202.152 is added
to read as follows:

Subpart D—Federal and Indlan Gas

Sec.

202.150 Royalty on gas.

202.151 Royalty on processed gas.

202.152 Standards for reporting and paying
royalties on gas.

Subpart D—Federal and Indlan Gas

§ 202.150 Royalty on gas.

(a) Royalties dua on gas production
from leases subject to the requirements
of thia Part, except helium produced
from Federal leases, shall be at the rate
established by the terms of the lease.
Royalty shall be pald in value unless
MMS requires payment in kind, When
paid in value, the royalty due shall be
the value, for royalty purposes,
determined pursuant to Part 208 of this
title multiplied by the royalty rate in the
lease.

(b) All gas {except gas unavoidably
lost from the lease site or used on, or for
the benefit of, the lease, including that
gas used off-lease for the benefit of the
lease when such off-lease use is
permitted by the appropriate agency)
produced from a Federal or Indian lease
to which this Part applies is subject to
royalty. Where the terms of any lease
are inconsistent with this section, the
lease terms shall govern to the extent of
that inconsistency.

() 1f BLM determines that gas was
avoidably lost ot wasted from an
onshore lease, or that gas was drained
from an onshote leass for which
compensatory royalty is due, or if MMS
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determines that gas was avoidably lost
or wasted from an OCS lease, then the
value of that gas shall be determined in
accordance with Part 208 of this title.
{d) In those instances where the
lessee of any lease committed to a
Federally approved unitization or
communitization agreement does not
actually take the proportionate share of
the production attributable to its Federal
or Indlan lease under the terms of the
agreement, the full share of production
attributable to the lease under the terms
of the agreement nonetheless is subject
to the royalty payment and reporting
requirements of thia title, The value for
royalty purposes of that production will
be determined in accordance with Part
206 of this title. In app! the
requirements of Part 208, the
circumstances involved in the actual
disposition of the portion of the
production to which the lessee was
entitled but did not take shall be
considered as controlling in arriving at
the value for royalty purposes of that
portion, as if the person actually selling
or disposing of the production were the
lessee of the Federal or Indian lease.

§202.151 Royalty on processed gas.

(a) A royalty as provided in the lease
shall be paid on the value of the residue
gas and all gas plant products resulting
from processing the gas produced from a
lease subject to this part. The MMS shall
authorize a processing allowance for the
reasonable, actual costs of processing
the gas produced from Federal and
Indian leases. Processing allowances
shall be determined in accordance with
Subpart D of Part 206 of this title.

{b) A reasonable amount of residue
gas shall be allowed royalty free for
operation of the processing plant, but no
allowance shall be made for boosting
residue gas or other expenses incidental
to marketing, except as provided in Part
206 of this title.

{c) No royalty is due on residue gas, or
any gas plant product resulting from
processing gas, which is reinjected into
a reservoir within the same leass, unit
area, or communitized area, when the
reinjection is included in a plan of
development or operations and the plan
has received BLM or MMS approval for
onshore or offshore operations,
respectively. until such time as they are
finally produced from the reservoir for
sale or other disposition off-lease.

§202.152 Standards for reporting and
paying roysities on gas.

(a}(1) Gas volumes and Btu heating
values, {f applicable, shall be
determined under the same degree of
water saturation. Gas volumes shall be
reported in units of one thousand cubic
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feet (mcf), and Btu heating value shall
be reported at a rate of Btu's per cubic
foot, at a standard pressure base of
14.73 pounds per square inch absolute
{paia) and a standard temperature base
of 80 °F, except that for OCS leases in
the Gulf of Mexico, gas volumes and Btu
heating values shall be reported at a
standard pressure base of 15.025 psia
and a standard temperature base of 60
*F. Gas volumes and Btu heating values
shall be reported, for royalty purposes,
on the same water vapor saturated or
unsaturated basis prescribed by Federal
Energy Regulatary Commission (FERC)
regulation, or on the basis prescribed in
the lessee's gas sales contract provided
that the sales contract does not conflict
with FERC regulation,

{2) The frequency and method of Btu
mheasurement as set forth in the lessee’s
contract shall be used to determine Btu
heating values for reporting purposes.
However, the lessee shall measure the
Btu valve at least semiannually by
recognized standard industry testing
methods even if the lessee’s contract
provides for less frequent measurement.

{b)(1) Residue gas and gas plant
product volumes shall be reported as
specified in this paragraph.

{2) Carbon dioxide (CO,), nitrogen (N),
helium (He}, residue gas, and any other
gas marketed as a separate product
shall be reported by using the same
standards specified In paragraph (a) of
this section.

(3) Natural gas liquids (NGL) volumes
shall be reported in standard U.S.
gallons (231 cubic inches) at 80 °F.

(4) Sulfur (S) volumes shall be
reported in long tons (2,240 pounds).

PART 206—PRODUCT VALUATION

1. The autharity citation for Part 206 ia
revised to read as follows:

Authority: 25 U.S.C. 396 ef seq.; 25 U.S.C,
396a et seq.; 25 U.S.C. 2101 et seq.; 0 U.S.C.
181 et seq.; 30 U.S.C. 351 et seq.; 30 US.C.
1001 ef seq.; 30 U.S.C. 1701 et seq; 43 US.C.
1301 ef seq.; 43 U.S.C. 1331 ef seq. and 43
U.S.C. 1801 et seq.

2. The title of Subpart A is changed to
read “Subpart A—General Provisions"
and a new § 208,10 is added to Subpart
A to read as follows:

Subpart A—General Provisions

§ 206.10 Information coltection.

The information collection
requirements contained in Part 208 have
been approved by the Office of
Management and Budget (OMB) under
44 U.S.C. 3501 et seq. The forms and
approved OMB clearance numbers are
as follows:
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Form No., name, and fng date OMB No.

1010-007%

1010-0061

1010-0075

The information is being collected by
the Department of the Interior to meet
its congressionally mandated accounting
and audit responsibilities relating to
Federal and Indian mineral royalt
management. The information will be
used to determine the transportation
and processing allowances that may be
deducted from royalty payments due on
Federal and Indian lands. The reports
are required to receive a benefit.

§§ 208,108 and 206,107 [Removed)

3. Sections 206.106 and 206.107 are
removed from Subpart C.

4. The Table of Contents for Subpart
D is revised to read as follows:

Subpart D—Federal and indian Gas

Sec.
200.150 Purpose and scops.
208.151 Definitions.
208.152 Valuation standards—unprocessed
as.
200.1853 Valuation standards—processed
as.
206.1354 Determination of quantities and
qualities for computing royalties.
208.155 Accounting for comparison.
200158 Transportation allowances—
general.
206.157 Determing:ion of transportation
allowances.
208138 Processing allowance—general.
206.159 Determination of processing
allowances.

5. Sections 208.150, 208.151, and
206.152 are revised and new 8§ 206.153,
206.154, 206.155, 208.158, 208.157, 206.158.
and 206.159 are added to read as
follows:

§206.150 Purpose and scope.

(a) This subpart is applicable to all
gas production from Federal and Indian
{Tribal and allotted) oil and gas leases
{except leases on the Osage Indian
Reservation).

(b) If the specific rroviaions of any
statute, treaty, or oil and gas lease
subject to the requirements of this Part
are inconsistent with any regulation in
this Part, then the lease, statute, or
treaty provision shall govern to the
extent of that inconsistency.
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{c} All royalty payments made to
MMS or to any Tribe or allottee are
subject to audit and adjustment.

{d} The regulations in this Part are
intended to ensure that any
responsibilities of the United States with
respect to the adminlstration of Indian
oil and gas Jeases are discharged in
accordance with the requirements of the
governing mineral leasing laws, treaties,
and lease terms.

§206.151 Definitions.

For purposes of this Part {and Parts
202, 203, 207, 210 and 241 of this
chapter}):

“Allowance™ means an approved or
an MMS-initially accepted deduction in
determining value for royalty purposes.
“Pracessing allowance” means an
allowance for the reasonable, actual
costs incurred by the lessee for
processing gas, or an approved or MMS-
initially accepted deduction for costs of
such processing, determined pursuant to
this subpart. “Transpottation
allowance™ means an allowance for the
reasonable, actual costs incurred by the
lessee for moving unprocessed gas,
residue gas, or gas plant products to a
point of sale or point of delivery off the
lease, unit area, communitized area, or
away from a processing plant, excluding
gathering, or an approved or MMS-
initially accepled deduction for costs of
such transportation, determined
pursuant to this subpart.

“Area" means a geographic region at
least as large as the defined limits of an
oil and/or gas field, in which oil and/or
gas lease products have similar quality,
ecenomlc, and legal characteristics.

“Arm's-length contract” means a
contract or agreement between
independent, nonaffiliated persons
which reflects the total consideration
actually transferred directly or
indirectly from the buyer to the seller for
the gas, residue gas, or gas plant
products. For purposes of this subpart,
two porsons are affiliated if one person
controls, is controlled by, or is under
common cantrol with another person.
For purposes of this section, based on
the instruments of ownership of the
voling securities of an entity, or based
on other forms of ownership:

(1} Owners’ip in excess of 50 percent
conslitutes control;

{2) Ownershin of 20 through 50
percent creates v presumption of
control; and

(3) Owrership of less than 20 percent
creales a presumption of noncontrol.
Nolwithstanding any other provisions of
this section, contracts between relatives,
either by blood or by merriage, are not
arm's-length contracts. The MMS may
require the lessee to certify ownership
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control. To be considered arm's-length
for any production moath, a contract
must meet the requirements of this
definition for that production month as
well as when the contract was executed.

“Audit"” means a review, conducted in
accordance with generally accepted
accounting and auditing standards, of
royalty payment compliance activities of
lessees or other interest holders who
pay royalties, rents, ot bonuses on
Federal and Indian leases.

“BIA" means the Buresu of Indian
Affairs of the Department of the Interior.

“BLM" means the Bureau of Land
Management of the Department of the
Interior.

"Compression” means the process of
raising the pressure of gas,

“Condensate™ means liquid
hydrocarbons {normally exceeding 40
degrees of API gravity) recovered at the
surface without resorting to processing.
Condensate is the mixture of liquid
hydrocarbons that results from
condensation of petroleum
hydrocarbons existing initially in a
gaseous phase in an underground
reservoir,

“Contract™ means any oral or written
agreement, including emendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an
abligation.

“Field" means a geographic reglon
situated over one or more subsurface oil
and gas reservoirs encompassing at
least the outermost boundaries of all oil
and gas accumulations known to be
within those reservoirs vertically
projected to the land surface. Onshore
fields are usually given names and their
official boundaries are often designated
by oil and gus regulatory agencles in the
respective States in which the fields are
located. Outer Continental Shelf (OCS)
fields are named and their boundaries
are desigrated by MMS.

“Gas" means any fluid, either
combustible or noncombustible,
hydrocarbon or nonhydrocarbon, which
is extracted from a reservoir and which
has neither independent shape nor
volume, but tends to expand
indefinitely. It is a substance that exists
in a gaseous or rarefied state under
standard temperature and pressure
conditions.

“Gas plant products” means separate
marketable elements, compounds, or
mixtures, whether in liquid, gaseous, or
solid form, resulting from processing
gas, excluding residue gas.

“Gathering" means the movement of
lease production to a central
accumulation and/or treatment point on
the lease, unit or communitized area, or
1o a central accumulation or treatment
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point off the lease, unit or communitized
area as approved by BLM or MMS OCS
operations personnel for onshore and
OCS leases, respectively.

“Gross proceeds” {for royalty
payment purposes) means the total
monies and other consideration paid to
an ofl and gas lessee for the disposition
of unprocessed gas, residue gas, or gas
glant products, Gross proceeds includes,

ut {s not limited to, payments to the
lessse for certain services such as
compression, dehydration,
measurement, and/or field gathering to
the extent that the Jessee is obligated to
perform them at no cost to the Federa)
Government or Indian lessor, and
payments for gas processing rights.
Gross proceedn, as applied to gas, also
includes but is not limited to: take-or
pay payments; reimbursements for
severance taxes; and other
reimbursements, Tax reimbursements
are part of the gross proceeds accruing
to a lessee even though the Federal or
Indian royalty interest may be exampt
from taxation. Payments or credits for
advanced exploration or development
costs or prepaid reserve payments that
are subject to recoupment through
credits against the purchase price or
through reduced prices in later sales and
which are made Eefom production
commences become part of gross
proceeds as of the time of first
production. Monies and other
consideration {ncluding the forms of
consideration identified in this
paragraph, to which a lessee ia
contractually or legally entitled but
which it does not seek to collect through
reasonable efforts are also part of gross
proceeds.

“Indian allottee” means any Indian for
whom land or an interest in land is held
in trust by the United States or who
holdas title subject to Federal restriction
against alienation.

“Indian Tribe” means any Indian
Tribe, band, nation, pueblo, community,
rancheria, colony, or other group of
Indians for which any land or interest in
land is held in trust by the United States
or which is subject to Federal restriction
againat alienation.

“Leasa"” means any contract, profit-
share arrangement, joint venture, or
other agresement issued or approved by
the United States under a mineral
leasing law that authorizes exploration
for, development or extraction of, or
removal of lease products—or the land
area covered by that authorization,
whichever is required by the context.

“Lease producta” means any leased
minerals attributable to, originating
from, or allocated to Quter Continental
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Indian allottee issues a lears, and any
person who has been assigned an
obligation to make royalty or other
payments required by the lease. This
includes any person who has an Interest
in a lease as well as an operator or
payor who has no interest in the lease
but who has assumed the royalty
psyment responsibility.

“Like-quality lease products” means
lease products which have similar
chemical, physical, and legal
characteristics.

*Marketable condition” means lease
products which are sufficlently free from
impurities and otherwise in a condition
that they will be accepted by a
purchaser under a sales contract typical
for the field or area.

“Minimum royalty™ means that
minimum amount of annual royalty that
the lessee must pag as specified in the
lease or in applicable leasing
regulations.

*Net-back method™ (or work-back
method) means a method for calculating
market value of gas at the lease when
value cannot be calculated on the basis
of gas or gas plant products of
comparable value. Under this method,
costs of transportation, processing, or
manufacturing are deducted from the
ultimate proceeds received for the gas,
residue gas or gas plant products, and
any extracted, processed, or
manufactured products to ascertain
value at the lease,

“Net output” means the quantity of
residue gas and each gas plant product
that a processing plant produces.

“Net profit share” (for applicable
Federal and Indian leases) means the
specified share of the net profit from
production of oil and gas as provided in
the agreement.

“Quter Continental Shelf (OCS)"
means all submerged lands lying
seaward and outside of the area of land
heneath navigable waters as defined in
section 2 of the Submerged Lands Act
{43 U.S.C. 1301) and of which the subsail
and seabed appertain to the United
States and are subject to its jurisdiction
and control.

“Person” means any individual, firm,
corporation, association, partnership,
consortium, or joint venture,

“Posted price” means the price, net of
all adjustments for quality and location,
specified in publicly available price
bulletins or other price notices available
as part of normal business operations
for quantities of unprocessed gas,
residue gas, or gas plant products in
marketable condition.
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absorption, adsorption, or refrigeration.
Field processes wriich normally take
place on or near the lease, such as
natural pressure reduction, mechanical
te%aration. heating, cooling,
dehydration, and compression, are not
considered processing. The changing of
pressures and/ot temperatures in @
reservolr is not considered processing.

“Residue gas” means that
hydrocarbon gas consisting principally
of methane resulting from processing

as.
8 “Section 6 lease” means an OCS lease
subject to section 6 of the Outer
Continental Shelf Lands Act, as
amended, 43 U.S.C. 1333,

“Selling arrangement” means the
individual contractual arrangsments
under which sales or dispositions of gas,
residue gas and gas plant products are
made. Selling arrangements are
described by illustration in the MMS
Royalty Management Program QOil and
Gas Payor Handbook.

“Spot sales agreemen!” means a
contract wherein a seller agrees to sell
to a buyer a specified amount of
unprocessed gas, residue gas, or gas
plant products ata s ed price over
a fixed pariod, usually of short duration,
which does not normally require a
cancellation notice to terminate, and
which does not contain an obligation,
nor imply an intent, to continue in
subsequent periods.

*Take-or-pay payment” means any
payment received by a lessee under a
“take-or-pay" clause in a sales contract.
Such clauses normally require the
purchaser 1o take or, failing to take, to
pay for a specified minimum volume or
other measure of lease products.

“Warranty contract™ means a long-
term contract entered into prior to 1870,
including any amendments thereto, for
the sale of gas wherein the producer
agrees to sell a specific amount of gas
and the gas delivered in satisfaction of
this obligation may come from fields or
sources outside of the designated fields.

§208.152 Valuation standarde—
unprocessed gas.

{a)(1} This section applies to the
valuation of all gas that is not processed
and all gas that is processed but is sold
or otherwise disposed of by the lessee
pursuant to an arm's-length contract
prior to processing. Where the lessee's
contract includes a reservation of the
right to process the gas and the lessee
exercises that right, or where the
lessee’s contract for the sale of gas prior
to processing provides for the value to
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section also applies to processed gas
which must be valued prior to
processing in accordance with § 206.155.

(2) The value, for royalty purposes, of
gas subject to this section shall be the
value of gas determined pursuant to this
section less applicable allowances
determined pursuant to this subpart.

(3)(1) For any Indian leases which
provide that the Secretary may consider
the highest price paid or offered for a
major portion {major portion) in
determining value for royalty purposes,
if data are available to compute a major
portion MMS will, where practicable,
compare the value determined in
accordance with this section with the
major portion. The value to be used in
determining the value for royalty
purposes shall be the higher of those
two values unless MMS determines that
the value for royalty purposes
determined in accordance with the other
provisions of this section is the highest
reasonable royalty value.

(ii) For purposes of this paragraph,
major portion means the highest price
paid or offered at the time of production
for the major portion of gas production
from the same field. The major porticn
will be calculated using like-quality gas
from the same field (or, if necessary to
obtain & reasonable sample, from the
same area) for each month. All such
sales will be arrayed from highest price
to lowest price {at the bottom). The
major portiun is that price at which 50
percent [by volume) plus 1 mef of the
gas (starting from the bottom} is sold.

(b)(1) The value of gas which is sold
pursuant to an arm's-length contract
shall be thergou‘fmoeed: accruing to
the lessee. The value which the lessee
reports, for royalty purposes, is subject
to monitoring, review, and audit. In
conducting these reviews and audits,
MMS will determine whether the
contract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller for
the gas, or whether there may be factors
which would cause the contract not to
be arm's-length. The MMS may direct a
lessee to pay royalty based upon a
different value if it determines that the
lessee's reported value is inconsistent
with the requirements of these
regulations.

{2) Notwithstanding the provisions of
paragraph {b){1) of this section, the
value of gas sold pursuant to a warranty
contract shall be determined by MMS,
and due consideration will be given to
all valuetion criteria specified in this
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section. The lessee must request a value
determination in accordance with
paragraph (g) of this section for gas sold
pursuant to a warranty contract;
Provided, hawever, that any value
determination for a warranty contract in
effect on the effective date of these
regulations shall remain in effect until
modified by MMS.

(3) MMS may require a lessee to
cectify that its arm’s-length contract
provisions include all of the
consideration to be paid by the buyer
for the gas.

{c) The value of gas subject to this
section which is not sold pursuant to an
arm's-length contract shall be the
reasonable value determined in
accordance with the first applicable of
the following paragraphs {c)(1) through
(c)(4) of this section.

{1) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract {or other
disposition other than by an arm’'s-
length contract), provided that those
gross proceeds are equivalent to the
lessee’s (including any affiliates of the
lessee) gross proceeds derived from, or
paid under, comparable arm's-length
contracts for purchases, sales, or other
dispositions of like-quality gas in the
same field or area. In evaluating the
comparability of arm's-length contracts
for the purposes of these regulations, the
following [actors shall be considered:
Price, time of execution, duration,
market or markets served, terms, quality
of gas. volume, and such other factors as
may be appropriate to reflect the value
of the gas;

(2) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract (or other
disposition other than by an arm’'s-
length contract) provided that those
gross proceeds are equivalent to the
gross proceeds under comparable arm'’s-
length contracts between other persons
for purchases, sales, or other
dispositions of like-quality gas in the
same field or area. Comparability shall
be determined using the same criteria as
specified in paragraph (c)(1) of this
seclion;

(3) A value determined by
consideration of other information
relevant in valuing like-quality gas,
including gross proceeds under arm's-
length contracts for like-quality gas in
nearby fields or areas, posted prices for
gas. prices received in arm's-length spot
sales of gas. other reliable public
sources of price or market information,
and other information as to the
particular lease operation or the
saleability of the gas; or

{4) A net-back method or any other
reasonable method to determine value.
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(d) Notwithstanding any other
provisions of this section, except
paragraph (h) of this section, if the
maximum price permitted by Federal
law at which gas may be sold is less
than the value determined ant to
this section, then MMS shall accept such
maximum price as the value. This
limitaticn shall not apply to gas sold
pursuant to a warranty contract and
valued pursuant to paragraph (b){2) of
this section.

(e)(1) Where the value is determined
pursuant to paragraph (c)(2) of this
section, the lessee shall retzin all data
relevant to the determination of royalty
valus, Such data shall be subject to
review and audit, and MMS will direct a
leasee to use a different value if it
determines that the reported value is
inconsistent with the requirements of
these regulations.

{2} Any Federal or Indian lessee will
make available upon request to the
authorized MMS, State, or Indian
representatives, or to the Office of the
Inspector General of the Department of
the Interior, the General Accounting
Office or other person authorized to
receive such information, arm's-length
sales and volume data for like-quality
production sold, purchased or otherwise
obtained by the lesses from the field or
area or from nearby fields or areas.

{3) A lessee shall notify MMS if it has
determined value pursuant to paragraph
(c} (3) or (4) of this section. The
notification shall be by letter to the
MMS Associate Director for Royalty
Management or his/her designee. The
letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be
followed. The notification required by
this section is & one-time notification
due no later than the month the lessee
first reports royalties on a Form MMS-
2014 using a valuation method
authorized by paragraph {c) (3) or (4) of
this section, and each time there is a
change in a method under paragraph (z)
{3) or {4) of this section.

(f) 1f MMS determines that a lessee
has not properly determined value, the
lesses shall pay the difference, if any.
between royalty payments made based
upon the value it has used and the
royalty payments that are due based
upon the value established by MMS.
The lessee shall also pay interest
computed pursuant to 30 CFR 218.54. If
the lessee ia entitled to a credit, MMS
will provide inatructions {for the taking
of that credit.

(g) The lessee may request a value
determination from MMS. In that event,
the lessee shall propose to MMS a value
determination method, and may use that
method in determining value for royalty
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purposes until MMS issues its decision.
The lessee shall submit all available
data relevant to its proposal. The MMS
shall expeditiously determine the value
based upon the lessee’s proposal and
any additional information MMS deems
necessary. That determination shall
remain effective for the period stated
therein. After MMS issues ils
determination, the lessee shall make the
adjustments in accordance with
paragraph (f) of this section.

{h) Notwithstanding any other
provision of this section, under no
circumstances shall the value for royalty
purposes be less than the gross proceeds
accruing to the lessee for lease
production, less applicable allowances
determined pursuant to this subpart.

(i)(1) The lessee is required to place
gas in marketable condition at no cost to
the Federal Government or Indian lessor
unless otherwise provided in the lease
agreement or this section. Where the
value established pursuant to this
section is determined by a lessee's gross
proceeds, that value shall be increased
to the extent that the gross procees
have been reduced because the
purchaser, or any other person. is
providing certain services the cost of
which ordinarily is the responsibility of
the lessee to place the gas in marketable
condition.

(2) If the lessee incurs extraordinary
costs for the gathering, compression,
dehydration, or sweetening of gas
production subject to this section from
frontier or deep-water areas, or from a
gas production operation recognized by
MMS as unique, and those costs relate
to unusual or unconventional
operations, it may apply to MMS for an
allowance. Such an allowance may be
granted only if:

(i) The costs are associated with
leases located north of the Arctic Circle,
the costs are associated with OCS
leases located in water depths in excess
of 400 meters, or the costs are
associated with a unique gas production
operation which MMS approves as
eligible for the provisions of this
paragraph; and

(il) The lessee can demonstrate that
the costs are, by reference to standard
industry conditions and practice,
extraordinary, unusual, or
unconventional,

{3) The MMS shall determine the
amount of the extraordinary cost
allowance which shall remain in effect
for the period specified in the approval,
not to exceed 1 year. To retain the
authority to deduct the allowance, the
lessee must report the deduction to
MMS at the end of the approval period,
and annually thereafter, in a form and
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receive prices or benefits to which it is
entitled. it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or
amendments shall be in writing and
signed by all parties to an arm's-length
contract. If the lessee makes timely
application for a price increase o
benefit allowed under its contract but
the purchaser refuses, and the lessee
lakes reasonable measures, which are
documented. to force purchaser
compliance, the lessee will owe no
additional royalties unless or until
moaies or consideration resulting from
the price increase or additionel benefits
are received. This peragraph shall not
be construed to permit a lessee to avoid
its royalty payment obligation in
situations where a purchaser fails to
pay. in whole or in part or timely, for a
quantity of gas.

{k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring. or
other like process that results in a
redetermination by the MMS of value
under this saction shall be considered
final or binding as against the Federa!l
Government, its beneficiaries, the Indian
Tribes, or allottees until the audit period
is formally closed.

(1) Certain information submitted to
MMS to support valuation proposals,
including transportation or
extraordinary cost allowances, is
exempted from disclosure by the
Freedom of Information Act, 5§ U.S.C.
552, or other Federal Law. Any data
specified by law to be privileged.
confidential, or otherwise exempt may
be maintained in a confidential manner
in accordance with applicable law and
regulations. All requests for information
about determinstions made under this
part are to be submitted in accordance
with the Freedom of Information Act
regulation of the Department of the
Interior, 43 CFR Part 2. Nothing in this
section is intended to limit or diminish
in any manner whatsoever the right of
an Indian lessor to obtain any and all
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that right, or where the lessee’s contract
for the sale of gas prior to procesaing
rovides for the value to be determined
ased upon a perceniage of the
purchaser s proceeds resulting from
processing the gas.

{2) The value, for royalty purposes, of
gas subject to thia section shall be the
combined value of the residue gas and
all gas plant products determined
pursuant to this section, less applicable
transportation allowances, frocessing
allowances, or other allowances
determined pursuant to this sub

(3)(i) For any Indian leases which
provide that the Secretary may consider
the highest price paid or offered for a
major portion of production (major
portion) in determining value for royalty
purposes, if data are available to
compute a major portion MMS will,
where practicable, compare the values
determined in accordance with this
section for any lease product with the
major portion determined for that lease
product. The value to be used in
determining value for royalty purposes
shall be the higher of those two values
unless MMS determines that the value
determined in accordance with the other
provisions of this section is the highest
reasonable royalty value.

(il) For purposes of this paragraph,
major portion means the highest price
paid or offered at the time of production
for the major portion of gas production
from the same field, or for residue gas or
gas plant products from the same
processing plant, as applicable. The
major portion will be calculated using
like-quality lease products from the
same field or processing plant {or, if
necessary to obtain a reasonable
sample, from the same area or nearby
processing plants) for each month. All
such sales will be arrayed from highest
price to lowest price (at the bottom). The
major portion is that price at which 50
percent (by volume) plus 1 mcf of the
gas (starting from the bottom) is sold, or
for gas plant products, 50 percent (by
volume) plus 1 unit.
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direct a lessee to pay royalty upon a
different value if it determines that the
lessee's reported value is inconsistent
with the requirements of these
regulations.

(2) Notwithstanding the provisicns of
paragraph (b)1) of this section, the
value of residue gas sold pursvantto a
warranty contract shall be determined
by MMS, and due consideration will be
given to all valuation criteria specified
in this section. The lessee must request
a value determination in accordance
with paragraph (g) of this section for gas
sold pursuant to a warranty contract;
Provided, however, that any value
determination for a warranty contract in
effect on the effective date of these
regulations shall remain in effect until
modified by MMS.

{(3) MMS may require a lessee to
certify that its arm’s-length contract
provisions {nclude all of the
consideration to be paid by the buyer
for the residue gas or gas plant product.

{c) The value of residue gas or any gas
plant product which is not sold pursuant
to an arm's-length contract shall be the
reasonable value determined in
accordance with the first applicable of
the following paragraphs:

(1) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm's-length contract (or other
disposition other than by an arm's-
length contract), provided that those
gross proceeds are equivalent to the
lessee’s (including any affiliates of the
lessee) gross proceeds derived from. or
paid under, comparable arm's-length
contracts for purchases, sales, or other
dispositions of like-quality residue gas
or gas plant products from the same
processing plant. In evaluating the
comparability of arm's-length contracts
for the purposes of these regulations, the
following factors shall be considered:
Price, time of execution, duration,
market or markets served, terms, quality
of residue gas or gas plant products,
volume, and such other factors as may
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be sppropriate to reflect the value of the
residue gas or gas plant products:

{2) The gross proceeds accruing 1o the
lessee pursuant to a sale under its non-
arm’s-length contract {or other
disposition other than by an am's-
length contract), provided that those
gross proceeds are equivalent to the
gross proceeds under comparable arm's-
length contracts between other persons
{or purchases, sales. ot other
dispositions of like-quality residue gas
or gas plant products from the same
processing plant. Comparability shall be
determined using the same criteria as
specified in paragraph (c)(1) of this
section;

{3) A value determined by
consideration of other information
relevant in valulng like-quality residue
gas or gas plant products, including
gross proceeds under arm's-length
contracts for like-quality residue gas or
gas plant products from other nearby
processing plants, posted prices for
residue gas or gas plant products, prices
received in spol sales of residue gas or
gas plant products, other reliable public
sources of price or market information,
and other information as to the
particular lease operation or the
saleability of such residue gas or gas
plant products; or

{4) A net-back method or any other
reasonable method to determine value.

(d) Notwithstanding any other
provisions of this section, excep!
paragraph (h) of this section, if the
maximum price permitted by Federal
law at which any residue gas or gas
plant products may be sold is less than
the value determined pursuant to this
section, then MMS shall accep! such
maximum price as the value. This
limitation shall not apply to residue gas
sold pursuant to a warranty contract
and valued pursuant to paragraph (b)(2)
of this section.

{e){1) Where the value is determined
pursuant to paragraph (c) of this section,
the lessee shall retain all data relevant
to the determination of royalty value.
Such data shall be subject to review and
audit, and MMS will direct a lesaee o
use a different value if it determines
upon review or audit that the reporied
value is inconsistent with the
requirements of these regulations.

{2) Any Federal or Indian lessee will
make available upon request to the
authorized MMS, State, or Indian
representatives, or to the Office of the
Inspector General of the Department of
the Interior, the General Accounting
Office or other persons suthorized to
receive such information, arm's-length
sales and volume data for like-quality
residue gas and gas plant products sold,
purchased or otherwise obtained by the
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lessee from the same processing plant o¢
from nearby processing plants,

[3) A lessee shall notify MMS if it has
determined any value pursuant to
paragraph (c} (3) or (4) of this section.
The notification shall be by letter to the
MMS Associate Director for Royﬂ_:{.
Management or his/her designes,
letter shall identify the valuation
method to befulh p::g'min ;. brief
description of the o
followed. The notification required by
this section is a one-time notification
due no later than the month the lessee
first reports rayalties on a Form
MMS-2014 using & valuation method
authorized by paragraph (c} (3) or (4) of
this section, and each time there is a
change in a metkod under paragraph (c)
(3) or {4) of this saction.

() 1f MMS deturmines that a lessee
has not property determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has vsed and the
royalty payments that are due based
upon the value established by MMS.
The lessee shall also pay interest
computed pursuant to § 218.54 of this
title. If the lessee is entitled to a credit,
MMS will provide instructions for the
taking of that credit.

{g) The lessee may request a value
determination from MMS. In that event,
the lessee shall propose to MMS a value
determination method, and may use that
method in determining value for royalty
purposes until MMS issues its decision.
The lessee shall submit all available
data relevant to its proposal. The MMS
shall expeditiously determine the value
based upon the lessee’s proposal and
any additional information MMS deems
necessary. That determination shall
remain effective for the period stated
therein. After MMS issues its
determination, the lessee shall make the
adjustments in accordance with
paragraph (f} of this section.

(h) Notwithstanding any other
provision of this section, under no
circumstances shall the value for royalty
purposes be less than the gross proceeds
accruing to the lessee for residue gas
and/or any gas plant products, less
applicable transportation allowances,
processing allowances, or other
allowances determined pursuant to this
subpart.

(i}{1) The lessee is required to place
residue gas and gas plant products in
marketable condition at no cost to the
Federal Government or Indian lessor
unless otherwise provided in the lease
agreement or this section. Where the
value established pursuant to this
section is determined by a lessee's gross
proceeds, that value shall be increased
1o the extent that the gross proceeds
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have been reduced because the
purchaser, ot any other person, is
providing certain services the cost of
which ordinarily is the responaibility of
the lessee to place the residue gas or gas
plant products in marketable condition.

(2] If the Jessee incurs extraordinary
costs prior to processing for the
gathering, compression, dehydration, or
sweetening of gas production subject to
this section from frontier or deep-water
areas, or from a gas on
operation by MMS as
unique, and those costs relate to unusual
or unconventional cperations, it may
:ﬂply to MMS for an allowance. Such an

owance may be granted only ift

(i) The costs are associated with
leases located north of the Arctic Circle,
the costs are associated with OCS
leases located in water depths in excess
of 400 meters, or the costs are
associated with a unique gas production
operation which MMS approves as
eligible for the provisions of this
paragraph; and

{ii) The lessee can demonstrate that
the cosls are, by reference to standard
industry conditions and practice,
extraordinary, unusual, or
unconventional.

(3) The MMS shall determine the
amount of the extraordinary cost
allowance which shall remain in effect
for the period specified in the approval,
not to exceed 1 year. To retain the
authority to deduct the allowance, the
lessee must report the deduction to
MMS at the end of the approval period,
and annually thereafter, in a form and
manner prescribed by MMS. MMS
annually shall reconsider whether a
unique gas production operation will
continue ta be eligible for an
extraordinary cost allowance
determined in accordance with this
paragraph. Extraordinary cost
allowance deductions are subject to
monitoring, review, audit, and
adjustment.

(i) Value shall be based on the highest
price a prudent lessee can receive
through legally enforceable claims under
its contract. Absent contract revision or
amendment, if the lesses fails to take
proper or timely action to receive prices
or benefits to which it is entitled it must
pay royalty at a value based upon that
obtainable price or benefit. Contract
revisions or amendments shall be in
writing and signed by all parties to an
arm's-length contract. If the lessee
makes timely application for a price
increase or benefit allowed under ita
contract but the purchaser refuses, and
the lessee takes reasonable measures,
which are documented, to force
purchaser compliance, the lessee will
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owe no additional royalties unless or residue gas and/or gas plant products Federal and Indian leases that is
until monies or consideration resulting may be in temporary storage. in the same plant.
from the price increase or additional {2) If the value of residue gas and/or (d)(1) No deductions may be made
benefits are received. This paragraph gas plant products determined uant  from the royalty volume or roy-alty value
shall not be construed to permit a lessee 1o § 208.153 of this partis based upona  for gctyal or theoretical losses. Any

to avoid its royalty payment obligaticu
in situations where a purchaser {slis to
pay, in whole or in part, or timely, for a
quantity of residue gas or gas plant
product.

{k) Notwithatanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring. or
other like process that results in a
redetermination by MMS of value under
this section shall be considered final or
binding against the Federal Government,
its beneficiaries, the Indian Tribes, or
allottees, until the audit period is
formally closed.

(1) Certain information submitted to
MMS to support valuation proposals,
including transportation allowances.
processing allowances or extraordinary
cost allowances, is exempted from
disclosure by the Freedom of
Information Act, 5 US.C. 552, or other
Federal law. Any data specified by law
to be privileged, confidential, or
otherwise exempt, may be maintained in
a confidential manner in accordance
with applicable law and regulations. All
requests for information about
determinations made under this Part are
1o be submitted in accordance with the
Freedom of Information Act regulation
of the Department of the Interior, Title
43 CFR Part 2. Nothing in this section ia
intended to limit or diminish in any
manner whatsoever the right of an
Indian lessor to obtain any and all
information as such lessor may be
lawfully entitled from the MMS or ruch
lessor's lescee directly under the terms
of the lease, 30 U.S.C. 1733, or other
applicable law.

§ 206,154 Determination of quantities and
Qualtties for computing royalties.

{a)(1) Royalties shall be computed on
the basis of the quantity and quality of
unprocessed gas at the point of royalty
settlement approved by BLM or MMS
for onshore and OCS leases,
respectively.

(2) If the value of gas determined
pursuant to § 206.152 of this part ia
based upon a quantity and/or quality
that is different from the quantity and/
or quality at the point of royalty
settlement, as approved by BLM or
MMS, that value shall be adjusted for
the differences {n quantity and/or
quality.

{b)(1) For residue gas and gas plant
products, the quantity basis for
computing royalities due is the monthly
net output of the plant even though
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quantity and/or quality of residue gas
and/or gas plant products that is
different from that which is attributable
1o a lease, determined in accordance
with paragraph (c} of this section, that
value shcll be adjusted for the
differences in quantity and/or quality.

(c) The quantity of the residue gas and
gas plant products attributable to a
lease shall be determined according to
the follo procedure:

(1) When the net output of the
processing plant is derived from gas
obtained from only one lease, the
quantity of the residue gas and gas plant
products on which computations of
royalty are based is the net output of the

lant.
P {2) When the net outputof a
processing plant is derived from gas
obtained from more than one lease
producing gas of uniform content, the
quantity of the residue gas and gas plant
products allocable to each lease shall be
in the same proportions as the ratios
obtained by dividing the amount of gas
delivered to the plant from each lease
by the total amount of gas delivered
from all leases.

{3) When the net output of a
processing plant is derived from gas
obtained from more than one lease
producing gas of nonuniform content,
the quantity of the residue gas allocable
to each lcase will be determined by
multiplying the amount of gas delivered
to the plant from the lease by the
residue gas content of the gas, and
dividing the arithmetical product thus
obtained by the sum of the similar
arithmetical products separately
obtained for all leases from which gas is
delivered to the plant, and then
multiplying the net output of the residue
gas by the arithmetic quotient obtained.
The net output of gas plant products
allocable to each lease will be
determined by multiplying the amount of
gas delivered to the plant from the lease
by the gas plant product content of the
gas, and dividing the arithmetical
product thus obtained by the sum of the
similar arithmetical products separately
obtained for all leases from which gas is
delivered to the plant, and then
multiplying the net output of each gas
plant product by the arithmetic quotient
obtained.

(4) A lessee may request MMS
approval of other methods for
determining the quantity of residue gas
and gas plant products allocable to each
lease. If approved, such method will be
applicable to all gas production from
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actual loss of unprocessed gas that may
be sustained prior to the royalty
settlement metering or measurement
point wili not be subject to royalty
rovided that such loss is determined to
ave been unavoidable by BLM or
MMS, as appropriate.

(2) Except as provided in r.aragraph
(d)(1) of this section and § 208.151(c) of
this part, royalties are due on 100
percent of the volume determined in
accordance with paragraphs (a) through
{c) of this section. There can be no
reduction in that determined volume for
actual losses after the quantity basis has
been determined or for theoretical
losses that are claimed to have taken
place. Royalties are due on 100 percent
of the value of the unprocessed gas,
residue gas, and/or gas plant products
as provided in this Part, less applicable
allowances. There can be no deduction
from the value of the gas,
residue gas, and/or gas plant products
to compensate for uctui losses after the
quantity basis has been determined, or
for theoretical Iosses that are claimed to
have taken place.

§ 208.153 Accounting for comparison.

(a) Except as provided in paragraph
(b) of this section, where the lessee (or a
person to whom the lessee has
transferred gas pursuant to a non-arm's-
length contract or without a contract)
processes the lessee’s gas and after
processing the gas the residue gas is not
sold pursuant to an arm’s-|
contract, the value, for royalty purposes,
shall be the greater of:

(1) The combined value, for royalty
purposes, of the residue gas and gas
plant products resulting from processing
the gas determined pursuant to § 208.153
of this part, plus the value, for royalty
purposes, of any condensate recovered
downstream of the point of royalty
settlement without resorting to
processing determined pursuant to
§ 206.102 of this part: or

{2) The value, for royalty J)urposel. of
the gas prior to processing determined in
accordance with § 208.152 of this part.

{b) The requirement for accounting for
comparison contained in the terms of
leases, particularly Indian leases, will
govern as provided in § 208.150(b).
When accounting for comparison is
required by the lease terms, such
accounting for shall be
determined in accordance with
paragraph (a) of this section.
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§ 206.156 Transportation allowances—
qeneral.

(a) Where the value of gas has been
delermined pursuant to § 208.152 or
§ 206.153 of this part at a point (e.g..
sales point or point of value
determination) off the lease, MMS shall
allow a deduction for the reasonable
actual costs incurred by the lessee to
transport unprocessed gas, residue gas,
and gas plant products from a lease to a
point off the lease including, if
appropriate, transportation from the
lease to a gas processing plant off the
lease and from the plant to a point away
[rom the plant,

(b} Transpottation costs must be
allocated individually among products
produced and transported. However, no
transportation deduction shall be
allowed for products that are not royalty
bearing.

(c)(1} Except as provided in paragraph
{c)(3) of this section, for unprocessed gas
valued in accordance with § 208.152 of
this part, the transportation allowance
deduclion on the basis of a selling
arrangement shall not exceed 50 percent
of the value of the unprocessed gas
determined in accordance with § 206.152
of this part.

{2) Except as provided in paragraph
(c}{3) of this section, for gas production
valued in accordance with § 206.153 of
this part the transportation allowance
deduction on the basis of a selling
arrangement shall not exceed 50 percent
1100 percent for sulfur) of the value of
the residue gas or gas plant product
determined in accordance with § 208.153
of this part. For purposes of this section,
natural gas liquids shall be considered
one product.

(3} Upon request of a lessee, MMS
may approve a transportation allowance
deduction in excess of the limitations
prescribed by paragraphs (c)(1) and
(¢.}(2) of this seclion, excep! for sulfur.
The lessee must demenstrate that the
transportation costs incurred in excess
of the limitations prescribed in
paragraphs (c)(1) and (c)(2) of this
seclion were reasonable, actual, and
necessary. An application for exception
shall contain all relevant and supporting
documentation necessary for the MMS
to make a determination. Except for
sulfur, under no circumstances shall the
value for royally purposes under any
selling arrangement be reduced lo zerv.

{(d) If. after a review and/or audit,
MMS determines that a lessee has
improperly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any additional
royalties, plus interest, determined in
accordance with § 218.54 of this title, or
shall be entitled to a credit, without
interest,
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§ 208.157 Determination of traneportation
allowances.

(a) Arm's-length transportation
contracts. (1) For transportation costs
incurred by a lessee pursuant to an
arm’s-length contract, the transportation
allowance shall be the reasonable,
actual costs incurred by the lessee for
transporting the unprocessed gas,
residue gas and/or gas plant products
under that contract, subject to
monitesing, review, audit, and
adjustment. Such allowances shall be
subject to the provisions of paragraph (f)
of this section. Before any deduction
may be taken, the lessee must submit a
completed page one of Form MMS-4295,
Gas Transportation Allowance Report,
in accordance with paragraph (c)(1) of
this section. A transportation allowance
may be claimed retroactively for a
period of not more than 3 months prior
to the first day of the month that Form
MMS-4295 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.

(2) If an arm's-length transportation
contract includes more than one product
in a gaseous phase and the
transportation costs attributable to each
product cannot be determined from the
contrac!, the total transportation costs
shall be allocated in a consistent and
equitable manner to each of the
products transported in the same
proportion as the ratio of the volume of
each product (including water vapor) to
the volume of all products in the
gaseous phase. No allowance may be
taken for the costs of transporting lease
production which is not royalty bearing.

(3) If an arm’s-length transportation
contract includes both gaseous and
liquid products and the transportation
costs attributable to each cannot be
determined from the contract, the lessee
shall propose an allocation procedurs to
MMS. The lessee may use the
transportation allowance determined in
accordance with its proposed allocation
procedure until MMS issues its
determination on the acceptability of the
cost allocation. The lessee shall submit
all relevant data to support its proposal.
The initial proposal must be submitted
by linsert the last day of the month
which is 3 months after the last day of
the month of the effective date of these
regulations) or within 8 months after the
last day of the month for which the
lessee requests a transportation
allowance, whichever is later (unless
MMS approves a longer period). The
MMS shall then determine the gas
transportation allowance based upon
the lessee's proposal and any additional
information MMS deems necessary. No
allowance may be taken for the costs of
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trampoﬁln% lease production which is
not royalty

{4) Where the lessee’s payments for
transportation under an arm's-length
contract are not based on e dollar per
unit, the lessee shall convert whatever
consideration is paid to a doliar value
equivalent for the purposes of this
section.

{5) Where an arm’s-length sales
contract price or @ posted price includes
a provision whereby the listed price is
reduced by a transportation factor,
MMS will not consider the
transportation factor tobe a
transportation allowance. The
transportation factor may be used in
determining the lessee’s gross proceeds
for the sale of the product.

(b) Non-arm's-length or no contract.
(1) If a lessee has a non-arm's-length
transporiation contract or has no
contract, including those situations
where the lessee performs
transportation services for itself, the
transportation allowance will be based
upon the lessee’s reasonable actual
costs as provided in this paragraph. All
transportation allowances deducted
under a non-arm’s-length or no contract
situation are subject to monitoring,
review, audit, and adjustment. Before
any estimated or actual deduction may
be taken, the lessee must submit a
completed Form MMS-429S in
accordance with paragraph (c)(2) of this
section. A transportation allowance may
be claimed retroactively for a period of
not more than 3 months prior to the first
day of the month that Form MMS-4295
is filed with MMS, unless MMS
approves a longer period upon a
showing of good cause by the lessee.
The MMS will monitor the allowance
deductions to ensure that deductions are
reasonable and allowable. When
necessary or appropriate, MMS may
direct a lessee to modify its estimated or
actual transportation allowance
deduction.

(2) The transportation allowance for
non-arm's-length or no-contract
situations shall be based upon the
lessee's actual costs for transportation
during the reporting period, including
operating and maintenance expenses,
overhead, and either depreciation and a
return on undepreciated capital
investment in accordance with
paragraph (b)(2)(iv)(A) of this section, or
a cost equal to the initial depreciable
investment in the transportation system
muitiplied by the rate of return
(determined pursuant to paragraph
(b}(2)(v) of this section) in accordance
with paragraph (b)(v) of this section.
Allowable capital costs are generally
those costs for depreciable fixed assets
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{including costs of delivery and
installation of capital equipment) which
are an integral part of the transportation
system.

(i) Allowable operating expenses
include: Operations supervision and
engineering: operations labor; fuel:
utilities; materials; ad valorem property
taxes; rent; supplies; and any other
directly allocable and attributable
operating expense which the lessee can
document.

(ii) Allowable maintenance expenses
include: Maintenance of the
transportation system: maintenance of
equipment: maintenance labor; and
other directly allocable and attributable
mainlenance expenses which the lessee
can document.

(iii} Overhead directly attributable
and allocable to the operation and
maintenance of the transportation
system is an allowable expense. State
and Federal income taxes and
severance taxes and other fees,
including royalties, are not allowable
expenses.

(iv) A lessee may use either
depreciation {paragraph (b)(2)(iv)(A) of
this section) or a return on depreciable
capital investment (paragraph
{(b)(2){iv)(B) of this section). Once a
lessee has elected to use either of the
paragraphs for a transportation system.
the lessee may not la-er elect to change
to the other alternative without approval
of the MMS.

(A} To compute depreciation, the
lessce may elect to use either a straight.
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation
system services, or a unit of production
method. After an election is made, the
lessee may not change methods without
MMS approval. A change in ownership
of a transportation system shall not alter
the depreciation schedule established by
the original transporter/lessee for
purposes of the allowance calculation.
With or without a change in ownership,
a transportation system shall be
depreciated only once. Equipment shall
not be depreciated below a reasonable
salvage value.

{B) The MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the tranaportation
system multiplied by the rate of return
determined pursuant to paragraph
(b){(2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to
transportation facilities first placed in
service afler [insert the effective date of
these regulations).

(v) The rate of return shall be the
industrial rate associated with Standard
and Poor's BBB rating. The rate of return
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shall be the monthly average rate as
published in Standard and Poor’s Bond
Guide for the first month of the reporting
period for which the allowance is
applicable and shall be effective during
the reporting period. The rate shall be
redetermined at the beginning of each
subsequent transportation allowance
reporting period (which is determined
pursuant to paragraph (c)(2) of this
section).

(3) The deduction for transportation
costs shall be determined on the basis of
the lessee's cost of rting each
product through each individual
transportation system. Where more than
one product in a gaseous phase is
transported, the allocation of costs to
each of the products transported shall
be made in a consistent and equitable
manner in the same proportion as the
ratio of the volume of each product
(including water vapor) to the volume of
all products in the gaseous phase. The
lessee may not take an allowance for
transporting a product which is not
royalty bearing.

{4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation
procedure to MMS. The lessee may use
the transportation allowance
determined in accordance with its
proposed allocation procedure until
MMS issues its determination on the
acceptability of the cost allocation. The
lessee shall submit all relevant data to
support its proposal. The initial proposal
must be submitted by [insert the Jast
day of the month which is 3 months
aftar the last day of the month of the
effective date of these regulations] or
within 3 months after the last day of the
month for which the lessee requests a
transportation allowance, whichever is
later, unless MMS approves a longer
period. The MMS shall then determine
the transportation allowance based
upon the lessee's proposal and any
additional information MMS deems
necessary. The lessee may not take an
allowance for transporting a product
which is not royalty bearing.

(5) A lessee may apply to the MMS for
an exception from the requirement that
it compute actual costs in accordance
with paragraphs (b){1) through {b)(4) of
this section. The MMS may grant the
exception only if:

(i) The lessee has arm's-length
contracts for transportation of other
production through the same
transportation system;

{li) The lessee has a tariff for the
transportation system approved by the
Fecéenl Energy Regulatory Commission:
an
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{111) The persons purchasing
transportation services from the lessee
had a reasonable alternative to using
the lessee's transportation system.

If the MMS grants the exception, the
lessee shall use as its transportation
allowance the volume-weighted average
prices charged other persons pursuant to
arm's-length contracts for transportation
through the same transportation system.

(c)(1) Reporting requirements—arm's-
length contracts. (1) With the exception
ofn&ou transportation allowances
specified in rangngh {c)(1)(v) of this
section, the lessee shall submit page one
of the initial Form MMS-4285 priar to, or
at the same time as, the transportation
allowance determined pursuant to an
arm’s-length contract is reported on
Form MMS-2014, Report of Sales and
Royalty Remittance,

{ii) The initial Form MMS-4295 shall
be effective for a reporting period
begt the month that the lessee is
first authorized to deduct a
transportation allowance and shall
continue until the end of the calendar
year, or until the applicable contract or
tate terminates or is modified or
amended, whichever is earlier.

(ili) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page one of Form
MMS-4295 within 3 months after the end
of the calendar year, or after the
applicable contract or rate terminates or
is modified or amended, whichever is
earlier, unless MMS approves a longer
period. Lessees may request special
reporting procedures in unique
allowance reporting situations, such as
those related to spot sales.

(iv) The MMS may require that a
lessee submit arm’s-length
transportation contracts, production
agreements, operating agreements, and
related documents. Documents shall be
submitted within a reagsanable time, as
determined by MMS.

(v) Transportation allowances which
are based on arm's-length contracts and
which are in effect at the time these
regulations become effective will be
allowed to continue until such
allowances terminate.

(2) Non-arm's-length or no contract. (i)
With the exception of those
transportation allowances specified in
paragraph {c)(2)(v) of this section, the
lessee shall submit an initial Form
MMS—4295 prior to, or at the same time
as, the transportation allowance
determined pursuant to a non-arm's-
length contract or no- contract situation
is reported on Form MMS-2014, Reiort
of Sales and Royalty Remittance, The
initial repart may be based upan
estimated costs.
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{ii) The initial Form MMS-4295 shall
be effective for a reporting period
beginning the month that the lessee first
is authorized to deduct a transportation
allowance and shall continue until the
end of the calendar year, or until the
transporiation under the non-arm's-
length contract or the no contract
situation terminates, whichever ia
earlier.

(iti] For calendar-year reporting
periods succeeding the initial reporting
period, the lessee shall submit a
completed Form MMS—4295 containing
the actual costs for the previous
reporting period. If the transportation is
continuing, the lessee shall include on
Form MMS—4203 ita estimated costs for
the next calendar year. The estimated
transportation allowance shall be based
on the actual costs for the previous
reporting period plus or minus any
edjustments which are based on the
lessee’s knowledge of decreases or
increases which will affect the
allowance. Form MMS-4295 must be
received by MMS within 3 months after
the end of the previous reporting period,
unless MMS approves a longer period.

(iv) For new transportation facilities
or arrangements, the lessee's initial
Form MMS—4285 shall include estimates
of the allowable transportation costs for
the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the
transportation system. or if such data
are not available, the lessee shall use
estimates based upon industry data for
similar transportation systems.

{v) Non-arm's-length contract or no
contract based transportation
allowances which are in effect at the
time these regulations become effective
will be allowed to continue until such
allowances terminate.

(vi) Upon request by MMS, the lessee
shall submit all data used to prepare its
Form MMS-4295, The data shall be
provided within a reasonable period of
time, as determined by MMS.

{3) The MMS may establish reporting
dates for individual lessees different
than these specified in this subpart in
order to provide more effective
administration. Lessees will be notified
of any change in their reporting period.

(4) Transportation allowances must be
reported as a separate line item on Form
MM S-2014, unless MMS approves a
dilferent reporting procedure.

(d) Interest assessments for incorrect
or late reports and failure to report. (1)
If a lessee deducts a transportation
allowance on ils Form MMS-2014
without complying with the
requirements of this section, the lessee
shall pay interest only on the amount of
such deduction until the requirements of
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this section are complied with. The
lessee also shall repay the amount of
any allowance which is disallowed by
this section.

(2) If a lessee erronecusly reports a
transportation allowance which results
in an underpayment of royalties, interest
shall be paid on the amount of that
underpayment.

{3) Interest required to be paid by this
section shall be determined in
accordance with § 218.54 of this chapter.

(e} Adjustments. (1) If the actual
transportation allowance is loss than the
amount the lesaee has eatimated and
taken Guting the reporting period, the
lessee shall be required to pay
additional royalties due, plus interest
computed pursuant to § 218.54 of this
chapter, retroactive to the first month
the lessee is authorized to deduct a
transportation allowance. If the actual
transportation allowance is greater than
the amount the lessee has estimated and
taken duﬂngbtahe reporting period, the
lessee shall be entitled to a credit
without interest.

(2) For lessees transporting production
from onshore Federal and Indian leases,
the lessee must submit a corrected Form
MMS-2014 to reflect actual costs,
together with any payment, in
accordance with instructions provided
by MMS.

(3) For lessees transporting gas
production from leases on the OCS, if
the leasee's estimated transportation
allowance exceeds the allowance based
on actual costs, the lessee must submit a
corrected Form MMS-2014 to reflect
actual costs, together with ita payment,
in accordance with instructions
provided by MMS. If the lessee’s
estimated transportation allowances is
less than the allowance based on actual
costs, the refund procedurs will be
specified by MMS.

(f) Notwithstanding any other
provisions of this subpart, for other than
arm's-length contracts no cost shall be
allowed for transportation which results
from payments (either volumetric or for
value) for actual or theoretical losses.

{g) Other transportation cost
determinations. The provisions of this
section shall apply to determine
transportation costs when establishing
value using a net-back valuation
procedure or any other procedure that
requires deduction of transportation
costs.

§ 206,158 Processing allowance—general.

(a) Where the value of gas is
determined pursuant to § 206.153 of this
part, a deduction shall be allowed for
the reasonable actual costs of
processing.
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(b) Processing costs must be allocated
among the gas plant products. A
separate proce allowance must be
determined for each gas plant product
and processing plant relationship.
Natural gas liquids (NGL's) shall be
considered as one product,

(c)(1) Except as provided in paragraph
(d)(z) of this section, the processing
aliowance shall not be applied against
the value of the residue gas. Where
there is no residue gas, the lessee shall
propose, for MMS approval, an
appropriate gas plani product against
which no allowance may be applied.

(2) Except as provided in paragraph
(c)(3) of this section, the processing
allowance deduction on the basia of an
individual product shall not exceed 66%
percent (100 percent for sulfur) of the
value of cach gas plant product
determined in acoordance with § 206.153
of this part (such value to be reduced
first for any transportation allowances
related to post-processing transportation
authorized by § 208.158 of this part and
any extraordinary cost allowances
authorized by § 208.153(i) of this part).

(3) Upon request of a lessee, MMS
may approve a processing allowance in
excess of the limitation prescribed by
¥aragnph (c)(2) of this section, except

or sulfur. The lessee must demonstrate
that the processing costs incurred in
excess of the limitation prescribed in
paragraph (c)(2) of this section were
reasonable, actual, and necessary. An
lﬁplication for exception shall contain
all relevant and supporting
documentation for MMS to make a
determination. Except for sulfur, under
no circumstances shall the value for
royalty purposes of any gas plant
product be reduced to zero,

{d)(1) Except as provided in paragraph
(d)(2) of this section, no processing cost
deduction shall ba allowed for the costs
of placing lease products in marketable
condition, including dehydration,
separation, compression, or storage,
even if those functions are performed cff
the lease or at a processing plant. Where
gas is processed for the removal of acid
gases, commonly referred to as
“sweete * no processing cost
deduction shall be allowed for such
costs unless the acid gases removed are
further processed into a gas plant
groduct. In such event, the lessee shall

e eligible for a processing allowance as
determined in accordance with this
subpart. However, MMS will not grant
any processing allowance for processing
lease production which is not royalty
bearing.

{2) (i) If the lessee incurs
extraordinary costs for processing gas
production from @ unique gas production
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orenuon. it may apply to MMS for an
allowance for those custs which shail be
in addition to any othc: processing
allowance to which the lessee is entitled
pursuant to this section. Such an
allowance may be granted only if the
lessee can demonstrate that the costs
are, by reference to standard industry
conditions and practice, extraordinary,
unususl, or unconventional,

(i) Prior MMS approval to continue an
extraordinary processing cost allowance
is not required. However, to retain the
authority to deduct the allowance the
lessee must report the deduction
annually 1o MMS in a form and manner
prescribed by MMS. MMS annually
shall reconsider whether an
extraordinary processing cost allowance
will continue to be authorized.

{e) If MMS determines that a lessee
has improperly determined a processing
allowance authorized by this subpart,
then the lessee shall pay any additional
royalties, plus interest determined in
accordance with § 218.54 of this chapter,
or shall be entitled to a credit, without
interest,

§ 208.159 Determination of processing
allowances.

{a) Arm's-length processing con'racts.
(1) For proceseing costs incurred by a
lessee pursuant to an arm's-length
contract, the processing allowance shall
be the reasonable actual costs incurred
by the lessee for processing the gas
under that contract, subject to
monitoring, review, audit, and
adjustment. Before any deduction may
be taken, the lessee must submit a
completed page one of Form MMS-4109,
Gas Processing Allowance Summary
Report, in accordance with paragraph
{c)(1) of this section. A processing
allowance may be claimed retroactively
for a period of not more than 3 months
prior to the first day of the month that
Form MMS-4109 is filed with MMS,
unless MMS approves a longer period
upon a showing of good cause by the
lessee.

(2) If an arm’'s-length procussing
contract includes more than one gas
plant product and the processing costs
attributable to each product can be
determined from the contract, then the
processing costs for each gas plant
product shall be determined in
accordance with the contract. No
allowance may be taken for the costs of
processing lease production which is not
royalty bearing.

(3) If an arm's-length processing
contract includes more than one gas
plant product and the processing costs
altributable to each product cannot be
determined from the contract, the lessee
shall propose an allocation procedure to
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MMS. The lessee may use its proposed
allocation procedure until MMS issues
its determination. The lessee shall
submit all relevant data to support ita
proposal. The initial proposal must be
submitted by finsert the last day of the
month which is 3 months after the last
day of the month of the effective date of
these regulations] or within 8 months
after the last day of the month for which
the lessee requests a processing
allowznce, whichever is later (unless
MMS approves & longer period). The
MMS shall then determine the

rocessing allowance based upon the

essee’s proposal and any additional
information MMS deems necessary. No
processing allowance will be granted for
the costs of processing lease production
which is not royalty bearing.

{4) Where the lessee s paymenu for
processing under an arm's-length
contract are not based on a dollar per
unit basis, the lessee shall convert
whatever consideration is paid to a
dollar value equivalent for the purposes
of this section,

(b) Non-arm's-length or no contract.
(1} If a lessee has & non-arm's-length
processing contract or has no contract,
including those situations where the
lessee performs processing for itsell, the
processing allowance will Le based
upon the lessee s reasonabla actual
costs as provided in this paragraph. All
processing allowances deducted under a
non-arm's-length or no-contract
situation are subject to monito
review, audit, and adjustment. Before
any estimated or actual deduction may
be taken, the lessee must submit a
completed Form MMS-4109 in
accordance with paragraph (c)(2) of this
section. A processing allowance may be
claimed retroactively for a period of not
more than 3 months prior to the first day
of the month that Form MMS5—4109 is
filed with MMS, unless MMS approves a
longer period upon a showing of good
cause by the lessee. The MMS will
monitor the allowance deduction to
ensure that deductions are reasonable
and allowable. When necessary or
appropriate, MMS may direct a lessee to
modify its estimated or actual
processing allowance.

{2) The processing allowance for non-
arm's-length or no-contract situations
shall be based upon the lessee’s actual
costs for processing during the reporting
period, including operating and
maintenance expenses, overhead, and
either depreciation and a return on
undepreciated capital investment in
accordance with paragraph (b)(z]&v)(A)
of this section, or a cost equal to the
initial depreciable investment in the
processing plant multiplied by the rate
of return (determined pursuant to
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paragraph (b)(‘«z(v) of this section) in
accordance with paragraph (b)(2)(iv)(B)
of this section. Allowable capital costs
are ﬁenerany those costs for depreciable
fixed assets (including costs of delivery
and installation of capital equipment)
which are an integral part of the
processing plant,

(i) Allowable operating expenses
include: Operations supervision and
engineering: operations labor; fuel;
utilities; materials; ad valorem property
taxes; rent; qllu; and any other
directly allocable and attributable
operating expense which the lessee can
document,

{i) Allowabla maintenance expenses
include: Maintenance of the processing
plant; maintenance of equipment:
maintenance labor; and other directly
allocable and attributable maintenance
expenses which the lessee can
document.

(iil) Overhead directly attributable
and allocable to the operation and
maintenance of the processing plant is
an allowable expense. State and Federal
income taxes and severance taxes,
including royalties, are not allowable
expenses,

(iv) A lessee may use either
depreciation (paragraph (b)(2)(iv)(A)of
this section) or a return on depreciable
capital investment {paragraph
(b)(2)(iv)(B) of this section). When a
lessee has elected to use either of these

aragraphs for a processing plant, the

esses may not later elect to change to
the other alternative without approval of
the MMS,

(A) To compute depreciation, the
lessee may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the processing plant
services, or a unit-of-production method.
After an election is made, the lessee
may not change methods without MMS
approval. A change in ownership of a
processing plant shall not alter the
depreciation schedule established by the
original processor/lessee for purposes of
the allowance calculation. With or
without a change in ownership, a
processing plant shall be depreciated
only ance. Equipment shall not be
depreciated below a reasonable salvage
valuu,

(B) The MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the processing
plant multiplied by the rate of return
determined pursuant to paragraph
{b){2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to plants
first placed in service after [insert the
effective date of these m)otiom].
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{v) The rate of return shall be the
industrial rate associated with Standard
and Poor’s BBB rating. The rate of return
shall be the monthly average rate as
published in Standard and Poor's Bond
Guide for the first month of the reporting
period for which the allowance is
applicable and shall be effective during
the reporting period. The rate shall be
redetermined at the beginning of each
subsequen! processing allowance
reporting period (which is determined
pursuant to paragraph (c)(2) of this
section).

(3) The processing allowance for each
gas plant product shall be determined
based on the lessee's reasonable and
actual cost of procesaing the gas.
Allocation of costs to each gas plant
product shall be based upon generally
accepted accounting principles. The
lessee may not take an allowance {or
the costs of processing lease production
which is not royalty bearing.

(4) A lessee may apply toa MMS for an
exception frum the requirement that it
compule actual costs in accordance with
paragraphs (b){1) through (b)(3) of this
seclion. The MMS may grant the
exception only if:

(i) The lessee has arm's-length
contracts for processing other gas
production at the same processing plant;

(ii}) At least 50 percent of the gas
processed annually at the plant is
processed pursuan! to arm's-length
processing contracts;

(iii} The persons purchast
processing services from the lessee had
a reasonable alternative to using the
lessee's processing plant, If the MMS
grants the exception, the lessee shall use
as il processing allowance the volume
weighted average prices charged other
persons pursuant to arm’s-length
contracts for processing at the same
plant.

(c) Reporting requirements.—{1)
Arm’s-length contracts. [i) With the
exceplion of those processing
allowances specified in paragraph
{c)(1){v) of this section, the lessee shall
submit page one of the initial Form
MMS—4109 prior to, or at the same time
as, the processing allowance determined
pursuant to an arm's-length contract is
vwported on Form MMS-2014, Report of
Sales and Royalty Remittance.

(i) The initial Form MMS5-4109 shall
be effective for a reporting period
beginning the month that the lessee is
first autharized to deduct a processing
allowance and shall conlinue until the
end of the calendar year, or until the
applicable contract or rate terminates or
is modified or amended, whichever is
carlier,

(iii) After the initial reporting period
and for succeeding reporting periods,
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lessees must submit page one of Form
MMS—4109 within $ months after the end
of the calendar year, ot alter the
applicable contract or rate terminates or
is modified or amended, whichever is
earlier, unless MMS approves a longer
period.

(iv) The MMS may require that a
lessee submit arm's-length processing
contracts and related documents.
Documents shall be submitted withina
reasonable time, as determined by
MMS,

{v) Processing allowancea which are
based on arm’s-length contracis and
which are in effect at the time these
regulations become effective will be
allowed to continue until such
allowances terminate,

(2) Non-arm's-length or no contract. (i)
With the exception of those processing
allowances specified in &lngmph
{c)(2)(v) of this section, the lessee shall
submit an initial Form MMS-4109 prior
to, or at the same time as, the processing
allowance determined pursuant to a
non-arm's-length contract or no contract
situation is reported on Form MMS-
2014, Report of Sales and Royalty
Remittance. The initial report may be
based upon estimated costs.

(i) The initial Form MMS-4109 shall
be effective for a reporting period
beginning the month that the lessee first
is authorized to deduct a processing
allowance and shall continus until the
end of the calendar year, or until the
processing under the non-arm’s-length
contract or the no-contract situation
terminates, whichever is earlier,

(iii) For calendar-year reporting
periods succeeding the initial reporting
period, the lessee shall submit a
completed Form MMS-4109 containing
the actual costs for the previous
reporting period. If gas processing is
continuing, the lessee shall include on
Form MMS—4109 its estimated costs for
the next calendar year, The estimated
gas processing allowance shall be based
on the actual costs for the previous
period plus or minus any adjustments
which are based on the lessee's
knowledge of decreases or increases
which will affect the allowance. Form
MMS-4109 must be received by MMS
within 3 months after the end of the
previous reporting period, unless MMS
approves a longer peri

{iv) For new processing plants, the
lessee's initial Form MM35—4109 shall
include estimates of the allowable gas
processing costs for the applicable
pariod. Cost estimates shall be based
upon the most recently available
operations data for the plant, or if such
data are not available, the lessee shall
use estimates based upon induatry data
for similar gas processing plants.
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(v] Processing allowances based on
non-arm's-length or no-contract
situations which are {n effect at the time
these regulations become effective will
be allowed to continue until such
allowances terminate for gas production
from onshore Federal and Indian leases.
For gas production from OCS leases
such allowances will be allowed to
continue until they terminate ot until the
end of the calendar year, whichever is
urlleri’ by MMS, the |

(vi) ! tequest by ¢ lessee
shall mggmr:ﬁ data used by the lesses
to prepare its Form MMS-4109, The data
shall be provided within a reasonable
period of time, as determined by MMS.

{3) The MMS may eatablish reporting
dates for individual leases different from
those specified in this subpart in order
to provide more effective
administration: Lesaees will be notified
of any change in their reporting period.

(4) Processing allowances must be
reported as a separate line on the Form
MMS8-2014, unless MMS approves a
different reporting procedure.

{d) Interest assessments for incorrect
or latere and failure to report. (1) If
@ lessee deducts a processing allowance
on {ts Form MMS-2014 without
complying with the requirements of this
section, the lesses shall pay interest
only on the amount of such deduction
until the requirements of this section are
complied with, The lessee also shall
re ag‘the amount of any allowance
wEl is disallowed by this section,

(2) If & lesses emneousgnpom a
processing allowance which results in
an underpayment of royalties, interest
shall be paid on the amount of that
underpayment.

(3) Interest required to be paid by this
section shall ba determined in
accordance with § 218.54 of this chapter.

(e) Adjustments. (1) If the actual gas
processing allowance is less than the
amount the lessee has estimated and
taken d the reporting period, the
lessee shall be required to pay
additional royalties due-plus interest
computed pursuant to § 218.54 of this
chapter, retroactive to the first day of
the first month the lessee is authorized
to deduct & processing allowance. If the
actual processing allowance is greater
than the amount the lessee has
estimated and taken during the reparting
period, the lessee shall be entitled to a
credit without interest,

(2) For lessees processing production
from onshore Fedaral and Indian leases,
the lessee must submit a corrected Form
MMS-2014 to reflect actual costs.
together with any payment, in
accordance with instructions provided
by MMS.
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{3) For lessees processing gae
production from leaces on the OCS, if
the lessee's estimated processing
allowance exceeds the allowance based
on actual costs, the lessee must submit a
corrected Form MMS-2014 to reflect
actual costs, together with its payment,
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in accordance with instructions
provided by MMS. If the lessee’s
estimated costs were lesg than the
actual costs, the refund procedure will
be specified by MMS.

(f) Other processing cost
determinations. The provisions of this
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section shall epply to determine
processing costs when establishing
value using a net back valuation
procedure or any other procedure that
requires deduction of processing costs.
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