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RquhUOn8 md Rmht8d T W b  
AQMCr: Minerah Manyamm( knlcr 
and Bureau of trnd lbhqment,  
Intertor. 
A ~ O R  Second hathat notla d 
propored rulwaakiqg. 

8UmAR'F.  The Mlneralr Maaagement 
W c e  [MMS) of the Department of the 
'Interior (DOI) ia irsuing thlr Second 
Further Notice of Proposed Rde~~king 
to obtain additlona1 p u b k  revfew .ad 
commenta on fta oil 
rclplationr appllab e k pdmtien 
trwrFedcralaadIndlmelbdyo 
Iearer. Allached te Lhlr n o h  8s 111 
appendix la a &aft of th. Olt rrhutlon 
ngulationr fn final fam. toget?ierwidr 
draft of the preamble for the final m k  
DAtlC C O l l I l l l ~ ~  W t  be tbwfvbd Om 
before November 25.1wt. 
ADDRESSES Written conunents may k 
mailed to MIneralr Management 

a t  R0g.m. 
Rulrr and Promdmh YGLer?ederd 
Senice. Royalty M 

Canter, Buildbq 85. P.O. bm ZSlO& bfdI 
Stop 66% Denver, Colorado Ba2A 
Attention: Demh C Whlttamb. 

Dennis C Whlttomb, (%!e& Rnlm .nd 
Pracedurer Branch (303) 2314432 (PIS] 
326-3432. 
SUPPUYtNTARY HWORMATlOEThr 
principal uuthora of tbfr proporsd 
rulemaking are John I. Pzice, Scott L 
EUlr. Thomaa I. Blah, St 
and William H. F e l d m i U 3 t k ! s  
Valuation and Strndudr Dirfdoa ofthe 
Royalty Management pto111113 @MP), 
Minerals Manapment Satrias Donald 
T. Sant, Deputy Atrodate Dfnotot fat 
Valuation and A d i t  utnarat 
Management sarrlce; md Peter& 
Schaumbeg of the Office of the 
Solicitor, Warhfnlton, DC 
1. lntmductlon 

COR FUllTHllll MFOtWSATlOM CONTACT: 

On January l& liW7,52 FIt 1858, MMS 
Itrued a notice of eddmn.Hnr 
to amend the tionata+araty(h. 
valuation of on from h d d  laua 
onrhore and on the Outer Cantlnsntrl 
Shelf (Om), and Iram IndiaaTrIbrled 
allotted learea During the pabb 
comment period MMS m e i d  am 100 
written comaab.  In addfffoa pubk 
hearinga were held in benrcn. Colorado, 

r 4 1 - b  m d  h N a  
bdd- On- irt186t. 

Beauso the tomplexity of the 
mgdationr, m d  in accordance wlth 
MMS's mdurstanda# nflh the 
COS~NBS, MMS lamed a Mer Notla 
d Proposed Rulemakinton A y s t  17, 

(a FR ma) whi hcIu ad as u 
rppendlx MMS's draft of the final 
rqdatbm.The purpose of the Mer 
aothat d rulwrddq was to 
&afn a pbUo cornme dwhg 
I short mmment period and then to 
d e  m y  nacaraary rroiaiona to b e  
find regulatbna See conlerana Repert 
on I3.R. 1827, ia the CungmaafomJ 
Jbmd of Inn# 27,1987, pager HS651- 
Haaab 

The publie comment period on t& 
hnt Mar noti ce of proposed 
tulemkiry wu scheduled to dorr BII 
September 2, IW, but war extended to 

September 2,1SW& On September 2% 
1867. MM$ iasued a Notice of htmt To 
lnor a SecaadFitrthar Notice of 
Roposed Rdernaklng (62 FR 36461). In 
&at Notfa, MMS rtated that d 
cammaats received on the Further 
Notice of Propored Rulemaking and &e 
h t  draft final d e r  would be included 
ta the r u l e  record for this rule, 
men if they were received after 

m!G2ta receiving written 
comments an the firat draft finat des,  
MMS held s d  meetings with 
rspnrentrW h m  the states, Indian 
l e a r n  urd industry in an affort to 
dewlop a ret of re atlonr which 'cran 
acceptable seneral P g to all groups, 
though not a anacea for any one of 
them. Each orthe groups exhibited a 
commendable willingnear to make 
poritiw tantributionr to the p m e r s  
md, whom, necersary, to reach 
-wQ=i-a As a d t  of the variow meetbqr 
MMS heId with interested groups md 
kem h&Ws d e w  of the comments, 
thangas ham been made to the draft 
Bb.1 mgulatiwr. Some of these changes 
UI dgdflcant. Alao. MMS still has 
soam lrmea 011 which it would like 
lmther technical review and comrmtm 
from interested eraonr before Ira 

zlacond Farther Notice of Proposed 
R u l e  wlth a nvired drdt fiarl 
d e  attached 

MMS nqaasb that commentera not 
dmplyrerrtbmft tomenta  ulready 
prwidud 011 the pored ruler of fa 
mrpaan to the Further Notice of 

edRotemrkiiywiththefirstdr8ft 

comments m e h d  since publicatianof 
the Bnt pmpord rulemaking on 
Junury 15, 'I-* will be included in this 

W b O t  1% 1987 (62 FR 33247, 

% flMt rPlaThm!m, Mw ia I B M h y  

E!i= tule attached thanta All 





Sunun~Tbirdam.lrllupm*idea 
for the amendment and clarification of 
regdatiom gowznhq vafuatlon of off for 
royalty computation ptuporea. The 

govern the methoda by Tam w ob d u e  la 
amended and clarified 

determined whm aomput4 oil 
royalties and net profit shams under 
Federal (onrhore and Outer Contlnsntrl 
ShelZ) and h d l ~  (Tribal and dlottd) 
oil and sas  leraoa (except burr on tha 
hago Indian Reamtion, 
co\mty, Oklahoma). 

Effmffm da&: February lllS80 
(tentative). 

Forfurtherhfmation contack 
D d s  C. Whltcomb, Chtef, Rules and 
Prucadurus, (90s) mJIsz, 326 
943% 

SuppImentary hfonnatim The 
prlndpd authm of thir ru leddq M 
John L Ria, Scott L Ellfa, Thomas J. 
Blair, Stanley J. Brown, and Willlam K 
Peldmllter, of the Royalty Vduation utd 
Stand& Mvirlon of the Royalty 
Man.gamentFmgrun,Ib¶her& 
Manqetaent sanlce &&tSk€haddT. 
santDaputyAalod.hMnckrfrw 
Valuation and Andit h U n d r  
Manrgammt WIX and k t a  J. 
Sch~bergOltheOfficeafthe 
&lldtOr, WaahiD#oe Dc 
L I Q l d U O t k  

On January 18, lW, UFRlM@, the 
Mlnarlr t a d m ~ o f  

notice of paopoud r u l e  to mead 
rtlonr &e *rhrtlon 

F e d 4  leama onrharr .nd 
ontheOPtmCwatbamtdShelf(0CS). 
r ad  from hdh Mbrl d d o t t d  
Ierrer. DU&J &a pbUa aommmt 

chr-brtala-8 

of "'TL on 





7%. rules in $ acpmrlt 
recopha that whm thaprmidorrr ob 
Ul hdhB h W  Ot Ow Bhkb Ot kO@ 

hCOMhXtt dth fh8 b f f o n k  h 
a rf rcting any hdtm bru, am 

the lease, rtatuk or tnaty will govern 
to the extant ofthe fn-&teBq. The 
same prtacrpte e lles tu Federal Ieasoa 

A reparate oU%finitim,s ractlon 
applicable to the royalty tllortion of oil 

~ A U d e f i n t t I m a m t a i n  qfnkrt under 
is included in this rp1 

each rubpatt of Put 200 will be 
applicable to the regulations tonhfwd 
in Parrs 202 ztl& 207,aa md24t 
Because the deanitianr M specific to 
there park they m y  not mceuuily 
conform to de5dtioM of the (wL14 tarmr 
in other F e d d  ageadd mguIatfanr 
III. Response to G o n d  Comments 
R d d O I l R O p O S d 0 1 1 R o d r d  
Vduatron Rsrpktiolrr urd Rehted 
Topics 

The notico of proposed oil valuation 
reguJationr was publlrhed fa tho Fodord 

Notice of RopoMdRdenddq (62m 
301U6, August 17,lW). mda Second 
Purlher Notice of Propared R u l e m W  
(52 FEZ-----, 1987). OV0?130 
comments were received trOm intarartad 
penonr including Indian lesson, the 
Slates, and Indortry. 

The commmters included hdustryl 
trade groups. State, loclL and Federal 
governmental entities, hdian Mbar QT 
allotteen, a State/'ikibd ~ r o d r t i ~ a  md 
an individual 
Ceneml Cummenk 

commenb on the principles underlying 
&e propored valuation methodolqy. 
There comments did not address 
rpedfic rectionr of the propod  
regulntlons. Tho respondants pnerd ly  
compffred hw rrfthtndrurry 
generally a o n ! % % t d  States and 
Indian# on the opporh4 side. Tln 
enerat comments mn a XYI mo-less lntanlr rhb trrrtnt (1) 

Acceptance door8 ptooMdr d e r  an 

(2) 
deductlon of trinspattrtian acntrt (a) 
legal mandate8 md rerp0ariblUtirr 

R @ S h O n ~ U i  ~ & ~ @ Z ~  
1858). Thir WUzdb 8- 

The MMS r e w i d  many diverse 

oontnotathrbraohmufr, 
a r  am*s-'"fb &e va ue for royalty 

md (s] ownode impacts. 
11 Accsptanw otcmrr R o c d 8  u tb 
rhuforlbydty Rtrpos.8 
t n d u s t r y c o m m e n m ~ ~  

t 
that the baric premise mded 
propored dem- b aoua P bacrurr tho 
value is best determined by tho 
intera~anofcompetingmaritatf~ 
However, Stab and Indian ccmmentors 
dlralpred, partfdarly gbjactfry to tho 
arrrcsptof~ccaptfnll PlOcMdr 

coarmantnr wem concamad that the 
.ccap~ofgorsptocsedr.withoot 

lead to manipulation of prlcing 
rcheddeh .II erosion of payord 
accountability ad ,  in general, d d  
fail to protect the intererts of the lessor. 

has historidly not been considered 
equivalent to market value, dting 

dew of thk Stab and Indian 
comnlenm rIe&fwd thatrgrltyvaloc, 
should be equivalent to the W e s t  prfce 

orled for likequallty production in a 
geld or area. 

MMSRsrponreThe MMS'r 
rxpedenca demonatrater that the 
hfghert price orted ln a glvm fldd doar 
not necessar& reflect n bonr 5de offer 
to purchase, nor doer it reflect that 
dgdRcant quantities of oil am be@ 
placbued a t  that price. In thoro 
&atianr, MMS generally will usms 

alty on &e value to which the lessee 
xegally entitled under its um*clqth 
contract. Mh4S maintains that grors 
proceeds to which a lerree is legally 
entitled under ann'r-length tontnctr are 
detormind by market foroar md thw 

88Bt the best measure of market 

cvlll dso require conaideratian o€ the 
W e a t  price paid for r major portion of 

tam& 
To rrmn t h t  m u  prom& 

reprnmtmrketvahm rndtbor fruon 
aoanmtabilitj), bdfm and Sbto 

~ 8 8  prom& valuer rhotlld v trttodt 
oammrntm s q g e 8 t d  that 

d & t d  by urlq &e net-back 

recddlmdsrJrm*s!!trmrrcttonr 
U m m h d V 8  Of & VdW. Tb8 

8ddffOd bSw Offb rrlfdltl; corrtd 

m p O h t h d  OUt h t - 8  procaedr 

VdOOr OphdOM ht SUpp& h 

T v ue. For many Indian lerreu W 

M U C h  hl aGCOl'dMC0 dth th0 h U 8 8  

(workback] procedure M an 
bl&pmldmlt CrwrCbsJt Tbeydro 
-stud that alty raportiq should 

procrdora 
br routiaObm3Wb O S L q  thir 

MMsRsrponrs:TheMMsbeliacre8 
that gross proceeds under arm*s-lengtb 
contracts M repmreatative of market 
taloa However, MMS will contirme to 
modtor d u e  GetamfnatIm mdaSb 
ragalatiom to mrma that those 
determinations yield masonable values. 
To routfnely perform labo~inkneive 
--back calcpfatiom ir fmpractid 

Some S t a b ~ b  doubted that 
tha bencha rk  h i d y  syatam fa 
de- d u m  under non-nrm'r- 
l q f b  trurudoaa d d  bepjmliy 
applied because ofthe system's 
complexity and because the valuation 
procedure is predicated upon a payor's 
abilSty and w i l l S y s s  to i d e s  8 
lransactionuei erarm'r-1 or 
nonarm's-langth. They feared that 
industry mi&t k reluctant to idmw 
nw-um'r-lsngth h8U8ctfOnr m d  h 8  
merely declare #mrr proceds 8s value, 
thereby pl8* the burden of proper 
5- upon MMS drrrln(l audit. 
UMS Reqmnm: The MMS supports 

the benchmark system. Mort of indurtry, 
those who report under the rystam, 
believe it to be a workable system. In 
g e n e d  industry CUI iden itr o m  
urn's-length contracts base T on 
rtanduds established in there 
ruguhti om md it is fa its bert interests 

transactions as um*s-langth ecawe of 
the threat of both high interest costs and 
porrible penaltier, However, MMS will 
are the rudtt process to verify that 
contracts which am claimed to be ann's- 
length satisfy nll the rtandardr of the 
definftion, discussed in detail below. 
(2) Deduction of TMIpottationr Carts 

"$b Bot t0 da88* nopUm'S-1 

mpporte Nboaah the indortrl propored commentem deductions for 
hnaportatloa costs, many of the 

dmtr bellwed &n rllownble 
de tlm wen tsa mtrlctIve, and one 
Wntd thrt tMIportrtfon 
dl mumor should br actual mrts bared 
on?eder r l lhqyAopla tory  

length tnnrpottrttoar urrrylamenta. 
~ S h l  w 8  O? Urn*#= 



H ~ , c o m m m t a  itomstalrrmld 
Indiana ob ectd to the allowanma u 

o n a n d d  by effectively grantin# lzII 
aCwancea mgm~en need. 
-stad that burrportrtloa deductlow 
r h d d  be a n d  only when 
tranrporhtloa coats u a  wauy to &e 
sale of the production, lhrt 
transportation rl lowmar r h d d  k 
limlted to OCS 
no dedrtctlonr 8 P ould be al lmd,  at 
least for orlbal Imda 

M M S R e s p m m T h  MUS b e h r  
that corta incurred by r lessee to 
transport lease prudrictlaa te a dellvay 
polnt off the lerre hares ttr valm 
and, therefon, Is a mcagdzed 
deduction. &e the b.nsportrtion 
allowance recti an of thir praamble for 
further dircurrian. 
(3) Legal Mandates and Rerpanribllltier 
Toward Indiana 

Some State and Indian tsrpondenta 
quertioned the fsgality of &e propored 
rulemakltq, lxprssring their view that 
the propored ntodfficationr p a r t b M y  

mdgoupmceedr, ut contrary to the 
intent of the valuation reqdrmmta of 
the M i n d  Lnada Lea- A& U S C  
181 et req., m d  the P e d 4  On m d  Cu 
Royalty Management Act of 1982 
(FOGRMA). SO U.S.C. lM1 et raq., uui 
am a marked depuhvr  lFrom historical 
valuation mgulationa and lease tennr 
Their baric argument $8 that ?he statnter 
require royalty bared on the value of 
productfm m d  myatty e l a m  bared 
upon "value" Sa not ratirfled by a 
valuation procedure bered opon pn 
proceeds in thetr opinion, valne may be 
considerably higher than revunttes from 
arm'r-1en& buuactfonr. 

U M S R e s ~ ~ ~ e m g u l a t i ~  
generally define value on the b ~ r h  of 
market transactionh conrirtent with 
commonly bald uconomlc philosqhy, 
rather t h ~  some arbitrary W u e "  
which can be earfly mircanrtn~ed 
disputed, or mirinterpreted The MMS 
believer thure Ir w d c t  between the 
Intent of the Mineral Lands fharhg Act, 
FOGRMA, and the rduation procedonr 

b a h t 0 0  li b8d.ndWltl-r- 

wtlon only, or that 

dlh re8p8Ct to Um'S-18ngth WllhGb 

Ir a word wt&out pndu definition. 
"Men have all but driven thenuelver 
mad in M effort to definitize ita 

Anhm Y. cammlrrloncrrof 
In- Rmmm ll (2nd 
Cir. 1913). Tbe word "vake" bu 
aometimrr berm modlfld by thr WOrBI 
"fair market", r l thoqh the mineral 
learfnl law ~ ~ Y W X U  011 d 

uation" do not W u d e  rhore *rordr. e there adjectiws do not redly d e  
tha word "value." The word "fafir can 
modif$ the word "rrlue" ar In "fa 
v d d '  or tt em modify the word muket 
as hr lab market." Tbr term "fair 
due" mayaot be interpreted the rune 
8s the "fdr market" value. The !em 
"fdr & d o e , "  however, h u  beon 

receirr by a wUrq and 
knowledgeable rellet not obltgated to 
relt from a wUng and knowledgeable 
buyer not obtigated to buy. WWq, 
k n o w l e ~ a b I e ,  and obligated VI yah 
rdjectfver which are not tenam of 
pmdn detinition. These general 
concapta, howem, w e n  at i l l  the p r i e d  
prindpler which w m  f o l f m d  in 
drafting there regulations an valuatlon 
of roduction for the pwpoae of cap d a t i n g  royaltier. The l e n d  
premmption ir that  OM buy@ or 
r e m  producta from Federal md Indian 
learer are  knowledgeable, and 
not obligated to y or re& Becatue the 
US. economy h built upon I mtem in 
whicb individuals am provided the 
opporhmity to advance thebhdioidoal 
d i n t e r e s t  Wr r e e m  to be a 
rearonable promption. "hi8 rprtem 
and ita mllance on relf-motivated 
individuals to engage in tranaadlonr 
WbiCh M to their own beat intenrt, 
therefore, is a cornentone of the 
regulations. 

The purpose of these regulations is to 
define the value of production, for 
royalty purposes, for production from 
Federal and Indian lands. Value CM be 
determined in different warn m d  there 
ruler e l a h  how value is to be 
ertablixed in different drcumrtancer. 
Value in there replatione panerd  $8 
determSned by prices ret by indivduala 
of opporiq economic intererta 
transacting burlnerr between 
themselves. PrScer received for the rale 
of products from Federal and Indian 
learer panuant to "arm's-le@ 
contrack" in many htancea,  am 
accapted a8 value for royalty purporea 

contraata, contract prlcsr mry not Y2 Howtwer, wen for rome arm's-l 

rued for value urpores if the b u n  
termrpro*ldrkrotheraneuareauf 
nlan ( d l  11s hdur 1ea)Ir) or w l m  
~ ~ W O I S W O U ~ ~ O  d t h e b o n r  
fide natura of a pad= -action. 
Bwn the dtamttlva duation methods, 
however, a n  determined by reference to 
prices received by individualr bum or 
r e b g  ke-quality ptadoatr la the rame 
p 8 t d U i 3 ~ W h O h r V B  
eoonomie intemrtr. ~ r X 3 L n c a  
em *due be lets than &a uamt 
n#l*rdby I lerr t r  in a putfootu 
kaluution8 

armpt3d to be the price 

The Indian commenten took 
partfdar exception to the propored 
rulemakIng, oinUng out that the 

gorr pmceeda m in conflSct with the 
Sscrstary'r duty -der the Unallotted 
I n d h  Learlng Act of 1938 and the 
Indim Mlnml Development Act of iB82 
to mure that tribes and allotteer 
rscrive the mudmtrm return for their 
p m p e y  They dinagreed that grosr 
procee s repmr8nted market value, and 
thur believed they would not receive the 
mudmum benefit accxuable from 
productlon purauant to rtatutes. One 
nrpondent 8 erted that the propored 

new1 irrued learer no that royaltier 
owe J to Tribes and allottees under 
exirting reptiom would not be 
dimfnishe 

hfMS Rerponm: MMS believes the 
new valuation mgulationr, with the 
changer dircarred in mom detail below, 
ars fully consistent with the Secretary'r 
obligationr to Indian Ierson. 
(4) Complexity and Obscurity of 
Xeplationr m d  Definitions 

Some commenten believed that the 
pmpored rulemakky generafly was 
excerrively complicated leading to 
difficulty in intexpmtatfon. As a rerdt. 
they bellevo the propored rules fail to 
achieve the atatad goala of 
rimpllRcation and providing certainty. 

endeavored to correct certain Identified 
deficionder in the final rulemaking. The 
regulations combine previous 
refdatlona, NTL'h orden, and internal 
pa der. They will provide a single 
rourw for product value guidance whicb 
necerrarily will be rlmpler and more 
comprehenrivr than the exitting 
procedurar. 
(6) Economio Impactr 

dSsagreed with MMs'r statement that 
the propored mgdationr would yield 
long-term benaflta to royalty ownen. 
Indian commenten, in particular, 
believed the propored valuation d e r  
n w l d  hrva r rignffScant detrimental 
e r x m d a  Im rat 011 Mber and 
aHetteeoL A &led malyair of tho 
euonomla Imprat# et &e propored ruler 
war mggertd one commenter to 

propored v aP u a t l ~  pmcadurer based on 

regdatlona app T y pmpectively only to 

MMS Rerpome: The MMS has 

State and IndSan commentera 

%m 
z f 2 7 o ~ & * e r  w%:::&%:- 

MMS R8UpOnE8: The MMS believer 
that the rofiationr pmvide valuation 
d t d t  that will nault in rearonable 
valuer and will anab an atmosphere of 
certainty in mydv paymenta and 
thereby QoMot rome of the royalty 
dafidander encouutered in the part. 



N. fkctba-~-sOcdoa Aadyda d 
R n p o n w t o ~ m b  

rection ef the propored @atlens. 
Therefom ft my of these recUonr mn 
not changed s@ifiwtly from &e 
proporal, thm generally Is ne htrther 
dlscusslon in (hi8 preambh Tho 
preamble to the properad mgdatiea (Sr 

gi$th=% derariptiaa of the 
p w p m  d &one nctiom.?or 0 t h  
rections, (hls preamble wUl addran 
primarily the extent to which the 5 d  
rule war ch d from the pt0par.l 

applicable sections may be found ln tho 
preamble to the propored regulation. 
Section2rl2.62 RoyuMem 

For purporer of clarity, one State 
cammenter suggested that tho word 
"royalty" be inserted before the  word^ 
"rate rpedfled", and tho words "rmoant 
of ruydI bo deleted md mphced with 
the wo "royaIty rate." Thir 
suggertlon war made become aorne 
lerreer have Eonhued the computation 
of royalty rate and the computation of 
the amount of myaltier due. 
MMSRe8pome:TheMMS 

there r e t t e d  changer r h d r i i i  
lor pqmrer  of clarify and t h m  find rule 
has been rnedS5ed acadlngly. 
The MMS has removed from the find 

ruler the two sectitianr addrersing &e 
eneral responrtbilltier of MMS and f essees. All of them rerponribilltier am 

addrersed in variaru proddoxu of So 
CFR and elrewhere. Thtm, these aectionr 
were dupllutive and  b a d  on the 
comments received, caured confi~sion. 
Section m f W  RoyaIty on oil. 

paragraph (a) r h d d  prwlde 
specifically that Indian lorton, a i  weH 
a i  MMS, have the @t to requlra 
payment in-kind for royaltier due en 
production. 
MMS & q ~ ? r t m  Mort Indian lorson 

have the authority to require pa 
in-kind for royaltier due on Z c r A  
To the extent the Iease toms so provlde, 
the lersor may take its royalty ln-kind. 
Howevar, beaure requests to take 
royalty in-kfnd ma hvolvo operational 
d i m d t i e s  for tho Illsee, as mn a i  a 
change in aawuntlq and npartinl 
proceduter nocormry for MMS to 
properly monitor royalty obligations, 
MMS win coattnrn to IdminlStrt mah 

wantr royal in-kind he or oh0 must 
contact &me - then d m r t t e  
anangementr with tho lor800 for tho fn- 
kind payment. 

Comment1 wem not mrld on wary 

U19g7) may bo 

Agefa a comp 7 ate dlrcrurlon of the 

Indian commenten recommended that 

r e q t r O l t h  Thdm i Ul hdh kUO? 

Tho h&fS dso ha8 added a provblob 
duurtry thrt whon royaltim m p d d  la 
d u e ,  the myaldsr due m 0 

the royalty rate. 
Indurtry commenten mommended 

that this section state that no p d s s i o n  
ir necersary to exam t from royalty any 
ott wed for the benek of rho l e a b  
either on-lrrro or off-lease, and 
hcludiq communitfzed or anitbd 
m a &  In addition, mothor krduatry 
commsnter stated thrt rvhen I 
a rovd is necersary, thir s Z  
s k d  address the procedw to aaqulro 
d permfrrioa. 

h e  Indian commonten also 
recommended that my royalty-he ure 
ot oil be aubject to prior approval to 
ensum that production from Indian 
leases is not dtrproportionately wed  in 
royalty free operatiom. 

MMS Re$pnte: The royalty-he use 
of oil i~ an operational matter covered 
b the appropriate operating reylatioar 
orthe BLh4 and MMS for Onrhon and 
OCS operations, respectively. The BIM 
requiramentr w governed by the 
provirfonr of Notice to Lssreer and 
Operaton No. 4A. Therefore, although 
there comments raised many 
rubrtantive irsues, they are not properly 
addreared in thir mlemalctag. The MMS 
doer not beltare that prla approval for 
royalty-free ure of oil is warranted 
becawe mort leater by their e&o 
terms allow royal free use 28,s and 
it is a matter whl cr wiIl be revimsd 
durlng audits to prevent r h o .  

One Industry commenter proposed 
that MMS conrider expansion of 
S 202.ioo[b) to include a 
royal deductionr for the oi equtvalent 
cast o 7 alternative fuelr which may also 
be wed for bene5dal purposes on the 
leare. 

MMS Response: Thh ruggartion war 
not ad ted Thir itrue ir more properly 
dimcteTto operational regulations, not 
value regulations, and is outride tho 
am of this rule. The MMS has 
k&ed these provirtonr rimply to 
reflect the general leare terms and 
regdatoly provirionr which prescribe 
the royalty obligation. 

Proposed j ZOZ.IOOO, whlch 
addressed royal trar ore of oil for 
hares  wmmitte P to vnlt BC 
communltiution ogreemants, has boon 
oxpanded in the final ruler to alro cover 

ation fadlitter han- p d u a t i o n  ptodp mom than 0110 leaso with the 
approvrl of the apptoprlato 
Although A 4 M  I8 rrtidod that a 
l u o , i r m o p m t I o n r l m a ~ ~ o d  
mttIoimtly by tho approprtrb Opmtlon 
d the onlt qpexuent or 
oolamonltkrtlon rgncmcnt mdBLttfr 
and h&Wr ryufrtiona, tho numbor of 

value for royalty parpses  m P O a o  tipllod by 

cy 

ppmprl.t. 

Oommentr recelwd regarding thir I s r w  
Id hMS to bell- that reiterating 
these operational requirements war 
advirable. This regulation simply 
provides that a dlsproportionate share 
of the fuel consumed at a production 
facility rerving multiple leases may not 
be allocated to an individual lease 
without in? royalty obligation on 
a portion of the el. 

A State commenter mggested changes 
deslgned to help md the confurion 
about the dlstlnctlon between computing 
the royal rate and computing the 
mount e 7 royaltier due. MMS ha8 
adopted some ch es to the wording of 
8 8 mzioo (e) a n 8 1  for clarity. 

Section u)2iOO(c) was proposed a i  
8 zOe.iOo(d). A comment was received 
from industry ruggerting the addition of 
the phrase "became of negligence of 
leisee" after the words "offshore lease," 
in order to be conriatent with section 
XU of FOG- 

addrersr, the valuation of oil whlch has 
been determined to be "avoidably 1od" 
not the rearon(r) for that determtnation. 
Determtnation of "avoidably lost" and 
'he&ence" ir a function of Mh43 OCS 
Operations for OCS leaace and BLM for 
onshore Federal and Indian lcarer The 
BWs requiremanta are governed by the 
provirionr of Notice to Lessees and 
Operaton No. 4A The MMS's 
requirementr are governed by OCS 
Order No. 11. The additlon of the 
mommended phrase, therefore, is 
conrldered inappropriate for lnclurion in 
this rulemaktng. 

Section zozioa(d) requires royalties to 
be paid on Innvance compensation for 
unavoidably lost oil. Several industry 
commenten rhted that to require a 
lerree to pay royaltier on any 
campenration received through 
i n m c e  coverage or other 
arrangements for oil unavoidably lort ir 
d a h .  They stated that Insurance 
proceeds are not received for the rale of 
production and r h d d  not be subject to 
rharing with tho lessor. They believe, 
however, that if MMS insirtr on 
collecting a portion of such pmcaedh 
the cost of sucb tnsurancs coverage 
should be allowed as a deduction from 
royalty, 

MMS removed tho insurance 
wm mration sration from the Rnt draft 
anJrul e. Many hdh and State 
commenten t h d t  this change was 
unfair, I t a 3  that It the lessm war 
aompensat hr tho production, the 
Iruor should thon raorlvo ita royalty 
8hm. 

ninrtrttd d&mlrlcm in the flnal 
rules. However, rayahlor are due ody if 

MMSRBsponn&I%lr subpart 

MMS Res m Tho MMS has 
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the leum ~ I V W  Inrmnce 
com n r a h  from a thlrd plnoa, No 
Inrum. 

MMS har added at i 2O&loo(e) ol Ute 
final ruler a p m r t d ~ ~ ~  concern 
productlan pmned by a fedora J 
approved unithation ur comm\raitlrattoa 

ment, Section rolrroo(e) rtater that 
attrthtable to 

royt p" ty ID due whm &e l e r r n  mlf- 

with the termr of the agreement ID 
subject to the royalty payment and 
reporting requlmentr of n t l e  30 of the 
Code of Federal Regulatlona awzl if an 
agreement partldpant actually taking 
the pmduction ID net the latree of the 
Federal or lndlan leare. Mort Important, 
however, i 2OZlwe) nquhr that the 
value, tor roya!ty p 

with 30 Cm Part under the 
clrcumrlancer involved in the actual 
dlrporltlon of the production. 
Illurtration, If a Federal lerree OOB not 
tell or otherwire dirpore of Its aJtocrbIe 
rhan  of unit production then It will be 
Bold or otherwire dlrpored of by one of 
the other writ participants. If one of the 
unit participantr other than the Fed& 
lerree tranrportr the oil to a terminal off 
the w l t  area under an arm'r-length 
tranr rtation agreement and then r e h  
the oi p" under aa ~ m ' r - l ~ a g t h  ralm 
contract the value, for royalty 
will be that penon'r p r  sz: 
the cortr of transportation %eUmd 
under the arm'elength tnn~portrtIon 

reement. ?&ID ptovfrion doer not 
&WB the irrue of what person murt 

and aythero altieritonly "8"' a drerrer i e h r u e o  f valuation. 
saclion At- and rccym 

'f"dwith One indurtry mmrnenter 
the concept &at indian M b a  and 
allotted learer be treated under the 
Dame oil d u a t i o n  r tmdudr  a 
Federal learar \urlerr the rpec iEZ  
terms require otherwire. That 
commenter aho  ruggerted that MMS 
BUppOrt Indian M b a B  and dOt tee8 ,  if 
mquer tad, in marketing their royalty 
rhan  of production. An Indian Mbe 
commenter arrerted that k mr be 
valuation rtMdatdB for h&ut urd 
Federal 1srmclr: *8ecrurr of the h 8 t  
nrpondbill of the United State8 to 

lncanrirtent to have hdim md edml 
Iearer tnahd tho u m e  under &ID 
taction, erpedally if the poliq of 
Interior ID to earn a rearonable and lory. 
term mrxlmum rate of return and 
revenuer for all partIehw 

mnerally that mahh 

s-02139) ~ + l 4 d I J l )  

rem, of thir 
production be Jekm T ned in accordance 

Bg-"' 

inconairtent to ure the Dame d 7 

muttmtxeh! xi anroyrltiea,ltm k x 

/bfm- The ~ b d h O 8  

0 1  V d U 8 h l l  W a t i X t  am to 
a -le oet of 

bofh Federal and Indian land8 [exce 

vidrt for condrtency and cattrtn f? the determination of the value of 01 
h land8 @dmfnIBtand the M)t 
md will mrdt In sbtalnlq a maronable 
urd approprtate rate of rem to all 

the leare tomi of ma Indian learer, 
hGMs hrr induded in% ruler rome 
rddltionat vrluation rtandardr 
rpplicable only to thoro Indian leare& 

W S  har added a general statement 
that the purpore of there ruler ir to 
ertabllrh the value of production for 
rvyalty purpoier conrtrtent with the 
mineral learlng laws, other applicable 
l a m  and leare terms. 

In r c d a n u a  wiLh p a r g a p h  (b) of 
thlr rection, where the prOV'idOn8 of any 
rtatute, tnaty, or leare are hconrirtent 
with there regulatlona, the leare, rtatute, 
or tmaty provirion will Wvem to the 
extent of that inconridenay. Thir potley 
alro applies to court decirlona- 
regulatory revidonr will be requind to 
the extent of any inconrirtency with the 

ragulationh provided they am 
not ""9 M @our or unclear in their intent. 
'Ih\u MMS malntainr the DOI'r 
msponaibili to Indlam by arruring 
that &e re&fatfon# do not rupemed8 the 
autbdty granted by the leare, OT vlolate 

deddon. 
&mal  hdi~  mrpondenta 

couunentdon 8 XM.lOO(b), One 
rqjgerted that the propored d e r  should 
exprerrty @re  that "where 
providonr of any Indian leare, or any 
natue or treaty affecting Indian leares, 
ar rtated or a8 Inf fedby the uoUr&, 
am inconsirtent w i x e  mgu~atiom 
than the leare, rtatute or treaty, or wurt 
inhpmtafion would to the 

view Anothm-=-rurd*e that "mution &oul be &sed 

ha808 OIL the oBa#e hdim hU*r $ On) 

7 

parUer moarwd, HOVWYO?, baC8UPte Of 

Of BhtUte, h t &  OT co\vt 

&ant Of the hCOlldB!an~:' 

before rtathq that 'the 
leare provfrion rhall mvem to 
the extent of that Incondrtency.' Many 
Indian allottee and Mbal IM- u, very 
old and were entered into when Indurtry 
p r n ~ t i t ~ ~  wen wry different than they 
ua now. The partler to the leare may 
have h t o o d  the leare to 
~ t e r t a n d u d ~ d u 8 t r y p n o t t #  
at that time. Fmthlrnuoa romr 
pmvidona may have been omitted horn 
the wdtteainrtr9mant, It may k ppoprr 
to interpret aom, OC those undttea 

royalty m e r  to ro interptrt others. 
One ruch example m be 

wta wm not behg daduatd boaa 
~ t i ~ * t h O 1 8 U e W @ 8 ~ h n d  

d d a  hi wt of today% DtMdUdh lz it may k @rJadyu!lfdr to the 

bUlQOthlOam8thY~tlOa 

Into, tranrportation  COB^ &ould not be 
deducted now, even though not 
mentioned in the leare. It ir our 
mclut ion  that thb rhould be 
canridered and the m lations rhould 

muideration." Another commenter 
w a r t e d  Includi rettlement 

s n !  rtrritive or Judicial Iltlgation 
h u r e  there agreements may vary 
trom the ruler. 
MMS Response: Obviously, MMS will 

comply with court orders and judicial 
dectrlonr which affect these regulations. 
It ID well known, however, that court 
deddonr onen focur only on parts of 
hruer, leaving thoro decidonr open to 
Me retatlon. Furthemom, a court'r 
p % c t I o n  can l h i t  the appllcability of 
tr decitlon, It I8 for there masons that 

h4MS has elected not to include an 
exprerr reference to court decisions or 
aourt interpretatlonr in thb or any other 
rubpart of these ragulatlons. 

Contrary to the interpretation of thfs 
rection by the tecond commenter, the 
regulation8 will not change any specific 
leare provldonh The MMS has included 
the ruggerted reference to retdement 
agreements. 

Few commentr were received 
conaerning i ~ i @ l ( c ) .  One from 
indurty endoned the recommendation 
of the Royalty Management Advisory 
Committee [RMAC) Oil Valuation Panel 
which proporea placiq a limit on the 
time period durtryl which MMS may 
conduct an audit on a leare. I t  asserted 
that ruth a limitation "encourages 
prompt action, atruma the retention of 
appropriate records, and #her the 
lome auurance that ita currant 
burinerr will not be dlarupted by 
examinationr of very remote payments. 
We believe a &year limitation i s  
maronable for both MMS and the 
h m *  

The Indian rea ndent ir concerned 

made to MMS will p u r p o r t e ~ ~ ?  
rubject to later audit and adjurtment, 
MMSr part audit rac;ord doer not 
marrum the tribe8 that all royaltler due 
will be collectad." 

AM9 RQtponmw There tqdat ionr  
can- valuation pmedum, not 
a-w hdhh M audib 
u e  mbfect to the mquhnmata Cocmd at 
SO CFR which doen not meif& 
my t h e  ltmlt during whtchhdMS may 
aanduct an audit. Becaure the reference 
in 8 ##loo(c) ir latanded ody to be a 
m e n 1  raminder that royalty payment8 
will be audited, the recommendation to 
place a time Umtt on audib ww not 
rdoptd The MM$ ha8 modifled the 
pmvidon la the find rule to make It 

make rome menuon o r this 

ementr entere Y into to resolve 

that q q A l t h ~ ~ h  a 8" royalty pa 
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MMS eithhn Cat Fodml  a? Indian h e n ,  
MMS will r d h r  tho Ism d audit 
clomn ehwvhero. 

Several lndlan armmantan V t o d  
that MMS r h d d  amend 8 zOaloo(d) to 
rpedfican refor le the (kcntuy'r trust 
mpont ib l~ ty  to the Indianh 

MMS Re8pm8a The MMJ has mrdo 

%% -ked a -ent hrn 
an Alarka Natiw Corpmatlon rtrtlq 
that M W  rhould not mako tho now 
replatioru appHcablo b an Alaska 
Native Corporation'r pmportton8te 
rham of Iearar a q d d  under Motlam 1m1 of the Alarka Natlvo Q a b  
Setdement Act 13 U.S.C. 161s( Under 
rection 14(& a nativo corpon t P  on aan 
a q u h  rU BC p u t  d the lea- Ihr 
comnmter'r point was that at tho Umr a 
proportionate tntemt In a leare Ir 
acpalrad tho mtivo oarpontion had an 
expodation of what myattior it would 
mceive, and it rvotlld bo Inoqultablo for 
MMS to modi& that exprctrtlon far 
lrarrr or portlonr of lerrea whicb MMS 
doer nut even om. 

AdMSR88 nm* MMS mea wfth tho 

guideher, and Notice8 of Letseer in 
effect on tho date that an Alaska Nativo 
Corporation acqtltred any proportlonato 
Intereat in leare will continue to apply 
to that intarsrt. 
ssction #EA101 Oefinccconr. 

on thlr paragraph from State ontidor 
Indian Mbes, and a Federal 
h e  State eommrntrr pointd Olt'Zat 
thlr definltion appears b be inewwirhnt 
with the rectlonr of the valuation 
regulationr deallng with t n ~ p a t l ~ ~ t  
allowancer (8 8 ZU8.1M and n105). The 
word "allowance" Ir defined in temr of 
being "authorized," "acaepted" or 
"approved," whereaa the mgulationr 
atate that\ tranlportatlon "atlamntr" 
can k deducted without rfa approval. 
meit concern is that the iennitim 
Bhould mat& the raap In tho 
regulationr An Indian cammentor rtahd 
that the definition &auld "cteuly 

ralo remote &om the Iearo an Ptd that a d  
fromthk88bound4rJ,toI  

coat8 bo naronableq actual, ond 
nece8mry. ,,A Poderal agency oomment 
rtatod that the def in i th  ir toe liberal 
and would r e d 1  In tho Federal 

rted &arqe. 

comment. Tr orefore, regulationr 

~110~n-mtr  an mid 

8 8 d Q t h a t t h O h M  
a P lowanco appuar on$E&mtation 

meamnment pofntr: rpeclllorlly, iton 
m b e a d r  to a t ra ro  Automatla 
Curtody Tnnrfer &Am unit. One 
btato aommentsr ruggerted that tho 
definition la unnemtadly broad md 
mommended delotiq the 1 
an MMS-accepted et approPe 18 wen 

the p h n r r  "to a point of ralo 
or paint deletlng o delivery remoto from the 
kare," Thir mmmenter &bo 
adding the worda "nacerrary an 
beEm Yho word "roaronable." The 
rattonale for making theto &a 
that there are other tectionr of 0 
mgdatlonr that clam "that MMS need 
not provide rdranoa a rovd boron I 
lsrree d d  tako an a&anca" The 
"accepted or approved" 1- d d  
bo Interpreted to ruggert that 
"alfowancer am not rubfrat to latar 
adjuatxaeata by MMS after full audft 
bared on ugwnentr that the a ~ o m a a m  
war acce tad by MM8 after receipt of 
the actuarcorb report under 
i zOa1ob )(2h or accepted undor tho 

AdnasReqwnsw These mgdatlonw, in 
offect, "rtithorlre" tho leraaea to deduat 
cartah wrb inounad for tramportation 
Imm the valuo without prfm approval. 
(See 1 8 206.101 and zOaiO8.) 
Allowance8 cornputud by tho lerreo 
8haH be "accepted" by MMS aubjeat to 
nviow and/or audit. Tho MMS har not 
included a definition of the hrarr 
*'remota from the leare" tn t i  0 h a 1  
ruler To eliminate any confurlon, MMS 
har replaced this phrato with tho phraro 
"off tho leare." "huh t rmrpor t a th  off 
tho laare, other than :athe 
subject to an altowmco, fit'& has 
included an exprarr rtabment In the 
find rule that tranrportation allowanoar 
do not r p  ly b :atherin# cork, d mnment war reoaivod horn 
Industry rddrearlng Ma definition aa 
being impmcire and in need of rpeol8od 
llmitr in order to define how largo an 
"area" can bo. In addition, the 
commenter pro ored that the definition 
r h d d  be c l d e d  by hacrting the 
phrare "or prvdudq unit" after "oil 
and or gar field.*@ 

A&Sj&spo~~Tho dethrftion a d  

difaclslt to derdbe. Narrwdng ita 
by d d b g  It La tarnu of dxa 

to retain tho definition ar propored 

number of oommentr w o n  reco vod on 
thio definition from IndUrtrY, Indianh a 
Stato/lWbal ruodatloa Stat= .ad I 

yF  

Tted 
"%' 

trrma of t 0 mgulatlonr" 

t0 OnCOl!QU8 a COnCOpt that 18 

08hbbhUkubl bd8fOF&O 
drftnldon. To avoid "$ a, h4MS elrchd 

Mdr d "um' oqth eeatraat" mmtd I 

T Arca*lqth oontmct-A \a 

a y 9  'Lhr p w p o ~ d  d ~ R n f t h  

& He Y=t-bd-mbhwo * a8 e 

ryrtom 
bportanco of thla concept, I t  I s  not 
aurpdti that roveral commenten 
&ragre# with the defini tion, either in 
part or in its entirety. Indeed, one State 
commenter described the reliance on the 
concept of "ann's-length" as a method 
of determini 
Inefficient a 3  h a p  rupriate" and 

altogether, Tho mafority of commenten, 
however, focuaed on what they 
conddered to be flawr in the proposed 
definition and the rpeciflc 
mcommendatlonr they considered 
necerrary to conclusively address those 
flaws. 

Ono Indian commenter suggested that 
the baric flaw in the deftnltion 18 the 
arrmptlon that the intamsb of tho 
lenee and the leraor are tdentlcal. Thta 
commenter pointed out that the court8 
"have reco zed that the interests of 

ea., Piney Woodr Countrytife &hoot v. 
S h d  Oil Cornpa 728 Fad 225 (5th Ctr. 
IW), ced denieTioS S. Ct. 1888, 
(1Q85), Amoco Productfon Company v. 
A I m d e r ,  011 SW, 2d (Ten 
lOW)." Another State commenter 
described the definition an "clearly 
defldent because it is limited to formal 
afflliation or common ownenhip 
lntuartr betwoen the contractlng 

artier." The ammption that arm's- P ength contract ricer mnect market 
value "lgnorer lge fact that arties may 
ham contractual or other re P atlonshlpr 
or undentandlngs whtch would cause 
them to rice oil below ita value. 
orpecial!y if the benefit of the reduced 
royalty burden can be d a r e d  by meanr 
Of tho Oil 8ah8 COnhCt." ThiD 
comaenter believed that the lesree'r 
and lersor@r intereatr may not be the 
rarnr, and that the royalties due lessors 
la viewed by many letseer as a cost to 
be minimixed, not maximized. Another 
comment rubmitted b the StatelMbal 
amciation ctted the &Uowtng as an 
example of a rltuation where, although 
tho partler am unafRllated, the market 
value may be lerr than the arm's-length 
contract price: %un, for example, tho 
prlco raceked by a lasseelproducer who 
b I captive ahIppw of. *le 
pipeline, abeit unrfft#atod, wil be 
r q t e d  a8 the d u e ,  despite the fact 
that oompoting markot forces are not 
operati . Even if andit revealed facts 
that m f d  indicate that the rales price 
ir rur ect, the government would be bopng under tho propcud rugdationr to 
moo t it if tho partlea were nominal1 

o m  foncloro the u80 of atmdard price 
ah- reatlywodeeeln'** 

Becaure of the 

value to be "both 

ruggerted deleting IR e definltion 

lerreer an a@ lerron often diverge. See, 

punhatar 

t d h a t 0 ~  MMS proporal wouTd 

rpdlt d% to ruun thrt mtraot 



proweds nprarat the rtrtatarl, 
mlfrtnment of fatr muket value of 
production." &e Stah eemraenta 
oanclrtded l n t  in its attempt ta 
artablirh an "almost purely obfacUve" 
tart and pre*lde for catahty in 
vatuatfan MM?? har inadequately Med 

commentan etabaed drat &e propcmd 
definition dt&~~@ )t may be obfdvr, 
ramatnr "onwerkrble" muinty became 
it doas not include my reference to 
"advane acanemlo interests" .ad "br, 
and open mu&& nor would ft s u m  as 
an affective audit tool. Tkey urge MMS 
to U I ~  the definition fint p p d  by 
MMS to the RMAC because @@that 
dennition Incerporater the common 
legal undantandiq of the tom um% 
I M e  utlrtence of a a ~ a t e d  
s i n g  buyen and wiUq  rellnan of 
advane m o m l a  interests opera- in 
a h o  and open muL.1--.nd Ir Ih. Oat. 
definltioa that can a m  qdnsl 
valuation becodng m industry honor 
ryrlem.' a 

One State Eommenter rhrred that 
.yea !bough the hcluslon of addMona1 
miteria ("advane economic interert" 
m d  "free and opon market") would 
inasare rubjectivlty, "the rppenlr 
ptocars ir in place to @de pmtedon 
against ub l t ruy  drdrloru." Stah md 
IndIan commenten rpedfIc4y 
recommended that &e 
definition be replaced b T z e  
proposed to ltMACby MMS fa the drdt 

Ann@a-kxtgtb cantnet meem a canmot a~ 
agrement &at bar bran h l y  M i d  et In 

marketplace behmn hdepeadent, 

lntanrtr not Involving any aonrldantloa 
ofher than the uh, pmcmrhq, uxl/a 
(rmrpartrnfion of hare pdaab, .ad 
pndanfty nogotlated d e r  the frob urd 
ctreonutenar adrtiqat Uut the. 

One b d l m  Mbnl  commenter 

e nition of oil rrlue for mp.ftl 
purpores (inrtead of what they d d a r  
would be a necersary, all-inclusive, 
lengthy definition of urn's-length 
contract] which ir simple and which 
repmsenb the true d u e  of the 
produotion. The [commentor] mbdb 

the Weat @oe paid at 
slmilaroUtntheunrr5 rMh doruul" 
Another cemmentm rtmsed that &e 
dsnniuon limib thr &8amtIond&O 

reE!2Eiiu nadr ionom: 

LE rkd putla of advmr rconomla 

rted that "MMS should ddve 8 

that mCh 8 -t k br8d OlI 

en "ann*r-let@h aarrtract" 1s  H a  
crontcaat et ngreement between 
independent md nmaffiliated penons" 
Is sound and rpptopitate. However, 
there same commenten (plur some 
Indian and State commenten) objected 
lo the phmre & the proposed definition 
"m if one penon owlu an interest 
~ a d e r s  of how amrlt), ellhe? dkedly 
or Inndlractly, In another psnon" aa 
k too "rarMctive." The ntlonrl, 
lop '"g s poritioa ir that the p h r r  
rppaarr to defeat MMS'r Intent te um 
um'r-length contracts 18 the principal 
vahiatlon method Many hdurtry 
eommanten addrersed the need to 
clarvv the definition h order to insun 
that Joint ventumn, joint opera 
ngruernents, tax partnenhlph an other 
mlationdlpr where the "interert" of one 
party in another t i  not one ofbenefidd 
control .pa spedfidy excluded. Aa 
me of there commenten put it: 
'tslmiluly, involvement in one w moxa 
juint apanffo~ with a ~ompetltor 
&odd not be viewed a i  materially 
lftactlnd the acm'r-langth nature of 
tnnractions between the Rrmr. 
However, the reference to joint wnhna 
in the definition of person. which ir 
referenced in the proposed definition of 
um'r-length contract, could be 
improperly conitcued a i  includlry 
normal foht oil field operations 
conducted under the terms of joint 
operating or slmilu agreements. Joint 
opbntfonr clearly involve ne 
Interl- ormenhip of the 
Instnunants of vow ractrritier as 
between the finas, Joint eperationr an 
undertaken to recompllth effective 
mrarroir manqement, to tatirfy 
rpac iq  raqulrementh or to &am the 
enormous carts involved In certain OCS 
and frontier areah Such oint operations 
UI oftan mandated and I or approved 
and sanctioned by the various 
ovarnmeatal agencler h a w  furlr diction m d  snpervirion over !he 

operatlm (i .b communltlxatioa 
dlixaticm, and development p l u w  and 
joht bid- egmments). do not 
#taw joint marketing rlghtr. or 
otherwire erode the competitive d e r h  
of each owner to achieve maximum 
d u e  b i b  ham ofpmductloa.'@ 

'kradcaapamhnard(h.w-n 
terndktthebguaaeb &a prepndchmd\lo 
lrlrdtq-ifaepaaar*mr.ntakrat 

9 

(npdkr--.lb-tr-- Fi*aoca-&- 
SzS u br .Lmb"aBmtd hwo 

w&-pOak4*a.l 

emtmat .mcl lda~abtAI . r rasnuak 

~ m a ~ * k % @ b w h " t e  

( r l h d ( h . I r d l b r h s + r l r u W w t ~ t r h t h r  
rm4 

~ l a r p e w w g e t ~ I w m o d t b e  

Soveral industry commentem also 
tomptained that the ownership by one 
party of one rhare of stock in another 
party would confer eMfJated or non- 
ann'r-length status to vlrtually all 
otherwlre arm'r-length transactions 
between the two parles. They further 
stated that this would be true even if the 
pentlon plan of one party holds one 
sham of rtock in the other party. One 
hdlan commenter suggested that MMS 
would waste i ts efforts tcylng to 
determine ownemhip interesh "There is 
a110 a problem with using ownership 
interest 'mgardlesr of how small' in the 
definition. There is no definition in the 
proposed regulations of 'owns an 
interest.' Would the ownership of one 
rhare of stock be conridered owning aa 
interest? Parametem must be set and 
adhered to. When MMS starta trying to 
detarmine ownenhip interests no matter 
how mall, an endless quagmire will 
develop, and t h e  and resources will be 
devoted to this determination when they 
wodd be better spent 011 MMS'a other 
duff ea" 

Another industry commenter pointed 
out that the proposed definition is 
inconslatent with the guidelines 
concerning beneficial control under 
generally accepted accounting 
prlndplea while a number of other 
industry commentem claimed that it 
oliminater certainty in valuation. 
The majority of all the comments 

rtrarr the need to replace the phrase "or 
if one penon own1 an interest 
(mgardlerr of how tmall), either directly 
or indirectl , in another person" with a 
rtatement Xat I ecifler quantifiable 
l M t r  that woullbe used to detennlne 
whether or not one party would be 
considered to have a controlling intonst 
in another party. Nearly all of these 
commentr mommended that MMS 
adopt the following langu e for the 

been implemented by BLh4 as codified 
at 43 CFR J4oO.ob(rr](S] (51 FR rsaio, 
December 8@ 1986) 

Controlled by or under common 
control with, bared on the lnstrumenb 
of ownership of the voting securities of 
an entity, meam: 
(I) h e n h i p  in eutcerr of 50 percent 

constituter coutrok 
(fi) Ownenhip of 20 through 50 

pacrnt creates r p n m p t i o n  of 
oonhol; and 

@if) Ownership of lair than #I parcant 
creater a premunption of noncontrol. 

A few industry commentem 

definition of control which 7l as already 
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preclude oontractr between foint 
venturer h n  qua!ifyIn# a8 urn% 
leqh" Similarlys me I n h t r y  
comaenter -tad deleting the Wordr 
"conrmtiwn" and "Joht *antorr"ftoln 
the drllnltlm for "p#ron" ("patty") for 
the rIw maron. 

Rnan one hdartry oommentr 
objectedte "&e Implldt md q h d t  
preamption thmqhout the Oil Proporal 
that pmoaedr actually recehed thrwgh 
amliated raler are lerr than fa& value. 
Thlr premmptlon placer an d a l r ,  
Impncticd, and lmporrtble rtandard on 
a ptodaoa who, adhq tn Itr k t  
econdc  intereat, elactr to dl to an 
affiliated entity. la thir regard, a 
redetlnltfa of the term "Ann'r-bmgth 
Contract" b recommended to eliminate 
reference to and lnclurlon of de minimis 
relationrhtpr" 
Based on the numervus commanb 

concerniq the odghaUy p m p o d  
definition, MMS included in the Bnt 
draft ha1 rule a definfffon which 
adopted the "control" language found in 
the W r  rqplationr at 0 CFR -0- 
a(rr)(S). In nrpoaae to those 
commentem who believed thrt partier to 
an arm'r-lmgth contract muat ham 
adveme economic lntemts, MMS 
induded in the Ant draft h l  rub 
definition a provirion which mquirer 
that to be ann'r-length a contract murt 
reflect the total consideration actually 
tranrfemed from the buyer to the reller, 
either dimctly or indirectly. For 
example. if the partIer to the contruct 
r-d that the pAcm for oil from a 
Federal or Indian leare will be reduced 
in exchaqe fur a bonus price to k paid 
fat  other prodpotton from a fee leare, 
MMS would not treat that contract ar 
am'r-1- 

Many of the commentr on the fint 
drafl final rule again fomred on the 
deflnltlon of am'r-length contract. Mort 
of the industry commenten felt that the 
reference to "mflecta the total 
conaldetatlon actually tmnafermd 
dfractly or indirectly fram the buyer to 
the rellar" did not belong in the 
definltioa of arm'r-length contract. 
Rather, th 8 h t d  th.1 it p!'~pUb 
rho~ld be7ed t  n i ~  ar a "p~u 
praceedr" irme. The S t a h  and Indiana 
commanbd that a refereace to arhnne 
rconomtotntararb r!iU waanecmaaxy. 
They ah0 felt that them mwt be r 
raquirament of I fre8 and open market. 
Finally, the l tr tea and Indlanr tbwght 
that h@4$ &odd lower the control 
h a h o l d  to 10 pacent and that MMS 
rhdd  have man daxfbU to nbut 
pmsumptionr of n a n m n d  Many of 
there commantem ah thought that the 
rule8 &odd rtrb th8t the Irrr88 h88 the 

burden of demonrtrafhg that Itr 
eontract Ir um'r-length 

MMS Re8ponrs: MMS ha8 adopted 
many of the ruggerted ch- to the 
definition. MMS m e r  that the "total 
~ a l d m t i o n "  krue ir properb r p a r  
pmxedr  matter that doer not reflect the 
rfRllaUon of h e  partler. Thurs that 

b a r e  har been deleted trom the arm*r= 
contract definition and the matter 

under the deltnltion of "gmm 
pmceedr". MMS did not adopt the 
concept of " h e  and open market" rlnce 
that concept ir highly rub ective. 

requhmeat that the contract be arrlwd 
at "in the marketplace" in rapport of the 
concept that an um'r-1 contract 

&o, in furtherance of that concept, 
MMS included a provirion that an 
arm'r-length contract murt be between 
penons with opposing economic 
interesb mgazding that contract which 
meanr that the partiea are acting In their 
economic rev-interest Thw while the 
partier may have common Intareah 
elsewhere, their intemta must be 
opporhq with rerpect to the contract in 
b e .  The MhB har not reduced the 
control thraahold to 10 t, although 
It should be I m d e n t r  that MMS can 
rebut p ~ i t t ~ ~ ~ p t i ~ n ~  of noncontrol 
between 0 and 20 percent. 

Many commenten felt that MMS's 
inclusion of joint ventum in the 
definition of "penon" improperly 
narrowed the definition of arm'r-length 
contract. These commenten have 
mlsmnrtrued MMS'r Intent. The 
definition of "penon" lncluder joint 
venturer rince them are inatancar where 
joint wnturer are ertabllahed as 
separate entitier In thore dtuationa, if a 
party with a contro Lnterert in the 
joint venture buya pro 9 uction from the 
joint venture entity, that contract ir non- 
ann'r-length. Howevers MMS ir aware 
that It also is common for companier to 
ointly contribute rerourcer to develop a 
ease and then rhare the productf on 

portionately. In a ritnatioa where 
1 
E totally unaffiliated cornpantea rhare 
the production, if one of the com anlsr 
buyr of the production from J e  other 
l h e ,  thme thtw ambob would be 
cona idad  ann'd me coxnp.ng'r 
pmhue h ib s a h  of m e  
nwld be non-ann'a-length. 

The MMS ah hrr included in the 
arm'r-langth definftion a provldon 
whereby if one penon ha8 lerr than a 20 
paroaat interart in another poraon which 
C T W ~ ~ D  r pmrum tion of nmcontml, 
Mhd8 OUI rebut JIt pnmm tion if it 
demomtcater a0tP.l or le#coatroI, 
hcl- the u d r t a a a  o inter1 
dimtombr.Forexungtlo.therem4 

However, MMS dtd lndu d e 8 

muat be between non sf? atad penonr. 

ockfn& 

8haffOnr where ownership of I percent 
of a very l a g s  corporation could give a 
penon sufficient control to direct the 
activities of that corporation. Where 
there is evidence of actual control, MMS 
can rebut the prasumptlon of nonconhl. 

commentem who believed that the 
lessee has ths burden of demonstratlng 
that its contract I s  arm's-length, MMS 
har included such a provision in the 
valuation rections, discussed below. 

The MMS may require a lessee to 
certify ownership in certain situations, 
Documents that controllers or financial 
accounting departments of individual 
companies file with the Securities and 
Exchange Commission concerning 
rigdffcant changes in ownership [e& b 
percent) murt be made avallable to 
MMS upon request. 

The final iule also provides that to be 
considered arm's-length for any speciRc 
pmduction month, a contract must meet 
the definition's requirements for that 
production month as well as when the 
contract war executed. 

Audit-OnIy a few comments were 
received on this proposed definition. All 
the commenta focused on the portion of 
the definition which followed the Rnt 
rentence. Generally, these comments 
suggested that the proposed definition 
limited the rcope of MMSs authority, 
particularly with regard to Indian leaser 
MMS Response: It i s  MMs's intention 

that the definition not be limited. 
Therefore, the final rule deletes 
everything following the first sentence 
of the proposed definition because the 
rucceeding rentences were only 
intended to be explanatory. 

Condenmte-One industry comment 
advocated adding the phrase "beyond 
normal lease reparation procedures" 
after the word "processing" in the firat 
rentence of the definition in order to 
clarify that "liquid hydrocarbons 
resulting from normal lease separation 
procedures are condensate" whereas 
"procesaing," in this context, refers to 
more rophisticated facilities that are 
generally Iocated off lease. 

MUS Response: This definition has 
been retained intact in the final rule. 
Howevers a definition of the word 

mcarslng" has been added for 3 arffication purposes at  0 208.101. 
cantmcl--A comment from a State 

coaunenter recognked that "as a matter 
of law, oral contracts are enforceable." 
Thia commenter recommends that the 
words "oral or" be deleted because they 
aqua that "there l a  no way that the 
termr of ruch contracts can be 
adequately verlfled to assure that all of 
the conrideration and benefits under it 
have been honestly detailed by the 

Finally, In response to those 
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larim d o r  propbred i m.4. fiuu &e 
t in a ribation hr\roMry an Ki'ZEct, must a r r m  ttreu that it 

bar all of the information relevant to the 
tranractlon; reliance on &e '-tract 
dmunent--dtafted by one party only- 
would b. hrufndent" 

MMS Rerponsc Th, MhB har 
retalned fhir definltim a i  pmpored 
becatire. In accordance with 8 W.4, 
oral cuntractr n w a t e d  by the Ierrse 
must be placed in written form and 
retained by the lerree. If the MM! 
beliema that the written docamantation 
is not a truthful reprerentation of the 
actual terms of the raler agreements, &e 
lerree may br liable for paadtier for 
submitting lalre. inaccurate, or 
mlrleadiq data. 

C u t h e r i w  indudad in the drah 
final rule a definition of gathering a i  the 
movement of leare prodrrction to a 
central accumulation or treatment point 
on the leare, untt or cmmunitlrad MI, 
or to a central accumulation or 
tmatmeat point off the leare, unit, or 
communitked area (Ifauthoritad by &e 
BUI or MMS operatiom authority). In 
mort instances, gatherfng Ir a cart of 
production or marketing for which MMS 
will not grant any deduction. 

MMS receivud numerotu commmtr 
from industry c o n d n g  the phrrre "or 
to a central accumulation or treatment 
point off the leare, unit or communiW 
ama as approved by- orhfMS OCS 
operatioxu personnel for onshora and 
OC3 leama, rerpectively." Them 
commentem rtated that the phrase war 
unclear and that It r b d d  be removed 
from the definition. 
MMS Res~nxrm: The delinition har 

been retained intact. The operational 
regulation$ Ot both BtM aad MMS 
raqtltn that a lessee place aIl production 
in a marketable condition. if 
economluIly fearible, and that a lerree 
properly m e a i m  aH production fn a 
manner acceptable to the authorized 
ofRdalr of tho- agendas. U d e u  
rpeciRcaIly approved otherwire, the 
requiremmtr of the replatiom murt be 
met prim to the pmd\lction leaving the 
lea~e.  Therefore, when approval har 
been granted for the removal of 
prdluctfon from a leare, d t  or 
communttired area for the purpose of 
treat@ t h e ~ l l c t i o a  or accnmnlat@ 
production ordelivay to a p d ~ a w r  
prlor to the reqnhmeab ofthe 
operational regulationr ha- been met, 
MMS doer not bellavr that any 
aUowancur r h d d  be graated for amtr 
incmrrodbyalemehtbesah~ces 

commmb en the deflnitioa of"porr 
procaed~" from Lndwtxy, Stater, Man 
lnbea, and a StatetHbd rrrodrtioa. 

CnnrAplesedE--MMSrecefvedmm~ 

ad with &e languae of 
the One propo8ed S1rte '$ etinition and rupported 
ttr endonement a i  followr: "Such a 
deflnltion must be all lndutiw. Any 
exceptions would only reme a i  
precedanta for carvfng more exceptions, 
and invite creative accounting 
mechanism a h e d  at escaping royalty 
obligations." 

One Indian commenter recommended 
replacing the word "entitled" with the 
phrase " r m e d  or a m  to" while 
another 3trte commenter rup orted 
ratalning the word "entitled" \ecaure it 
conRrmr the Isrree'r "ob1 ation to act 

lame commenter, however, pointed out: 
"In tha Purpose and lkckgmmd 
rtatement, MMS stater that it ir the 
intent of the mgulationr to include a i  
royalty atl of the benefitr a m ,  or 
that could acme ,  to the lerree, 
However, the actual definition of gmrr 
procaedr doer not encompass all 
potential beneRts. For example, a lerree 
may accept a lower price for Ita 
production from a F e d d  l e e u  for the 
opportunity to rell to the articular 

urchaser its production %om other 
Laser. Despite the difficulties of 
attributiq a value to ruch an 
opportunity, it ir a benefit accruing to 
the lersee under its raler contract The 
language of the definition, however, 
ruggarb that 'grarr roceedr' only 

been rtated in dollar terma Thus, it 
technically doer not include aIl of the 
benefitr that could accrue under a raler 
contract." 

A majority of those commenten that 
objected to the pmpored deflnition 
exprerred the lame baric agumentr in 
mpport of their porition. Several 
indurtry commenten argued that the 
propored definition contatnr language 
which is too e ansive, clafming that 
the word "entiTed" inJectr uncertainty 
and subjectivity into valuation. In 
addition, thir term Ir conridatad 
objectionable by rome because, a i  one 
commenter rtated "the intent of 
'entitled' is not clearly undentood, aor 
ir it a clearly defined legal term Lerreer 
cannot know how either the or MMS 
auditon will, or rhould, a p p b  the 
'entitle8 concept." Th racommand 
deleting thlr tern aad%aadodq the 
underlying concept altogether. 

that the p"$"ed defhftion does not 
maform to e tennr of Federal and 
Indian OB and gar leases nor the 
rtatuter under which they were h u e d  
T h y  q u e  that the F e a t  daaattian 
"attempb to mIlect 
conridamti on m i v  by the lerree 
(for] other than roduotioa raved, 
rwf~ovod, or lolifmrn the IerU" a d  

in B e  beat interertr of the P emor." lhlr 

encompatser conrt B eration that har 

A few indwtry cammenten ruggerted 

7- 

that it reek, to redefine "value" to 
include income or credils whIch are 
unrelated to such production. 
Other industry commentem agreed 

with this overall approach, especially a i  
I t  relates to reimbursements for 
"production costs" and "post-production 
co8b.'" One commenter addressed this 
point at length: 'This definition must be 
changed to limit the royalty to the value 
of the production at the lease. The 
current expensive dennition allows 
Mh4S to reach far beyond that value to 
confiscate the value added by post- 
production activities. The MMS has 
misread the The Culifornia Co. v. Udal1 
decision to require the lessee to do much 
more than place production in a 
marketable condition. If production 
could be rold at a lease but the lessee 
determines to enhance the value by 
retaining control and further processing 
it, the value added or reimbursements 
for the costs of such further handling are 
not appropriate for consideration in the 
vahe  of the product for royalty 

Many of the industry commentem 
objected to the "laundry list" of services 
they asserted are unrelated to 
production being included as part of 
"gross proceeds." One industry 
commenter urged MMS to adopt 
language which would specifically allow 
a variety of costs to be deducted from 
gross proceeds fn order to arrive at the 
value of production. 

A few industry commentera concluded 
that the definition, in I t s  present form, is 
inconsistent with indusfry practice and 
not responsive to the "interaction of 
market forces." 

One industry commen!er noted that 
"rome of the items specifically identified 
ai  subject to royalty under the gross 
procaeds concept are the subject of 
ongoing litigation and the MMS should 
not preempt judicial decision through 
regula tion." 

One State commenter asserted that 
the definition is only necessary as a 
determinant of minimum value and, in 
thir rense, should be as expansive as 
possible. ThIs commenter suggested that 
"the words 'but i s  not limited to' need to 
be added after the words 'grass 
proceeds, as applied to oil also 
includes.' " This language was thought 
to be needed because there is "no 
rearon to restrict the term gross 

roceeda to encompass only those items P isted." huthermore, this commenter i s  
concerned that the present language will 
"rertrict the Secretary's authority to 
react if different types of sales 
arrangements arise in the luture." 

that there are "rerious ambigultler and 

purposes." 

Another industry commenter asserted 



38858 Federal Register / Vol. 62, No. 205 / Mday, October 25. 1987 / Proposed Rules 
.. 

inconsistencies" in the deRnl:lcn of 
gross proceeds "ds refated to 
transportaticn deductions imposed by 
oil purchasers. These anrbtguities and 
incunsistencies could be interpreted to 
preclude the use of a market-based 
value for royalty oil where oil 
purchasers in the area deduct actnal 
transportation costs from their posted 
prices." 

commenters recommended that M M S  
adopt the definition proposed by the 
RMAC Oil Valuation Panel which reads 
as follows: "Cross proceeds (for royalty 
payment purpsses] means the 
consideration accrued to the lessee for 
production removed or sold from a 
Federal, Tribal, or Indian allotted lease." 

MMS Response: In the draft final rule, 
MMS included a definition which was 
modified slightly from the original 
proposal. In this final rule, MMS has 
again made a modification discussed 
below. M M S  retained the intezt uf the 
proposed language because gross 
proceeds to which a lessee is "entitled" 
means those prices and/or benefits to 
which i t  is legally entitled under the 
terms of the contract. If a lessee fails to 
take proper or timely action to receive 
prices or benefits to which i t  is entitled 
under the contract, it mwt pay royalty 
at a value based upon that legally 
obtainable price or benefit, unless the 
contract is amended or revised. As is 
discussed more fully below, gross 
proceeds under arm'a-length coritracts 
are a principal determinaht of value. 
M M S  cannot adopt that standard and 
then not require lessees to pay royalties 
in accordance with the express terms of 
those contracts. (See $ 206.102(j)). It is 
MMS's intent that the definition be 
expansive to include all cehsideratipn 
flowing from the buyer to the seller for 
the oil, whether that consideration is in 
the form of money or any other form of 
value. Lessees cannot avoid their 
royalty obligations by keeping a part of 
their agreement outside the four corners 
of the contract. Moreover. as noted 
earlier, many commenters stated that 
the "total consideration" concept 
properly belonged as part of gross 
proceeds. not in the definition of arm's- 
length contract. Therefore, MMS 
purposefully has drafted the gross 
proceeds definition to be expansive and 
thus include all types of consideration 
flowing from the buyer to the seller. 
Toward that end, M M S  has replaced the 
word "paid" used in the draft final rule 
with the term "accruing." There may be 
certain types of consideration which are 
hbt actually paid by the buyer to the 
seller, but from which the seller benefits. 
The term "accruing" ensures that all 

A large number of industry 
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such conalderation is canridered yosr 
prcceeds. 

The so-called "laundry list" of 
services are ail benefits that a lesser 
may be legally entitled to under the 
terms of the contract and are considered 
part of the value for the produc!lon fr9m 
the lease. Costs of produztion and 
placing production in marketable 
condition are (with a few exceptions 
adhesscd later !n this preamble) 
considered serdces that the lesseo is 
obligated to perform at no cost to the 
Federal C o v a m e n t  or Indian lessor. 

typographical error in the proposed 
definition and has replaced the word 
"state" with the words "United States." 

L e o s r b n e  Indian commenter 
focused on the following issue: 
"tnclusian of any contract, profit-sharing 
arrangement, joint venture, ot other 
agreement In the t e r n  'lease' as opposed 
to a more standardized Bureau of Indian 
Affairs (BIA) form lease xnay cause 
confusion. Most jotnt ventures and 
profit-sharing arrangements contain 
explicit provisions on payment of 
expenses and division of revenues." 
MMS Response: Contracts. profit- 

sharing arrangements. and joint 
ventures are all examples of types of 
valid leases already in existence. All 
specify royalty provisions. some more 
detailed than others. Nonetheless, they 
all qualify under the definition of 
"lease." Therefore, tAMS has retained 
the proposed definition in the final rule. 

Lessee-The proposed definitioh of 
"lessee" generated comments from the 
industry and from States. By far the 
most significant issue raised is that the 
proposed definition is inconsistent with 
the statutory definition of "lessee" found 
in the Federal Oil and Gas Royalty 
Management Act of 1982 [FOGRMA). 
The proposed defiiitiofi uses the phrase 
"or any person who has assumed an 
obligation" whereas the language In 
FOGRMA uses the word "ussjgned" in 
place of the word "assumed." The 
commenters argued that MMS's use of 
the word "assumed" expands the 
definition beyond the intent of Congress 
and "seeks to invalidate the lease 
provisions with rettpect to royalty 
payment ' *." They further asserted 
that there is no reason to redefine the 
term and recommended using the 
definition found in FOGRMA at rection 
3(7), 30 U.S.C. 1702(7). 

Two industry commentera suggested 
that the definition be narrowed to 
"exclude persons who have assumed an 
obligation to make royalty and other 
payments required by the lease." Their 
argument focused on the difference in 
responsibilities between lessees and 

Indian Tribs-MMS ha3 camcted the 

ayom: 'The pr or ir hot necessarily a P essee and sh our d not br defined as one. 
A lessee !a bound by the terms of a 
lease agreement whilr I payor is not." 

Two industry commenten suggested 
that the definition as provided In 
FOCRMA should be revised for the 
purposes of these regulations for the 
sake of clarity. 

A State commenter objected to the 
proposed definition becausa i t  has the 
effect of rprea "the reporting and 

parties. With each of there parties 
reportlng and paying separately, no 
single party has the nrponsibillty to 
insure that 100 percent of all production 
is reported and 1W percent of the 
royalties are pald." 
MMS Response: The MMS agrees 

with the comments regarding 
consistency with the dehltion found in 
FOGRMA a n d  therefore. has replaced 
the word "assumed" wlth the word 
"assigned." The term "asslgned," as 
used in this Part, i s  reslrlcted to the 
assignment of an obligation to ma!& 
royalty or other payments required by 
the lease. It is in no way related to lease 
"assignments" approved through the 
MMS, ELM, or BIA. 

Load Oil-One industry commenter 
suggested that the word "fuel" be added 
as noted in the following proposed 
language: "Load oil means ahy oil which 
has been used with respect to the 
operation of oil or gas wells forfuzi, 
stimulatioh, workover, chemical 
treatment, productioh or such other 
purposes as the operator may elect." 

A State commenter recommended 
deleting the phrase "ar the operator may 
elect" from the definition because: 
"There is no reason to instihdionalize. in 
an enforceable regulatoty form, a 
standard of lessee discretioh." 

MMS Response: Load oil is 
distinguished by MMS ar oil used for the 
purposes of stimulating production 
through injection Into the wellbore. 
Using oil for the purposes of enhancing 
the value of, or otherwise treathg. lease 
production at the surface is not 
considered "load oil." Thus. oil used as 
fuel is not load oil. Also, lh order to 
eliminate confusion. MMS has deleted 
the phrase "or such other purposes as 
the operato: may elect." 

Marketable Condition-Only a few 
persons commented on this defhition. A 
State commenter addressed the 
following concerns: "The definition 
states that product will be deemed 
marketable if it is 'In a condition that 
will be accepted by a purchaser under a 
sales contract typical for the field or 
area.' Such contracts, now or fn the 
future. may provide that the purchaser 

payment rebponsi 9 ility among numerous 
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bear the costs cf the treatmen: 
necessary to plece producb in a 
markaiable cotdillon. Zntcr the 
definition, as writtea, therefom there 
would be e theoretical mrket  for 
untreated product. and MMS w o l d  l o w  
the benefit of the iccreased vaiue 
attributable to ,requiriq !he leseee to 
perform the necessa conbtioniry. 

"An additional &%em cxistr 
because of the difficulty of determining 
whal i s  'lypicai' Tor the fitid or area. 
This is because of the sane  
informationai difficulties that disablc 
MMS from adequately applying the 
majority portion analysis. Without full 
access to the range of sales 
arrangements that may exist for 
production in a given area, MMS will be 
forced to rely on lessee-selected 
documentation in order to determine 
what type of conCitiociyl is 'typical' for 
the area." 

MMS Response: The MMS believ: s it 
is highly unlikely that the cii industy 
would change the quality requiremcnte 
for oil saler ' 0  avoid payiw royaltier 03 
nonrecoverable marketi.?g costs. If such 
an arrangement occurrad. h4MS would 
then need to de!ermine !I t!e 
arrangement is an attempt to avoid 
paying royalties on the aarket value nf 
the oil. or a contract to Pot only 
purchase the oil. bu! to plnce i t  in 
marketable conditidn as well. In either 
case. the costs for placihg the prodrct in 
marketable condition would mot be an 
allowable deduction from the value for 
royalty purposes. [See 0 2&.10z[i)[l)). 

MMS received several comments that 
sales to aarketing affiliates who then 
resell the oil to third persons should not 
be treated under the rules as non-arm's- 
length stiles. MMS has addmsed this 
issue in the valuation d e r  discussed 
below, and is including a definition of 
marketing affriat:! as air affiliate of the 
lessee whose fmction i~ tcr acquire o:dy 
the lessee's production and :o narke: 
that production. 

Net-bcch reihud-Two State 
commenters objected to t!e proposed 
definition and indusky cmmenters 
recommended adding clarifying 
language. The following discussion 
outlines the pasit!on of ti:e two State 
commenters that found the pro osed 
definition objectionable: "Brieiy. our 
objections are twofold 1. Net-back is a 
useful method to independently cross- 
check lessee declared valuer, and thus 
its use should hot be restricted to those 
situationr in which the 'first' rale, 
transfer. or ure Ir downstream from the 
lease. 

"Second, net-back shvild be allowed 
from any reasonable point at which a 
value can be ascribed to the product. 
There is no yarantee that the 'initial 

sales point' or ' h t  altsrnate point' will 
exhibi: the open znrhe: conditions 
esseatir.1 for attdlutiun 3; a t r io  value 
for the pro&uctr. 

"We thenbre  :ra?oe? t3r following 
alrernate &.+!tion: Ne!-back method 
meand a procedure for valuiry or 
verifying prIsos cssknzd to 1;ase 
products or !or kdepzndmt m a s  
checl;hy( 0; t!!~ vslidi:3 of the gross 
proceeds of lease producta or of prices 
posted or paid h a field or area. The 
procedm involves calculating back 
from ar.y downstream point at which 
valuer €or such p d n c t s  reasonably and 
fnirly can be derived. In applying the 
net-back, consideration will be given to 
the reasonable costs of processing and 
transportation from the producing lease, 
unit or communitized area to arrive at a 
value for the products at the lease." 

recommended that the followfng 
lanpage be added te the pro ored 

alternate point used for value 
detenkation shall be the point which 
is the closest poht to the lease at which 
3 price for similar hare  products can be 
established by alternate means. Such 
alternate means may include Fosted 
prices or published spDt market prices." 

MMS Response: Upon review, MN,S 
determined that the pruposed definition 
of net-back war too broad-it ap?lied to 
eny situatios where lease production is 
sold at a point off the lease. MMSs 
intent is that a net-beck method be used 
for valuation primarily where the form 
of the lease product has changed, and it 
i s  hecessary to start with the sales 
prices of the changed product and 
deduct transportation and processing 
costs. An example would be where oil 
production from a Federal lease is used 
on lease to generate electricity which is 
then sold. !f the value of the oil cannot 
be determined through application of h e  
first f o x  benchmarks in the regulations 
[tee f 206.10Z[c)), then c net-back 
method w d d  involve begimirg with 
the sale price of thd electricity and then 
deducting the cos:s of getcrntisn and 
transportation, thus working back to a 
value at the lease. In the draft final rulc, 
MMS used th? phrase "ultimate 
proceeds" to try and refer tu the 
dowhst-eam product. Many commenterr 
thought the term would result h MMS 
doing a net-back from the furthest 
downstream product. even to the poht 
of "Stainmaster Carpet" or %ode1 
airplanes." Thir war not Ws'r  Intent. 
Therefore, the term "UlUmate" har been 
deleted end a reference included to 
starting !he fiet-back at the fin! point at  
which reasonable values for any product 
may ba determined by colaparison to 
nther sales of such pradrrts. Thm, if 

The industry cornenter 

definition: "In net-back calcu P ation the 

there are fiw differunt otager of 
charnlal or fik products between oil 
2roducUoa ahd "stalnmaster Carpet." if 
the value of the second product can be 
datemined through conpariron with 
saler of other rxh product8 in the same 
market. MMS would begin the net-back 
from that p t o d l d  no! from the gale 
price cf the carpet. 

Pemm-Qne Indian commenter 
supported :be inclusion of "joint 
venture" h the dewt ion  of "person" 
while ?NO iadurtry commenterr 
recommended that "joint venture" be 
deleted. The d o n a l e  these two 
cornenters rely on as the basis for 
recommending deletion is that the term 
"person" is ured In the defdtion of 
"arm's-length contract'' and if "that 
definition Is not altered as suggested 
hereln, rhea hdustoa of a fdnt renhue 
in Uia definition of person will M e r  
narrow the definitian of arm'clength 
transacti on by clmdlng the irsue of 
control and the apptfcation of the 
definition 13,r) ann's-length to other joint 
venturer tmnsactionr." Another industry 
cornenter Ldvocatad replacing the 
word "firm" with the word "company" 
because they beliew that. in this 
contcxt it would be more appropriate. 

MMS Response: Because the 
definition of am%-length contract has 
been modified to include the BIM 
"control" laripage, most of the 
cominents 01: th io  definition no longer 
are relevant. Therefore. MMS will retain 
the proposed definition of "person" 
intact in the final d e .  

Poured pricb'irhe proposed definttion 
received only a few comments. two of 
which recommended expanding the 
definition u t  posted price to include the 
phrase "or at the speciflc onshore or 
offshore tenninal(s) listed in the 
nnnounmment" after the wordr "in the 
field." These induetry commenters 
stated that there am "curtently very few 
'field posUngs,' rather there nre terminal 
postiqs" arid h a t  expansion of the 
definition as noted ebove would avoid 
cordusion in applying the definition. 

Another industry cornenter belteved 
that the word "posted" Is outdated and 
that some purchasen may not pubItsh a 
prico bdletin, inrtead providing price 
quotation8 or notices to any seller 
desiring to do burinerr with the 
purchaser. 

A State cornenter recommended 
deleting the phrare %et of all 
deductionr" for the following reasons: 
'The 'net of all deductionr' Innpage 
rhould be deleted. hiMS har pmpored a 
system of allowanceh wMch 18 
practical matter maker the 'net of 
deduction' Innguage unnecesrary for the 
purpose8 of de- 'ported price.' This 
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proposal could be interpreted to 
institutionalize the allowances without a 
mechanism of independent cioss-check 
by MMS. 

"Common LlGustry deductions are for 
transportation and conditioning. Yet 
there are no restrictions upon what a 
poster can Include as a deduction from 
the posted price. Thus MMS must retain 
the power to scrutinize SUI& matters. 
and adc! such deductions back into the 
value of the production when 
necessary." 

This same commenter believed that 
the definition is too restril;tive: "We slso 
object to restricting the definition of 
posted price to formal price bulletins. 
Rather, the definition should be broader 
and include both prices posted and 
those regularly paid. I t  is not unusual for 
a buyer t6 come into the market and 
offer publicly a price for crude. which is 
like a posting but not necessarily a price 
bulletin. Such publicly announced offers 
to buy could be at a price higher than 
offered in a price bulletin, and are no 
less 'market determined' than 
supposedly are postings in bullesns. 
Price bulletins are, generally, only 
circulated by the major companies and 
thus reliance on them may give undue 
advantage to the ability of those 
companies to establish Frices." 

MMS Response: The MMS is 
expanding the definition !n the final rule 
to include references to onshore and 
offshore "terminal postings" and "price 
notices." For clarification purposes, the 
word "condition" replaces the word 
"quality" which follows the word 
"marketable" in the first sentence. T h e  
phrase "riet of all adjustments" has bsm 
revised to read "net of all adjustments 
to." As used in this definiticm, the term 
"adjustments" refers to deductions from 
the price of oil for quality adjustments 
such as API gravity and sulfur content. 
Adjustments for location slso may be 
taken into account where appropriate. 

Processing-MMS has added a 
definition of "processing" as any 
process designed to remove elements or 
compounds (hydrocarbon and 
nonhydrocarbon) from gas, including 
absorption, adsorption. or refrigeration. 
Field processes auch e8 natural pressure 
reduction, mechanical separation. 
heating, cooling. dehydration, and 
compression are not considered 
processing. Under this definitibn, the 
changing of pressures and/or 
temperatures in a reservoir is not 
considered processing. 
Secfion 208.102 Vbluation standards 

Section 208.102(a) sets thc basic 
standard that the vali.2 for royalty 
purposes will be the value of the oil 
determined pursuant to thir section less 

hpplicabie allowancer. One State 
commenter recommended that tke 
phrase "less applicable tramportation 
allowances" be deleted because i t  is 
unnecessary, confusing, and because it 
implies that the lessee can deduct the 
transportation allowance from the value 
received and report the resultant 
reduced va!ue a& a sthgle h a  item. 
MMS Responre: The regulation as 

adopted refers to "applicable" 
allowances, which includes both 
transportation allowances and the 
limited allowances provided by 
0 208.'102(i)(2) of the fhal rule. It does 
not imply that any and d l  costs can be 
deducted. Also, it refers to "this 
Subpart" which includes 0 206.105. That 
section provides complete details 
regarding transportation allowances. 
Therefore, this suggestion wiis not 
adopted. 

recommended that the paragraph be 
modified by (1) deleting any reference to 
the transportation allowances because 
they are improper for Indian leases, and 
( 2 )  adding the phrase "in marketable 
condition." 

iviMS Response: Transportatioir 
ailowances are allowable under most 
Indian leases. It has been MMSs 
practice to grant such allowances. If an 
Indian lease restricts such allowances, 
then t5e lease terms will govern. 

The MMS does not agree that the 
phrase "in marketable conditiofi" should 
be inserted prior to !he word 
"determined." Section 206.102(i] requires 
that oil be placed in marketable 
condition at no cost to the lessor. Thus. 
because 0 208.102(a) provides that value 
be "determined pursuant to this 
section." the marketability requirement 
already is included. 

The M M S  is including in the final rule 
a new paragraph [a)(2) which states that 
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) h 
determining value for royalty purposes, 
Mh4S will, where data are available and 
where it is practicable. coapare the 
value determined in accordance with 
the prescribed standards with the major 
portion. The rule provides that the value 
ior royalty purposes will be based upon 
the higher of those two values. The draft 
final rule included a provision that if 
MMS determined that the major portion 
results in an unreasonably high value, 
then it would not be used for royalty 
purposes. Many Indian commenters 
thought that, for their leases which 
include a specific reference to the major 
portion, that value should establish a 
minimum value, and that a major 
portion value in most cases will be 

Two Indlan commentera 

reasonable since at feart hatf &e ail is 
sold at or above lhat price. MMS agrees 
and har made the change to the final 
N l C .  

paragraph [a)@) a description of how 
the major portion i8 computed. I t  will be 
detelhlfned using Ilkequality oil sold 
under arm's-length contracb because 
non-am'r-length contracts may not 
reflect market value. 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 barrel of the oil 
( s t a m  fram the banam up) is sald. 

The MMS believes that for these 
Indian leases, by comparing the major 
portion to values determined using 
am's-length contract prlces or the 
benchmarb for non-arm'r-length 
contracts. and using the higher of the 
two, tha Indians will be receivitlg 
royalties in accordahce with their 
contract with the lessee. 

Section 208.1U(b) provides the 
valuation procedure for valuing oil sold 
pursuant to arm's-length contracts. 
Many comments were received 
regarding the concept of valuing oil on 
the basis of gmss proceeds received 
under an ann's-le@ contract. They 
were about equally divided ib number 
as to those ih favor and those opposed. 

Several State and Indian commenters, 
and one State/Indian association 
dhagreed with the concept of valuing oil 
on the basis of gross proceeds received 
under an arm's-length contract. The 
commenters cohtend that historically, 
gross proceeds has been regarded as a 
minimum value and that it has long been 
recognized that a market value clause in 
a lease "is distinctly and substantially 
different from a gross proceeds clause." 
They were concerned that the concept 
establishes an ihdustry honor system. 
Also. concern was expressed that the 
proposed regulations be consistent with 
the provisions of the Indian lease 
agreement, and they questioned whether 
the proposed regulation permits the 
Secretary to discharge his/her 
responsibilities to the lndian lessors. 
These commenters maintained that 
whether an arm's-length transaction 
yields market value depends upon the 
definition of ann's-length contract. 

cbmmenters expressed concern that the 
proposed regulations will 
institutionalize ah industry "honor 
system" for valuation of Federal royalty 
production. The commentem stated that 
the rules provide no mechanism for 
indtpendent overnight and cross-check 
of lessee declaratibns of value and 
impose such impossible information 

"be MMS is alro including in 

Two State and two Indian 
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burdens on government that they can 
only result ih t da l  reliance on lessee- 
generated information. T h y  stated 
further that whether an an's-length 
transaction yields market value depends 
upon the definition of "arm's-length" 
and whether independent price checks 
confirm the receipt of proceeds. 

The corflmenters pointed out &at 
many sales arrangements may appear to 
be arm's-length tin the nuface, but in 
actuality the producers are "captive 
shippers" subject to forced sale and the 
purchaser's take-it-or-leave-it price. This 
scenario is stated to be contrary to the 
common legal understanding of an 
arm's-length market-determined price. 
The commenters noted that MMS's 
definition of "arm's-length" does not 
even contain the minimum acceptable 
requirements. In a legal tense, nzcessary 
to assure that such cor:iacts are, in fact, 
arm's-length. They argue that the use of 
ah arm's-length/gross proceeds 
valuation method requires that such 
matters as open-market conditions and 
the relationships between parties. 
beyond mere affiliation, be investigated. 
Also, the commenters stated that MMS 
does not confine arm's-lcngth to those 
contracts that involve only the 
consideration for the seis of lehsed 
products. Coupled with the proposed 
definitior. of gross proceeds, the 
commenters believe "this allows lessees 
the opportunity to manipulate the prices 
received for their production from a 
Federal lease by accepting a lower price 
in order to sell production from other 
non-Federal leases, possibly at a more 
profitable price." 

MMS Response: In response to a large 
number of comments from the States. 
Indians and inrlustry, MMS has modified 
the regulations which govern the 
valuation of oil production sold pursuant 
to arm's-length contracts. For almost all 
such sales. the value for royalty 
purposes will ccntinue to be the gro*s 
proceeds accruing to the lessee. Under 
MMS's existifig regulations, the lessee's 
gross proceeds pursuant to an arm's- 
length contract are acceptable, though 
not conclusively. as the va!ue for royalty 
purposes. The M M S  believes that the 
gross proceeds standard should be 
applied to arm's-length sales for several 
reasons. Mh4S typically aaepts  this 
value becaune i t  is well grounded in the 
realities of the market place where, in 
most cases, the Veths or %ths owner will 
be striving 16 obtain the highest 
attainable price for the oil production 
for the benefit of itselE the royalty 
owner benefits from thir: incentive. It 
also adds more certainty to the 
valuation process for payor8 and 
provides them with a cleai and 

equitable % a h  on w h i d  lo base 
royalties. Under tha h a 1  regulations. In 
mort instances the iessee will not need 
to be concerned that several years after 
the production has been sold MMS will 
establish royalty valuc in excess of the 
arm's-length contract proceeds, thereby 
imposing e potcritial hardship on the 
lessee. 

Establishing gross prcceeds under an 
arm's-length t.ontract a; the royalty 
value also has beneBtr for MMS and 
those States w3ich assist MMS in the 
audit and enfmement effort. "he gross 
proceeds standard will give auditors an 
objective basis for measuring lessee 
compliance. It will reduce eudit 
workload and reduce the administrative 
appeal burden which results when 
valuation standards are too subjective, 
particularly when values are determined 
to be ih excess of a lessee's arm's-length 
contract gross proceeds. 

Mh4S recognizes, however. that there 
must be exceptions to the general rule 
that the lessee's arm's-length contract 
price should be accepted without 
question as the value for royaky 
purposes. One such situation is where 
the contract does not reflect all of the 
consideration flowing either directly or 
indirectly from the Buyer to the Seller. 
As an illustration, in return for Seller's 
reduced price for oil production from a 
Federal lease. Buyer may agree to 
reduce the price of gas it sells to the 
Seller from a non-Federal lease. This 
agreement is not reflected in the oil 
sales contract. In the event that MMS 
becomes aware of consideration that 
exists outside the four corners of the 
contract, even if the parties are not 
affiliated and the contract is "arm's- 
length," h4hlS may require in paragraph 
(bl(l)(ii) that the oil production be 
valued in accordance with paragraph 
(c). the standards used 10 value oil 
disposed o l  under non-arm's-length 
contracts. Uhder these standards, the 
lessee's gross proceeds stil l  may 
determine value. but the lessee will be 
required to demonstrate comparability 
to other arm's-length contracts. 

M M S  recognizes that some parties 
may have multiple contracts with one 
another. This fact alone would not cause 
a contrast to be treated as non-arm's- 
length. Rather. there must be some 
indication that the contract in question 
does not reflect the full agreeinent 
between the parties. 

with the requirement, the final 
regulations also include a provision 
whereby MMS may require a lessee to 
certify that the terns of its arm'r-length 
contract reflect all the consideration 
flowing from the buyer to the seller for 

Although many commenters disagreed 

the gas. The codlmenten believed that 
values already were aubject to audit and 
that was a sufficient rafeguard. MMS is 
retaining &in provirion because there 
may be cfrcumstrilces where an auditor 
could not reasonably be expected to 
find other consideration yet there is 
good reason to belleve It exists. Because 
of the potentially severe penalties for a 
false certification, this will assure that 
no other consideration exists once the 
certification Is received. 

Ia other siiuationr tt may not be 
apparent why an arm's-length contract 
price is unusually low, yet the lessor 
should not accept the arm's-lengh 
contract proceeds as value. It may be 
because of collusioh between the buyer 
and seller or improper conduct by the 
seller. or it could be the result of a 
patently impmdent contract. Even if the 
contract is between unaffiliated persons 
and thus "ann's-length." pursuant to 
paragraph (b)(l)(iii) if MMS determines 
that the gross proceeds do not reflect the 
reasonable value of the production 
because of misconduct by the 
contracting parties or because the lessee 
otherwise has breached its duty to the 
lessor to market the production for the 
mutual benefit bf the lessee and the 
lessor, then MMS may require that the 
oil productibh be valued pursuant to the 
first applicable of paragraphs (c)[Z), 
(c)[3), (c)(4), or (c)(S). Thus, Mh4S first 
must determine that a price is 
utlreasonable, for example by looking at 
comparable contracts and sales. Then 
MMS must determine that the 
unreasonably low price was the result of 
miscodduct or a breach by the lessee OF 
its duty to market the production for the 
mutual benefit of itself and the lessor. 

M M S  believes that new 4 ZOe.102@](1) 
establishes a more definable stiindard 
than paragraph @)(I) of the draft final 
rule at 52 FR 30857 ("whether there may 
be factors which would cause the 
contract not to be arm's-length"). While 
MMS retain6 the discretioh under this 
section not to accept an arm's-length 
contract price as valuc which many 
commenters thought waa a necessaiy 
provision in these regulations, there are 
litnits on the exercise of that discretion. 

If valuation in accordance with the 
fourth and fifth benchmarks in 
paragraph [c) is requirad. then the lessee 
also must follow the notification 
requirements cf paragraph (e)@). 

One Indian commenter suggested that 
the lessee should certify that this I s  the 
highest price he could have received for 
that oil at the time of the sale. The same 
commenter also noted that MMS's 
regulations. at a minimum, must be 
consistent with the language of the 
Indian leases. Other Indian commenters 
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stated that the concept of basing royalty 
on gross proceeds received under an 
arm's-length contract is no; in accord 
with the responsibilities of the 
Secretary. One of these commenters 
stated that "the lease and regulations 
provide that value be determined, not 
gross proceeds. Gross proceeds is 
merely evidence of such velue. 
Acceptance of gross proceeds as 
conclusive ev!dence of value is an 
abrogation of the Secretary's fiduciary 
duties. especially if the previous MMS 
practice of accepting reports from 
lessees without scrutiny continues." 

MMS Response: The MMS believes 
that the regulations as adopted, with the 
changes discussed earlier, will permit 
the Secretary to dischnrge his/her 
res onsibilities properly. 

&e State commenter objected to the 
phrase "monitoring, review, and audit" 
or similar phrase8 which appear 
throughout the proposed regulations 
because it suggests that the terms listed 
are synonymous. An MMS review or 
reconciliation is hot the same as a full 
audit. The commenter suggested that the 
following paragraph be added: 

"( ) Nohvithstandihg any provision 
in these regulations to the contrary. no 
review, reconciliation, mnnitoring or 
other like process that results in a 
redetermination by MMS of value under 
this section shall be considered final or 
binding as against the Federal 
Government. its beneficiaries, the Indian 
Tribes or allottees until after full audit." 

Also, the commedter suggested that 
the words "lease terms, or relevant 
statutes" need to be added after the 
words "requirements of these 
regulations" in proposed 0 206.102 (b) 
and (d)(l). for purposes of clarification 
and precision. 

additional paragraph language has been 
included in the fihal rule as 0 208.1oz(k) 
with minor modifications. This 
paragraph reflects M M S ' s  longstanding 
view that a value determination based 
on limited review does not stop the 
MMS from redetermining that value 
until an audit has been completed and 
the audit period formally closed. MMS 
intends, however, to prepare more 
detailed guidelines as to when an audit 
is closed. The phrase "lease terms. or 
relevant statutes" has not been added to 
0 208.102(b) because there is a provision 
in the regulations that in the event of 
conflict the lease terms govern. 
Likewise, all persons are subject to 
statutory requirements. 

the establishment of a floor value. One 
Indian commenter objected to the 
proposed regulations because they 

would permit MMS to rely upon 

MMSResponse: The suggested 

Two suggestions were made regarding 

I . .  , 

an induetry honor system for vduatfon 
of Federal royalty production." 
However, if MMS's proposed valuation 
approach is to be adopted, they 
suggested that 0 Uwr.lOZ(b) be revised to 
read as follows: 

"The value of oil which is sold 
pursuant to a contract shall be tho goc!s 
proceeds accruing. or which could 
accrue to the lessee, provided lhar such 
proceeds do hot fall more than 10 
percent below the greater of the highest 
price paid or posted for similar oil ih the 
same field or area. If such proceeds do 
fall more than 10 percent of such prices, 
the value of oil in that case shall be 10 
percent below the greater of the highest 
p ice  paid or posted for similar oil in the 
same field or area." It was stated that 
this approach will permit M M S  to have 
a uniform and administratively simple 
benchmark to establish market value, 
rather than "evaluating each contract ob 
a case-by-case basis in light of the many 
possible indicia of a sale at less than 
fairmarket value ' '" 

Another Indian comm'enter stated 
that: "The proposed regulations would 
allow substantial mdpulation ahd 
undervaluation of the royalty amount. 
Most centrally, it is unacceptable to 
allow lessees to use contract prices AS 
the royalty value without adequate 
safeguards to assure a fair valuation for 
the public's resources. At a mihimum, 
only prices under genuine arm's-length 
contracts should be acceptable for 
royalty purposes. The proposed 
regulations would allow collusive 
contracts to qualify as 'arm's-length 
contracts."' It was also stated that if 
MMS remains intent upon accepting 
royalty on the basis of what the 
commenter considers to be below-value 
contract prices, "we urge that MMS at 
least impose a floor value, such as 80 
percent of the value of production as 
determined under the 'value' criteria 
applicable to oil not sold under arm's- 
length contracts." 
MMS Res~onse: The MMS generally 

does not believe that establishment of a 
"floor value" (other than grow proceeds) 
is appropriate or equitable because it 
could result in royalty baing assessed on 
a value greater than the lesree received 
under an acceptable arm'r-length 
contract. Where an arm's-length 
contract operates to set the price at 
which the lessee can sell the production, 
that contract likewise should set the 
royalty value in aost  circumstances. 
However, under the lease and the 
regulations, MMS has the authority to 
establish value for royalty purposes and 
will do so for don-arm's-length contracts 
where I t  is justified, even if such value is 
higher than the gross proceeds received 
by the lessee. Also, as explained above, 

for many fndfan tearer, because of the 
specific lease terms, MMS will compare 
values determined using ann's-length 
contract prices with the highest price 
paid for a major portion of production, 
and generally use the higher of the two. 

One Indian commshter raised the 
queetion of waat "which could accrue" 
means and also pointed out that if the 
value of oil is to be based on grosi 
proceeds. the regulations need to be 
more prscfse h rfaffng which gross 
proceeds are to be used. 

MMS Response: The regulations 
include a detailed definition of the term 
"gross proceeds." The MMS believes the 
definftion is adequate. MMS has deleted 
the phrase "or which could accrue" from 
the final rule. 

Many commentem approved of the 
concept of valuing oil on the basis of 
gross proceeds received under an arm's- 
length contract. Basic reasons for 
approval were rtated in one comment as 
follows: 'This standard is fair and 
reasonable: it will promote necessary 
certainty and consistency for the lessor 
and lessee alike; it is based on the lease 
language; it is administratively feasible; 
and it relies on an objective valuation 
mechanism-the market. It is 
appropriate in arm's-length situations 
because both the buyer and the seller 
have agreed to be bound by the best 
price each thought it could get for the 
duration of the contract. In ruch 
circumstances the royalty owner's 
interest in securing fair market value is 
protected by the arm's-length nature of 
the transaction" The 11 industry 
commenters also objected to use of the 
phrase "or which could accme" in the 
first sentence. This objection can best 
be summarized in the following 
comment: "Use of the phrase creates 
utlcertainty and rubjectivity and should 
not be implemented in regulations which 
must have certainty as a foundation." 
Industry commenters stated that it is 
unfair for the lessor to determine after 
the fact that proceeds "could be 
accrued." Also, one of these commenters 
noted that lessees act in a competitive 
market and "in the absence of fraud, 
cannot fairly be held to a post hoc 
determination that proceeds could have 
accrued." One of these commenters 
summarized as follows: "In sum, the 
proposed definition of 'gross proceeds' 
is in need of substantial revision. The 
MMS should modify it to include only 
those monies actualIy received for the 
sale of production. Other regulations 
which would require payment of 
royalties on phantom proceeds should 
also be amended accordingly." 
MMS Response: The MMS believes 

that gross proceeds under an arm's- 
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length contract generally constitutss the 
market value of a commodity. This does 
not preclude MMS frcm establishing a 
value where necessary; e.g, the contract 
does not meet MMS's standards for an 
arm's-length contract or the lease 
agreement requhes a different value. 
The phrase, "or which could accrue," is 
deleted from the final rule. As noted 
above, many cominenters thought that 
this phrase would allow MMS to 
second-guess the price which the lessee 
agreed to in its arm's-length contract by 
arguing that other persons selling oil 
may have received higher prices-thus, 
moie 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 full amount lo which the 
lessee is entitled under its contract. not 
just on the amount of money it may 
actually receive from its purchaser. 
However, M M S  is satisfied that the 
phrase "the gross proceeds nccruing to 
the lessee" properly includes all 
consideration to which the lessee is 
entitled under its contract, hot 
necessarily just what i t  receives from 
the buyer. Therefore. the "or which 
could accrue" phrase was unnecessary. 
Because it caused confusion as  to 
MMS's intent, it was deleted from the 
final rule. 

Many comments were received 
regarding the proposed benchmark 
system in Q 208.102(c). They were about 
equally divided in number as to those in 
favor and those opposed. 

Several States. Indians, and one 
Sfate/fndian association objected to the 
proposed benchmark system. Most of 
these commenters supported highest 
posted prices using the net-back 
procedure as verification. One of their 
objections to the benchmark system is 
that the proposed methodologies are 
unworkable and provide no reasoneble 
method of verification. Another 
objection is that the proposed system 
would impair effective oversight and 
reduce royalties. Also. these objectors 
state that in their view the proposed 
procedures would severely burden the 
audit program and. as  a practical matter, 
would preclude adequate verification of 
the "lessee's declarations." In addition, 
they stated that the use cf the netback 
procedure is unduly restricted, a n d  to 
!he contrary, should be used frequently 
for independent verification. They 
believe that more readily verifiable 
methods should be used to ensure that 
fair market value is being received. 

a number of objections as  follows: 
"Hiatorically, gross proceeds has been 

One of these commenters summarized 

regarded as  minimum value. however, 
the proposed benchmarks appear to be 
primarily aimed at convertiii gross 
proceeds as  the value. Gross procecds is 
not necessarily falr market value. 
Publiehad gross proceeds cre not always 
a11 consideration received, for exampIe, 
drilling advances and special equipment 
lease agreements." Also, "* no 
mechatlisms are provided to cross- 
check . ' * values reported under the 
first three benchmarks; since MMS has 
taken the notion that it does not have 
the authority to obtain access to other 
arm's-length contracts from producers 
not obligated to repQt to MMS, 
comparisons could not be made." It was 
also stated that "The most effective 
benchmark, net back calculation, would 
never be used because of the prioritized 
order of other valuation methods." 

Some commenters stated that the 
benchmarks should not be prioritized. 
Rather, value should be detzrmined 
using the most applicable benchmark. 
These same cornenters recommended 
modifying the first benchmark to require 
comparison with other posted prices or 
contract prices In the field. 
MMS Response: "lie MMS believes 

that a prioritized benchmark system is 
workable and fair. Obviously, for OCS 
leases, MMS has access to information 
regarding all posted prices and contracts 
(if  any). In addition, the majority of 
onshore fields with Federal lands are 
comprised of a significant percentage of 
such land3 (if not the majority] so that 
needed price information is readily 
available. In many instances, Indian 
lands comprise a significant portion of 
an oil field. Where necessary, 
information sometimes can be obtained 
from the appropriate State agency. 
Although price and field boundary data 
are available for most onshore leases, 
the acquisition of volume data 
associated with an arm's-length sale has 
been difficult to obtain. Accordingly, 
M M S  has added # 2G6102(d) which 
provides that any Federal or Indian 
lessee will make available upon request 
to the authcrized MMS. State and Indian 
representatives. and others, arm's-length 
sales and volume data for like-quality 
production in the field or area or nearby 
fields or areas. Undoubtedly, there will 
be a few cases where it will be difficult 
to obtain needed information, but this is 
true of any procedure adopted. 

The MMS believes that in the vast 
majority of cases gross proceeds 
constitute market value. In those cases 
where this is not true, MMS will 
establish an appropriate value for 
royalty purposes. "Arm's-length" sales 
will not be accepted without question. 
The MMS will obtain needed 

Informauon to ascertain that they are 
truly arm'r-length a8 defined In the 
regulations. 

1t1 response to comment8 that the first 
benchmark should not accept a lessee's 
posted pricer without some comparison 
of other posUngs h the field, Mh4S has 
modified the f h t  benchmark. Under this 
benchmark, the value still will be the 
lessee's contemporaneous posted prices 
or oil sales contract prices used In 
arm's-length transactions for purchases 
or sales of Significant quantities of like- 
quality oil in the same field (or, if 
necessary to obtain a reasonabla 
sample. from the same area). However, 
the lessee also must demonstrate that 
those prices are comparable to other 
contemporaneous posted prices or oil 
sales contract prices for purchases or 
sales of significant quantities of like- 
quality oil in the same field (or area). To 
evaluate comparability, the factors 
include price, duration, market or 
markets served, terms, quality 61 oil, 
volume, and such other factors as  may 
be appropriate to reflect the value of the 
oil. 

One Indian commenter criticized the 
benchmark system as  follows: "The 
utter failure of MMS to recognize its 
obligation to maximize Mbal royalties is 
evidenced also In the provisions 
governing valuations where arm's-length 
contracts do not exist. Each of the three 
alternative methods require a 
determination that the lessee's sales 
price is similar to that for purchases Of 
significant quantities of like oil in the 
same field or area. The 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 
to look at the lessee's contemporary 
posted prices. Posted prices in the 6il 
industry. however, are generated by the 
purchasers and not the sellers. Either 
M M S  had made an error in i ts  drafting 
or this benchmark lainly is so ridden 

can not possibly be urged as  consistent 
with the federal fiduciary duty to 
tnaximize Indian oil and gas resource 
returns." 

Another Indian commenter suggested 
that the desired goal of certainty can be 
accomplished by use of the highest price 
paid method "MMS' embracement of 
the contract price approach in its drive 
towards certainty In value can be as  
easily achieved through the highest price 
paid method. It would also encourage 
producers when negotiating contrscts to 
come as  close to that figure as possible 
knowing that is what they will have to 
pay the royalty on. The contract aalea 

with potential con R icts of interest that it 

S-021999 0073(04)(22-ocT-87-14:53:48) 

F4701 .m...[ 16,321 ... 8433-87 



39664 Federal Reglater Vol. 32, No. 2(M / Friday, October 23, 1987 / Proposed Ruler - .  . _ _  
approach proposed by MMB door not 
encourage obtaining the maximum value 
for the resource by the purchaser 
[lesseel." 
MMS Response: In many Instances 

the lessee. being a purchaser. has 
published a ported price bulletin. Posted 
price bulletins are generally available. 
In addition. the lessee must retain all 
data which are subject to audit. Ftom 
experience, h4MS does not believe that 
basing all royalties on the highest rice 
in the field or area is fair or in the Kent 
interests of the Federal or Indian lessor. 
Therefore, such a standard was not 
adopted. 

One State commenter ncted that the 
modifier "contemporaneous" in three of 
the sections ia vague and undefined. 
"For a purchase under a posting or 
contract to be used as an indicia of 
value for the monthly repoi ting period, i t  
should relate to production during the 
same reporting period." 

MMS Respcnse: MMS has added 
P 208.102(~)(6] to the fihal rule which 
defines "contemporafieous" as postings 
or prices in effect at the time the royalty 
obligation is incurred. h effect, this 
means the postings or contraLt prices in 
effect at the time oil is removed, sold, or 
otherwise disposed of in a manner 
which results in royalty being due o : ~  the 
oil. 

According to one State commenter, "It 
i s  difficult to establish an alternative 
Icystem to calculate fair market 
value *. The MMS should use the 
posted price criteria of the benchmark 
system verified by a net-back analysis 
to assure the credibility of posted 
prices." 

MMS Response: The MMS believes 
that the uBe of a net-back analysis on a 
routine basis to verify oil value is 
impractical and unnecessary. 

Two Indian commenters expressed 
concern about the prioritized benchmark 
system. They argued that restrictitlg the 
Secretary's ability to use different 
methodologies in any order the 
Secretary chooses will tie the 
Secretary's hands in dealing with 
difficult situations. 

MMS Response: The M M S  believes 
that the regulations adopted will permit 
the Secretary to discharge his/her 
responsibilities to the Tribes and 
allottees and will provide certainty in 
the valuation process to both the lessees 
and lessors. Although a prioritized 
benchmark system does limit flexibility. 
this drawback Is outweighed by the 
benefits of certainty. 

One State commenter thought there is 
a lack of guidance in administering the 
prioritized henchmark rystem, and that 
MMS does not indicate what kind of 
evidence will be sufficient to permit an 

auditor to continue down the llst of 
benchmarks. 

, W S  Response: The MMS will 
raqulra that the lessee make a 
reasonable effort to apply a benchmark 
before proceeding to h e  next. Auditors 
must be satisfied that lessee information 
! a  sufficiently accurate and complete to 
implament a benchmark. The additton of 
0 21)8.102(d), whereby lessees must 
provide am's-length sales and volume 
information, will asslrt in the 
enforcement of these "comparability" 
requirements. It would be !mposslble for 
MMS t6 attempt to implement a 
procedure where government has to 
make all the decisions. Such a procedure 
would impoae a tremendous 
administrative burden which would be 
very costly. 

Some industry and State commenters 
expressed concern regarding the lack of 
an adequate definition of the terns 
"significant quantities" and "field or 
area". ahd ths administrative problems 
that will result therefrom. One State 
commenter stated that the term 
"significant quantities" is vague and 
undefined. An industry commenter 
recommended that the term "significant 
quantities" be deleted because (1) 
posted prices in an open marketplace 
"are for no other purpose than 
determining market value", and (2) the 
lessee has no way of knowing the 
quantity of volumes purchased by other 
purchasers In the area. 

MMS Response: As was discussed in 
the preamble to the proposed rules (52 
FR 1858, January 15,1987). the term 
"significant quantities" is variable 
depending on the sales volumes from the 
field and the volume of p:oduction. 
What constitutes significant production 
from an onshore field may not be 
significant for an OCS field. Therefore, 
"significant quantities" will vary case- 
b y-case. 

One Indian commenter stated that 
many posted prices are 

artificially low because there is low 
demand, but there is still a threshold 
low amount where a company will 
purchase more than their demand" and 
recommended that "* the totality of 
the circumstances should be utilized 
(and set forth in tho regulations), 
including spot markets, highest posted 
prices, and to some extent, posting for 
similar oil in other fields." 

regulations. which are being revised in 
response to heavy criticism, list the 
various criteria with no specific priority. 
The purpose of the benchmark system is 
to provide all concerned with a 
reasonable degree of certainty as to 
criteria to be used in valuing oil. 

so. . 

MMS Response: The current 

One Indurtry cornenter rtrtrd that 
the prioritized benchmark rystem 
'*imposes a prejudicial valuation on an 
afMiated lessee" because I nonamliate 
receiving the same price as an affiliate 
would Fay on actual proceeds received. 
whereas the nffillate may have to pay a 
higher royalty under, for example, 
benchmark ~ l O Z ( c l ~ 2 l .  The 
recommendation was made that 
e * *  0 the firnt applicable of the 
following subsection" ' language in 
0 U)8.102(c) be replaced with 

any of the applicable 
subsections:' 

described could occur. However, M M S  
believes that, generally, posted prices 
for like-quality oil in tbe same field or 
area will be comparable. Thus. there 
likely will be little or no disparity in the 
values in most situations. 

Many Industry commenters, a Federal 
agency, end an individual approved of 
the proposed behchmark system. One 
industry commenter stated that they 
0,. 0 strongly support the adoption of 
clear and coxisistent standards of 
valuation for royalty oil based upon the 
true value of the product-the price 
received in the marketplace for the sale 
of that oil. The valuation 
proposal ' recognizes the 
interaction of competing market forces 
and recognizes that a seller of oil will 
normally negotiate the best deal it can 
to further its own interests. The use af a 
price that is generally available to all 
sellers Is a much more reasonable 
approach to the determhatioh of 'value' 
for a given supply of oil than the 
arbitrary selection of a price that one 
seller may have received under 
circumstantes that do not include all 
sellers. Where an am's-length contract 
does not exist, the benchmark system of 
valuation permits an objective 
procedure for adving at  the valuatioh 
based upon posted prices which have 
been the basis for sales of oil for many 
years." Another industry commenter 
supported both the benchmarks and 
their prioritization because both will 
add certainty to valuation 
determinations. Also, the use of the 
lessee's contemporaneous posting will 
provide a "benchmark valuation for 
many major producers." One industry 
commenter noted that 'This ordering of 
the benchmarks is the result of 
extensive public comment which 
showed that, for valuation of oil. posted 
prices should be moved closer to the top 
of the hierarchy Insofar as posted prices 
account for the vast majority of oil 
transactions." 

MMS Response: The MMS believes 
that the proposed benchmark system is 

MMS Responss: The situation 
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a valid and realistic system for 
determining the value of oil not 301d 
pursuant to an ann's-!ength contract. 
The beiichmarks cTe primarily based on 
posted prices which are the normal 
basis f3r oil sales and which reflect the 
price of oil in a free and ope& market. 
Posted price information for significant 
quantities of !ike-quality oil sold from a 
field or area will normally be available. 
The addition of 5 208.102(d) will permit 
necessary informfttion on arm's-length 
sales to be obtained. In other situbtions, 
the benchmarks provide for use of spot 
sale prices, net-back, or any other 
reasonable method. 

One industry commenter noted !hat 
most. if not all, posted prices are prices 
posted by a purchasing, marketing, or 
transporting entity. some of which rnay 
have producing lessee affiliates. 
"However. taken literally. there will not 
be a lessee's posted price." 

MMS Response: MMS has added a 
new 5 206.102(~)(6) which defines lessee, 
for purposes of this section, as including 
a designated purchasing agent. 

One State commenter noted that 
proposed 5 ZOa.lOz(c](l) fails to 
anticipate that a lessee could make 
purchases at different postings within 
the same reporting period and suggests 
that, in such a case. "the volume 
weighted average would seem to be 
appropriately specified, because it could 
be easily computed by the payor and 
would be less susceptible to 
manipulation by the payor." 

MMS Response: The MMS concurs 
with this change and has included 
language to implement it in 
P zoe.loz(c)(l). 

One Indian commenter stated that the 
use of this benchmark 
(contemportneous posted prices) rather 
than the major portion analysis 
provided for in existing oil and gas 
regulations represents a breach of the 
Secretary's trust oblfgations. 

MMS Response: The Mh4S believes 
that the regulations as adopted will 
permit the Secretary to discharge his/ 
her responsibilities. Major-portion 
analysis will be used under the final 
regulations. where appropriate. 

recommended that paragraph (c)(Z) be 
modified by adding the phrase "known 
to the lessee" after the word "prices" so 
that the first part of the sentence would 
rend. "The arithmetic average of 
contemporaneous posted prices, known 
to the lessee, used in arm's-length 
transactions *." 

MMS Response: This suggestion was 
not adopted because it results in too 
great a degree of subjectivity. 

One industry commenter supported 
the use of "arithmetic average" as a 

One industry commenter 

benchmark. but suggeated that there 
should either be an agreement between 
the lessees and M S  as to which 
companies' postirlgs are to be used, or 
that MMS publish a list of the 
companier whose postinas may be used 
to calculate an adthmetlc average. It 
pointed out that in the case of South 
Louisiana (used for offshore) there are 
at least one dozen companies that post 
oil prices and there could be price 
changes in one month on different dates 
by all of the companies. 

MMS Response: The M M S  may 
decide, upon request. on the basis of an 
individual case. to designate postings to 
be used in calculating an arithmetic 
average. It is not considered practical to 
do thin continuously. 

Three Ihdian cornmentors objected to 
the use of "arithmetic average" and 
recommended that a "weighted 
average" be uned instead. Another 
commenter stated that use of 
"arithmetic average will not yield a true 
market value because the lessee is given 
the opportunity to manipulate prices by 
selling some oil  at extremely depressed 
prices." 

MMSResponse: Paragraph (c)(2) 
requires consideration of postings of 
persons other than the lessee. Although 
the postings are available to the lessee 
and to MMS, volumes often are not. 
Thus. requiring a weight averaging of 
third-party data is not practical. 

To make this benchmark "more 
workable and administratively feasible" 
one industry commenter recommended 
using the overage of all postings of the 
relevant type of oil In an area. 

MMS Response: The M M S  has found 
that postings do not always indicate a 
purchaser's willingness to buy. 
Therefore, any average which includes 
all postings may become skewed 
because of posted prices which are not 
market responsive. Pursuant to 
P 208.102(c) (I), (Z),  and (3), there must 
be significant quantities of oil sold 
before a posting or contract price can be 
averaged in. 

One industry commenter 
recommended that paragraph (c)(3) be 
modified by adding the phrase "known 
to the lessee" after the word 
"contracts", and by replacing the phrase 
"area or nearby areas" with the phrase 
"field or area" for reasons of 
"clarification." 

MMS Respoqse: The addition of the 
phrclse "known to the lessee" was not 
adopted because it would result in 
inserting too great a degree of 
subjectivity. The term "field or area" 
was not adopted because the intent is to 
utilize R larger area than "field or area" 
in reviewing arm's-length contract 
prices. 

One State commenter rtated that 
"Subparts (iii) and (iv) attempt lo 
dirtinguish between ann'r-length 
contracts and spot raler. B u t  there is no 
basis for saying arm's-length spot sales 
are not also ann's-length contracts 
under the deRnitions. Addillonally, there 
is no requirement (and there should be) 
that only spot sales which are genuinely 
am's-length should qualify as indicia of 
royalty value." 

MMS Reaponre: The h&fs concurs 
that the spot sales used in the 
benchmark should be am's-length spot 
sales and will insert the tern "arm's- 
length" immediately preceding "spot 
sales" in the final rule, 0 206.102(~)(4). 
With regard to the Rrst comment, if a 
spot sale is for a significant quantity of 
oil. it could be considered under 
paragraph (cl(3l. 

Some States and Indians stated that 
wheh applying benchmarks, it should 
not be necessary in all circumstances to 
look to all other sales in the field. In 
other cases, it may be necessary to look 
beydnd the field. MMS agrees that the 
size of the sample cannot be 
predetermined but must depend upon 
the terms of the applicable benchmark 
and the actual circumstances in the field 
or area. 

commenters who opposed the 
benchmark system supported highest 
posted price with the use of a net-back 
method for verification of values used. 
One of the State commenters in 
describing MMS's proposed use of net- 
back in proposed $206.102[~)[5) as too 
restrictive, made the following 
statements: "* ' ' the government 
would carry the burden of establishing 
that none of the preceeding benchmarks 
can be applied before it would [bel 
authorized to use het-back In 
effect, net-back will rarely, if ever, be 
used. At the same time it is the only 
method of valuation proposed by M M S  
that can be applied independently from 
lessee submitted documanlation." 

there will be infrequent use of the net- 
back method. It is believed, however, 
that the other benchmarks which have 
higher priority will result in a 
reasonable value for royalty purposes 
and obviate the need to undertake a 
labor-intensive net-back method. The 
MMS routinely will verify lessee- 
generated information used in applying 
the benchmarks during ih monitorha 
process and through audit. 

One State commenter articulated the 
viewpoint of a large number of other 
commenterr by recommending an 
alternative method of valuation, namely 
use of the highest posted price paid or 

Most of the State and Indian 

MMS Response: The MMS agrees that 
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offered in the field or area wlth the net- 
back procedure w e d  ar verification or 
backup. 

The commenter also rtated that 
the ap roach we rugpat- 

highest porte or a refined product 
value net-back-servos the twh  goals of 
assuring the collection of fair market 
value and groviding certainty to the 
lossee. Highest [prico] posted or paid is 
more earily determined than the arm'r- 
length nature of a contract, and a 
refined product value can be calculated 
by the lessee itself or provided by the 
government. It also is an approach that 
is independent of lessee-generated 
information and thus meets Congress' 
intent that independont methods of 
verification be employed. Crors 
proceeds would continue as  the absolute 
minimum accoptable value." 

MMS Response: The MMS believes 
that gross proceeds received under 
arm's-length contracts and posted prices 
uscd to purchase sl nlffcant quantkles 
of oil in arm's-lengt a tranractions 
generally represent the market value of 
oil  and does not agree that it is 
necessary to perform a refined pmduct 
net-back analysis to verify hem. 

One industry commonter expressed 
approval of the concept in proposed 
paragraph (e)[l) that prior M M S  
approval generally noed not be obtained 
where value is determined pursuant to 
paragraph (c). One Indian commenter 
expressed concern that "once approval 
is granted, follow-up audits are 
unlikely", and recommended that 
"There should be provisions mandating 
routine MMS audits of valuatioii 
methods occurring at intervals not 
greater than one year." One industry 
commenter objected to the fact that 
MMS will not be giving prior approval 
stating that this subsection places "the 
burden ' on the producer to prove 
the determination of value." One State 
commenter stated that the reguiatinn 
should specify that the lessee retain "all 
data relevant to determination of 
royalty value." instead of "all available 
data to support its determination of 
value." That State commenter stated 
that the regulation should specify that 
MMS "will" order compliance when 
incorrect payments are discovered. 
rather than stating "MMS may direct a 
lessee to use a different value." 
MMS Response: Although ME.lS will 

be making periodic audits, it is not 
appropriate to specify the rcheduling. 
type, and timing of audits in these 
regulations. With regard to the second 
comment. the lessee is responsible to 
comply fully with the regulations by 
properly valuing the oil, for royalty 
purposes, in accord with the appropriate 
benchmark and to retain all relevant 

l ***  b b 

data. The MMS has adopted the 
suggestion that the phrare "all data 
mlevant to dehrmlnatlon of royalty 
value" be rubrtituted for "all available 
data to rupport ita determination of 
value" In t 208.10Z(e)(l). Also. the word 
"will" har been rubrtituted for the word 
"may" in the last sentence. 

Section 208.102(1) was proposed a8 
5 20B.l02(e), and provides that lessees 
will pay additional royalties and interest 
if the lessees Improperly determine 
value. One industry commenter 
recommended that any "retroactive 
valuation detertninations" on tho part of 
MMS "be limited to freudulent and 
noncompliance ritualions." That 
commenter went on to ruggest that if 
MMS detennines that a lessee 
underpaid royaltier, then the interest 
associated wlth those royalties should 
orily accrue from the date of that 
determination until royalties are paid. 

MMS Response: The lessee is 
responsfble for properly delermfnfng 
value for royalty purporer in 
accordance with the lease terms, 
regulations, and appropriate instructions 
and court decisions. Accordingly, if 
royalty is underpaid, the lessee is 
reRponsible for the additional royalty 
due plus any interest from the time such 
paymenI(s) should have been made. 
MMS has adopted this section as  it was 
proposed. 

Another industry commenter agreed 
that underpayment of royalties was 
subject to inlerest, but recommended 
that MMS likewise should pay the 
lesseelpayor any interest "statutorily 
authorized" on reimbursed credits or 
royalty offsets when royalty 
overpayments are discovered. 

MMS Response: The M M S  is barred 
by law from paying interest on royalty 
overpayments, but is required by law 
(Le., FOGRMA) to collect interest on 
late payments. 

Section ZOfj.lo~(g) was proposed as  
5 ZOe.loZ(f). and prescribes a procedure 
for a lessee to request a value 
determination from MMS. Some industry 
commenters suggested that there be a 
time limit of 120 days for MMS valuation 
responses. One of these commenters 
also recommended that there be no 
penalties or accrual of interest for any 
underpayment of royalties during this 
period (which would not be known until 
after MMS's decisicn). 

every effort to respond timely, but this is 
necessarily dependent upon available 
resources. MMS cannot agree to a 
regulatory time h n k  Because the lessee 
is responsible for proper valuation, 
interest is assessed if the lessee makes 
an improper valuation. The MMS 
believes a lessee should be able to 

MMS R8SpOnS8: The hfMS Will make 

request a valuation determlnation at  any 
Uma. One of the changer to Wr rection 
clarifier that when MMS maker a value 
detennihatlon, It may ure any of the 
valuation criteda aukhodred by the 
~ l e r .  "hit glves MMS Be aecersary 
flexibility to deal with unusual 
situatlonr which otherwire do not f i t  the 
repila tions. 

One commenter tuggerted that there 
rhould be opportuni for review of a 

royalty recipient (State. Mbe, etc.) 
before a final decidon I: made because. 
without ouch review, the cooperative 
audit role I s  rendered meaningless. 
MMS Re8ponse: The MMS does not 

conrider it pracucal to requira a review 
by a State or an Indian lesror when a 
value determination ir  made. The MMS 
will attempt to coordinate its value 
determinations with States doing audits 
under section u)5 of FOCRMA and 
Indian Tribes doing audits under section 
202 of FOCRMA Thir doer not make 
the cooperative audit role, In 
accordance with FOCRMA, less 
meaningful or effective. 

Ofle industry commenter 
recommended that the provirion be 
clarified that an MMS rejection of a 
proposed valuation determination is 
appealable to either the Director or 
Interior Board of Land Appeals (IBLA). 

MMS Response: This modification is 
not necessary because all MMS final 
ordem or decisions arising from the 
regulations in Titles 26,30, and 43 are 
appealable pursuant to 30 CFR Parts 243 
and 290. 

One Indian commenter recommended 
that lessors also rhould be able to 
request MMS deterininations. They also 
recommended that the regulations 
should require MMS to notify Tribes/ 
allottees of any changes In valuation 
determinations. 

MMS Response: The regulations a5 
adopted in 4 206.102 (g] do not provide a 
specific procedure for the Indian lessor 
to request a valuation detenninaflon 
from MMS. However, Mh4S always is 
available to discuss with Indian lessors 
any valuation issue regarding their 
leases. 

Onn State commenter recommended 
that the third sentence be modified by 
adding the word "all" before "available 
data". and replacing "to support its 
proposal" with "relevant to the 
valuation of its production". Also. the 
phrase "rubject to audit" rhould be 
added. 

MMS Reapme: The MMS has made 
some of these changer for purposes of 
clarity and comprehensivenerr. 

Section 206.102(h) was propored a s  
0 zo6.102(g). It provider that the value 

value determination t y the afiected 
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for royalty purponer cawot be less than 
the grow proceeds accruing to the lessee 
for lecsri production, leer applicabie 
allowances. Several lrdustry 
respondents conaidarad the phrase "or 
which could a c c ~ e "  objectionable and 
urgod its delotion. The main mason 
given for their position is that the 
language creates uncertainty and 
subjectivity, contrary to h.IMS's stated 
objective of gaining certalnty and 
pmclsion In royalty accounti 

MMS Response: MMS has%lekd the 
phrase "which could accrue" from the 
final rule. As explained above, with 
respect to 0 m.102(b), MMS is satiefied 
that the torm "accruing" includsa all 
considaretion to which ths lessee is 
entitled pursuant to its contract, not just 
what it actually receives. 

Industry commenlem muggerled that 
somo off-lease poet production costr 
(such ns those carried out on leases in 
"especially hostile or remote 
environments") and certain on lease 
posbproduction costs (such as those 
deemed to be "extraordinary" for 
onshore leases. the cost of submeqed 
gathering lines, the cost of 
environmental com liance, and the cost 

leases in water depths greater than 400 
feet for offshore leases) should be 
shared by the lcscor and counted a5 
deductions from royalty payments along 
with transportation allowances. One 
stated rationale for this suggestion is 
that some "post-production" costs 
enhance the value of tho oil and, 
therefore, the costs should be shared by 
both lessee ar.d lessor, as nre the 
benefits. One commenter simply stated 
that the phrase "and other deductions" 
should be added to the "less applicable 
transportation allow ances" language. 

modified 0 zoci.loz(h) to refer to 
deductions for any type of allowance, 
not just transportatioh allowances. A i  
explninerl below, h4MS has adopted a 
rule which would provide for deduction 
of certain extraordinary costs. 

State commenters objected to the 
deduction of transportation allowances 
from value and particularly from thc 
gross proceeds. especially if gross 
proceed8 is conaidered a "minimum 
value." One of the commentem stated 
that the "less transportation 
allowances" language la particularly 
confusing because "it suggests that 
lessees can deduct the allowance from 
the value determination" rather than as 
a separate line item as required by 
8 208.105(~)(4) of the final rule. 
MMS Response: Section 206.102(a) 

provides that the value for royalty 
purposes is the value determined in 
accordance with 0 208102 (ia,, arm'r- 

of post-production P acilities installed on 

MMS Response: The MMS has 

length gam proceeds or a value 
determined uslng benchmarks) less 
applicable aliowancer. The p 
8 Z ~ i ~ ( h )  !I to make It clear at no 
mattar what valuation mathod Is urad, 
the value for royalty purposes cannot be 
less than the lossee's grorr proceeds 
less applicublo allowancer, Therefore, if 
a benchmark-derived value less 
applicible allowances is less than gross 
proceeds less a plicable allowances, 
gmsr proceeds P err applicable 
allowancer is to be used a r  the value for 
royalty purposes. In either event, tho 
lessee may be entitled to deduct 
transportation allowances to determine 
value, for royal pu oses, at the lease 

already is a value at the lease-in that 
event no further transportation 
allowance would be authorired). 

Section X~&lOa(l) was proposed as 
0 ~ . l O z ( h ) .  This section addresses the 
lessee's obligation to place lease 
production in marketable condition. Five 
indurtry commenten opposed the 
concept that the lessee is responsiLle for 
placing the product in marketable 
condition at no cost to the lessor and 
recommended specific deletion of 
lakur\ge in the proposed reguiation to 
accomplish this. One industry 
commenter recommended that the 
language "unless otherwise provided in 

ament" be added at the 
end the lease of the imt sentence. and another 
industry commenter pointed out that tho 
lessor does share in marketable 
cor dition costs under net-profit-share 
leases. 

MMS Response: Historically, MMS's 
policy and practice is that the lessee 
generally is responsible for placing the 
lease product in marketable condition at 
no cost to the laseor. This practice has 
been upheld by court decision. The 
M M S  has adopted the suggestion that 
the language "unloss otherwise provided 
in the lease agreement" be added at the 
end of the fimt sentence because there 
ere a few leases in which the lessor 
shares in swh costs. Also, as noted 
earlier, Mh4S received many comment8 
that so-called post-production costs 
should be allowed as a deduction in 
determining value for royalty purpoars. 
Generally, these costs are not allowed 
as a deduction because they am 
necessary to make production 
marketable. However, M M S  has 
considered carefully all of the comments 
on this issue and decided that there may 
be certain cImumrtanc6r whem rome 
extraordinary cork for ::athering, 
desulfurization, or storage should be 
aliowed as a deduction. Such 
allowances will be authorized on 
Individual cases only upon application 
to the MMS. A new 4 206.102(i)(2) waa 

To Of 

(unless the benc X T  mar derived value 

added in the draft final d e s  which 
establlrhed a hvo-part test for 
qualification for a coat allowance. Nnt ,  
on1 production ttom leases In unusually 

-costar fxuntler araaa gualifiad. The 
on leases that ualified were those 

those OCS leases located In water 
depths in excesr of 4UO meterr. Any 
leases that did not meet this flnt test 
cwdd not apply for Ma allowance. 
However, even for leatea that met this 
test, MhiS would not grant an allowance 
unless the lessee demonstrated to 
MMS's satisfaction thRt the costs are, by 
reference to rtandard indhstry 
conditions and practice, deemed to be 
extraordtnary, unusual, or 
unconventional. In some ihstances. 
M M S  may have granted an allowance 
only to tho extent that the extraordinary 
costs exceed con-ventional costs for the 
salhe opera tion. 

MMS received many comments on 
this new section added to the draft final 
rules. State and some Indian 
commentem thought that this section 
was an unwarranted exception from the 
re uimment that the lessoe is obligated 
to%ear the costs of placing oil in 
marketable condition or that further 
restric!ions should be Included, while 
one Indian cornenter endomed the 
principle introduced by thfs new section. 
Industry commentem generally thought 
that the new rection was a step in the 
right direction, but thought that the dual 
qualification process was too rigid. They 
suggested that the extraordinary 
allowance be granted if a lessee could 
meet the requirements of either 
paragraphs @)(I) or (Z)(ii). Industry 
commentem also suggested that the 
reference to Iu) metera be changed to 
400 feet because that is the point at 
which costs begin to escalate 
significantly. They also thought that use 
of the term "unique" was inappropriate 
because it would limit the applicability 
to only the first lessee with a particular 
type of extraordinary operation. Some 
commenters also requested that once 
approved, the allowance should extend 
beyond one year. 

MMS Response: ,MA49 tar retained 
the extraordinary c a t  allowance 
section with a few modifications. The 
section sUN requires that the lessee meet 
a two-part test, and the reference to 400 
meters was retained. The term "unique" 
has been changed to "extraordinary" 
because it war not MMS'r Intant to h i t  
the allowance to a one-of-r-khd 
operatfon. MMS har revired the 
provisions relating to the approval 
period so that MMS can now determine 
the approval period on a care-by-case 
basis. 

9 located north of i l  e Arctic Circle or 

S-021999 CQ77@(x22-ocTc87-l4:u;oO) 



Section ZaalOZu) war propored a: 
0 mloZ(i). Them w e n  reveral 
comtnentr on this rection from industry, 
Stater, and hQmr. The majority of the 
comment: were negative in rome 
respect; only two commenten [one 
industry and one State) concurmd with 
the proposed regulation as written. State 
ahd industry commentera recornended 
deleting the regulation in ita entirety, 
indicating that the regulation Ir 
inappropriate in the context of oil rales 
because the majority of oU is sold undar 
monthl purled pricer and Ir not 
nonalfy subject to contractual pdce 
escalations or incramenti. They 
sugpsted that the re aHon ir mom 

doer hot belong a t  an oil valuation 
standard. 
MMS Response: Althoiwh the large 

majority of oil is sold under ported price 
bulletina the division order, which rets 
forth the division of proceeds and is 
signed by all interest owners, is 
considered to constitute the "contract" 
for purposes of these regulations. 

Several modifications, many taking 
issue with the "prudent operator" 
concept were suggested as follows: 

Two industry commentera suggested 
deleting the Rrst sentence ("Value shall 
be based on the highest price a prudent 
operator can receive under its contract") 
because (1) it countermands the use of 
the actual proceeds benchmark system 
established in 0 208.102 (b) and (c); and 
(2) tho requirement of a lessee to obtain 
the highest theoretical price, rwgardless 
of the cost involved in obtaining that 
price. may contradict the definition of 
"prudent operator" found in the draft 
coal regulations at  0 ZOa.S(nn) and, 
therefore, ignores "the realities of the 
markerpiace and the courthouse and 
unfairly precludes the lessee from 
exercisi sound business judgment." 

recommended revising the paragraph to 
conform to the reasonable value 
standard of 4 206.102 generally. Here the 
commenter argued that the "highest 
price" standard of this subsection is in 
direct opposition to the reanonable 
value standards of previous subsections. 
thus causing the proposed rulmaking to 
be contradictory. 

modified the first sentence of the final 
rule to read "Value shall ba basad on 
the highest price a prudent lessee can 
receive through legally enforceable 
claims under its contract." As noted in 
the preamble to the proposed d e ,  this 
section prescribes a dil' ence concept. 
As discussed above. wi% regard to the 
concept of gross proceeds "accrdng" to 
a lessee. M M S  requires a lessee to pay 
royalty on that value which it was 

appropriate to gar ra p' eo contracti and 

One i3ustry commenter 

MMS Response: The M M S  has 

entitled to t. There rsgal.troar nflsot 

mer-length - b a t  prices an value, 
but them io I aracomlturt obllgatlon on 
the part of the k e a  to obtain all to 
which the leame ia antitled under ita 
contract. If it f.it to take such 
reasonable meuuma, will amerr 
rtyal on the pricer which maaonably 

with the contract. 

msr & p d a e  to accept 

could x ave been obtalnad in accordance 

9 ° F  the euee  will owe no additional 
One indurQ cornmantar ruggerted 

the fimrth aentance to read 

royalty unletu or until tnonles 
are * *  received'' in u a e a  of 
disputed paymanta 
MMS Rstpcum. The A6MS ha: 

adopted this ruggarted modification ar  
conrirtent with ita intent. However, thir 
provfdon doar n6t permit a l e w  to 
avoid payins royaltier dm I 
purchaser har failed to pay, in whole or 
in part or timely, for a quantity of oil. 

One State respondent ruggerted that 
an explicit provision for the asressment 
of interest for delayed payments dould  
be added, with such a requhmant beh 
an equitable compromise for the lessor's 
agreement to delay e n f o m e n t  of ib 
rights to the timely payment of full 
royal ties. 

hfMS Response: When a matter is 
being legally contested between the 
parties, and the lessee har takan 
appropriate legal action. MMS'r policy 
is not to require ayment of the amount 
in dispute until t e  lessee actually 
receives it. If a purchaser fails 
completely to pay for a volume of 
pmiductioh. royaltier stil l  are due the 
month following the month of sale or 
other dispodtion. In all cases, intersst is 
due i f  the royalties are aid late. 

increments, the royalties are not due 
until the end of the month following the 
month that the lessee recelvss them. 

An Indian commenter also suggested 
that the last sentence should be clarified 
to make explicit that the ban-mptcy of a 
purchaser of oil  should not permit a 
lessee to avoid its royalty payment 
obligation. 

MMS Response: The MMS believes 
that the language already encompasses 
a bankruptcy situation and recognizes 
that the lessee rtill has M obligation to 
pay its royalties. 

Sectioa mlOZ(k) provides that no 
redetermination of value by M M S  as the 
result of review, reconciliation, 
monitoring or a like procers is final or 
binding against the leuor until the audit 
period ir formally clord. MMS intends 
to issue additional delines as to when 
an audit period is C P  osed. 

Section ~ . l o Z ( l )  was propored as 
0 zOe.1oz(j). Comments were received 

However, in the case o P disputed price 

fhm thma State and rlrr Indim 
npmmtatlvrr ob 

paragnph. In g w d  tbr cammentr 
pointed out that the nquimment to 
obtain valuation information tbrough 
M o m  of Informatiun Act (POIA) 
requctr would khibit Indian Mbes,  
dlottem, urd Strtea from gaining access 
to the Wormatron required to arsure 
that valuatiam ue pmperly determined. 
In p u t i d u ,  'The wcond rantence of 
the propored tbgulation 8 peara to be 
an unlawful efiort to d u d e  the 
sxardre of dapvcmaatrl discration 
under FOIA to ~IuntuIIy mleare 
nonproprlrtary data to royalty ownera 
on a care-by-care b d i .  The third 
rentence appan  to prohibit tribe: and 

generally reammended that the 
p q p h  rhould be clarified to indicate 
that all valuation Wormation rhould be 
available to Statea Indian 'Mbes, and 
allottees without going through FOIA 

offered spedfic language that could be 
appended to the p 

information with ruthorhod parties.) 

paragraph war not to preclude accesr 
allowed by law, but rathsr to e n m e  the 
lesree that dlrclorurs of pmprIetary 
information ir in accordance with 
establirhed procedurer. Them am 
statutory rerMctionr oh providing 
certain types of infonnation to persona 
oubide the Department qf the Interior, 
and MMS must act in accordma with 
those Umitationn. Stater and lndianr 
with FmRMA delegations and 
cooperative agreemanta will have 
broader acce8r to information which 
otherwise could not be mleared. This 
section 11 not intended to limit In any 
manner an lndian lerror'r right to obtnin 
information diractly from the les80r or 
from h4MS to the extent provided in 
lease terms or applicable law. 

In the draft final d e ,  MMS changed 
the phrase ''will be rnalntainad" to 'hay  
be maintakad." Many industry 
commentem wera concerned that this 
change would allow MMS to release 
proprietary information. This was not 
MMS'r intent, and to avoid any 
confusion the tann 'W" har bean 
substituted for "may." 
Section Zt&%IM Point of myalty 
settlament. 

Several induntry raprasentatives and 
a few Stcter commented on thin section. 
The State commentera recommended 
that 0 206.103 be rtmngthened by 
defining itandardr for srtebliAing the 

ntMotlvr t t m B S , ~ f Z ?  

dOR888 h lBqU88- 8UCh 
Lnlormation thm& the Bu" It m a  

ProcedWUE. hdiUl CODeIltOM 

ph to clarify ita 
intent regatdfns t h x z l g  of 

R88pOIl88.' ~ &lkUt Of thir 
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point of myalty rrttlameat and themby 

boundarler warm tuggaitad a8 the point 
of royalty rrttlement for onahom 
production, and the entranca to the h t  
onshore faclllty war ruggarted for bCs 
productioh 

MMS Response: There regulations 
pertain to the valuation of oil and am 
not concerned with the i i t e d a  for the 
point of myalty rettlemant. "ha 
royalty nettlament in authorired y MMS 
operationr omces for Federal bCs 
leases and by BLM for onrhore Federal 
and Indian learer. 

Two industry commenten addmssed 
the clarity and intent of 0 mIUS(a)[Zj. 
One of there commenten pointed ou! 
that the refamnw to an a d j u r b a t  for 
differences in quality and quantity (such 
as for baric sediment and water) war 
unclear, asking what adjustments would 
apply and how these would be made. 
The other commenter recommended 
deleting the paragraph altogether 
bacause only the quantity and quality 
actually measured at the point of royalty 
settlement rhould be ured for royalty 
computations. 

MMS Response: The paragraph 
csnnot be deleted becaure there am 
situations. uriially onrhore, where the 
g m s s  proceeds a c c r d q  to a lersee are 
bared upon the quantity end quality of 
oil A t  e poiht that is different than the 
point of royalty settlement specified by 
BLM to be ured in c a l c u l a t i  Federal or 
Indian royalty, urually at the tank 
battery on the leare. In this situation, 
the quantity and quality criteria 
measured at the tank battery oh the 
iease must be used to deteimine the 
proper value, which, because the 
quantity of oil at the contractual sales 
point is lers. will be greater than the 
leseee'r gross proceeds. 

Many commenten from industry 
objected to the provision of 0 206.103(b) 
disallowing actual or theoretical losses 
between the point of royalty settlement 
and the actual delivery point. They 
pointed out that pipeline losses are an 
integral part of transportation over 
which the Iessees/operatorn have no 
control and thur rhould be an allowable 
component of transportation deductions. 
They also pointed out that disallowance 
of losses is contrary to the concept of 
accepting grors procasdr under arm's- 
length transaction8 because the lessor's 
royalty may be calculated on a different 
basis than what the lesree is paid by the 
purchaser. 

MMS Resportre: Thc h u e  eddrersed 
hem deals with volume and quality 
measurements upon wNch royalty must 
be based. The h u e  of line losrar being 
included as a component of 
transportation deductiom is addmued 

XIhidIhg  p l f ihe  lOUOR b a l e  W Udt 

rint Of 

in the raction of the rqulationr dealing 
with tmuportatioa Iff 20&101 and 
OOalCS). 

cumau ta r  suggarted 
th?i&%] be clarlfled mgadlng 
load oil. and recommended that the 
uction ba modLllad to ~p~~i.flcally 
exclude load oil from ro alty obligation. 
MMS Rerponre: The dbtermlnation of 

whether load oil ir conddemd to be 
royalty-baaring 18 a function of leare 
termr and the o of thr oil eo ursd, 

BLh4 and M M S  OCS operationr 
pemonnel for onshore and OCS leases, 
rerpactivaly. AI BU& no B &c 
language war added to adt!mrr I h l s  
isrue. 
Section poafol %nsporlolion 

Commenta on transportation 

and in generally Y e mrponsibility of the 

all0 W l l n c a ~ e n a m l .  

allowancer that did not relate to any 
I ecific section of the regulations were 9 arrified in the General rection of the 
oil tranrportatian d a t i o ~ .  Although 
there wam commentr on a wide variety 
of subjects, they have been grouped as 
follows: post-production cortr, validity 
issuer. adequacy/inadequacy issues. 
cost ~ S B U E ~ ,  Royalty-In-Kind 
issues, and issues relating to the 
definition of termr. 

Many comrnenten addressed the 
issue of whether MMS should allow 
lessees to deduct all post-production 
costs from royalty payments. 
Transportation coats are one type of 
post-production cost. hiMS will not 
respond to that issue again in this 
section as it was fully addressed In the 
discussion of 0 206.102(i). Moreover, 
because the final ruler provide an 
allowance for transportation coats, it is 
unnecessary to conrider whether ruth 
coats also are to be considered "post- 
production coats." 

Many commenten addressed the 
validity of any transportation 
allowances whatroever and proposed 
thst MMS should not consider 
transportation allowances as valid 
deductions from royalty computations. 
or o d y  consider buch allowances if 
transportation in necessary for lease 
development or rerultr in a higher 
royalty. 
Six State and five Indian commentern 

rtattd that transportation allowances 
should not be granted unless necessary 
to sell the produa or to promote 
development, or unlerr the 
transportation mrulb in a hQher royalty 
value. Six Indian and one State 
couunanter stated that MMS rhould not 
grant any transportation allowances 
under any d m r t a n c e s .  

h e  Indian commenter rtated that the 
regulatiom rhould hot be allowed to 

change the h S 8  t m  to 
thh  G W W l d ~ ,  tha mw Of 
tnnrportatian allowancer ir, in effect, a 
change to the lame t u m a  
hw, Indian commentan stated that 

MMS murt take into account ita 
rarpondbility to Trlber and allottee8 in 
preparing the n.gulntlonr and murt 
detennine the faimesr and 
maronablensu of d tramportation 
aIlowancaa 

One industry commenter rtated that 
the rearon that MMS grants allowancer 
IB because certain Interior Board of 
Land Appeals (IBLA] deddanr required 
that trantportatfon k conriderad when 
determining product value on which 
royalty ir based. Another industry 
comrnenter atatad that MMS rhould 
grant a transportatIan allowance e m  if 
the product value ir determined at the 
lease, if the sale8 contract required the 
lesree to incur the axpenre of 
transporting the oll to the point of sale. 

d d r i o n r  by the Interior Board of Land 
Appeals (IBLA), Solidtor'r opinions, and 
judicial decisianr, it has been 
longstanding MMS policy to grant 
transportation allowancer when oil is 
transported to a raler point off the lease 
in order to calculate the value of the 
product at the leare. Furthermore. the 
IBLA has ruled that transportation 
allowances must be anted for Indian 
leases. KemJUcGee row., 22 IBLA 124 
(1975). Therefore. the regulation8 being 
adopted are consirtent with past 
practice and are consistent with the 
Secretary'r responribility to the Indians. 
The MMS believer that royalty rhould 
be free of production and marketing 
costs. However, valuer may have to be 
adjusted for transportation and/or 
processing in determining value at the 
base. 
The MMS agrees that the proposed 

pmzedure for determikag a 
transportation allowance placer a great 
deal oi  reliance on the oil industry. 
However, this program will be under 
continuous review and oversight by 
MMS, Thera in nothing in the fine' oil 
transportation allowance regulations 
that would change the terms of any 
Indian lease. The MMS believer that the 
policy of granting tramportation 
allowances is appropriate and should 
continue. 

Another issue centered around the 
adequacy or inadequacy of the proposed 
oil tranrportation mgulatimr in general. 
Some cornenters beU0wd that tha 
regulations are completely flawed, while 
others pointed to rpecific instances 
w h m  changer should be made to 
Improve their rpeciRc applicability. 

MMS- on the bad8 of 
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One induatry commanter ruggerted 
the t MMS should r p  mve the use of 
contract prima w t d  am net of 
tranrportatlon coak Anorher industry 
cummantsr stated that thr mgdatioar 
should be mvired to allminate the 
alleged biar a h r t  fmntler m d  d e e p  
water m a r .  4 e Ilromcommended 
the ellmiatition orthe e on 
!masportation allowuicar h o t b a r  
industry cornmantar rtated that the 
m a t i o m  rbould be modified to 
embrace both traditional and 
nontraditional transportation 
arrangementa. 
Two industry commentem stated that 

in thcir view the proposed ragulationr 
serve as a dirincentive for armpanier to 
build a d  operate trnnrportation 
facilities. One indurtry commentar 
stated that the oil tranrportation 
regulations should be revired to achieve 
certainty by adoptitq a more rational 
and realistic approach. 

MMS Response: In response to 
comments received, MMS has changed 
the regdationd to recognize that in 
arm's-length situations where the 
specified price is reduced by a 
transportation factor the lessee does not 
have to report the transportation factor 
an a transportation allowance. T ie  
MMS also recognizes that tramportation 
costs for frontier and deepwater areas 
may be extraordinarily high and may 
exceed 50 percent of the value of oil. 
Because of this concern, MMS has 
adopted a provision in the final 
regulations to permit the transportation 
allowance to exceed the mperwnt 
limitation with approval from MMS. As 
the ger?eral rule, however, the 
transportation allowance authorized by 
the regulations may not exceed 50 
percent of the value of the oil at the 
point of sale on the basis of a selling 
arrangement. The M M S  has decided that 
pre-approval of all transportation 
allowances is not a cost-effective 
procedure. The 50-percent threshold 
merely gives MMS the ability to monitor 
more closely the situation where the 
allowance, based on reasonable sctual 
costa. will kxceed that limit. 

The MMS received a number of 
comments relating to transportation 
allowances for IUK oil. Industry 
commentem stated that MMS should 
grant a transportation allowance for 
onshore RIK oil. Another industry 
cornmenter suggested that the 
regulations should clearly state that the 
lessee Is not required to transport RM 
oil from the lease. Other industry 
commentem stated that this section was 
ih conflict with 0 208.8 of the proposed 
FUK regulations. 

MMS Response: The ruggestion that 
MMS should grant a transportation 

rllowance for d a r a  RIK oil was not 
adopted b u r r  the onahm Irrw 
t a w s  pmvida that the b k h d  oil wiR ba 
made r d a b l e  to the ls#or on the Iww 
nt no ccnt to the I t u o r . T b e ~  
ballews that them ia no need to state 
expIJciUy that the le~rw b not mquirad 
to tranrport d o r e  RM pil. Many of 
these h u e a  will k 8ddmaed h W r  
rsvidoru to the RM mgulrtiw (saa 62 
FR 20% JMUIUY 20,1067). 

commen!era concoma the definition of 
termr used in the regdatiotm S a d  
respondentr commented on the use of 
the term "rearonable" to dercribe 
tranrportation cork One Stnta 
commmter racommsndad that the tam 
"reasonable" w t s  too vague and ahould 
be defined. Thme indurtry commenten 
recommended that the term 
"rearonable" be deleted. Six 
commentan w m  concerned about the 
term "remote from the leare." Two 
Indian and two State mrpondenh 
commented that the ne "remote 
h r n  the lease" rho 1s"" d be ddned .  Two 
industry commenten stated that &a 
phrase "remote from the lease" should 
be changed to "the first available 
marke 1." 

"reasonable" is defined b the Merriam- 
Webatcr New Collagtate &ctionary as 
"moderate. fair." The MMS intanda that 
this same definition apply in the 
determination of a tranrportation 
allowance and include8 the requirement 
that the transportation costs be 
necessary to market the oil. The MMS 
agrees that the phrase %mote from the 
lease" caused confusion and has 
replaced it with the phrase "off the 
lease." 

Iarge number of respondents on 
4 m.lw(b) .  This proposed regulation 
astabtished a mpercent b i t  on 
transportation allowances. 

Most of the comments ob this 
paragraph related to one major topic, 
the limltatian of 50 percent on oil 
transportation allowances. Comments 
were also received on the proposal not 
to allow royalty payments to be reduced 
to zero. Comments on the W-percent 
allowance h u e  were also divided 
between those commenten who wanted 
to retain the limit and add additimai 
qualifications, thoce who wanted to 
raise the limit, and those who wanted to 
lower the limit. 

Most industry commenten stated that 
M M S  should abolish the So-percent 
limitation for one or more of the 
following masons: If the proposed limit 
is retainad, the exception to the M1 
percent limitation may not be axenArtad 
freely enough; the &percent b i t  could 

h O t h C U  h B U 0  &8u. .d 8- 

MMS Response: The term 

The MMS received comments from a 

impom (L rsrlatrr rcoslda deterrant to 
the rJrploatia~a .ad ddopmmt of 
fmntler MU m d d d ~  as 
dtrtnbmtt*,tothrboifdlasof 

floun & rtrictly u b i  

ownets 11 mtdd be a run caw when an 
oil tnnspwtation arrt mmld m e  dora 
to tba Fopwad m-purwnt cap, much 
la#uccsrdit;the powdmparcant 
cap is a deviation En ~e statad btent 
of MMS to b a ~  myalty &tion on 
"go88 procd&" 

Indurtip commenten rtated that MMS 
&odd appmm ruquatb for 
truuportrtion d o w n n c n  exceed@ the 
S p e m n t  llmit8tio.n upon rubmimion of 
adequate documentation by the lersae 
for the followtng rearon: If the actual 
cost of truuportatlon can be reasonably 
jurtiaed. it ahould be psrmItted if a 
lesrcn cnn adequately demonrtrate that 
a higher allowance is in the best intentst 
of the lauor. 

ahould chaqp the So-pensnt limitation 
to a 20-percent limitation because the 

h.uuport8h rJIhmfi thr b h u O n  
.ad totally 

unjuat to the lessee/ !ziiqhteml 

h e  hdiM C O l X l C I l ~ ~  rhted 

tiO-parcant h i t  ir axcedvelyb3& 
Ihdurtry and State commantsn rtated 

that MMS ahould clarify the axcaption 
criteria which would allow 
tranrportation allomncea to exceed the 
mpercant limit8tioa The propoBed 
"best i n t m t  of the l e r d  criteria was 
described as vague and unclear and 
could be interpreted to exclude all 
cases. Criteria for approval &odd nllow 
a lessaa to more objecttvdy plan 
development of oil and gaa prospects. 

S a v d  industry reapondents rtated 
that MMS ahodd allow lerreer to 
forward transportatian corta otherwise 
allowable (except for the W-percent 
limitation) from the nvrsnt par  to 
subsequent parr. This procadwe 
should be applied to all transportation 
systema but it would be erpecially 
important in the frontier mas. 

A State, a State/Mbal auociation, 
and a few industry commenten rtated 
that MMS rhould rat& the Sparcent  
limitation in the propored regulations 
for the following reasons: The h i t  
should apply in all Casea with no 
distinction made between drcumrtances 
where harportation ir a component of 
price and where transportation costs are 
i n d  directly by the leraee; the 50- 
percent limit is acceptable 18 a guideline 
but MMS ahould freely axemire ita 
authority to allow transportation costs 
in excesr of 60 percant of the value of 
the leare product; the Mkpercant 
limitation provider incentiva to keep 
costs under control while allowing some 
relief for legitimate hardrhip canditlona. 

SM1999 ~ O S X 2 2 4 C T - 8 7 - 1 4 : 5 3 5 3 )  
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One industry respondent and one 

State commenter stated that royalty 
payments should not be reduced to xero. 
The State respondent commented that it 
is a privilege to use public lands and it 
should not be possible to take 
production from it royalty-free. Two 
industry respondents stated that royalty 
payments should be allowed to go to 
zero for marginal production and for 
cases where reservoir maintenance is a 
concern. 

hfMS Response: The MMS has 
decided generally that the =percent 
limitation should be retained in the final 
rule. The transportation allowance for 
oil is limited to 50 percent of the value of 
the oil on the basis of a selling 
arrangement. A lessee may request. and 
MMS may approve, a transportation 
allowance in zxcem of SI penant if the 
lessee demonstrates that the costs 
incurred were reasonable, actual, and 
necessary. Ln no event. however, ca1: the 
transportation allowanca exceed 100 
percent of the value of the oil. 
MMS received comments that a 

transportation allowance in excess of 50 
percent should be allowed only when it 
is in the "best interests of the lessor." 
MMS did not include this standard 
because it is too subjective. The 
requirement that the costs be 
"reasonable, actual. and necessary" are 
sulficietrt to prolect the lessor's 
interests. 

The MMS received several comments 
from industry on 0 208.1W(c) which 
requirs allocation of transportation 
costs among all products transported. 
One commenter stated that, for 
transportation allowances. MMS should 
allocate costs on the basis of relative 
value rather than on the basis of relative 
volume. Two commentera recommended 
that costs associated with the 
transportation of nonroyalty-bearing 
products (i.e.. water) should be 
deductible. It was a:so stated that to the 
extent transportation for certain 
nonroyahy-bearing products cannot be 
avoided, the costs should be equally as 
deductible as the oil transportation. 
Four commenters recommended deleting 
the requirement that transportation 
costs must be allocated among all 
products for one or more of the 
following reasons: Allocation would be 
a labor-intensive process and an 
onerous burden inflicted upon reporting 
parties: allocation would be impractical 
because, in many instances. volumes are 
not available: and i t  would require 
significant additional effort to complete 
additional Forms MMS-.I110. 
MMS Response: The M M S  has 

considered the comments regarding 
allocating costs on the basis of relative 
value. The M M S  does not agree with the 

s-02 1999 0011 I (OJX22-06rdl-14:JJ:~6) 

proposal that nonroyalty-bearing 
subitantes shrjuld have a transportatioh 
allowance. The MMS ia a w a n  that the 
allocation of transportation costs in 
situations where mom than one product 
is involved could be burdenaome. 
However, it is MMS's experience that 
the allocation requirement would not be 
difficult in most Instafices. Accordingly. 
MMS has retained the cost allocation on 
the basis of relative volume in the 
regulations. Section m l w ( d )  has been 
retained In the f i a l  d e  in the lame 
form as proposed. 
Section zx105 Defemination of 
hnsprfof ion ollowancas. 

(a) Am k-length tmnsportation 
contracts. 

Although then  were commahb on a 
wide variety of subjects, they have been 
grouped under nine issues as followx 
Acceptance of FISC-approved tariffs 
and arm's-length transportation 
agreements, excessive penalty and 
retroactive approvals, MMSs approval 
of the transportation allowances, 
acceptance of transportation reduced 
pricea status of currently approved 
allowances, required filing every 12 
months, allowance on non-royalty- 
bearing production, allocation of 
transportation costs. and period for 
filing a proposed allocation hethod. 
[I) Acceptance of FERC-appmved 

tariffs and arm's-length transportation 
agreements as an accurate indicator of 
reasonable, actual costs. 

responded that the oil transportation 
allowance regulations should be written 
to support the use of FERC-approved 
tariffs and arm's-length transportation 
agreements as an accurate indicator of 
reasonable, actual costs. 

Indian commentera expressed serious 
concern about the validity of using 
arm's-length contracts as an indicator of 
value. One Indian commenter stated 
that arm's-length contracts are not a 
bnna fide indicator of reasonable, actual 
costs. Another Indian commenter 
expressed doubt that there can even be 
an arm's-length contract between 
companies in the oii industry. One 
Indian commenter stated that arm's- 
length contracts should not be accepted 
unless a thorough analysis of lessee/ 
purchaser affiliations is undertaken. 
Another Indian respondent expressed 
considerable doubt that the criteria used 
by MMS would assure the! an arm's- 
length contract is present in any given 
case. An Indian commenter also stated 
that M M S  should establish appropriate 
criteria to determine the accuracy and 
reasonableness of allowances granted 
under arm's-length and non-arm's-length 
contract situationr. 

Several industry commenters 

MMSRe8ponmThe MMS currently 
uses FWC-approved tariffs and arm's- 
length transportation rgraarnenb as an 
accurate indicator of masonabla, actual 
costs. However, for non-arm's-lenglh 
and no-contract situations. MMS 
generally will permit only the 
reasonable, actual expenses incurred by 
the lesctee as the allowance. MMS is 
creating a limited exception to this 
policy. discussed below, in regard to 
€ ZW.la(b). MMS har added a sentence 
to 5 X%l%[a)[l) ddyiq *a\ tha 
lessee has the burdea of demonstrating 
that its contract ir arm's-length. 

MMS also has added two new 
paragraphs to address rltuations where 
a contract, though arm's-length. should 
be treated as nonarm's-length pursuant 
to 9 rOaloyb). l?ie fimt situation is 
whem h4MS determines that the 
trannsportation contract reflects more 
than the consideration transferred from 
the lessee to the tmwporter for the 
transportation; Le, the transportation 
cost has been inflated. The second 
situation is where the MMS determines 
that there has been misconduct by or 
between the contracting parties. or the 
lessee otherwise has breached its duty 
to the lessor to market the production 
for the mutual benefit of the lessee and 
the lessor. 

transportation deduction for a reporting 
period not covered by a Form MMS- 
4110. Oil Tranaportation Allowance 
Report. 

The MMS received responses from 
several industry respondents stating 
that the disallowance of a 
transportation deduction for a reporting 
period not covered by a Form MMS. 
4110 is an excessive penalty for what 
they consider to be 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-4110 
before the Fom MMS-2014 is filed. 
However, one State commenter agreed 
with the proposed regulation 
disallowing the deduction for any period 
in which the Form MMM110 was not 
received. 

on this paragraph rtating that the 
regulations should have a provision 
allowing retroactive transportation 
deductions. The general consensus was 
that a lessee does not always have the 
details on transportation worked out 
before production begins, and 
sometimes it Is necessary to go back and 
revise data related to an allowance after 
agreements are reached because of the 
fast changing nature of current oil and 
gar marketr. 

(21 The disallowance of a 

Many industry commentera responded 
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MMS Response: The MMS considered 
the comments on retroactive mquests 
and has revlned the regulations 
0 208.105 (a)(l) and (b)(l), to allow 
lessees to request transportaHon 
allowances retroactively for a period of 
not more than 3 months. Pursuant to 
0 208.105(d), if e lessee takes a 
deduction without complying with the 
regulations. interest only must be paid 
until the date that appropriate forms are 
fled. However. the lessee will be 
required to repay the amount of any 
deduction disallowed owing to the 
limitation on retroactivity. 

(3) h ior  MMS approval of 
transportation allowances. 

Industry respondents expressed 
approval of the self-implementing 
procedure in the transportation 
allowance regulations. This was 
regarded as a method of relieving a 
considetable administrative burden 3n 
both industry and MMS.  One Indian 
commenter disagreed with the self- 
implementing nature of the regulations 
because i t  was regarded as a method uf 
establishing the %percent limitation as 
a floor for transportation allowances. 

State and Indian commenters stated 
that MMS should pre-approve all 
transportation allowances and should 
provide approval only on a showing of 
necessity to promote development or a 
showing that a higher value could be 
obtained for the oil at a point of sale 
away from the lease. I t  was also stated 
that neither the M U S  nor the States and 
Indian Tribes have the resources to 
audit all leases and if these allowances 
are not monitored "up front" they will 
never be audited. 

determined that i t  is not necessary to 
pre-approve all transporta tion 
allowances. The M M S  will monitor and 
review transportation allowances for 
regulatory compliance and 
reasonableness. Therefore, most 
allowances under 0 208.105 [a) and (b) 
do not require prior M M S  approval. 
(41 Acceptance of transportation- 

reduced prices without requiring the 
filing of Form MMS-IIIO for both arm'a- 
length and non-ann's-length situations. 

Industry commentem responded that 
MMS should accept transportation- 
reduced prices without requiring the 
filing of Form MMS4110 for both arm's- 
length and non-arm'n-length situations. 
This policy was regarded as reducing 
the administrative burden on industry 
and MMS.  However, one commenter 
disagreed with this proposal because it 
was regarded as a potential technique to 
exceed the Spercent  limitation 
provision of the regulation. One 
commenter stated that neither industry 
nor h4MS could administer trucking-rate 

MMS Response: The M M S  has 

transportatioh allowancer on the basis 
of least+by-lease and, therefore, h4MS 
will probably be forced to accept 
transportation-reduced values where 
trucking is involved. 

MMS Response: M M S  considered 
these comments and determined that 
0 208.105(a)[5) of the Rnal rule should 
provlde that transportation factom 
specified in arm'r-length contract8 are to 
be considsred as reductions in value 
rather than transportation allowances. 
The use of Form MM-110 for the 
transportatioh facton is not requtrad. 

(5) Should currant approved 
transportation allowances remain in 
effect until they expire? 

h v b  industry commenten responded 
that it would be administratively easier 
if the regulations would allow a current 
approved transportation allowance to 
remain in effect until it expires. Seven 
indus+Jy commenten stated that the 
transportation allowance reported on 
Form h4M5-4110 should continue until 
the applicable contract or rate 
terminates or Is modified or amended. 
State commentem stated that owing to 
some allowances currently being taken 
without written M M S  approval, only 
those lessees with documented approval 
should be allowed to continue without 
submission of the Form MMS4110. 
MMS Response: The MMS considered 

these commenb and has revised the 
regulations at 0 208.105 (c)(l)(v) and 
(c) (~) (v)  to provide that transportation 
allowances in effect on the date these 
regulations become effective will be 
allowed to continue until t h ~ y  terminate, 
subject to audit. However, MMS is 
limiting this provision only to those 
allowances tha: have written approval 
from MMS. Because the regulations are 
being revised to remove any prior 
approval by M M S  before a deduction 
can be taken. and the submission of 
Form MM-110 is to increase MMSs 
ability to monitor the allowances being 
taken, M M S  believes that the intent of 
the final rules will be best served by 
requiring all allowances to be deducted 
under the new rules documented an of 
the effective date. 

(6) Should M M S  require the filing of 
Form M M S - I l l O  every 12 months? 

Industry commonters stated that there 
is no benefit to Mh4S in submitting a 
form that duplicates information on file 
when a change has not occurred. Two 
industry commenten responded that 
there is no apparent reason for MMS 
requiring the filing of Form MM!Ullo 
every 12 months. 

MMS Response: The M M S  requires 
the fling of Form MMS4110 on an 
annual basis for use in monitoring costs 
and volumes associated with a multi- 
million dollar transportation allowance 

program. The regulation Is be@ 
adopted as propored. 

(7) Should MMS allow transportation 
aIlownnwo for production whlch ir not 
royalty bearing? 

An industry commenter recommended 
that a tranrportrtion allowance should 
hclude corts arrodated with moving 
water because some water Is retained in 
pipeline oil. Another Induntry 
respondent recoinmended deletion of 
the last sentences of 0 206.105 (a)@) and 
(b)(3) which rohlbit disallowances for 

not royalty-bearfng. 
MMS Resinme: It has never been 

MMS's policy to permit transportation 
allowances for production which is not 
royalty bearing. Historically, MMSs 
policy and practice has been to limit 
transportation allowance deductions 
only to the royalty-bearing portion of 
lease production transported. 

(8) Allocation of a cost applicable to 
*ore than one product. 

Two industry commenten stated that 
allocation of costa presents a 
burdensome administrative task, but if 
allocation of costs is deemed necessary. 
it should be allocated on the basis of 
relative value rather than on the basis of 
relative volume. b e  industry 
commenter suggested that MMS provide 
an alternative allocation procedure for 
situations which would require a 
variance from the proposed allocation 
method. 

One State commenter suggested that 
MMS provide guidance on what will be 
an acceptable method of allocation in 
situations that involve the 
transportation of both geseous and 
liquld products. One industry 
commenter suggested that the rules 
could be further enhanced by allowing 
for the adoption of an allocation 
procedure contained in a different 
arm's-length transportation contract 
where similar conditions and products 
exist. 

MMS Response: The MMS determined 
that allocating costs on the basis of 
relative volume rather than on the basis 
of relative value is more equitable 
because of the wide variance in relative 
value between some products. The MMS 
wtll atlow the lessee to propose an 
allocation procedum. It would be 
difficult for MMS to provide guidance on 
acceptable methrdr of allocation 
because of the many different situations 
involving the transportation bf both 
gaseous and liquid products. The MMS 
believer that the mort advantageous 
procedum is to have the lassea submit 
an allocation proposal to MMS in these 
situations. Thur, t 208.105 (a)[3) and 

transporting P ease production which is 

(bl(4) require the larrae to rubmit such 
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an allocation proporal within prescribed 
timeframes. 

(9) The MMS ahodd extend the period 
to submit a proposed allocation method. 

Two commenten stated that the 
requirement to submit a proposed 
allocation method within 80 days w91 
create a significant workload and 
burden. and a more reasonable 
provision of time would be 120 days. 
Others requested an even longer period. 

AIMS Response: The Mh4S determined 
that 3 months is a reasonable time 
period to submit a proposed allocation 
method and 4 rn.105 (a)($ and (b)(4) 
hsve been revised accordinplly. 

[b) Non-arm's lenglh or no contmct. 
The MMS received many comments 

on 0 20filOS(b]. which applies to non- 
arm*s-length or no contract 
transportation sihationr, from industry, 
industry trade groups, States. Indian 
Tribes. and a Federal agency. Most of 
the negative comments actually 
addressed 0 %10((a). and those 
comments generally expressed the belief 
that no trensportatioh allowance of any 
kind should be granted by MMS. 

The comments received on these 
paragraphs have been grouped into nine 
issues as follows: Acceptance of State 
or FERC tariffs, acceptahce of 
comparable ann's-length contracts, use 
of a benchmark system, penalties, 
increase in estimated allowances. prior 
approval of allowances. allowable costs. 
rate of return, and retaining Alternatives 
1 and 2 for return on capital. 

(1) Should MhiS  accept published 
State or FERC tariffs instead of using 
actual costs as the basis far approving 
transportaticn allowances? 

should accept published State or FERC 
tariffs as the transportation allowance 
in non-arm's-length and no-contract 
situations. These commenten believed 
that MMS should "rightfully rely on the 
expertise of FERC and State agencies 
which set pipeline tariffs to determine 
lair and reasonable transportation 
chargee." I t  was also stated that if MMS 
does not rely on FERC and/or State 
tariffs, there would be a wasteful 
duplication of effort between FFXC. 
State agencies. and MMS. one indusky 
commenter rtated that FERC tariffa 
should be accepted as an allowable 
deduction regardless of whether the 
transportation contract is arm's-length 
or non-arm's-length because the tariff 
represents the recognized value of the 
service. 

One industry commenter rtatad that 
MMS should accept as a transportation 
allowance either a FEXC tariff or the 
actual cost including a masonable profit 
whichever is higher. This would give the 
lessee an option that would be mora fair 

Industry commentem rtated that MMS 

than tha ringla methcd prescribed by 
MMS. 

Two industry commenten rtated that 
M M S  rhould require actual cortr only 
when them was no plpe!ina or pubUrhed 
tariff. The u ~ e  of internal coat 
accounting to determine the value of a 
transportation allowance wab believed 
to be at odd8 with the interertr of the 
lessee. 

MMS Response: The M M S  has 
reviewed the FEXC procedure for 
granting tariffs. After careful 
consideration, MMS hac decided that. in 
most instances, for non-arm's-length or 
no contract rituations. the falrest and 
best way to determine transportation 
allowance8 11 to allow actual, 
reasonable costs plur, if appropriate, an 
acceptable coat for the lesree's 
undepreciated capital equipment. The 
MMS will recognize FERC tariff8 as a 
valid coat In computing a transportation 
allowance only when i t  ir an actual out- 
of-pocket expense purnuant to arm's- 
length transportation contract. Existence 
of a FERC-approved tariff for a 
transportation system. however, ir one 
of the requisite criteria for MMS t6 
consider in grantiq an exception lo  the 
requirement to use actual costs for non- 
arm's-length or no contract rituatiohs. 
See discussioh below. 
(2) Should Mh4S accept comparable 

arm'r-length contractr for determining 
transportation allowances? 

Several industry respondents rtated 
that h4h4S rhould accept comparable 
arm's-length contract costs as the 
transportation allowance. The costs 
incurred under comparable arm'r-length 
contracts wen, described as the best 
indicator of the value of that service 
provided by the lessee in transporting 
oil to a market or to any other poiht 
where 1: could be sold. 

MMSResponre: It ia M S ' r  past and 
present practice to allow only those 
costs which are directly related to the 
transportation of lesre production. Costs 
incurred under "cornparable arm's- 
length contracts" may include costs such 
as Federal and State income taxes, or 
socioeconomic costa incurred by the 
lessee in order to obtain State or county 
land access such as lhe construction of 
school# or city newer facilities. The 
MMS considered these comments in 
revising the regulationr and decided that 
i t  was in the bent interests of the 
Government, Stater, and Indians to base 
oil transportation allowances on actual. 
reasonable cortr plur a return on 
invertment. 

However, in an effort lo simplify 
procedures for both the lessee and 
MMS. the regulations at f 2oalOS(b](S) 
will provide a limited exception to the 
requiramant to compute actual corb 

where the lerror'r interest is adequately 
protected. The lerree must apply to the 
MMS for UI exception and MMS may 

ant the exception only iI: (1) The 

other panonr for tranrportation through 
the rams transportation ryrtem: (2) the 
lerree ha8 a FERCapproved tariff for 
the ryrtelh; and (3) at leart W percent of 
the annual throughput ir transported 
under arm'r-length transportalloh 
contractr. If the MMS grantr the 
exception, thed the lerree will use as its 
transportation allowance the volume- 
weighted average of the prices it charges 
other pemonr purauant to arm'r-length 
contractr. 

In the draR b a t  ruler, MMS had 
included as the third rtandard a 
requirement that the peraonr purchasing 
tranrportation from the lessee had an 
alternative to using the lasree'r system. 
MMS received many cornmanta from 
indurtry that Wr standard made the 
exception illusofy because, in most 
Instances, there in only ohe pipeline, 
M M S  agreed and & w e d  the third 
rtandard to the requirement that at least 
SO percent of the Iersee'r m u a l  
throughput is transported under arm's- 
length transportation contractr. 

(3) Should the tramportation 
allowance be bared on the market value 
of tranrportation service an determined 
under a benchmark ryrtem? 

Many industry respondents rtated 
that MMS rhould d o w  tranrportation 
deductiohs based on a benchmark 
rystem. These commenten ruggested 
that MMS allow the lessee the market 
value of the tranaportaticn rervice on 
the barir of a benchmark rystem 
featuring arm's-length contracts and 
tariffs with coat accounting being used 
only as a lart rerort. 

MMS Respome: The MMS considered 
the beachmark valuation rystem 
featuring arm'r-length contractr and 
FERC tariffs with coat accounting being 
used as a laat mort .  The M U S  har not 
adopted thin recommendation for the 
same reasons as cited in isrue no. 2 
above. 
(4) Should a penalty be imposed for 

late rubmirrlon Of the Fonn MMS-4110? 
An industry respondent commented 

that requiring lesseer to 510 Forma 
MMS-(110 and MA4S-#n4 at the same 
time would impose an unfair penalty on 
lerseer for being unable to complete 
Form MMS-(110 prlor to the Form 
MMS-2014 reporting deadline and that 
there ir no need to cancel all currently 
approved allowances. Two other 
indurtry commenten ruggerted that 
submittal of Form MMS-IIIO ba only on 
the baris of aa-needed, purauant to 
contract changes. 

f 88800 ha8 m'8-18ngth COnbaCb drh  
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MMS R8sponre: The MMS ha8 
mconsldarad the reporting raquirament 
that would den the trnnr rhtlon 

no Fom h4MS-4110 was Ned. M u a n t  
to 0 #laio~(b)(l) of the final rules, a 
lessee may claim a tmar ortation 
allowance retroactively P or a padod of 3 
months from the Rn! day of the month 
\ha\ the Form M M s l t l O  Ir Ill&. 
However, if the lerree har takeh un 
allowance before Rh tha form, it must 

was taken until the form l a  nhd. The 
lessee will also be required to repay the 
amount of m y  allownnce which ia 
disallowud owing to the &month 
limitation on ratroactivity. !he 
0 206.105(d). The proposal to retain all 
current allowancer in effect until they 
expire was conaidered and it war 
decided that approved allowances ( i a ,  
allowancea approved ih writing by 
MMS) In effect on the effective date of 
these rules will be allowad to continue 
in eflect until they expire. See 
0 0  20&105(c)(l)(v) ahd 208105(c)(Z)(v). 

on Form MMS4l lO be allowed to 
increase over the prior period, if 
justified? 

One Industry commenter requested 
that the estimated rate be allowed to 
increase over the prior period, if 
jurtified. This respondent also 
recommended that the initial allowance 
be effective for a period greater or lesser 
than the 12 months to allow industry to 
convert to calendar-year reporting. This 
would ease the administrative burden. 
Another industry commenter quertloned 
the cost effectivenear of the two-step 
submission of estimates and corrections. 
This commenter recommended that any 
adjustment, plur or mihus. be made 
prospectively only. 
MMS Response: The recommendation 

to allow an estimated rate to increase 
over the actual rate fbr the prior period, 
if justified. has been addressed in the 
final regulations. M u a n t  to 
0 206.105(c)(Z)(iii), the lessee may use an 
estimate higher or lower than the 
previoua year'a actual rate if the leesee 
believes it I s  appropriate when 
submitting Fonn MMU110. T h e  
recommendation to edjust the initial 

convert to a calendar- ear baals txtO as 
reporting period to allow indus 

0 2% W ( c )  have been revised to 
provide for calendar-year reporting. 

(6) Should MMS require prior 
8pproVd for allowances? 

Industry rerpondenta commented that 
they were in rupport of the relf- 
implement@ feature of the regulations 
which would not require prior approval 
of each allowance by M M S  befow the 

allowance for t i  010 perlogfor which 

pay intereat from the J ate the allawance 

(5) Should the eathated rate reported 

been considered and t K e regulations at 

d o m w  d d  ba dnimsd ?Lro State 
commentan propored that MMS &odd 
require pdor appmval on non-um'r- 
le th contract or no-contract 
dt#uctions for tnnrportntion becaure 
ado uate audit re8ourcetr u a  not 
avahble  to audit the dlowancah and It 

never be audited. &e Indinn 
commenter propored h a t  MMS rttqulra 
prior approval and audit to prevent 
abuse in the claiming of depredation 
and overhead CO8t8. 

~ I O W M W  requesb nnd bar conridered 
pre-appmurl and preaudit of 
transportation dlowanwr. It has bean 
decided that a more effective uae of 
rero~vcer cad be attained by dohg 
exception procarring on allowances and 
selectively reviewing certain allowancer 
ih de th to determine the propdety of 
the dowance reported by lerreaa on 
Form MMsIllfA Therefore, with limited 
axceptionr, no prior appmval of 
allowancar will be required. 

(7) Should costa other than reasonable 
actud costa be comldemd ih d c d a t i n g  
the transportation allowance? 

A few lndurtty respondents atated 
that M M S  ahould revise the regulations 
to make an allowance for debt service 
and State and Federal income taxes. 
Thras industry commenten 
recornended that MMS provide for a 
complete recovery of cosb plus M 
acceptable profit for asauming the risk8 
ihvolved in undertaking the rervice 
function of tramportation. One industry 
commenter recommended that MMS 
allow for adminirtrative overhead 
beyond that which Is directly associated 
with, or attributable to. the 
transportation ayrtem. 

MMS Re$pnse: The MMS views 
income taxes to be an apportionment of 
profit rather than a valid operating 
expense. However, interest on money 
borrowed for operations would be 
considered as a valid operating expanse. 
Interest on money borrowed to build a 
transportation facility is not considered 
allowable. A return on invetbent I8 
given In lieu of interert on capital 
investsentr. T h e  proposal to extend the 
amount of overhead beyond that which 
is directly allocable or attributable to 
transportation ia not acceptable. 
Administrative overhead or any other 
costs not directly assodated with 
transportation are not allowed. 

(8) What rate of return should be used 
to calculate return on depreciable 
investment? 

Most industry rerpondents opposed 
the uae of Moody'r Aaa corporate bond 
rate as unrealirtlc and too low. One 
indurtry commenter atated that 'Them 

is vary likely thnt many learar will 

MMS Re$ nrc  T h e  MMS currently 
review8 m r appmver all transportation 

b ZlO lW6.8011 b OqlUb p i p a h  
with tho hlghoat rntrd mort seam debt 
rate." h*o IndrUtiJr amunanm rtated 
that the propored nte 18 rety 
conrervativo and arbitrary and the 
g e n d  c a m  of the putrsr w a a  
that the rate of return ohodd bo 
adequate to reflect tho ddu involved in 
the oil and $ai burinerr. &van 
ruspondrntr stated that &e Ana rate is 
the rbrohte lowort bonowiq rate 
amllable only to a few "blue cbip" 
companies. 

One Indurtry mrpondent auggeated 
four altemativer to Moody'a Ana bond 
rate: (1) Rtme rnte plur 5 parcant: (2) 
one and onehalf h e r  the average 20. 
pu treuor~r bill rate: (3) 150 percant of 
Moody'r Ana n t r ;  or (4) the rate of 
return methodology adopted by Ft3RC in 
bpfhfon Na 1644. Thir industry 
commenter rho rtatud that industry's 
position rupportr a rate of return plus 
additional pohta to reflect rWr facton. 
and two other industry commentan 
q e s t e d  that the rata of return should 
hduda Fad0sd hcosn4 tvc. 

Sevenl iadurtry rerpondenta 
recommaodd a rate ofreturn bued 
apon the mt of debt and equity 
hnndng. h e  parQ rtated that "Ansets 
nre not financed by debt alone; equity 
f b ~ d D g  must be induded in tbe 
calculation of an actual and r eamab le  
costofcapit.1 . *" m d  8pgg88ted a 
rate to aoCount for equity and 
an alternative method for axtraordlnary 
dramntance8 bared oh the weighted- 
average Cod of capital. Another 
industry commentar ruggerted that the 
proporidrate*** would not include 
any raw on equity which is a 
rignificant portion of the capltolhtion 
of the pipehe." b e  hdurtry 
commenter auggestad *s a true rale 
of return for the drk involved and the 
cost of capital for both debt and equity." 
Another respondent suggested a rate 
basad on 'I4 both coat of credit and 
equity capital." One industry respondent 
stated that "Mort firms racalve funds 
from both debt and equity sources." 

Two industry commenten proposed 
the prime rate plur 6 percent in 
accordance with the Rh4AC panel. Two 
induatry mrpondenb ruggerted the 
average 2O-yau Tmasury BUI rate times 
1W percent. Seven induatry commenters 
recommended either the average myea r  
Treasury Bill rate timer 150 percent or 
the prime rate plus 5 percent as 
propored by the Valuation and Cas 
Valuation Pnnclr. rerpactively. One 
indurtry re8 ondent recommended the 

induatry mrpondent auggeated Moody's 
=year Ben rate plur @ percant as an 

prime rate p P ur 7 percent. Another 

equitable rate of return. One hdurtry 

S-021999 CQM(O5~22-oCr-87-145695) 
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commenter preferred the Treasury Bili 
rate times 150 percent if MMS fixes the 
rate at the time of initial invertment. or 
the prime rate plus 6 percent if MMS 
redetermines the rate yearly. Another 
industry respondent suggested a 23- 
percent pre-kx rata of return. One 
industry commenter suggested that a 
risk component of from 5 to 7 points 
above the Aaa rata be adopted. 

Two industry commedten stated that 
the limitation on the rate of return 
serves as an economic disincentive for 
lessees to invest ih high-risk ventures, 
such as the frontier areas. Three 
industry respondents commented that a 
lessee affiliated with the pipeline would 
be at a disadvantage under the proposed 
rate of return because it would not be 
competitive with other producers 
deducting a transportation allowance 
that includes risk factors. 

MMS Response: The MMS has 
examined reveral options relating to 
rate of return and decided that a late of 
return should be closely associated with 
the cost of money necessary to construct 
transportation facilities. The MMS has 
examined the use of the corporate bond 
rate very carefully arid has concleded 
that such rates are representative of the 
loan rates on sums of money 
comparable to that expected for the 
construction of trans ortation facilities. 
There is no doubt t a t  there are some 

very high risks involved with some oil 
and gas ventures, such as wildcat 
drilling. However, t!!e risk associated 
with building and developing a pipeline 
to move oil that has already been 
discovered is a much different risk. The 
risk of default (financial risk) is 
considered in corporate bond rates. 
Considering the risks related to 
transportation systems. a rate of return 
that is based on an applicable corporate 
bond rate would be appropriate for 
transportation systems. 

The MMS has considered the prime 
rate, the prime rate plue 5 points, m e  
and one-half times the average %year 
Treasury Bill rate, the Moody's bond 
rate. and Standard and Poor's bond rate. 
The rate of return used by FERC was not 
considered because MMS does not 
believe that the FERC's obligations in 
developing tariffs and thore of MMS in 
developing transportation allowances 
are sufficiently similar to warrant the 
use of similar procedures. 

The MMS believes that ths use of an 
appropriate rate of return based on the 
corporate bond rate adequately 
considers the risk ausociated with a 
transportation system and that there i s  
no rational basis for increasing a rate of 
return by arbitrarily adding percentage 
points simply to increarn the allowance 
granted to a lessee. After carefully 

considering the comments and the 
options available, MMS determined that 
the rate of rem should be basad on 
Standard and Poor's BBB industrial 
bond rate. Section 206.1W(b)(2)(v) has 
been revised accordingly in the final 
rule. However, because of the 
substantial and diverse comments on 
this issue, includtng several comments 
on the draft final tule that tha BBB bond 
rate is not much better than the f int  
proposal, MMS intends, h the near 
future, to issue a notice of proposed 
rulemakihg to reconsider the applicable 
rate of return for purposes of these 
regulations. 

The MMS does not consider State and 
Federal income taxes as an appropriate 
expense that should be included in a 
transportation allowance and does not 
a p e  that the rate of retum should be 
increased to allow for income tax 

lia;$%odd &is retain the provisions 
of both Alternative 1 and Alternative 27 

Some industry respondents 
commented that MMS should retain 
both Alternative 1 and Alternative 2 in 
proposed 0 266.1%(b)(5)(iv). One 
industry commenter recomedded that 
both Alternatives 1 and 2 be included in 
any cost-based methodology for 
determination of a transportation 
allowance. Another industry commenter 
recommended that both alternatives be 
made available for use at the lessee's 
election on the basis of an individual 
transportation arrangement because 
adoption of this approach would assure 
the flexibility necessary to adapt to 
unforeseen changes in the business and 
transportation environments. Two 
industry respotldents stated that MMS 
should retain Alternative 1. One 
industry commenter stated that it 
endorsed use of the f i t  alternative 
because it gives lessees some latitude in 
choosing the depreciation method. 

One industry respondent commented 
that MMS should not retain Alternative 
?. The commenter stated that this 
alternative would encourage third 
parties to become involved in the 
pipeline business. in which case MMS 
would absorb the full market cost of 
transportation provided. 

commented that MMS should adopt 
Alternative 2 and apply it to all existing 
and future transportation facilities. One 
commenter rtated that limim 
Alternative 2 (return on initial capital 
investment) to new or newly acquired 
transportation systems is unsupported in 
the proposed rule1 and Alternative 2 
should be available without the 
limitation imposed by the MMS Two 
industry commeoten stated that they 
presumed Alternative 2 has no limit on 

Several industry respondents 

the deduction under lhfs alternative. 
Both industry commenten stated that 
although Alternrthr 1 specifically 
states that a transportatioh system may 
be depreciated only once, there Is  no 
mention of ruch a cap oh Alternative 2 
and, therefore, it is prerwned that this 
option has no ltmit. One industry 
commenter stated that it believed it was 
approprlate to include both Alternative 
1 and Alternative 2 Ih any cost-based 
methodology for determhation of a 
transportation allowance. 

recommended that MMS permit the 
depreciation rchedule to be adjusted to 
reflect additional capltal investinent of a 
subsequedt purchaser because. If 
additional capital is invested, there is no 
double recoupment of capital 
investment. 

Several hdustry commentem stated 
that MMSs proposal to disallow 
rscapitalization is inequitable. One 
commenter stated that because this 
proposal would only recognize the 
original capital costs, the additional 
capital costs which may have been 
invested by the new owner may not be 
recovered. 

Some industry respondents stated that 
although they agreed tvith the concept of 
ellowing a rate of return on the 
transportation facilities, the application 
of the allowance is unfair insofar as a 
company using Alternative 1 (i.e., one 
with existing facilities) would only be 
receiving a return on investment for the 
undepreciated Investment (or net book 
value). 

MMS should not tie the rate of return to 
a diminishing value. Both commentem 
stated that because the intention is to 
provide the lessee with a rate of return 
for his invested capital he should not be 
penalized by a diminishing return 
caused by tying the return into a 
depreciaHon option. 

Several industry commentem rtated 
that h4MS should allow a lessee to add 
estimated abandonment costs to its 
depreciable capltal investment value. 
One industry commenter stated that 
although MhlS has set out that the 
proposed regulations require reco ition 

abandonment exceeds MY salvage 
value: consequently, It was suggested 
that the estimated cost of abandonment 
of the transportation system be included 
as an expense of operation to the lessee. 

An industry commenter stated that a 
transportation system should be 
depreciated only once. The commenter 
suggested that the regulation state "A 
change in ownenhip of a transportation 
system shall not alter the depreciation 

One industry respondent 

Some industry respondents stated that 

of salvage valuer, often the cost o r 
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schedule ertahhhed by the ariglnd 
tranrpartar/lerree far purporer of the 
allowance calculation. With or without 
a change In ownenhip, a kana rtation 
system shall be depmdaled o n r  once." 

hfMs Responr~ The MMS haa 
reviewed the commenta recelved 
regarding both Alternative 1 and 
Alternative 2 in pmpored 
t 20&10S(b)[S](iv) and concluded that 
both altarnativer ahould be mtalncrd. 
However, under the h a 1  rule, 
t 20&10S[b) ?)(iv), Alternative 2 can 
only be us e l  for tranrportation facilities 
fint placed ln 8 e ~ h  after the effective 
dale of theae rcgulationa. 

The MMS ha8 canrldared the lreue of 
mcapitalixation and decided that i t  was 
appropriate for the Gsvernment to pay 
It8 rhare for the depruciatlon of a ayatem 
transpartlq royalty-kariu oil anly 
once. 
The hiMS has carefully considered [he 

issua of basing the rate of return on a 
diminishing value and ha8 decided that 
thia procudurn ir consirtent with 
longstanding Government polic on 
allowances and that MMS ahouyd 
continue &a policy for tranrportation 
facllitiea In operation on the a f f u c t i ~  
date of there regulationr. 

The MMS ha8 taken the potition that 
because it d w s  not partidpate in the 
profit or l w e i  that could rarult fmm the 
sale of transportation facilities. no costs 
for dismantling and abandonment 
should b indudad In transportation 
allowancar. 

The final ruler provide that a 
transportation ryrtem may be 
depreciated only once. and that the 
depmdatlon schedule ertablirhed b the 
ori@nal bnr  
altered by e CK" .&age ln ownwrhlp 

(c) Reporling rsquimmenlt. 
The MMS raceived many commenls 

from industry and Indian8 on the 
reporting reqiiimments. I m105(c). in 
addition to the commentr already 
discussed above. The two major issuer 
of concern mlating to the reporting 
mquIramentr warn (1) u u g ~  of F m  
MMs411Q and (2) the lams of the 
allowance and reporting periodr. 

(11 Should M M S  requira the filing of 
Form MMs.(uOl 

%varnl lndurtry and Indlrn 
comanten oppord  the uae of Fwm 
hfhIW110. One Indian commentar 
stated that thaw ihould be mora 
monitoring afdedd~cMonr taken from 
royalty and mquuatad that hlMS retaln 
an approval proceu lnrtead of the mera 
filing of Form MMS.IIl0. One indurtry 
commenter stated that Form MMS-2014 
will rhow the tranrportation allowance 
taken and that Form -110 ir 
unneceaaary. Two industry commenten 
recommended the filing of an "Intent to 

rrfleun may not I, 

Deduct Trcnrportetiou." One indwtry 
commentu rtrted that the 
tranaportatloa wrb undu  um'8-length 
contrach ahould be part of the d u b  
and Form Mhi54110 ahodd be filed 
only lor non-um'a-length trmaportation. 

Many induatry commenten atated 
that it  would be burdeneome to file a 
new Form MMS-4110 each Ume a 
trucking c h l g e  or h i l a r  net change 
occumd In I contract price. One 
indurtry commenter rtated that prior 
poatingr hew been amended a8 often e8 
t h m  h e r  per month. One lnduatry 
commentar suggartad that Addendum 
No. 15 be he0 tad into the new 
m latlonr a n z p m d e d  to include 
o 8 h o m  laarea. One lndurtry 
commenter atated that the mgdationa 
are not dear  about whethu 01' not a 
Farm MW4110 muat k filed ftx price8 
net of Iranrportation. Thlr lndurtry 
commontcr also stated that In rome 
situations the leisee may not know a 
yrice ir b e i q  netted of tranrportation In 
time lo file Form W l l 0 .  

One Indian commenter atated that the 
information on Form MMS4110 rhould 
be clear and uncomplicated and rhould 
be available to the Indiana. 
MMS Response: The MMS beleves 

that Form MMs.(IIO murt be r equhd  
in order for MMS to monitor the 
tmnrpartation allowancr pmgrun. The 
MMS believsr it can monitor the 
tranrportation allowenee deduction8 
mom affactively than wtth the p m  
nppmval of the allowance& The MMS 
ha8 made the Information on Form 
MMs.(110 ar  dear  and uncomplicated 
a8 possible conrldering the complex 
natun of tranapnrtaUan aIIowmcaa. 
The information on t h m  form will be 
made available to the hdiuu upon 
proper mquert. The filing of a Form 
Mkfs-IIIO equate8 to an "intent to 
deduct tranrportation." The 
transportation cortr under an ann's- 
length contract are separate from the 
value determination under ruch a 
contract so a Form M M s l l l O  rhould be 
filed for Iranrportation colt8 detsrmlned 
under both am's-leqth and non-am'r- 
leutb contractr. 

In arm'r-length aituationr where the 

ir Incwing no out-of-pocket axpuue, 
fillng a Form M M s l l l l O  ir unnecesrary. 
In these aituationr. the paint af aale ir at 
the point the p u n h a w  acquires the oil 
m d  becauu the raduction ln prim 
mprerentr e cort incurd part the point 
of Rrat rale, a tranrportation ellowance 
would not ba allowed by the 
However, In determining the va ue of 
the oil, the reduction of prim for the 
transportation cortr part the point of 
sale would ba conridered. Section 

urcha8W I8 M d U w  the Wted dCe 
!or a tranrportation amt and the P emw 

TaUonr. 

-1fB(a)(5) d the h d  d e  
incorporatea the n e u r u y  rqdatory 
~ a w . p .  

the timetable for mportiq. 

12-month trrm for both onahon and 
offrhore leaaer. Another induatry 
commenter rtmqly 8uggaitUd that all 
tranrportatloa dowancer  bared on cost 
aocountlru) be detsrmlned on the bath 
of calendrr-yru npor Thta Induatry 

exirting truuportation allowancea 
bered on cost accounUng be axtended 
until A rill, 1088, when data for the 
IW a1 P owance would be aubmltted. 

Other lndurtry commenten oppored 
the tenulnatian of all cumnt allowancer 
and recamended continuhg 
dowanma  ln effect f i x  a period of time 
beyond the e k t i v e  date of the 
regulaUonr to aUow for rmooth 
trandtion. The general c o ~ e n r u r  war 
that it  would be aa edminlrt~ative 
burden to requfrs the fillng of Fonn 
MMM110 immediately upon paasage of 
the rulemaking. In addition, two of there 
four industry mspoadanb pmporad that 
the tranapartation allowanam ramaln in 
effect for an aJdltional90 days beyond 
the iuuanca dr.te of the ragulatioaa One 
of there rommanlhn ruggarted fikq 
naw forxu anty when the eunaat 
allowance axpfmu 

raaunmsaded a grata period for filing 
all allowanar. Another lndurtry 
cornmentar propored a m a y  RILng 
period for new Forma M M s l l l O  that 
are oubmlttd  far cantract revirlonr. 

N A I s ~ T b e H M s c o a c u n  
with a ~r-month hna and the final 
ragulation* ln $1o(L1OS(cL ham boan 
changed to provide that a Form MMS 
4110 will be filed by calendar year. The 
MMS conaidend axtanding curant 
allowancer and $ 206,105 (c)(l)(v) and 
(c](Z)(v) now provide that certain 
allowancar wtll continue in eEfect until 
thap uph. ne8a am Ilmtt.d to 
allowanma approved in writing by 
MMS. tr ward to e gtace period for 
fi% the ragulatibnr have been ravtsed 
to ow a grace Mod of s months for 
all non-um'r-leagth and ao-contract 
dtuatiana. The mgulationa in 
I 20&1 c)(Z)(iii) allow the leuee 3 

nportiqpuiod to file Lhr Fonn MAS- 
4110. Alto, the Rnal nylationr at 
t ##lo5 (a (1) and @)(I) ham been 

allowancea to be claimed rutroactively 
for a parlod of not mom than s months 
prior to the Rnt day of the month that 
Form M M s I l l O  I a  Rlad wlth MMS. 
Themfare, even if the lersee l a  not able 

(2) Turn of !be dlowanw periodr and 

One lnduatry commanter endorsed the 

mapondant dro augeeate Yi that all 

One lnduatry Munmenter 

months % a 

revired to a t  ow for hnrportatlon 

tha end of the pmviour 

F4 rn.FMT...[ 16321 ... 8-08-87 



Fd-1 Regiahr / Vol. 52, No. m / Friday, October 23,1887 / hoporad Rdar am77 

to Rle the Form MMS-4110 timely, the 
lerree Eould nle the b r m  MMS.Ii10 
and claim the Lnnrportation allowance 
on a comted  Form MhtSX~ll at a 
Inter dale. The ruler a180 have been 
modinad to Include In ptmgmphr 
(c)(l)(vi) and (c)(2)(vii) a provirion to 
allow MMS lo ertabllrh nporting 
equlmmenh dlffinnt from thwe 

rpaclRed in the ruler when 
dtcumrlanear warrant. 

commentrd on t 206,1OS(e], which war 
pmposad ar $ m1M(d).  and pertain8 to 
~djustmentr. Four principal irruer wem 
Idontifted. 

(1) Should MMS mquim ntroactiva 
ndjurtmontr IO tmnrporlation 
~Ilowancer? 

It war the general conrenrur in the 
comment8 that adjurtmentr w e n  a very 
lnw burden an both indurtry rnd the 
MMS and that r m e  way rhould be 
found to eliminate the need for the many 
ndiuatmantr that mrult from d~ffemncer 
batween actual m d  ertlmrted 
tranrporlrtlon rl lomncea Six lndurtry 
commenten rucommended that positive 
or negative diffurences between 
ostimatd and actual cortr ahould be 
rolled forward into the tranrportation 
rnte for the rub8eqUUnt period becaute 
lhir would p a l l y  relieve L!e 
administrative burdon on MMS and 
lndurtry. Three lndurlry commenten 
recommended that actual data from one 
period be used a8 the allowance for the 
subsequent period, ellminatlng the need 
for adjurtments. It war rtated ah0 that 
thlr prvcedum would d e w  the burden 
on k&lS and indurtry a880Ch~ed with 
tha roquimment lo make adjurtmentr to 
oach account, each month, for each year. 

MMS Rwponre: To emre the burdun 
msuhltg from rho ad)ur\mentr 
ruqulmment, MMS ha8 eliminated the 
naad for many mtmactive adjurlmentr 
by ncceptiq mn'r-leqth'contract 
hn8pOl 'h t~WCot~t  whm &I Intee 
timely filar the rWm hIXfSIl1Q For 
non.nrm'r-length and no-conhct 
niturlionr, MMS did not oliminate the 
need for adjurtmentr between actual 
nnd estimated hnrportrtian 
nllowancea The MhiS c a n r l d e d  
nltornntivor ruch ar (1) rolling f m r d  
diRemncm Into rubmquant @odh or 
(2) using actual data h me pvlod to 
ba u r d  a8 the next p u i d r  actual 
nllownnce, but determined that either 
procadrrm could be Inequitable to 
leueer, MMS, IndIan mbn, and Indian 
nllotteea 

(2) Should MMS mquln m h d r  ta k 
rcquer~od under the nlund 

Contlnmtal Shelf (OCS) h n d ~  Act? 

(d) Adjustmanh. 
Several indurtry nrpondontr 

rQqulrwnunt d sactlon 10 Pm t h  ouht 

An Indurtry oomarurtu a t r h d  that 
n h d r  far eaUmatw t e n d e d  ln otc181 
of actual corb ahould not be udged a8 
m b d r  of apyrment af m$ty under 
Sectlon 10 o the OCS Lan I Act  (3 
U.S.C lSs0, becaure eallmatec am not 
"actual" paymentt of royalty. 
Ovrrpaymentr could then be treated a8 
llne-Item rdjurhnsah not rubject to the 
nfund mu. Two Indurtry 
nrpanJent8 ampharind that the 
mquimrnent to 8ubmIt mltten nqueatr 
for rafundr for underdeducted 
tranrportation ccutr in accordance with 
Section 10 of thr OCS Land8 Act will be 
an extraordinarily difficult financial and 
mportiq burden to Indurtry and MMS. 
Two lndurtry commentem rtated that 
the curtant long nview and audit 

the time value of money In the mfundr 
which am due the leraeer under reclion 
10 of the OCS Land8 Act. Audita on ruch 
n f u n d r w m d e r ~ b e d r r f ~ ~ e r r r n d  
warteful and the ruggertlon wac made 
that htMS rhould conrlder 
tranrpartrtion allowance adjurtmentr to 
be utmpl l~r  to the N h d  
requlmmentr of rection 10 of the OCS 
Landr Act. Overpa 
recovered through r e i t e r n  adjurlmentr 
on Form MMsaol4 .  

Twa lndurtry cammentan rusgarted 
that the rubmirrion of Form MMS4110 
rhould conrtitute the tolling of the 2- 
yaar rtatute of limitationr period 
denned In Section 10 of the OCS Landr 
Act. There partier believed that thia 
should ba put in the regulationr to avoid 
burdensome refund procedurer. 

MMS R~ponrs: It would not be 
p r o p  for there ruler b prarcribe the 
rufund pmcadurur. MMS ir examining 
the isrue and will provide guidance to 
lerseer. 

(3) Payment of Interact. 
lnduttry commenten rtatod that the 

MMSpmpored procedure for handline 
in~erert payment8 war not fair. There 
oommentun balievad that if the leuee 

dlffuenm plur I n t u u t  
~ ~ % % ? a l r o  pay any difluence 
plur any intenit rtatutorlly autharixed. 

MMS Rwponra- MMS ha8 no l q a l  
authority to pay intmrt. 

(e) Aawl oc lheodcal lo+#a 
The rwxived o w  16 indurtry 

comment8 on i WalOS(f), which war 
propold as 8 n 1 a y e ) .  All 
commtntur b d d y  atahd that h a s  
rhould .mend or ddoh thir 
to allow actual or theontica loiter a8 a 
tranrportation cost. 

Nine iadurtry mrpondenb atat8d that 

coil8 which &auld be allowd by MhlS 

war lhata 1 corhmult l t w a h  
1oucrrhouldbed.ducU brcuu#U 

pKlCQ88 18 n0W tXU8iu h O O 8  10 1080 

ant8 would be 

line I O U #  UI rchul tnarportauoa 

The b & C  p""'" Q f & 5 m d 8  

klM8 doea not a- Ib pm nh rhrn 
ofauoh truuportauoa mt8I an lnequity 
mldth 

A8 a nrlrtian of thlr Irrue, eight 
lnduttrJt commrnhn Chclued that ody 
cartaln oil loirea ohodd br dducUble 
h m  ro alty. 0th~ Induatry 
nrpon fr entc oommentrd that line looer  
In ~rm'dut$h oontnob and FEXC 
tama rhoul br r l l o m d  One of theca 
coumantam rtated that U a l o a  
pmvlrion Ir a part of an am'r-length 
contract or a FISRC tariff, MMS rhould 

accept8 the dorn-and-centa rater ln 
the contract or tariff. In other wordr. the 
lorrer am part of the total cort of the 
tran8portatian anrngament and dould  
be doduolibla ?hm lndurtry 
commenten rtrted that MMS rhould 
allow thoro line lo8801 not attributable 
to ne 1 once. One of there commenten 
atate! k t  a d i t  dould  be allowbd 
for line loaaec not attributable to 
neallgance and much change would 
conform to SoCUon 301) OT the Mx;RMA, 
nhlch tpedfier that leuee I8 liable for 
royalty ymentc on oll and 888 lort or 

or warts I8 becaure of negligence on the 
part of the operator of the leare. 

One lndurtry commenter rtated that 
p r o d u w w n o d  pi h e r  ahould 

operating expenrer in the formulation of 
an allowance. 

theoretical and actual line lorrer have 
been conridered at length b MMS. The 

tranrportatioa .Ilowanm under UI 
th m t n c t  amount8 required nrm"-long to be pal in carh or In kind for line 

losser. However, becaure of the 
dlfficul of d o m w t n  that loaaea 

m r  or other dIfiScult-to-mearum 
caurer, MMS ha8 decided not to treat 
line louer @I valid oolh for purporar of 
oomputiq truuptxtation rUowmcm In 
non-um'a-lrPgth wno-caatract 
rltuaUona No cham to the h a 1  mle 
war made. 

(Qolinrttuwxw0r-t 
&t8zlninaW 
Only I few c~nunentr mn n a h d  

on t nOalOS(g.), which m r  pmpO8ed a8 
0 ##loyt). ma #ctlon a l lom w d 
the tnarprtrlioa allowma Nkr 
w h m  b 8 M M a t h l  i8 1 OOmpOnrat Of 
a valuation prw;adun ruch a8 a net- 
back. 

puagsph wu &e rps3lorUon of the 

a ne 
ceauneahn atahd that the we ot 
n r t r ( c m  oort-burd tmaqmrtatioa 

aCMpt8Uch I V h i O 4  just a1 11 

warted r mm a leare 8Ite when vuch 1088 

include tranrportat r on lo i ter  aa part of 

MMS will include, a8 part o r a 

am va\\ t and not &a -8 3 t of ma\m 

h$pn#8,' Of &e i88UO8 Of 

n e  majot concun niud about lblr 

Ition dlommr nplr t tona to 
ck valuaUon. TWO Indurky 



allowanma ir lnqultrble when the net- 
back vdurtlon Iocod\vI 11 u r d  and 
ncommended Jat  the recllon be 
nwordod b nco@e tctal "actual 
c~atr" i n 4  to move or Impmv, the 
hydrocrhn for ule downrtnam. 

NMS Respfmm "be hQd3 ha8 
m u l a d  and a n a w  the oommentr 
relating to &e mcadura fin netting 

value for royalty purporer, The hfMS 
mmalnr mhced that &e mt-bwed 

d u n  for determining oil 
ai'owance trnnrportat p"" on allowancer l a  rppmpriate 
far detsrminlng value undar a net-brdr 
procedun. 
SuctZon 107.5 Contmc; and tales 
qgmment ntenlion. 

Two Eomenta wem rscrlwd 
rugardlng t ##A [fwmdy proposud nr 
t 1[#,4), ana ttom Indurtry and one fmm 
a State. The State commenter ruggarled 
revorrl modlflutionr to dad& m d  
inrum Qat ruMdent documentatlan on 
oll raler ID malntalned and made 
rva\\ab\o to MCRMA-authorixed Stale 
audlton and other authorized personnel. 

Tha hdurtry commenter r-atrd 
that the rquletfonr rhould limit the 
audit dad, and thur the lime for 
mco&tantion, to rix yram a i r  
would wold "an unnocautiry 
adrnlnlrtntiva budan" upon industry to 
malntaln mdi for an Indonnlla 
porlod. 

MMS Responsa: Me MMS har 
modlRed th4 Rnd rule to nguln leueer 
to mrintrin and make available sll 
documan!, nlonnt lo the v a l u a t h  of 
production. 

This subpart lr not the appmprlate 
place to addma m r d  rutention 
mqulrvmenh. The racord ntontion 
provlrlonr am found rt f ZXt.51 (a) and 

seC!hn 31 62 7-4 Rojdty mter OR ail: 
sliding a d  sIaprcale learn (public 
lorid only). 

Thh section war proporad a i  
i 202.1ffl. The Buraau of land 
hfanaganent (BIN) advlred that "the 
mderlgnatlon into 43 CFR murt be 
accomplished prior to flnallxation of the 
proposed MMS rqjdrUonr under 90 

x m n u d  In the new So ccla Part m" 
Tho BUI mmmendbd  extenrive 

w h e x r  there mgulalionr nmaln undu 
jOcFRoramm rdta43S." 

mpored rectlon will be made In the x nal rule. Homwr, because thh 
regulation is the mponrlblllty of the 
BLM, It la be@ rodadgnatad ar CFR 
S162.74. Aftsr rederlJpatlon, BtM may 

cortr back to t R e lease to detonnlno a 

tb)* 

CFR Part brCrUt@ &I W\l COUnt 
ilrtionr (0 CRt Part $loo) murt be 

Ch8 8 thh part '-de88 Of 

M t W R q n n m  Y r  o changer to the 

elect to make m a l a  nvidoru, W S  

Nhlch hrr r p p  -h2r-pMd In the pmprurd umn rule. 
V , R O C d d h M  
Qnoulr 'nckckr\m 

The Doprrtmmt of Intdor @or] bar 
detarmined that Ullr dooument I8  not a 
malor rule and doer not 
nr(lulrtory rnrlyda unde%cuth 
order 1m. Thir rulunrki 
m r o l l d a  ter Federal and hTllcn oil 
to dty valualon rqu laUon~ dadflea d t dl royalty nlurthn and o\l 
tnnrportatlon rUowum p l l q ,  and 
provider for conrlrtant royalty valuation 
policy amoq all l ~ a b l e  mlnerab. 
Regulahxy Hoxibliity Act 

~ l a t l o n r  Tor conrlrtent application, 
then a n  no a ! @ h n t  addlUonal 
m q u l ~ e n h  or burdm8 placed upon 
rmall burlnerr enUtler 11 a rarult of the 
implsmentatlon of thlr mle. Themfom, 
the DO1 bar detarmlaed that thir 
darnaklng will not haw a dguinmnt 
ooonomlc a k t  on a nuboturUal number 
of unall entltler and doer not nquln a 
qula tory  flexibility anrlyrla wdar the 
Regulatory Flaxiblllty Act (6 U.S.C OUl. 
et q.). 

i nmare  a p p r o x i m a 3  H mi\ltan. MI 
oil p o r t d  price bullatlnr or u l e r  

rubmittad only upon mquert OP only in 
D U P ~ O ~  of a Iorroe'r valuation pmpoml 
In unique rltuatlonr n t h w  than 
mullnaly, a i  under the exirtlng 
mgulr tlonh 

u h  a 

Btcrurv thlr rule prlrnaruy 
m8Ohdak8 and 8 h r ~ d h 8  @Xbm 

tomor rapotttq ulnmrnb will 

C 4 X I h C \ t  dl1 b@ WUhd t0 k 

mmmnt Act ofim 
The information Eollect.ion and 

racordkeeplng rrpulrunenh louted at 
1 S 208.105. W.8, and ZlQM of thb rule 
have been appmlnd by the Omm of 
Management and Budget (OMB) under 
.'A U.S.C. 95Ql(h], and arrlgnad OME 
Clearanm N u m b  lOlWlO6l. 

Nation01 hihrZmnmCulhd Mky Act af 
1m 

It la hrrrbv detsrmlned that thlr 
Allamakhg ho# not cnartlhrh I major 
-1 a* rlnttr#ntky alhctlq un 

urllty oi \he human enlroamrnt and a 
%etailwi rtatemmt punuant to raction 
lOa(l)(C) of the Natlonal h v l m m e n t a l  
policy Act of lodo (U U 8 C  -1) 
h not rsq\Jnd, 
Lht ot Subjech 
3ocFRAutaat 
cor4 conunultal rhrll, cwthumrl 

energy, Government oontncb, h d h n  
landa Mineral N y d h ,  N I h d  g l h  
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181 et mq.: so u.ac m et ne: a~ U,aC 
lo01 et r4q,: so U&C 1mt et -8 43 U.$C 
1st ef rsp.: 4 U.BC 1331 et ne: and o 
u.sc lno1 et * 
2.30 CFR Part 202 Ir amandad by 

mvlsiq the Part t i t le and the Illlor of 
Subpvta R C, R B F, C, and H ha road 
nr lollowl: 

Subpart B--OH, OII, urd oc8 Wlh, 
Qenenl 

Subpart C S o d m l  rml lndkn oil 

Subpart b-Fodor8lrd iMkn -8- 
[ R * 8 H W d l  

Subpart E 4 M d  MI- 
I R l D O t w d l  

Subpart F-Cort+Re**mdl 

W b Q W t ~ t h U ~ M ~  
IRoa.Mdl 

S u b p r t t t 4 h o m M R e ~  
I R ~ w m d l  

SubprrtI--OCSSuHwlfRrHmdl 
f O  roa.109 Wloq 20~101, zaz.102 Md 
tOL.lOS IRrmoVedl 

ID m16q awlll Md W 1 6 2  
Ifw+wMbd aa H =too, 1Qlm mu1 
4. Soctionr 202.100, mlffl, 202.10~ 

nnd 202.103 undar Subprrt C aN 
r a m o d .  Gaotlonr Xi2.150, I[MlS1 and 
9021S.2 undor Subpart D an 
&or\pnntad ar  now li lCU.1oQ undar 
Strbpnrt C XU.@ and =ti9 undor 
Subpart R mipactlvaly, and Subpart D 
Ir mrorvad. 

5. in Subpart R add now t m,S1 and 
mvlna 4 4 ~ W . 5 2  and 202.53 (Tomarly 
0 9  202.152 and 2IN.151, mrpoctlvoly) to 
mnd ar follow: 
subpwtb- -o1 ,owndoca~ ,  
Qrmrl 
sm. 
aa.51 Scope nnd dannltlonr, 
2M.N Ruyrl!lnn. 
m2.U Mlnlmum royahy. 
5 W2.61 SoOprnddriWtW~. 

(nl Thla part in rppllcable to E'deml 
and Indian (Tribal and allotted) dl and 
gnn ~ a i n o r  (axcopt lorior on tho Oaw 
lndlnn Rotervation, 01 o County, 

(b) Tho doflnltionr In Subpart8 C, R 
and I of Part pbb or thh nth 
nppllcnble lo Subpnrtr R C, D, and I of 
lhlr part, 

3. A now Subpart 111 added to mad: 

Oklnhorna) and OCS rul Y ur Ieaier. 

t a m  now- 
(a) Royrltlrr on o l l ,~ra  and OC3 

iulfur h a l l  be at the royalty rate 
ipaoined In the leare, unlera tho 
k c n t a r y ,  unuant l o  the provlrlonr of 
the appliaa\le mlnerrl laad Irwh 
mducah or In the aarr of &! Ioarrh 
nduaw or elimlnatra, the royalty ntr or 

\ ahrn ret fwth In the Irate, 
(b For purpoter of thir rub rC, the 

the term 'hot p d t  &m(i)", 
im.m ylnmumlQ* 

myalty paymantr, the lortoo shall pa 

leare. 
a mCFR Part 2W, subpart C Ir 

amondad by nvlr i  i a,100 ( f m a r  
i XKt.160) and by ,?ding mi01 to rea 

~ ~ n d ~ o i i  

ure p" of the term "myalty&r)" r ndudar 

For laarar thnt provlde for mlnlmum 

the minimum royalty ai  iprolnad In x e 

!i 
1111 fOllOWI: 

8m 
m l W  Royalty on 011. 
843,101 Standrrdi tor nportlw and payiq 

taQ&loo b y d t y o n a  
[a) Royaltior duo on oil production 

from IOQM~I rubjoct to tho raquiramentr 
of thia part, Including condenrate 
iopantod h m  gar wlthout procard 
ahall bo at tho royalty rate artablirha 
by the t a m s  of the leare. Royalty shall 
bo paid In value unlorr MhdS roguimr 
paymont in kind, Whan paid In vaIue, 
tho royalty due rhrll be the value, for 
mynlty puryoaor, dotonnlnod punuant 
lo  Pnrt 200 of thir tltlo muitlpliad by tho 
royalty rata in the Itate. 

(b)(1) AI1 oil (wcmpt 011 unavoidably 
iort or u r d  on, or for the benefit OE, the 
Ioaro, includirq that oil urod off-laaro 
for the bon~flt of the leare whon tuah 
off-Ionre uae ir pennlttd by tho 
approprtata n ) p rodud  h m  a 
Fadarnl or In%n%nre to which thin 
part np l ion ir rubloct to royally, 
(2) &on oil I, u r d  on, or for the 

banant of, the hare at a roductlon 
rndlity handling prvduetron from mom 
thnn ono loare wlth tho approval of tho 
nppropdata qoncy or at a production 
faclllty handling unltired or 
cammunitlrod uation, only that 

productlon (actual or allocated) 
nocsrrary to operate the roductlon 
racllity mry be u r d  myaPty-tm 
0) Where the !em8 of any learn are 

Inconrlrtsnt with thin taction, the leare 
termr ahall govern to the extent of that 
Incondrtoncy. 

(a) I f  BtM delormlner that oll war 
avddnb loat or wra\rd h m  an 
onrhon P oara, or that 011 war dralned 
from an onrhon laare for which 

royaltler. 

x 

proportionata r a n  of each leare'r 

aomprntrtory royalty Ir due, or If MM8 
drhnniner that oll war awldably lort 
or warted ltom an offrhon leare, then 
thr value of that oll &an be detonnlnod 
In amordam with Part of thlr tltle, 
(4 lf a lerrer mlvrr Inturanae 

nratlon tor unrvoldably loat 011, 
rop ""p" tler a n  due on the amount of thnt 
compmaatlon, n\lr p~nlnph h a l l  not 
apply tn mrnpenrahn through Dell- 
Inauranor, 

[e) In thore lnrtanaer when thr lerree 
of any leare commithd to a federally 
appmvrd unltlsatlon or aommunltlratlon 
qnmment doer not actually take the 
proportionrto &an of the -ament 
produaUon rttrtbutable to It8 lrarr 
under the tumr of the agmmont, the 
M I  h a n  o f p t l o n  attributable to 
the hare  un et the hrmr of the 
agmment, nonathalatr, la rubjoct to the 
royalty paymant and raportlq 
nqulmmmtr of thir UUa The valuo, for 
royalty purporeh ot that produatlon 1411 
be determined In amrdanca wlth Part 
1(# of thlr UUe, In rp 
mqulmontr of Part 200 thlr Utle, tho 
clrcumtlan~r involved In the actual 
dirporltion of tho portlon of tho 
production to whlch the ler80e war 
entitled but did not take &ail be 
conaldomd ar o o n ~ o l l i ~  In alv lng at 
the value, lor ro ally purporeh of that 

i~lliq or dirporlq of the pmductlon 
wwa tho l o u n  ot thr hdml or lndlan 
loare. 
1 m.101 otmdrrdr lor npor~ng a d  
prycro~yll lkr.  

011vdumeamtoknpor\ad In 
b rm l r  of dean 011 ot4S rtnndard U.S. 
gaUonr (831 cubla lncher each) rt 00 'F, 
Whon mportlv 011 wlumer lor royalty 

e h  aomctiona murt have bean 
ma pT e for b t l a  Sedlment and Watar 
(M&W) and other impurltior. Reportad 
American hblru~r InrUtuta (API) oil 
gtrvltlar an to be thwe drtumlnd In 
smrdmnor wl& rtandad tndurky 
proaadunr athr cmtation to Bo 'F, 
PART 203-REUEF OR REDUCTION IN 
ROYALTY RAM 

mvlrad to rard aa lol lom: 

j%gl et-: as u c  nol et-; 
181 et so u.ac WI m: so u.sc 
1001 et ne; 50 u.ac 1701 r( ne; o UAC 
1301 et mi.: (s U.aC la d e ;  end 0 
U.bC rm et * 
L 30 CFR Part WS l8  amondad by 

mviring tho t l h  of Sub artr B, C, D, E, 

9 

portion a r  thou K the pmon actually 

1, The authorlly Oltallon for Part Po3 Ir 

Aulborlty~ I UAC Jw et m; UAC 
uac, 

F, C, and H to mad ar fo P lowr: 



PART 206-PRODUCT VALUATION 

1. Tho nuthorlty cllntlon for Part Po0 I s  

Aulherhy: 25 U.&C, 3 W  et saq,i 15 U.S.C. 
mvlnnd to mnd nr followa: 

3oon bi a q . ;  a5 U.S.C. n o t  at m.: 50 U.S.C. 
i n i  et ws: .M u.sc SSI et t ~ , ;  XI U.SG 
IrnU N *: 30 U.BC I n n  e t ) :  43 U&C 
IS01 et w+: 43 U,bC 1331 et ssq.: and 43 
us.c. 1wt atnaq, 

2.30 CFR Part Mo la  amondod by 
m * l a l t ~  Iha l lt los of Sub nrtr R C, D, E, 

Subprrl 8-ON, OII, and OC8 S~ulhrr, 

F, C, and 1 I to mnd nr fo P Iowa: 

Qononl-(ReI.Nlcll 

Subp.rt C=-Fdwal and lndkn 08 

Subprrt b - F . c h n t  and lndkn ole- 
I R e r w d l  

Subpart It-Sotkl M l m h ,  Qmk 
tRor*nndl 

~borrtF-corl--l-l 

Subpart W t h r r  Sottd Mtnrmla- 
I R e u n n d ]  

subprrtH--Q.othonnrlmm 

9, A naw Subpart t 11 addod to mad, 

LbprrtI--OCI&!W-tRumrdl 
j)mmMdm)Ol [ R ~ W W  
#i ms)o Bnd amur1 
4 htlonr #16m and mJo1 under 

Subpar4 G an  ndortynrtPa rr now 
i I 800,380 and W6,Sl under nmw 
Subpart I& nnpeatlvrk, 

9 l W - 4  (tWhdgn8bd n # S l W . F I )  

j Me.101 [ R e c h a t ~ ~ h d  rr 1 91U.7-41 
8, N CFR 316&?4 la  ndrrlgnatd a i  

I at6pbb% w CPR tr r r m o d  
nnd 8Ni10I Ir dedgnrhd aa a new 43 
CFR 31 QR7-4. 

a so CFR Part too, Lbpnrt C, l a  
nmanded by a d d l v  new i i NNJ,105 and 
~ I M  and by ravlalng t i  SO&loO, 
mlot, =lop, and m105 to wad aa 
fol low: 

tr#too 

(TrlbnI and allotted) oil and a i  lrasaa 
(oxcapt laarea on the O w  fndlin 
Rnrawstlon, Os County, Oklahoma). 
M e  pu oar of tx rubpart Ir to 
ostnblll?: the valua of production, for 
royalty urpoaaa, conrlatent with the 

lawa, nnd loate term,. 
(b) If the apaclna provlalona of nny 

stntuto, treat aeltlamant ngnomant 
Lotwoen the b-dted Statoa and a losaoe 
raaulllng h m  ndmlnlatratlva or udlclnl 

Inconrialant with any mgulallon In thla 
nubpnrt, than the rtrtute, b a t y ,  or lenra 
plvrvirlon rhrll dovem to the ottont of 
thc! Inconalatancy, 

(c) All royalty pnymanta made to 
MMS or lo any Wbe or allottar are 
rub act to audlt rnd rquatment. 

Inlandod to anaura that the Iruat 
rarpondbllltloa of the United Statoa with 
mnpoct to tha ndmlnlatrrtlon of lndlan 
oll nnd ga l  laaraa an dlachnvd In 
ncxordmaa with thr mquhmenb  of tho 
govarnlng mlnornl Ieaalrq l a w ,  tmatloa, 
nnd lanaa tarmr, 

(a) Notwlthrtrndlnq the vldona d 
thlr rub rt, tw any IMH pwhlah an 
hlnrkn Gthn Cwpontlon ha8 acquld 
nn lntenst 8ubbJeat to rectlon 14@) of t h  
Alaska Natlw Clnlmr kttloment Aot 
(43 U&C, 1613(0]), The value, for royalty 
purpoaah of the proportlonrte lhrn of 
produotlon horn that loaar whloh 
comrponda to the Alarka Natlve 
Cor orrtlon’a pro ortlonete Inlamat In 
tho &aaa wlll be ~atrrmlnad In 
nmrdsnm wl\h tht rqdrtlonk 
g\ildallna8, and Nottaer to h a e a r  In 
aflnct at the tlma the h l r b  Natlve 

#malos tnamovrdl 

(a) Thlr rubpart la r p  Ilcrblr to all 011 
produatlon h m  Fedora P and lndlan 

mlnarnl f arrlnq l a w ,  other appllorblr 

Iltlgatlon, or oll and a i  laare au b Ioct to 
\he mqulmmonta o f t  b I8 ruhpart am 

( d I Tho mgulatlona In thlr aubprrt am 

Capontlon rquW any pmportlonatr 
Intanat Ihereln, or for Lnlemtr rcqulrod 
after the rffeatlve date of U t o w  
rogulrtlana, rt the thr tho Alrlkn 
Nattw CorpONtton deatd w 
dra@r\rd ruah tnhnrtr for 
conveyanor under neotlona l a  and 14 of 
lhr Alrrkr Nitlvr Clrlmr Settlrmont 
Aat [rs u,ac, ana and am). 
(mal01 Delmom 

For \he purporra or \hit rubpark 
l‘AIIowrn~” marnr nn a proved or 

determtntn( vrlut fw royalty purpoaoa% 
‘Tnnrportrtlon rllomnae” ninnna an 
alhwanrm for \ha nrronable, aatud 
aoatr Inoumd by h e  Irrrrr for movlng 
oil to a polnt of r4r or polnt of dellvory 
oft \ha laarr, untt ma, or communltirod 
m n ,  exdudlng atherl 
approved or d S - l n l U ~ ~ ~ p t a d  
deduction for aorta 0t au 
tnnqmrta!Jon fhhdned punurnt to 
thlr rubpart, 

“ h a ”  mean, a p o  phlo y l lon  a t 

oil and/or gar Rdd tn whtd dl andlor 
aar loate produotr have dmllrr qurllty, 
economic, and haul ahrrroterlalloc, 

“ M r - l e p t h  aonlnot“ meanr a 
conho t  or mont that kra been 
anlvrd at I n r m r r k r t  plaor between 
Indopandent, nonrfflllrted pononr with 
oppoalng aconomla lntrmrta m srdlng 

aubpart, tm anon8 am rfnllmd If on0 
panon oont a, lr controlled by, or la 
under common oontm\ wlth rnothor 

anon. For purporar of lhlr aubpart, 
Kaied on the Inatnunantr of ownanhlp 
of the votl teaurttler of an mtlty, or 
bawd on 8 o r  fwmr of Ownrhlp: 

(a) Ownonhlp In exoera of W parcant 
conatltutoa control: 

(b) Ownanhlp of 20 lhrowh W 
pemant ormtrr r pnrumptlon ot 
control; and 

(0 )  Ownrnhlp of law than Po Parcont 
water  a prtaumptlon ot noncontml 
whlch MMS may nbut  It It  
damonrtntea rotual or l q a l  aontrol, 
lnaludlng the rxlatenor of Intorlocklrq 
dlrtctoratar. 
Notw\thrtmnd\q any other proulr\ona or 
thlr rubpart aonhata betwen 
rslathnh rlther by blood or by 
madage, am not rrm‘r-\o \h contraoh 

cortity ownrnhlp aontd. To be 
m l l d r m l  ann’ehtuth fbr any 
produotlon month, a contract muat mort 
the nquhmanta  of thlr drn \ t \on  for 
that pmduotlon month, r a  n-11 a i  when 
the Murtrrot waa rxeuutrd, 

“Audlt” mwn8 b nv\rw, aanduatod In 
amordance with p n r n l l y  aaaoptod 
accounting and audltltq atandarda, of 

an  M’MS-Inlllally aaaeptrd S rduollan In 

laaat aa lawe a8 the de E ed llmlta of an 

that contract. Fcr purporrr of f Ir 

Tho MM9 may nguin the r rrrae to 
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royalty payment compliance activities of 
lesseer or other interert holden who 
poy royolties, rents, or b o n u m  on 
Fcdcral and Indian learer. 

"BIA" meanr tho Bureau of Indian 
Affairs of the Department of the Interior. 
"BLM" mcans tho Bureau of Land 

Manogemont of the Department of the 
Interior. 

"Condcnsate" meanr liquid 
hydrocarbons [normally dxceeding 40 
dugreon of API grtlvily) recovered at the 
surfnco wi:hout resorting to proceming. 
Condcnsate is the mixture of liquid 
hydrocarbon8 that results from 
condciisolion of potroleurn 
hydrocorbons existing initially in a 
gascous phase in an underground 
reservoir. 

"Contract" mebns any oral or written 
agreement, including amendmentr or 
revisions thereto, between two or more 
persons and enforceable by law that 
with duo considcration creaies an 
obligation. 

"Field" means a geographic region 
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 
ficlds are usually given namus and their 
orlicinl boundaries are often designated 
by oil and goo regulatory agencies in the 
respective States in which the fields are 
located, Outer Continmtal Shelf [OCS) 
fiolds arc nomod and their boundarias 
nro dosignntod by MMS. 

"Cnlhoring" moans the movement of 
lease production to a central 
accuniulation or treatment point on tho 
lonse, unit, or communilizod aroa, or to a 
ccntrul accumulation or treatment point 
off tho leare. unit. or conimunitized area 
11s approved by BLM or MMS OCS 
operations porsonnel for onshore and 
offnhoro lonsco, rcspectively. 
"Gross proceeds' (for royalty 

piiyment purposes) means the total 
nionics and other consideration accruing 
to on oil ond gas lessee fur the 
disposition of the oil. Groan proceeds 
includos. but is not limited IC. paymonts 
to the lessee for certain services such as 
dehydration. measurement, and/or 
gtilhcrin to the cxtont that the lossoo is 
oldigii~o! to porform them at no cost to 
tho Federal Government or Indian 
lessor. Cross proceeda. as applied to oil. 
also inciudos, but is not limited to 
rcimburacnienls, including, but not 
lirriifcd fo, reimburse men!^ for harboring 
or lerniinallir,g fees. Tax 
reimbursements are part of the gross 
proceeds accruing to a lessee even 
though the Federal or Indian royalty 
inlorest moy bo oxonipt from taxation. 
Payment or credits for advanced 

exploratior. or development curls or 
prepaid reaerve payments that am 
aubject to rccou menf through credits 

reduced prices in later raler and which 
are made before production comrnencea, 
bocome part of groan procaeda an of the 
time of flrrt production. Monier and 
other consideration, Including the forms 
of convideration identified in thin 
paragraph, to which a lsrsee in 
contractually or legally entitled but 
which it does not reek to collect through 
reasonable effortr are alro part of gross 
proceeds. 

"Indian allottee" means any Indian for 
whom land or an interest in land is held 
in trust by the United Stater or who 
holds title subject to Federal rertrlction 
a8ainst alienatibn. 

"Indian Tribe" meanr any Indian 
Tribe, band, nation, pueblo, community, 
rancherla, colon or other group of 
Indians for whic imy land or internst in 
land is held in trust by the United Stoles 
or which is subject to Federal restriction 
against alienation. 

"Lease" m a n s  any contract, profit- 
khare arrangement, joint venture, or 
other agreement Issued or approved by 
the United Stater under a mineral 
leasing law that authorizer exploration 
for, development or extraction of, or 
removal of leare productr-or the land 
arca covered by that authorization, 
whichever is requtred by the context. 

"Lease productr" mean8 any leased 
mineralr altributoble to, origlnaling 
from, or allocated to Outer Continental 
Shelf or onshore Federal or Indian 
Isasos. 

"Lessee" mean8 any person to whom 
the United Stater, an Indian Tribe, or on 
Indian allottee issues a lease, and any 
pcrson who ham been assigned an 
obligation to make royalty or other 
paymantr required by the leare. This 
includes any person who has an interest 
in a lease as well an an operator or 
payor who has no interest in the lease 
but who has assumed the royalty 
payment responsibility. 

"Likequality loase products" means 
lease products which have rimilar 
chemicol, physical, and legal 
characteristicr. 

"Load 011" means any oft whlch has 
been used with respect lo the operation 
of oil or gas wells for wellbore 
rtimulation, workover, chemical 
treatment, or production purpores. It 
does not include 011 used at the surface 
to place lease production in marketable 
condition. 
"M irkatable condition" means leaen 

products which are tufficiently free from 
impurities and otherwits in & condition 
that they will be accepted by a 

against the purc R are price, or through 

S-021999 0091(05~22-oCT--(r?-t4:56:27) 

urct..zsit;*. vnder I ralcc conttact typical 

"Msrketlng rmliste" means an 
rot Ih: !!;Id or area. 

affiliate of the lsrree whore function ir 
to acquire only Iha l e ~ t e a ' ~  production 
and to market that productlon. 

the lerree murt pay as specified in the 
leare or in applicable learing 
regulationr. 

"Net-back method" (or work-back 
method) meanr a method for calculating 
market value of oil at the leare. Under 
thin method, cortr of tranrportation, 
procarsing, or manufacturlq am 
dodacted from the proceeds received for 
the oil and any extracted. procenaed, or 
nronufactured productr, or from the 
value of the oil or any extracted, 
procested, or manufactured productr at 
the nrrt polnt at which reaeonable 
valuer for any ruch productr may be 
determined by compariron to other raler 
of ruch productr to arcerlain value at 
the lease. 

"Net profit rhare" (for applicable 
Federal and Indian larteer) means lhc 
rpecified rhare of the net profit from 
production of 011 and 881 8 s  provided In 
the agreement. 

hydrocarbon, that existed in the liquid 
phnre in natural underground rorervoirs 
and remains liquid at atmosphrrlc 
prerrure after parsing through surface 
separating facilltier and in  marketed or 
ured an ruch. Condenrato recovered in 
leare reparaton or field facililier 1s 
conridered lo be oil. For purposes of 
royalty valuatlon, the term tar tandr is 
denned separately from oil. 

"Oil ahale" meanr a kero en-bearing 
rock (i.e., forailizsd, inrolub e, o anic 

shale may take place In situ or in 
rurface retorb by varlour procsrses. 
The kerogen upon dialillation wiil yield 
liquid and gateour hydrocarbons. 

"6'~k.r Continental Sheif ( O W '  
means all rubmerged lands lying 
reaward and outride of the a rm of 
lands beneath navigable waters as 
denned in Section 2 of the Submerged 
Landr Act (43 U.S.C. 1301) and of which 
the rubsoil and reabed appertain to the 
Unlted Stater and ore subject to I ta  
jurisdiction and control. 

"Perron" meanr any individual, firm, 
corporation, arroctation, partnerrhip, 
conrortium, or loht venture. 

"Ported price" meanr the rice 

"Minimum royal1 " meanr that 
minimum amount o r annual royalty tnat 

"Oil" meanr a mixture of 

material). Separation of kerogen f 1  rom oil 

specified in public1 availab Y e posted 
price bulletins, offa yh ore or onshore 
terminal postingr, or other price notices 
net of all adjwtmentr for quality (e.g., 
API gravity, tulfur aontent, etc.) and 
location for of1 In marketable condltfon. 
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"Processing" meanr any procerr 
derigned to remove afemontr or 
compoundr (hydrocarbon and 
nonhydrocarbon) from gar, tncludlrg 
absorption, adso tion, or refrigeration. 
Fialrl procorros S i c h  normall take 

nntural prossure roduction, aochanicai 
ne srotion, heating, cooiig, 
du&dration, and comprertlon am not 
considered procetring. The changing of 
prursurer andlor temperaturer in a 
reservoir in not considered processing. 

subject to Suctlon 8 of the Outer 
Continental Shell Landr Act, an 
amundud, 43 U.S.C. 1335. 

"Selli arrangement" means the 

undur which salon or dirporitions of oil 
are mado. Selling snangoments are 
described by illustration in the MMS 
Royalty Managomoirl Program (Oil and 
Cns or Solid Minerals) Payor Handbook. 

"Spot saler agreement" means a 
contract wherein a seller agreer to sell 
to a buyer a specified amount of oil et a 
specified prico over a fixed period, 
usuaiiy of rhort duration, which does 
not require a cancellation notice to 
terminate. and which does hot normally 
contain an obligation, nor imply an 
intont. to continue in subsequant 
pariodr. 

"Tnr snnds" moans any consolidated 
or unconsolidated rock [other than coal, 
oil shalo, or gilsonite) that either 
contninr a hydrocarbonaceous materlal 
with n gas-froe viscosity grunter than 
10,OOO contipoise at original resurvoir 
tampertrture. or contains a 
hydrocnrhonncoous material and la 
producud by mining or quarrying. 
p 106.102 Vilurtlon rtandirdr. 

(a ) ( l )  Tho value of production. for 
royalty purposes. of 011 Iron leases 
subjoct to this subpart shall be the value 
dotcrmined pursuant to this section less 
applicable allowances determined 
pursuant lo this subpart. 

[2)(i) For m y  Indian loases which 
provide that tho Secretary may consider 
the highcst price paid or offered for a 
major portion of production (malor 
portion) in determining value for royalty 
purposes. i f  data are available to 
compute n major portion, MMS will, 
whoro prnclicnblo, compnro tho value 
dotorminod in accordance with this 
section with the major portion. The 
vnluo to be ueed In determining the 
voluu of production, for royaity 
purpoior, uhali be the higher of those 

(ii) For purposes of this paragraph, 
maior portion meanr the highest price 

aid or offered n t  the time of production 

place on or near the leare, ruc i as 

"Suction 6 leare" moans an OCS leare 

individua 7 contractual arrangements 

t W 0  V R l l l O E .  

P or tho major portion of oil productlon 

from the same field. The major portion 
will be calculated urhq like-quality oil 
#old under arm'r-len#h contrrctr from 
the rami neld (or, if necerrary to obtain 
a reasonable eample, b m  the same 
area) for each monlh. All ruch oil 
productlon will bo arrayod b m  hbhert 
prico to lowert price (at the bottom). Tha 
major portion ir b a t  price at which M) 
percent [by volume) plrtr 1 barrel of the 
oil (utarting from the bottom) 11 rold. 

(b)(l)(i) The value of 011 which 11 sold 
pursuant to an arm'r-hqtin contract 
shall be the grorr proceedr accrulq to 
the leirue, excopt ar provided In 
pnragraphs (b)(l)[LI) and [b)(l)(iii) of this 
section. The letnee rhall hava the 
burden of demonstrating that its 
controct In arm's-length. The value 
which the losree reports, for royalty 
purposes, i s  aubject to monitoring, 
review, and audit. For urposer of thir 
roction, oil which in rord or otherwire 
Iranrforrod to the Iessee'r marketing 
efflliale and then sold by the marketing 
affiliate pursuant to an arm'r-length 
contract rhall be valued In accordance 
with thir paragraph bared upon the sale 
by the marketing affiliate. 

(ii) In conducting revlewr and audits, 
MMS will examine whether Be contract 
reflncts the totnl consideration actually 
transfurred oither directly or Indirectly 
from the buyer to the reller for the oil. If 
the contract does not reflect the total 
conrideration, then the MMS may 
require that the oil told pumuant to that 
contract be valued In accordance with 
paragraph (c) of this section. 

(iii) If the MMS determiner that the 
grosr proceed, acmlng to the larrea 
pursuant to an arm's-leqth contract do 
not raflect the reasonable value of the 
production because of misconduct by or 
between two contracting parties, or 
because the lessee otherwise har 
breached i t s  duty to the lessor to market 
the production for the mutual benefit of 
the lessee and the lessor, then MMS 
shall require that the oil production be 
valued pursuant to the firat applicable of 
paragraph [cl(Zl, (c)[3), (c)(4). or [cl[5) of 
this section. If the oil production ir then 
valued pursuant to paragraph (c)(4) or 
(c)(5) of thin rection. the notification 
requiremanto of paragraph [e) of this 
soctlon shall apply. 

certify that its arm's-length contract 
provisions include all of the 
conslderotlon to be paid by the buyer 
for the oil. 

IC) The value of oil production from 
leaaes subject to this rection which 1s 
not sold pursuant to an ann's-length 
contract shall be the reasonable value 
determined in accordance with the firit 
applicable of the following paragraphs: 

(2) ThJ MMS may require a lessee lo  

(I) Tho terrn'r mtemporaeour  
ported prfcer or oil ralrr contract rice8 

puruhaser or raler of ri@flcant 
quantltier of like-quality oil in h e  tomo 
field (or, If necersa to obtain a 

provlded, howover, that &ore ported 
prlcer or oil raler contract prlcer are 
comparable to other contemporaneous 
ported pricer or oil rder contract prices 
urod In arrn'r-length tranractlonr for 
pumhrrer or ralcr of rlgnlnaant 
qurntltler OC Ilkequrlity oil in the rame 
field (or, If necarra to obtain a 

In evaluating the oom rrability of 

the following facton shall be 
considered Price, duration, market or 
marketr rerved, tannh quality of 011, 
volume, and other facton a8 may be 
appropriate to reflect lhe value of the 
oil. If the lessee maker arm"-length 
purchaser or raler at different postlngs 
or price& then the volume-wei,ghted 
average price for b e  purcharer or rales 
for the production month reported on 
Form MMS-2MI will be uted; 

contemporaneouc ported ricei ured in 
ann'r-length transactionr y enonr 

ralos of significant quantities of like- 
quallty oil in the rame field (or, if 
necessary to obtain a reatonable 
rample, from the tame area]; 

(3) The arithmetic average of other 
contemporaneour ann'r-length contract 
prices for purcharer or raler of 
rlgnificant quantltier of like.quality oil 
in the name area or nearby arear: 

(4) Ricea received for arm's-length 
spot sales of rignificant quantities of 
like-quality oil from the rams field (or, if 
necusrary to obtain a reatonable 
sample, from the rame area), and othor 
relevant matters. including information 
tubmittad by the lerree concerning 
circumntsncer unique to a particular 
lease operation or the raleability of 
certain types of oil: 

(51 A net-back method or any other 
reasonable method to determine value; 

(8) For purporer of this paragraph, tho 
term lesree includer the lessue'r 
dosignated purchasing agent, and the 
term conternporaneour meanr postings 
or contract prlces in effect at the time 
the royalty oblbatlon 11 Incurred, 

(d) Any Federal or Indian lerree will 
make available upon requert to the 
authorlred MMS, Stab, or Indian 
reprerentatlver, to the Office of the 
Inspector General of the Department of 
the Interior, or other perrons authorized 
to receive ruch Informatlon, arm'r4onglh 
sales and voluma data for like-quality 

ured In wm*r=length Irmracllonr P or 

reasonable rample, xo m the tame area: 

rearonable samplec ? rom the rame aroa). 

ported pricer or oll ra P er contract pricos, 

(2) The arithmetb average of 

othor than the lerree for purc % R  aser or 

S-02 1999 oo92(0SX22-~T-E?-l4:56JO) 
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production sold. purchased, or otherwise 
obtained by the learee from the field or 
area or from nearby field0 or amar. 

(e)(l) Where the value ir determined 
pursuant to paragroph (c) of thir rection, 
tho lessee shall retain all data relevant 
to the delermlnation of royalty value. 
Such data shall be subject to review end 
audit. and MMS will direct a lessee to 
USE n different value if it determiner that 
the reported value is inconristent with 
the requirements of there regulations. 
(2) A lorsee shall notify MMS if It ha8 

dctermined value punuant to 
paragraphs (c)(4) or (c)(S) of thin section. 
The notification ahall bo by letter to the 
MMS Associate Director for Royalty 
Management or his/her dealgnee. The 
lcttor shall idontify the valuation 
mcthod to be used and contain a brief 
description of the procedure to be 
foilowad. The hotificatlon ruquirsd by 
this paragraph is a ona-lima notification 
due no later than the end of the month 
following :ire month the lessee nnt 
reports royalties on a Form ~ S - 2 0 1 4  
using e valuation method authorixed by 
paragre h (c)(4) or (c)(S) of this section 

one to the other of there two methods. 
(r] If MMS determines that a lessee 

has not properly determined value, the 
lessee shall pay the difference, if any, 
batwoen royalty payments made baaed 
upon the value it ha8 used and the 
royalty payments that am due based 
upon the valao eatahlirhed by MMS. 
The loslree rhall also pay interest on the 
difference computed pursuant to 90 CFR 
218.54. If the lessee is entitled to a 
credit, MMS will provide instructions for 
the laking of that credit. 

(8) The leasee may request a value 
detormination from MMS. In that event, 
the lessee shall propose to MMS a value 
determination method and may use that 
value for royalty payment purposes until 
MMS issues a value determination. The 
lessee shall submit ail available data 
relevant to its proposal. MMS shall 
expeditiously determine the value based 
upon tho lessee's proposal and any 
addilional information M M S  deems 
necessary. In making a value 
determination. M M S  may use any of the 
valuation criteria authorired by this 
subpart. That determination shall 
mmain effcctive for the period stated 
therein. Aner MMS issuer its 
dolormination, tho lossee shall make the 
cidiustrnonts in accordance with 
pnrngrnph (f) of thfr rection. 

(h)  Notwlthrtanding any other 
provialon of thlr rection, under no 
circumstances shall the value of 
production, for royally purposes, be less 
than the gross proceeds a m i n g  to the 
lesseo for leare production, less 

and eac K time there is a change from 

applicable anowancar detertntned 
pursuant to this rubpart. 

( i ) (~) The lerree ir required to place 
oil in marketable condition at no coat to 
the Federal Government or Indian lesror 
unletr othemlar provided in the leare 
agreement or this rectlon. Where the 
value er:ablirhed pumuant to this 
cection is determined by a lersee'a gmar 
proceedr, that value ahall be increased 
to the extent that the gross proceeds 
have been reduced becaure the 
pu rehe r ,  or any other psnon, 18 
providing certain rervicer the colt of 
which ordinarily ir the responribility of 
the lessee to place the oil in marketable 
mdition. 
(2) If the lessee incum extraordinary 

costs for the gathering, desulfuriration, 
or storage of si1 from frontier or deep 
water amas. and thore coats relata to 
atusual or unmwntional operations. it 
may apply to MMS for an allowance. 
Such an allowance may be granted only 
if: 

(i) The cosb am arsoclated with 
lease, located north of the Arctic Circle, 
or the cosls are arsocialed with offshon, 
leases located in water depths in excess 
of 100 metem and 

(ii) The lessee can demonstrate that 
the costs arc. by reference to standard 
industry condition8 and practicc, 
extraordinary, unurual, or 
unconventional. 
(9) The MMS shall determine the 

amount of the extraordinary cost 
allowance which rhall remain In effect 
for the period rpecified in the approval. 
To retain the authority to deduct the 
allowance, the lessee must report the 
deduction to MMS in a form and manner 
prescribed by MMS. Extraordinary cost 
allowance deductions am subject to 
monitoring, review, audit, and 
adjustment. 

(j) Value shall be based on the highest 
price a prudent lessee can receive 
through legally enforceable claimr under 
its contract. Abten! contrscl revision or 
amendment, if the lessee fails to take 
proper or timely action to receive prices 
or benefits to which i t  is entitled, it must 
pay royalty at a value based upon that 
obtainable price or beneRt. Contract 
revisions or amendman!s shall be in 

and signed by all partier to an 
yZg33ngth  contract. If the lessee 
maker timely application for a price 
increase or benefit allowed under its 
contract but the purchaser refures, and 
the lerroe laker pasonable rnearun,r, 
which an, documented, to force 
purcharer compliance, the lessae will 
owe no additional royaltier unless or 
until monies or consideration reaultlng 
from the price increase or addilional 
benefits am received. This paragraph 
rhall not be construed to permit a lessee 

to a d d  its royally payment oblkation 
In rlturtlonr when r purchaser faib to 
pay, in whole or ln part or timely, for a 
quantity of oil. 

(k) Notwithrtandlxq any provhion in 
there regulatlonr to the contrary, no 
review, reoonollfrtion, monltorlng, or 
other like procear that rerultt In r 
mdetennhatlon by the MMS of value 
under thir section rhall be considered 
final or binding ar againrt the Federal 
Government, It8 benefldarles. the Indian 
Tribes. or allotteer until the audit period 
ir formally clored. 

(1) Certain lnformatlon rubmittad to 
MMS to rupport vduatlon proporals, 
Including lranrportatlon rllowancer or 
extraordinary cost allowances. i s  
exempted from dirclorum by the 
Fntedom of Infomation Act, 5 U.S.C. 
(c52 or other Federal law. Any data 
rpedfied by law to be prlvllaged, 
confidential, or otherwire exempt, will 
be maintained In a codldenlial manner 
in accordance with applicable Iawr and 
mgulationr. All nque rh  for Information 
about determlnatlonc made under thir 
part are to be aubmitted in accordance 
with the Fmedom of Mormatlon Act 
regulation of Ihe Department of the 
Interior, 49 CFR Part 2. Nothim in this 
sactioh is intended to limit or dlmlnish 
in m y  manner whatsoever the h h t  of 
an Indian lessor lo  obtain any and all 
information to which wch \error may be 
lawfully entided fmm MMS or ruch 
lerror'r Ierree directly under the terms 
of the leane, So U.S.C. 179b or other 
applicable law. 
4 206.103 Point of royalty rettlemrnt 

(a)(l) Royaltier rhall be computed on 
the quantity and quallty of oil aa 
measured at the point of settlement 
approved by ELM or MMS for onrhon, 
and offshorn haIe8, r8spacUvely. 
(2) If the value of oil determined 

unuant to t 206.102 of this rubpart ir 
Eased upon I quantity and/or uality 
different from the quantity andlor 
quality at the 

or the MMS for offshore leases. the 
value shall be adjurted tor thore 
differences in quantity and/or quality. 

(b) No deductionr may be made from 
the royalty volume or royalty value for 
actual or theontical lorten. Any actual 
loss that may be rutlalned prior to the 
royalty rettlement metering or 
measumment point will not be rubject to 
royalky provlded that ruth actual lorn Is  
determined to have bern unavoidable 
by ELM or UMS, ar appropriate, 

(0) Except ar provided In para raph 

the approved point of royalty rettlement. 

int of royalty rettlement 
approved by r e ELM for onshore leases 

(b) of this rection, ro altler are d ue on 
100 percant of the M T m e  measured at  
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Them can be no reduction in that 
mearurad volume for actual lorre8 
beyond the approved polnt of myalty 
rettlement or for theoretiul lorrer that 
a r t  claimed to hive taken place either 
prior to or beyond the approved point of 
myalty settlement. Royalties am due on 
100 percant of the value of the oil ar 
provided in thir part. There can be no 
deduction from the value of the oil for 
royalty purposes to compensate for 
actual losses beyond the epproved point 
of myalty settlement or for theoretical 
losses that are claimed to have taken 
place either prior to or beyond the 
approved point of royalty settlement. 

~lonlor ~ t l c i n ~ w M G e 8 -  
g- 

(a) Where the value of oil has been 
determined pursuant to 0 208.102 of this 
subpart at a point (e.8.. rales point or 
point of value determination) off the 
leare. MMS shall allow a deduction for 
the reaaonable actual cortr incurrad by 
the lessee to: 

[I) "ransport oil from an onrhom 
lease to the point off the lease; provided, 
however, that for onshore leaser, no 
transportation allowance will be 
granted for transporting oil taken as 
Royalty-In-Kind (RIK): or 

(2) Transport oil from an offshore 
lease to the point off the lease; provided, 
however. that for oil tttken a8 RIK, a 
transportation allowance shall be 
provided for the reasonable actual costs 
incurred to transport that oil to the 
delivery point specified in the contract 
between the RIK oil purchaser and the 
Federal Government or Indian lessor. 

(a)(z) of this section, the transportation 
allowance deduction on the bash of a 
selling arrangement shall not exceed 50 
percent of the value of the oil at the 
point of sale as determined pursuant to 
5 208.102 of this subpart. Transportation 
costs cannot be transferred between 
selling arrangements or to other 
products. 
(2) Upon request of a lessee, MMS 

may approve a transportation allowance 
deduction in excess of the limitation 
prescribed by paragraph (b)[l] of this 
section. The lessee must demonstrate 
that the transportation costs lncurred in 
excess of the limitation prescribed in 
paragraph (b)(l) of this section were 
reasonable, actual, and necessary. An 
appiicatton for exception shall contain 
nli relevant and supporting 
documentation necescary for the MMS 
to make a determination. Under no 
circumstances rhnll the value, for 
royalty purposes. under any selling 
arrangement, be reduced to zero. 

(c] Transportallon costr muat be 
allocated among all products produced 

(b)(l) Except ar provided in paragraph 

and tranrported. However, no 
tranrportatlon deduction rhall be 
allowed for productr which are not 
royalty-bearing. ?hnr 
allowances for 011 aha raon be exprerred a8 
dollan per bumL 

(d) If, aRer a review and/or audit, 
M M S  datemines that a lersee has 
inproperly determined a transportation 
allowance authorized by thlr rubpart, 
then the lessee shall pcy any addittonal 
royalties, plur intemst determined In 
accordance wlth 30 CFR naw or shall 
be entided to I credit, without intemrt. 
f2Qalos e)rhrmlwtknolbmeporbtbn 
.Ikmnou 

(a) Am'r-length tmnsportation 
conmcls. (l)(i) For transportation costs 
incurred by a lersee pmuan t  to an 
arm'r-length contract the tranrportation 
allowance shall be tbe reasonable 
actual costr incurred b the lersee for 

except a8 provided in paragraphs 
(a)[l)(ii) and [a)(r)(iii) of this section, 
rubject to monitoring, review, audit, and 
adjustment. The lerree shall have the 
burden of demonrtratlng that It8 
contract is arm's-length. Such 
allowancer rhall be subject to the 
provisions of paragraph (0 of this 
section. Before any deduction may be 
taken, the lessee murt rubmit a 
completed page one of Form MM!&4110. 
Oil Transportation Allowance Report, in 
accordance with paragraph (c)(l) of this 
section. A trnnsportation allowance may 
be claimed retroactively for a perlod of 
not more than 3 months prior to the first 
day of the month that Form WS+110 
is filed With m& Ud088 h&fs 
approves a longer period upon a 
showing of good caure by the lessee. 

(ii) In conducting review8 and audits, 
h4MS will examine whether the contract 
reflects more lhsn the conr~deralion 
actually transferred either directly or 
indirectly from th3 lersee to the 
transporter for the trmsportation. If the 
contract reflects mom than the total 
consideration, then the MMS may 
require that the transporlaUon 
allowahce be determined in accordance 
with paragraph (b) of this section. 

(iii) If the Mh4S determines that the 
consideration paid pursuant to an arm's- 
length transportation contract doer not 
reflect the reasonable value of the 
transportation because of miaconduct by 
or between the contracting parties, or 
because the lessee otherwi8e ha8 
breached it8 duty to the lessor to market 
the production for the mutual benefit of 
the lessee and the lessor, then MMS 
shall require that the tranrportation 
allowance be determined in accordance 
with paragraph (b) of this section. 

transporhg oil under 3: at contract, 

(2) II an arm'a-leqth tnnrportatlon 
mntract include, more than one Hquld 
product, and the tnnsportalloa mrts 
rttdbutrble b each ptoduct cannot be 
determined h the contract, then the 
total transportation costa shaU be 
allocated In a conrlrtent and equitable 
rnamer to each of the liquid products 
banrported the r a m  proportion as 
the tatie of the volume of each product 
( h c l u ~  watet] b the volume of all 
li uid productr No allowance may be t9ea for the costs of trurrporting lease 
production which Ir not royalty-bearing. 

(9) II an um'r-length tmntportation 
coatract Include8 both gaseous and 
Hquid products, and the tranrportation 
cortr attributable to ea& product 
cannot be determined from the contract, 
the lessee rhall p r o p r e  an allocation 
procedura to MMS. The lasree may use 
tbr oil transportation allowance 
determined in accordance wlth It8 
propored allocation procedura until 
MMS bauer ita determination on the 
acceptability of the cost allocation. The 
lerree rhall rubmlt all available data to 
rupport ita proporal. The Initla1 proposal 
murt be rubmltted by [insert Ihe last 
day of the month wAi& 12 3 months 
ofier the last day of the month of the 
effective date of there mgufations] or 
wlthln 3 months after the last day of the 
month for which the lerree mquestr a 
trahsportation allowance, whichever is 
later (unless Mh4S appmver a longer 
period). The MMS shall then determine 
the oil transportation allowance based 
upon the lessee's proporal and any 
additional Information MMS deems 
nacerrary. No allowance may be taken 
for the cortr of tranrporting lease 
production which ir not royalty-bearing. 
(4) Where the Iersee*r payment8 for 

tranrportation under an ann'r-length 
contract are not on a dollar-per-unit 
baric. the lessee rhall convert whatever 
consideration is paid to a dollar value 
equivalent for the purpoter of this 
rection. 

(a) Whem an arm'r-la th raler 
contract price, or a p o r t 3  g,ice 
includes a provialon where y ke listed 
price ir reduced by a transportation 
factor, MMS will not conrider the 
transportation factor to be a 
transportation allowance. The 
transportation factor may be used in 
determining the lersee's grosc proceeds 
for the sale of the product. No additional 
tranrportation allowance will be 
granted in ruch circumstances. 

[b) Non-arm's-let@h or no contract. 
(1) If a lerree ha8 a non-an's-length 
lranaportallon contract or ha8 no 
contract, Including those sltuat!c?s 
where the Isr8oe perform, 
transportatlon aervlce? for itself, the 
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transportation allowance will k bared 
upon the lesree'r masonable actual 
costs as pmvided in thir par 
transportation allowancer de ucted 
under a non-arm'#-length or no contract 
situation am aubfect to monltori 
review. audit. and adlurtment. Be om 
any ortimated or actual deduction may 
bo takan, the laarea must rubmit a 
completed Form MMs-IllO in it8 
anlirety in accordance w i a  paragrtph 
lc)(Z) of thir section. A tanrportation 
nllowance may be claimed rehnctlvely 
for a pariod of not mom than S m o t h  
prior to the fint day of !he month that 
Forni MMS4110 i8 n l d  with hWS. 
unloss MMS approves a longer p r d  
upon a showing of good cause by the 
lasrae, The MMS will monitor the 
allowance deductions to determine 
whather lorreus am taki deduction8 
that arc masonable and3lowable. 
When necessary or appropriate, MMS 
may direct a lesree to modify it8 
estimated or actual tranrportation 
allowance deductioh. 

(2) The transportation allowance for 
non-arm's-le th or no contract 

lessee's actual costr for transportation 
durillg the reporting period, including 
operating and maintenance expenres, 
overhead, and either depreciation and a 
return on undepreciated capital 
investment in accordance with 
paragraph (b)(Z)(iv)(A) of this rection. or 
a cost equal to the initial capital 
investment in the transportation ryrtem 
multiplied by a rate of r c t m  in 
occordance with paragraph (b)(Z)(iv)@) 
of this section. Allowable capital costs 
are generally those for depreciable fixed 
assets (including costs of delivery and 
installatirn of capital equipment) which 
are an integral part of tho transportation 
system. 

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

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

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

Tph* 
Y 

situations sha Y 1 be basad upon the 

[iv) A lerree may ure either 
depreciation or a nturn on depredabla 
capital inveslment. Anor a lessee ha8 
elacted to ure either method for a 
tranrportatlon ryrtem, the lersee may 
not later elect to change to the other 
alternative without rpfimval of the 
MMs. 

[A) To compute depredation, the 
leitee may elect to ure either a rtraighb 
line depreciation method bared on the 
life of q u i  ment or on the lifo of the 
reratyer wKiA the tanrportation 
system rarvlcar or an a u n i t 4  
producllon method. Mer an rlectlon Ir 
made, the letrue may not c h a w  
method8 without MMS approval, A 
change in ownenhip of a tranrportation 
ryrtem rhall not alter the depmciation 
rchedule ertablished by the original 
transportrr/leuea for purporea of the 
allowance calculation. With or without 
a change in ownenhlp, a t n n r  rtation 
system rhall be depredated onconca. 
Equipment aha11 not be dapmciated 
below a rearonable ralvage value. 
(B) The M M S  rhall allow a8 a cort an 

amount equal to the initial capital 
investment in the transportation system 
multiplied by the rate of mtum 
determined ursuant to paragraph 
(b)(z)(v) of t h s  section. No allowance 
shall be provided for depreciation. Thir 
alternative rhall apply only to 
transportation facilities nrst placed in 
rervice after [enter the effrctive dale of 
these regulations]. 

(v) The rate of return rhall be the 
industrial rate associated witb Standard 
and Poor'r BBB rating. The rate of return 
shall be the monthly average rate as 
published in Stondardond Poor's Bond 
Guide for the first month of the reporting 
period for which the allowance is 
applicable and rhall be effective during 
the reporting period. The rate thall be 
wdetennlned at the beginning of each 
rubrequafit transportation allowance 
=porting period (which ir determined 
pursuant to paragraph (c) of thir 
rection). 

(3) The deduction for transportation 
costs shall be determined on the basis of 
the lessee's cost of transporting each 
product through each individual 
transportation rystem. Where mora than 
one liquid product is transported, 
allocation of costs to each of the liquid 
products transported shall be in the 
same proportion ar the ratio of the 
volume of each liquid product (including 
water) to the volume cf all liquid 
product8 and ruch allocation shall be 
made in a conristent and uquitable 
manner. The lessee may not take an 
allowance for transporting lease 
production which ir not royalty-bearing. 
(4) Where both gaseous and liquid 

products are transported through the 

rame tnnrportrlion r tam, the l earn  

procedun to MMS. The lerree may ure 
the oil tranrportation allowance 
determined in accordancr with it8 
p ropmd allocation p m d w  until 
MMS Irruer It8 drhrmhatlon on the 
accrptability of the coat allocation. The 
lerree ahall rubmlt all avallable data to 
tupport i ta  proporal The initial proposal 
murt be rubmltted by inred the k 8 t  

ajter the last d of the month of the 
effectivr dah r t h u e  Flgulationrl or 
withhln $ month8 alter &e lrrt day of the 
month for which the lerrea request8 a 
Irmrpartation aUowanm, whichever ir 
later (unlesr MMS appmver a longer 
period). The MMS rhall then determine 
the oll tranr rtation allowance on the 

additional information MMS d m 8  
necessary. "be leuee may not take an 
allowance for transporting a pmduct 
which ir not royalty-be-. 

an exception from the requirement that 
it compute actual cortr in accordance 
with paragraph8 [a1(11 h u h  (bI(41 of 
this rection. The MMs may grant the 
excuption only If: [I) The lerree has 
arm'r-length contractr for tranrportation 
of other production h u h  the ram0 
transportation syatem: (1) the lerree ha8 
a tariff for the tranr ortation ryrtem 
approved by the F e h  Energy 
Regulatory Conmission; and (lii) at  least 
60 percent of the oil h ~ p o r t a d  

tranrportation rystarn ir tranrported 
pursuant to arm'r-length transportation 
contracts. If the Mh4S anti the 

tranrportation allowance the volume- 
weighted average pricer it cha e8 other 

contractr for tranrportation h u &  the 
rame tranrportation ryrtem. 

(c) Reporfin# mquirsmenb-(l) 
Arm's-length contmctm. (1) With the 
exception of those tranrportatlon 
allowancer rpecined ln paragraphs 
(c)(l)(v) and (c)(l)(vl) of thir rection, the 
lessee shall rubmit page one of the 
initial Form MMS-4110, oi l  
Transportation Allowance Report, prior 
to, or at the same time ar. the 
transportation allowance determined, 
pursuant to an ann'r-length contract, I8 
reported on Fom MMWOl4, Report of 
Sales and Royalty Remittance. 

(ii) The initla1 Form MM-110 rhall 
be effective for a raportins period 
beginning the month that the lerree i s  
firat authorized to deduct a 
tranrportation allowance and rhall 
continue until the end of the calendar 
year, or until the applicable contract or 

rhall pmpore I COCt I F OUuOn 

day of the month whi A 18 S month8 

barfs of the p" e u n ' r  proposal and any 

(6) A lerrea may apply to the MMS for 

aMUaUy &e h888'# 

exception, the lerree r a all use as its 

penonr pursuant to ann'r-leng x 

F4701 .FMT...( 16321 ... 8 7  
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rate terminaler or ir modifled or 
amended, whichever 11 earlier. 

(iil) ARer the initial reporling period 
and for rucceedlng nporting periodh 
lerreer murt rubmlt page one of Form 
MMM110 within 3 month8 rner the end 
of the calendar year, or rner the 
applicable contract or rate torminater or 
is modified or amended, whichever is 
earlier, unlerr MMS approve8 a longer 
period. 

(lv) The MMS may require that a 
lesree rubmit arm'r-length 
tranrportrtion contracta, production 
agraamentr, operatlng agmamenla, and 
related documentn. Documenti rhall be 
submitted within a rearonable time, as 
determined by MMS. 

[v) Transportation allowancer which 
am bared on arm'r-length contractr and 
whfch are In effect af the time there 
regulations become effective will be 
allowed to continua until ruch 
allowancar terminate. For the purpose, 
of thir rection, only thore allowancar 
that have been a proved by MMS in 
writing shall quarify ar beiw in effect at 
the lime there mgulalionr become 
effective. 

(vi) The MMS may ertablirh in 
appropriate cfrcumstancea, reporting 
requirementr which are different from 
the requiremenls of this rection. 

With the exception of transportation 
allowances specified in paragraphs 
[c)(Z)(v) and (c)(t)(vii) of thir section. 
the lessee rhall rubmit an initial Form 
MMS411O prior to, or at the rams time 
as, the transportation allowance 
determlned purruant to a non-arm's- 
length contract or no contract rituation 
is reporled on Form MM3-2014. The 
initial report may be bared upon 
estimated costs. 

( t i )  Tho inilial Form M M S 4 l l O  rhall 
be effective for a reporting period 
beginning the month that the lessee first 
is authorized to deduct a transportation 
allowance and rhall continue unlil the 
end of the calendar year, or until 
transportation under the non-arm'r- 
length contract Or the no-contract 
situation terminates, whichever is 
earlier. 

(iii) For calendar-year reporting 
periods succeeding the initial reporting 
period. the lessee rhall rubmit a 
completed Form MMS4110 containing 
the actual costs for the previour 
reporling period. I f  oil transportation is 
continuing, the lessee shall include on 
Form MMS4110 its estimated costa for 
the next calendar year. The estimated 
oil transportation allowance rhall be 
based on the actual costs for the 
previous reporting period plus or minus 
a n y  adjustmanta which am bared on the 
iessee'r knowledge of decreanor or 

( 2) Non-orni 's-length or no contmcf. ( i )  

increarer which will affect the 
allowance. MMS murt receive the Form 
MMS.-IIIO within t nonths rner the end 
of the pnviour n period, unleu 

(Iv) For new trrnrportrtion faclllller 
or arrangementr, the Ierree'r Initlrl 
Forn MMS-4110 rhall include erlirnaler 
of the allowable oil tranrportation cortr 
fo: the a pllcable period. Coat erllmater 
aha11 be Krrrd upon the mort recently 
available operatlonr data for the 
tranrportatlon ryrtem or, if ruch data 
are not available, the lersee h a l l  use 
srtlmater based upon indurtry data for 
rlmilar tranrportatlon ryrtemr. 

[v) Non-arm'r-length contract or no- 
contract bared tranrportatlon 
allowancer which are in effect at  the 
time these regulationr become effective 
will be allowed to conflnur unlil riich 
allowancer terminate. For the purpotes 
of thir rection. only thore allowancar 
that have been a proved by hats In 
writing rhall quarif ar beiw In effect at 
tha time thet-i redations become 
effective. 

(vi) Upon requert by MMS, the lerrae 
rhall rubmlt all data ured to prepare i ta  
Form h.M%iia The data rhall be 
providod withln a rearonable period of 
time, as determined by MMS. 

(vii) The MMS may ertabllrh, In 
appropriate circumntancer. reporting 
requiremenla which are different from 
the re uirementr of thir rection. 

from thore rpecified in this rubpart In 
order to provide mom effective 
administration. tarseer will be notified 
as to any change In their reporling 
period. 

(4) Transportation allowancer murt be 
reported ar a reparate line item on Form 
MMS-2014. unless MMS approves a 
differant reporting procadum. 

(d) Interest assessmenfs for incorrect 
or late reports and for failure to report. 
(1) If a lessee deduclr a tranrporlallon 
allowance on its Form MMS-PO14 
without complying with the 
requirements of thir rection. the lersee 
shall pay interest only on the amount of 
such deduction until the requirements of 
thir rection are complied with. The 
lerree alto rhall repay the amount of 
any allowance which ir dirallowed by 
this rection. 
(2) If a lerree ermneourly reports a 

transportation allowance which results 
in an underpayment of royalties, interest 
ahall be paid on the amount of that 
underpayment. 

(3) Interest required to be paid by thls 
section rhall be determined in 
accordance with SO CFR naM. 

(e) Adjushenfs. (1) If the actual 
tranrportation allowance la lerr than the 

MMS approves a I? onper period. 

(3) &e MMS ma ertablirh reporting 
dater for indlvidua T lerreer different 

amount the lerree hrr ertimated and 
taken during the reporting period the 
lrrsee rhrll be nquired to pry 
additional mydtlar due plur Intarart 
computed ptbflulnt lo so CFR 2mM. 
ntmactlvo to the lint month tho lesrer 
Is  ruthorired to deduat a bmrportallon 
rllowance. It the nchral trmsportr!\on 
allowance la greater than the amount 
the lerree has etUmrted and taken 
ddng the reporUng period, the leisea 
ahall be entltfed to I adit without 
intanst. 
(2) For leaaeea traarporllng production 

from onrhore Federal and Indian learer, 
the Ierree must rubmit I corrected Form 
hats-2014 to reflect actual cortr, 
together with any payment. in 
accordance with hrtructionr prodded 
by MMS. 

hum Federal OCS learea, if the lerree'r 
ertlmated cortr wem mom than the 
actual cortr, the lerree murt rubmit a 
comcted Form MMs-2614 to reflect 
actual cortr together with Ib payment 
in accordance with Inrtructfonr 
prodded by MMB l f  the Ierree'r 
artimated cortr were lerr than ita actual 
corta, the rehmd p d u m  will be 

(0 Actual or fheomticallo8res. 

(3) For lerreer tranaporthg production 

rpeclned by MMB 

Notwithatanding any other provirions of 
thir rubpart, for other than rrm'r-length 
contracta, no coat rhrll be allowed for 
oil tnnrportation whlch mrultr from 
payments [nither volumetric or for 
value) for actual or theoreticrl lorres. 

(8) Other tmnrportafion msf 
deleminotion& The provirionr of Ihir 
rection rhall apply to determine 
tranrportatlon cortr whrn ertablirhlng 
value uring r net-back valuation 
procedure or any other procedure that 
requlrer deduction of tranrportation 
corlr. 

Part 207 ir revtred to mad ar followr: 

PART 207-SALES AQREEYENTs OR 
CONTRACTS GOVERNINQ THE 
DISPOSALOFLUSEPRODWTS 

subpwt~--olcmrlRovbknc 

Slc 
207.1 Required ncordkraplng. 
207.2 Deflnitlonr. 
Mt.3 Cmtractr mado puraurnt to new form 

207.4 Contrach made punurn! 10 old form 

2073 Contnc! urd aaln y m m o n t  

loarea. 

krcl.8. 

nlmlion. 
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subprrtb--o1,-ndom~. 
Q W W d l R m m d l  
s u b p r t ~ u r d l n d w r o 1  
mewt-dl 
8ubp .r tp lhdrn lnd lnQn~ 
IRe8-l 
s u b p u t E - 6 9 # ~ o l c m r l  
lR-1 
Wbprrl +Coal t R n m r d 1  
subpwtQ--oHmbdwy)mrJI 
l R ( H d \  
! w b p u t t t 4 A o o ~ ~  
IA-1 
Subpafl I--ocs SuttwfRmwedl 

A u t M t y :  25 U.GC SW rl q.: W U.S.C 
3- et rsq.: 25 U.S.C Z1Cn et nq.; 30 U.S.C. 
181 ef nq.: Jo U.S.C. Js1 et mq,; Jo U.S.C 
loot et Nq.: 50 U.SC rm rl m; 43 U.S.C. 
1x1 et suq.; 43 U.S.C 1st et seq.: and Q 
USC la1 et ora. 
Wbprrt A- P r o m  
t2W.l R r q u k . d m m  

contained In thlr art have been 
approved by the 8mcl of Management 
and Budget (Om)  under 44 U.S.C. 3301 
sf se~. and asrignud OMB Clearance 
Number 101DMXIl. 
gm7a Drotknr 

are applicable to this part. 
0201.3 C d t ~ m r d r p w w n t t o ~  
Fxmknn. 

On November 29,1850 (15 FR 8585), a 
now lease form was adoptod (Form 4- 
1158.15 FR 8585) conlaining provielonr 
whereby the lessee agrues that nothlw 
in any contract or other arrangement 
medo for the sale or die oral of oil, gas, 
natural gasoline. and ot R er products of 
the leased land. shall be construed am 

any of the provlrioni of the 

The m d k e e p l r q  nquirsmentr 

The definitions In Part 208 of thir title 

loasc, modiryin(r inc udlng, but not limited to, 
pmvisionr relating 10 gas waste, taking 
royalty in kind, and the method of 
computing royaltier due a i  bared on a 
minimum valuation and in accordance 
with the oil and gas valuation 
rcaulations. A contract or agreement 
pursuant to a lease containing ruch 
pmvirions may be made without 
obtaining prior approval of &e Unltad 
States am leuor. but murt be retained ar 
provided in t 207.5 of this rubpar!. 
0 107.4 Con- mrdr purwmt to okl 
tom, kaua 

contalnlng provlslonr prohlbltlng raler 
ar diaporal of oil. sal. natural gasoline, 
and other productr of the leare except In 
accordance with a contract or other 

[a) Old form 1enier am thois 

rrraqernent rppmvad by the Socrttary 
of the Intertor, or by the Dirootor of the 
M h r 8 h  Mrnyrment &dcr or hir/ 
her n p n t m t r t h  A m h c t  or 
agmemant made punuant to an old form 
leare may be made without obtrinitq 
approval If the contract or rgnament 
contalnr elher the rubs~ancr ot or Ir 
accompanied by the rtlpulrtlon $et forth 
In paragraph (b) of lhlr reallon, r@ed 
by the rellet (Ierrw 01' operator), 

(b) The rtlpulrtton, the rubttrnco of 
which muit be included in the oonhct, 
or be made the tubject matter of a 
separate \nstrumant properly IdenUfylq 
the leatea affected lhemby, ir a8 
roiiowr: 

I t  I s  henby understood and aped that 
nothiw in the wrlttan contract or In any 
appmvrl thereof shall be canstrued ar 
alfectlrq any ol I r  rtlallonr between I r  
Udtd  States and It8 hem partldady In 
matters ol:rs wrrte, taklw royalty in klnd, 
and the method ofcomputlrq royaltier due as 
bated on a mlnimurn valuation and In 
accordrnca with the tumr and pmvlalons of 
the oil and 14s valuetlon mgulrtions 
applicable to the lands covrnd by rald 
contnct. 

f207.S Contmtndukr-t 
ntntkh 

price bulletin& etc, and copler of all 
rgraementh other contracto, or other 
documentr which are relevant to the 
valuation of production an to be 
mainlaindd by the l e i ~ e e  and made 
availab'e upon requart duriw normal 
worklq h o r n  to authorized MMS, Skate 
or Ir Jian mprerentatlvea. other MMS or 
BU.4 omcialr, auditon of the Cens:al 
A( counllng Office, or other partonr 
ai,thorired to mcelve ruch documents, 
or rhrll be iubmitted lo h M 3  within a 
reasonable perlod of Ume, a: 
detennlned by MMS. Any oral r d e s  
arrangement negoliated by the le ime 
murt be placed In written form and 
retained by the Ierree. R ~ C O ~ D  rhall be 
retalned In accordance with 90 CFR Part 
212. 

Copier of d l  sale8 contracts, ported 

subprrl e-orso#ndocssu)cw, 
Q m r J i R m m d l  
subputC- -F~8r td lndkn011  
tR-I 
subpart p-F.d.nl md lndkn ow 
IR0-1 
8ubprrt ESolld Mlnomlr, Qrnod 
IRownndl 

Subpart Fcorl [R-I 
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gr1aw ~ r l t o r h m o c n p o c t . .  
Whon rpochl formr or reportr other 

than thore n f e m d  to In the mgdatlonr 
In thlr part may be nocarrary, 
h t N C I l O n 8  for the flu 
or nportr w\\l be give& MMS. 
PART 2414LNALTt68 
1, The authority cltatton far h r t  #I ir 

n v h d  to read a i  fo l low 
AUWW o u.ac ~ g l  N ne; IS u.sc 

3- ,I nq.: u U.S.C. tlol *I nq.: 30 U.&C. 

Io01 el*: 30 U.8C 1701 et *: 43 u.ac 
1x1 et ne: Q U.&C 
u.ac le01 et 

L 90 CFR Part 241 11 rmondod by 
revising the tiller of Subpart8 Xi, C and 
D to road ar follows: 

Subpart 8--011, Qu, and oc8 hht, 

subpart c--hcknl urd lndkn 01)- 
( R e m w d l  

Subpart o--f.ckrrl and lndkn 0.6- 

Of IU& fomr 

181 Sf #ws: 30 u,&c, 381 r lD@$:  U&c, 
et #e; and a 

Q I M d  

[ flO8OWOd 1 

S u W W R m v w d I  
3. "Sub art H-Indian Landr- 

[Rorervo ll I" I8 removed. 

S u m  & F, Wtd O IR@#WIQMtd  a8 
*bpuh f, Q a d  HI 
4. Subpart, E, F, and C are 

mdorlgnatad a8 Subpartr F, G, and H, 
mrpectlvely. 

5. A new Subpart I ir added to mad 
"Subpart I-OCS Sulfur (Rotarvodl." 

subp.rtW(lutturtR-1 
6. A now Sub art 6 ir added to read 

"Subpart E-So P Id Minerab, Coneral- 
(Reserved]." 

lSubprt E 4 l d  Ylmdh Q O M d  
[R,HnndI 
I241.10 1 R m v l . d  and R m r w d l  

rererved. 
Q241.60 1-1 

rumoviq the phrase "Ihir rubpart" and 
mplrcing i t  wlth the phnre  "Subpartr R 
C find D of thin part.' 
0 241.100 1R-W n 0241.531 

0. Saction 241.100 under Subpart C I8 
redesignated aa u new i 241.59 under 
Subpart B and ratitled "Arserrments for 
nonporformance," 
0241.53 1-1 

7. Saction 241.10 ir removed and 

b Section 141.60 ir amended by 

10. Paragraph (c) from newly 
redorl(lnalod i 241.63 la removed. 

~ T U ) s s u b U C u N o c ~ R ~  

PART Sf6&OWWRE OILAND OM) 
WBRATK))#) 

i . n e  author1 dtatlan for ?U 3180 
m t l n u u  to ma x 18 follows 

A u M t y t  Tho Mlnurl b r t l  A a l  ar 
amondod and ru lomontod (W%&C 181 et ne)\ tho A d  tl Rny n, 1930 UAC SI- =), Ute Mlnurl kr Aot e Aqulnd 
Lend* an amrndod [%S,C WJ60 Ut0 
A d  of Mrruh S,lwO, am@dod baC 
Jw), the A d  of Ma 11, losh a( rmrnded (Pa 
U.&C 3ma4eqJ, i o  Aal of Fabruary 24 
1001, an rmond iX8 UAC W), tho A d  ot 
Mly r), 1oH (IS UAC #a), tho A d  ot March 
S. 1011 uac 
30. in% 18 rmmdod W U. C Sooh M). 
roctlon 441 (43 U&C lW), UH Attomoy 
Clnonl's Opinlon of Apr(l& 1011 (40 Op 
Atty. Con. 41h tho Fedrnl R o p y  and 
Admlnlrlrrtlve 8uvlcoa A d  locA as 
rmondod ((0 USC tn) d ne), h e  National 
Environmontrl Pollay Aot of 1- rr 
rmrndod (U WAC (Jfl el np.), tb0 Aol of 
Dmmbu YL1m (tM Stat. tobo, tbe 
Comblnod Hydmmrbon L a r l w  Act of 1w1 
[OS Stat. lorn), tho hdorrl011 and Gar 
Royal Mrnymonl Act ot 1wI I30 U.&c 
l?OI),$ Indian Mlnoral Dovrlopmmt Act of 
1wt (0 USC nol), and OrduNuarbor 
S67, dr td  December a IWL ar rmrndrd on 
F o b ~ r r y  7,lW (4.9 FR 8W) undor whlch Iho 
Socntrry con~oildrtod and h n r f o m d  the 
onrhon mlnorrlr manyemant functlnnn nf 
tho IkprrtaMnl ucopt mind revenue 

n~trlctod Indian Ian T W t r f O r k d q o l  a, le the Bureau of L n d  
Mrnlglmml. 

0 S162.7-4 1R.dnlgnrt.d aa 0 S l 6 2 . 7 4  
2. Section 9182.74 I8 nderignated ar 

a new 8 9182.75 and newly 
rode8Ignuled 1 5182.74 I8 nvired to 
mad ar followa: 
1 S l U . 7 4  ~ ~ t n O n o l ; r # n o n d  

-Pa Aot Of luna 

h r n d 0 n B  a d  Ifn 

a ~ ~ c p u # o ~ o p ) r ) .  
Sliding- and ateprcale royaltler am 

bared on the averago dally producUon 
par well. The BtM authorized officer 
ahall rpocify whlch wellr on a leareho~d 
an commerclrlly mductlve, Includlq 

ptoducad or not, for whlch the annual 
vrlur of permirrible productlon would 
be pmator than the ertimrted 
rearonable annual IIRlng coat, but only 
well, that yleld a commarcial volume of 
production d d n g  at leaat part d tho 
month ahall be conrldertd In 
ascartainlng the aver dally 
production per well. averay dally 
productlon per wall for a hare a 
computed on the basla of a ?h a, sh 
or Sl-dry month (aa the cam ma be), 
the number of w e L  on the learetold 
countad ar roducl and the grorr 
production From th%8ehold. The ELM 
authorixed o f n m  will dehrmlne whlch 
comerda l ly  productfvr wallr ahall be 
conridered each month a i  producing 

in that cateeory al P wella, whether 

wdlr lw the p 

do, and In be ruthorind 0!8#r', 
dlramllon may wunt ar pmdualng any 
aommrralal~ pmduoth woll &ut In for 

a of aom ut1 
m aity ~n a X m  nlth tRI r3okim 

aOnruvtuOn -ah 

durlw the month. 
[b) Wellr a pmed by the BtM 

00untd a8 toduolaj mllr for the 
enUn moni  U ro wed 18 dryc or more 
dur iq  the month and &dl be 
d l u q a r d d  ff m u8d le88 than 15 daya 
d e  the month. 

(c) When \ha initial production of a 
learehold la  made during the calendar 
month, aompute myrlty on the bada of 
producfq mU dm 

(d) When new mll 18 completod fct 
roducuon of. a ptavlourly produdq  

rearehold and producer for 10 daya or 
more d y e  calendar month In 

wllr a8 produdng every day of the 
month, in amivlq at the number of 
p r o d u w  wdl  d Do not count any 
new mu &at JL tor lema than 10 
daya durln( thr calendar month. 

(e) Conrider "head mUr" that make 
thelr beat producllon by intermlltent 
pumping or no- a8 produdng every 
day of the month, provided they am 
q u l a r l y  o rated In thb manner with 

IraaebolJKk Which no W d h  produd 
for 1s daya or mom, compute royalty on 
the barlr of actual p rodudq  well day& 

Ieateholdr on whlch no wells wem 
uctivr d e  the calendar month g"d ut from whlch oil war rhlpped, 

compute myal at the tame royalty 
percmtrg. a8 x at of l e  laat receding 
calendar month In whlch p r d k t l o n  and 
ahlpmentr w e n  normal. 

(h) Ruler for rptcla~o18ea not rubject 
to deRnltion, auch ae thore rrtring from 
averaging the production horn two 
diatlnct u n d r  or h d m r  when the 
productlon of one rand or horizon I8 
nlatlve lnr IRmnt compared to that 

authorized ofncer a8 n n d  arlter. 

month of lune, the mlla conddemd for 
the purpose ofcarn.plng royalty on the 
entin production the pmprrty for the 
monthr an indlorhd, 

Wthdnd &CU 18 b u t  WO\h b. 

Which It f8 Ugkt h OOWf 8UCb R I W  

appmval o p" the ELh4 authortnd ofncar. 
(0 For vtoudy producfq 

(8) For pMViOUdy PrOdUChQ 

of the o t ! r  er. all be made by the BLM 

operatlona on a typba Y Ieraehold for the 
(i)(1) In the lollowl summary of 
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