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§ 203.91 What is in a post-production
development report?

For each cost category in the deep
water cost report, you must compare
actual costs up to the date when pro-
duction starts to your planned pre-pro-
duction costs. If your application in-
cluded more than one development sce-
nario, you need to compare actual
costs with those in your scenario of
most likely development. Keep sup-
porting records for these costs and
make them available to us on request.

Subpart C—Federal and Indian Oil
[Reserved]

Subpart D—Federal and Indian
Gas [Reserved]

Subpart E—Solid Minerals, General
[Reserved]

Subpart F—Coal
§ 203.250 Advance royalty.

Provisions for the payment of ad-
vance royalty in lieu of continued oper-
ation are contained at 43 CFR 3483.4.

[54 FR 1522, Jan. 13, 1989]

§ 203.251 Reduction in royalty rate or
rental.

An application for reduction in coal
royalty rate or rental shall be filed and
processed in accordance with 43 CFR
group 3400.

[54 FR 1522, Jan. 13, 1989]

Subpart G—Other Solid Minerals
[Reserved]

Subpart H—Geothermal
Resources [Reserved]

Subpart I—OCS Sulfur [Reserved]

PART 206—PRODUCT VALUATION

Subpart A—General Provisions

Sec.
206.10 Information collection.

Subpart B—Indian Oil

206.50 Purpose and scope.

206.51 Definitions.
206.52 Valuation standards.
206.53 Point of royalty settlement.
206.54 Transportation allowances—general.
206.55 Determination of transportation al-

lowances.

Subpart C—Federal Oil

206.100 Purpose and scope.
206.101 Definitions.
206.102 Valuation standards.
206.103 Point of royalty settlement.
206.104 Transportation allowances—general.
206.105 Determination of transportation al-

lowances.
206.106 Operating allowances.

Subpart D—Federal Gas

206.150 Purpose and scope.
206.151 Definitions.
206.152 Valuation standards—unprocessed

gas.
206.153 Valuation standards—processed gas.
206.154 Determination of quantities and

qualities for computing royalties.
206.155 Accounting for comparison.
206.156 Transportation allowances—general.
206.157 Determination of transportation al-

lowances.
206.158 Processing allowances—general.
206.159 Determination of processing allow-

ances.
206.106 Operating allowances.

Subpart E—Indian Gas

206.170 Purpose and scope.
206.171 Definitions.
206.172 Valuation standards—unprocessed

gas.
206.173 Valuation standards—processed gas.
206.174 Determination of quantities and

qualities for computing royalties.
206.175 Accounting for comparison.
206.176 Transportation allowances—general.
206.177 Determination of transportation al-

lowances.
206.178 Processing allowances—general.
206.179 Determination of processing allow-

ances.

Subpart F—Federal Coal

206.250 Purpose and scope.
206.251 Definitions.
206.252 Information collection.
206.253 Coal subject to royalties—general

provisions.
206.254 Quality and quantity measurement

standards for reporting and paying royal-
ties.

206.255 Point of royalty determination.
206.256 Valuation standards for cents-per-

ton leases.
206.257 Valuation standards for ad valorem

leases.
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206.258 Washing allowances—general.
206.259 Determination of washing allow-

ances.
206.260 Allocation of washed coal.
206.261 Transportation allowances—general.
206.262 Determination of transportation al-

lowances.
206.263 Contract submission.
206.264 In-situ and surface gasification and

liquefaction operations.
206.265 Value enhancement of marketable

coal.

Subpart G—Other Solid Minerals

206.301 Value basis for royalty computation.

Subpart H—Geothermal Resources

206.350 Purpose and scope.
206.351 Definitions.
206.352 Valuation standards for electrical

generation.
206.353 Determination of transmission de-

ductions.
206.354 Determination of generating deduc-

tions.
206.355 Valuation standards for direct utili-

zation.
206.356 Valuation standards for byproducts.
206.357 Byproduct transportation allow-

ances—general.
206.358 Determination of byproduct trans-

portation allowances.

Subpart I—OCS Sulfur [Reserved]

Subpart J—Indian Coal

206.450 Purpose and scope.
206.451 Definitions.
206.452 Coal subject to royalties—general

provisions.
206.453 Quality and quantity measurement

standards for reporting and paying royal-
ties.

206.454 Point of royalty determination.
206.455 Valuation standards for cents-per-

ton leases.
206.456 Valuation standards for ad valorem

leases.
206.457 Washing allowances—general.
206.458 Determination of washing allow-

ances.
206.459 Allocation of washed coal.
206.460 Transportation allowances—general.
206.461 Determination of transportation al-

lowances.
206.462 Contract submission.
206.463 In-situ and surface gasification and

liquefaction operations.
206.464 Value enhancement of marketable

coal.

AUTHORITY: 5 U.S.C. 301 et seq.; 25 U.S.C. 396
et seq., 396a et seq., 2101 et seq.; 30 U.S.C. 181
et seq., 351 et seq., 1001 et seq., 1701 et seq.; 31

U.S.C. 9701.; 43 U.S.C. 1301 et seq., 1331 et seq.,
and 1801 et seq.

Subpart A—General Provisions
§ 206.10 Information collection.

The information collection require-
ments contained in this part have been
approved by the Office of Management
and Budget (OMB) under 44 U.S.C. 3501
et seq. The forms, filing date, and ap-
proved OMB clearance numbers are
identified in 30 CFR 210.10.

[57 FR 41863, Sept. 14, 1992]

Subpart B—Indian Oil

SOURCE: 61 FR 5455, Feb. 12, 1996, unless
otherwise noted.

§ 206.50 Purpose and scope.
(a) This subpart is applicable to all

oil production from Indian (Tribal and
allotted) oil and gas leases (except
leases on the Osage Indian Reservation,
Osage County, Oklahoma). The purpose
of this subpart is to establish the value
of production, for royalty purposes,
consistent with the mineral leasing
laws, other applicable laws, and lease
terms.

(b) If the specific provisions of any
Federal statute, treaty, settlement
agreement between the Indian lessor
and a lessee resulting from administra-
tive or judicial litigation, or oil and
gas lease subject to the requirements
of this subpart are inconsistent with
any regulation in this subpart, then
the statute, treaty, lease provision or
settlement agreement shall govern to
the extent of that inconsistency.

(c) All royalty payments made to
MMS or Indian Tribes are subject to
audit and adjustment.

(d) The regulations in this subpart
are intended to ensure that the trust
responsibilities of the United States
with respect to the administration of
Indian oil and gas leases are discharged
in accordance with the requirements of
the governing mineral leasing laws,
treaties, and lease terms.

§ 206.51 Definitions.
For the purposes of this subpart:
Allowance means an approved or an

MMS-initially accepted deduction in
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determining value for royalty pur-
poses. Transportation allowance means
an allowance for the reasonable, actual
costs incurred by the lessee for moving
oil to a point of sale or point of deliv-
ery off the lease, unit area, or
communitized area, excluding gather-
ing, or an approved or MMS-initially
accepted deduction for costs of such
transportation, determined by this sub-
part.

Area means a geographic region at
least as large as the defined limits of
an oil and/or gas field in which oil and/
or gas lease products have similar qual-
ity, economic, and legal characteris-
tics.

Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the market place between
independent, nonaffiliated persons with
opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:
ownership in excess of 50 percent con-
stitutes control; ownership of 10
through 50 percent creates a presump-
tion of control; and ownership of less
than 10 percent creates a presumption
of noncontrol which MMS may rebut if
it demonstrates actual or legal control,
including the existence of interlocking
directorates. Notwithstanding any
other provisions of this subpart, con-
tracts between relatives, either by
blood or by marriage, are not arm’s-
length contracts. MMS may require the
lessee to certify ownership control. To
be considered arm’s-length for any pro-
duction month, a contract must meet
the requirements of this definition for
that production month, as well as when
the contract was executed.

Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on In-
dian leases.

BIA means the Bureau of Indian Af-
fairs of the Department of the Interior.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Condensate means liquid hydro-
carbons (normally exceeding 40 degrees
of API gravity) recovered at the sur-
face without resorting to processing.
Condensate is the mixture of liquid hy-
drocarbons that results from condensa-
tion of petroleum hydrocarbons exist-
ing initially in a gaseous phase in an
underground reservoir.

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Field means a geographic region situ-
ated 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 pro-
jected to the land surface. Onshore
fields are usually given names and
their official boundaries are often des-
ignated by oil and gas regulatory agen-
cies in the respective States in which
the fields are located.

Gathering means the movement of
lease production to a central accumu-
lation or treatment point on the lease,
unit, or communitized area, or to a
central accumulation or treatment
point off the lease, unit, or
communitized area as approved by
BLM operations personnel for onshore
leases.

Gross proceeds (for royalty payment
purposes) means the total monies and
other consideration accruing to an oil
and gas lessee for the disposition of the
oil produced. Gross proceeds includes,
but is not limited to, payments to the
lessee for certain services such as dehy-
dration, measurement, and/or gather-
ing to the extent that the lessee is obli-
gated to perform them at no cost to
the Indian lessor. Gross proceeds, as
applied to oil, also includes, but is not
limited to, reimbursements for harbor-
ing or terminating fees. Tax reimburse-
ments are part of the gross proceeds
accruing to a lessee even though the
Indian royalty interest may be exempt
from taxation. Monies and other con-
sideration, including the forms of con-
sideration identified in this paragraph,
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to which a lessee is contractually or le-
gally entitled but which it does not
seek to collect through reasonable ef-
forts are also part of gross proceeds.

Indian allottee means any Indian for
whom land or an interest in land is
held in trust by the United States or
who holds title subject to Federal re-
striction against alienation.

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

Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States under a mineral leas-
ing law that authorizes exploration for,
development or extraction of, or re-
moval of lease products—or the land
area covered by that authorization,
whichever is required by the context.

Lease products means any leased min-
erals attributable to, originating from,
or allocated to Indian leases.

Lessee means any person to whom an
Indian Tribe, or an Indian allottee
issues a lease, and any person who has
been assigned an obligation to make
royalty or other payments required by
the lease. This includes any person who
has an interest in a lease as well as an
operator or payor who has no interest
in the lease but who has assumed the
royalty payment responsibility.

Like-quality lease products means
lease products which have similar
chemical, physical, and legal charac-
teristics.

Load oil means any oil which has
been used with respect to the operation
of oil or gas wells for wellbore stimula-
tion, workover, chemical treatment, or
production purposes. It does not in-
clude oil used at the surface to place
lease production in marketable condi-
tion.

Marketable condition means lease
products which are sufficiently free
from impurities and otherwise in a con-
dition that they will be accepted by a
purchaser under a sales contract typi-
cal for the field or area.

Marketing affiliate means an affiliate
of the lessee whose function is to ac-

quire only the lessee’s production and
to market that production.

Minimum royalty means that mini-
mum amount of annual royalty that
the lessee must pay as specified in the
lease or in applicable leasing regula-
tions.

MMS means the Minerals Manage-
ment Service of the Department of the
Interior.

Net-back method (or workback meth-
od) means a method for calculating
market value of oil at the lease. Under
this method, costs of transportation,
processing, or manufacturing are de-
ducted from the proceeds received for
the oil and any extracted, processed, or
manufactured products, or from the
value of the oil or any extracted, proc-
essed, or manufactured products at the
first point at which reasonable values
for any such products may be deter-
mined by a sale under an arm’s-length
contract or comparison to other sales
of such products, to ascertain value at
the lease.

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

Oil means a mixture of hydrocarbons
that existed in the liquid phase in nat-
ural underground reservoirs and re-
mains liquid at atmospheric pressure
after passing through surface separat-
ing facilities and is marketed or used
as such. Condensate recovered in lease
separators or field facilities is consid-
ered to be oil. For purposes of royalty
valuation, the term tar sands is defined
separately from oil.

Oil shale means a kerogen-bearing
rock (i.e., fossilized, insoluble, organic
material). Separation of kerogen from
oil shale may take place in situ or in
surface retorts by various processes.
The kerogen, upon distillation, will
yield liquid and gaseous hydrocarbons.

Person means any individual, firm,
corporation, association, partnership,
consortium, or joint venture (when es-
tablished as a separate entity).

Posted price means the price specified
in publicly available posted price bul-
letins, onshore terminal postings, or
other price notices net of all adjust-
ments for quality (e.g., API gravity,
sulfur content, etc.) and location for
oil in marketable condition.
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Processing means any process de-
signed to remove elements or com-
pounds (hydrocarbon and nonhydro-
carbon) from gas, including absorption,
adsorption, or refrigeration. Field proc-
esses which normally take place on or
near the lease, such as natural pressure
reduction, mechanical separation,
heating, cooling, dehydration, and
compression are not considered proc-
essing. The changing of pressures and/
or temperatures in a reservoir is not
considered processing.

Selling arrangement means the indi-
vidual contractual arrangements under
which sales or dispositions of oil are
made. Selling arrangements are de-
scribed by illustration in MMS Royalty
Management Program Oil and Gas
Payor Handbook.

Spot sales agreement means a contract
wherein a seller agrees to sell to a
buyer a specified amount of oil at a
specified price over a fixed period, usu-
ally of short duration, which does not
normally require a cancellation notice
to terminate, and which does not con-
tain an obligation, nor imply an intent,
to continue in subsequent periods.

Tar sands means any consolidated or
unconsolidated rock (other than coal,
oil shale, or gilsonite) that either con-
tains a hydrocarbonaceous material
with a gas-free viscosity greater than
10,000 centipoise at original reservoir
temperature, or contains quarrying.

§ 206.52 Valuation standards.

(a)(1) The value of production, for
royalty purposes, of oil from leases
subject to this subpart shall be the
value determined under this section
less applicable allowances determined
under this subpart.

(2)(i) For any Indian leases which
provide that the Secretary may con-
sider the highest price paid or offered
for a major portion of production
(major portion) in determining value
for royalty purposes, if data are avail-
able to compute a major portion, MMS
will, where practicable, compare the
value determined in accordance with
this section with the major portion.
The value to be used in determining
the value of production, for royalty
purposes, shall be the higher of those
two values.

(ii) For purposes of this paragraph,
major portion means the highest price
paid or offered at the time of produc-
tion for the major portion of oil pro-
duction from the same field. The major
portion will be calculated using like-
quality oil sold under arm’s-length
contracts from the same field (or, if
necessary to obtain a reasonable sam-
ple, from the same area) for each
month. All such oil 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 1
barrel of the oil (starting from the bot-
tom) is sold.

(b)(1)(i) The value of oil which is sold
under an arm’s-length contract shall be
the gross proceeds accruing to the les-
see, except as provided in paragraphs
(b)(1)(ii) and (b)(1)(iii) of this section.
The lessee shall have the burden of
demonstrating that its contract is
arm’s-length. The value which the les-
see reports, for royalty purposes, is
subject to monitoring, review, and
audit. For purposes of this section, oil
which is sold or otherwise transferred
to the lessee’s marketing affiliate and
then sold by the marketing affiliate
under an arm’s-length contract shall be
valued in accordance with this para-
graph based upon the sale by the mar-
keting affiliate.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the oil. If the contract does not re-
flect the total consideration, then
MMS may require that the oil sold
under that contract be valued in ac-
cordance with paragraph (c) of this sec-
tion. Value may not be less than the
gross proceeds accruing to the lessee,
including the additional consideration.

(iii) If MMS determines that the
gross proceeds accruing to the lessee
under an arm’s-length contract do not
reflect the reasonable value of the pro-
duction because of misconduct by or
between two contracting parties, or be-
cause the lessee otherwise has breached
its 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
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valued under the first applicable of
paragraph (c)(2), (c)(3), (c)(4), or (c)(5)
of this section. When MMS determines
that the value may be unreasonable,
MMS will notify the lessee and give the
lessee an opportunity to provide writ-
ten information justifying the lessee’s
value. If the oil production is then val-
ued under paragraph (c)(4) or (c)(5) of
this section, the notification require-
ments of paragraph (e) of this section
shall apply.

(2) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the oil.

(c) The value of oil production from
leases subject to this section which is
not sold under an arm’s-length con-
tract shall be the reasonable value de-
termined in accordance with the first
applicable of the following paragraphs:

(1) The lessee’s contemporaneous
posted prices or oil sales contract
prices used in arm’s-length trans-
actions for purchases or sales of signifi-
cant quantities of like-quality oil in
the same field (or, if necessary to ob-
tain a reasonable sample, from the
same area); provided, however, that
those posted prices or oil sales contract
prices are comparable to other contem-
poraneous 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 reasonable sample, from the
same area). In evaluating the com-
parability of posted prices or oil sales
contract prices, the following factors
shall be considered: Price, duration,
market or markets served, terms, qual-
ity of oil, volume, and other factors as
may be appropriate to reflect the value
of the oil. If the lessee makes arm’s-
length purchases or sales at different
postings or prices, then the volume-
weighted average price for the pur-
chases or sales for the production
month will be used;

(2) The arithmetic average of con-
temporaneous posted prices used in
arm’s-length transactions by persons
other than the lessee for purchases or
sales of significant quantities of like-
quality oil in the same field (or, if nec-

essary to obtain a reasonable sample,
from the same area);

(3) The arithmetic average of other
contemporaneous arm’s-length con-
tract prices for purchases or sales of
significant quantities of like-quality
oil in the same area or nearby areas;

(4) Prices received for arm’s-length
spot sales of significant quantities of
like-quality oil from the same field (or,
if necessary to obtain a reasonable
sample, from the same area), and other
relevant matters, including informa-
tion submitted by the lessee concern-
ing circumstances unique to a particu-
lar lease operation or the salability of
certain types of oil;

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

(6) For purposes of this paragraph,
the term lessee includes the lessee’s
designated purchasing agent, and the
term contemporaneous means postings
or contract prices in effect at the time
the royalty obligation is incurred.

(d) Any Indian lessee will make
available, upon request to the author-
ized MMS or Indian representatives, to
the Office of the Inspector General of
the Department of the Interior, or
other persons authorized to receive
such information, arm’s-length sales
and volume data for like-quality pro-
duction sold, purchased, or otherwise
obtained by the lessee from the field or
area or from nearby fields or areas.

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

(2) A lessee shall notify MMS if it has
determined value under paragraph
(c)(4) or (c)(5) of this section. The noti-
fication shall be by letter to MMS As-
sociate Director for Royalty Manage-
ment or his/her designee. The letter
shall identify the valuation method to
be used and contain a brief description
of the procedure to be followed. The no-
tification required by this paragraph is
a one-time notification due no later
than the end of the month following
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the month the lessee first reports roy-
alties on a Form MMS–2014 using a
valuation method authorized by para-
graph (c)(4) or (c)(5) of this section and
each time there is a change from one to
the other of these two methods.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on the dif-
ference computed under 30 CFR 218.54.
If the lessee is entitled to a credit,
MMS will provide instructions for the
taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method and may
use that value for royalty payment
purposes until MMS issues a value de-
termination. The lessee shall submit
all available data relevant to its pro-
posal. MMS shall expeditiously deter-
mine the value based upon the lessee’s
proposal and any additional informa-
tion MMS deems necessary. In making
a value determination, MMS may use
any of the valuation criteria author-
ized by this subpart. That determina-
tion shall remain effective for the pe-
riod stated therein. After MMS issues
its determination, the lessee shall
make the adjustments in accordance
with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion, for royalty purposes, be less than
the gross proceeds accruing to the les-
see for lease production, less applicable
allowances determined under this sub-
part.

(i) The lessee is required to place oil
in marketable condition at no cost to
the Indian lessor unless otherwise pro-
vided in the lease agreement or this
section. Where the value established
under this section is determined by a
lessee’s gross proceeds, that value shall
be increased to the extent that the
gross proceeds have been reduced be-
cause the purchaser, or any other per-
son, is providing certain services the
cost of which ordinarily is the respon-

sibility of the lessee to place the oil in
marketable condition.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract.
If the lessee makes timely application
for a price increase or benefit allowed
under its contract but the purchaser
refuses, and the lessee takes reasonable
measures, which are documented, to
force purchaser compliance, the lessee
will owe no additional royalties unless
or until monies or consideration result-
ing from the price increase or addi-
tional benefits are received. This para-
graph shall not be construed to permit
a lessee to avoid its royalty payment
obligation in situations where a pur-
chaser fails to pay, in whole or in part
or timely, for a quantity of oil.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding as against the Indian Tribes or
allottees until the audit period is for-
mally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation allowances or
extraordinary cost allowances, is ex-
empted from disclosure by the Free-
dom of Information Act, 5 U.S.C. 552, or
other Federal law. Any data specified
by law to be privileged, confidential, or
otherwise exempt, will be maintained
in a confidential manner in accordance
with applicable laws and regulations.
All requests for information about de-
terminations made under this part are
to be submitted in accordance with the
Freedom of Information Act regulation
of the Department of the Interior, 43
CFR part 2. Nothing in this section is
intended to limit or diminish in any
manner whatsoever the right of an In-
dian lessor to obtain any and all infor-
mation to which such lessor may be
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lawfully entitled from MMS or such
lessor’s lessee directly under the terms
of the lease, 30 U.S.C. 1733, or other ap-
plicable law.

§ 206.53 Point of royalty settlement.
(a)(1) Royalties shall be computed on

the quantity and quality of oil as
measured at the point of settlement
approved by BLM for onshore leases.

(2) If the value of oil determined
under § 206.52 of this subpart is based
upon a quantity and/or quality dif-
ferent from the quantity and/or quality
at the point of royalty settlement ap-
proved by the BLM for onshore leases,
the value shall be adjusted for those
differences in quantity and/or quality.

(b) No deductions may be made from
the royalty volume or royalty value for
actual or theoretical losses. Any actual
loss that may be sustained prior to the
royalty settlement metering or meas-
urement point will not be subject to
royalty provided that such actual loss
is determined to have been unavoidable
by BLM.

(c) Except as provided in paragraph
(b) of this section, royalties are due on
100 percent of the volume measured at
the approved point of royalty settle-
ment. There can be no reduction in
that measured volume for actual losses
beyond the approved point of royalty
settlement or for theoretical losses
that are claimed to have taken place
either prior to or beyond the proved
point of royalty settlement. Royalties
are due on 100 percent of the value of
the oil as provided in this subpart.
There can be no deduction from the
value of the oil for royalty purposes to
compensate for actual losses beyond
the approved point of royalty settle-
ment or for theoretical losses that are
claimed to have taken place either
prior to or beyond the approved point
of royalty settlement.

§ 206.54 Transportation allowances—
general.

(a) Where the value of oil has been
determined under Section 206.52 of this
subpart at a point (e.g., sales point or
point of value determination) off the
lease, MMS shall allow a deduction for
the reasonable, actual costs incurred
by the lessee to transport oil to a point
off the lease; provided, however, that

no transportation allowance will be
granted for transporting oil taken as
Royalty-In-Kind (RIK); or

(b)(1) Except as provided in para-
graph (b)(2) of this section, the trans-
portation allowance deduction on the
basis of a selling arrangement shall not
exceed 50 percent of the value of the oil
at the point of sale as determined
under § 206.52 of this subpart. Transpor-
tation costs cannot be transferred be-
tween selling arrangements or to other
products.

(2) Upon request of a lessee, MMS
may approve a transportation allow-
ance deduction in excess of the limita-
tion prescribed by paragraph (b)(1) of
this section. The lessee must dem-
onstrate that the transportation costs
incurred in excess of the limitation
prescribed in paragraph (b)(1) of this
section were reasonable, actual, and
necessary. An application for exception
(using Form MMS–4393, Request to Ex-
ceed Regulatory Allowance Limita-
tion) shall contain all relevant and
supporting documentation necessary
for MMS to make a determination.
Under no circumstances shall the
value, for royalty purposes, under any
selling arrangement, be reduced to
zero.

(c) Transportation costs must be al-
located among all products produced
and transported as provided in § 206.55.
Transportation allowances for oil shall
be expressed as dollars per barrel.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any addi-
tional royalties, plus interest deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest.

§ 206.55 Determination of transpor-
tation allowances.

(a) Arm’s-length transportation con-
tracts. (1)(i) For transportation costs
incurred by a lessee under an arm’s-
length contract, the transportation al-
lowance shall be the reasonable, actual
costs incurred by the lessee for trans-
porting oil under that contract, except
as provided in paragraphs (a)(1)(ii) and
(a)(1)(iii) of this section, subject to
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monitoring, review, audit, and adjust-
ment. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. Such allowances shall be
subject to the provisions of paragraph
(f) of this section. Before any deduction
may be taken, the lessee must submit
a completed page one of Form MMS–
4110 (and Schedule 1), Oil Transpor-
tation Allowance Report, in accordance
with paragraph (c)(1) of this section. A
transportation allowance may be
claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4110 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration, then MMS may re-
quire that the transportation allow-
ance be determined in accordance with
paragraph (b) of this section.

(iii) If MMS determines that the con-
sideration paid under an arm’s-length
transportation contract does not re-
flect the reasonable value of the trans-
portation because of misconduct by or
between the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and the lessor, then MMS
shall require that the transportation
allowance be determined in accordance
with paragraph (b) of this section.
When MMS determines that the value
of the transportation may be unreason-
able, MMS will notify the lessee and
give the lessee an opportunity to pro-
vide written information justifying the
lessee’s transportation costs.

(2)(i) If an arm’s-length transpor-
tation contract includes more than one
liquid product, and the transportation
costs attributable to each product can-
not be determined from the contract,
then the total transportation costs
shall be allocated in a consistent and
equitable manner to each of the liquid
products transported in the same pro-
portion as the ratio of the volume of
each product (excluding waste products

which have no value) to the volume of
all liquid products (excluding waste
products which have no value). Except
as provided in this paragraph, no allow-
ance may be taken for the costs of
transporting lease production which is
not royalty-bearing without MMS ap-
proval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this
part.

(3) If an arm’s-length transportation
contract includes both gaseous and liq-
uid products, and the transportation
costs attributable to each product can-
not be determined from the contract,
the lessee shall propose an allocation
procedure to MMS. The lessee may use
the oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. The initial proposal must be
submitted by June 30, 1988 or within 3
months after the last day of the month
for which the lessee requests a trans-
portation allowance, whichever is later
(unless MMS approves a longer period).
MMS shall then determine the oil
transportation allowance based upon
the lessee’s proposal and any addi-
tional information MMS deems nec-
essary.

(4) Where the lessee’s payments for
transportation under an arm’s-length
contract are not on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent for the purposes of this sec-
tion.

(5) Where an arm’s-length sales con-
tract price, or a posted price, includes
a provision whereby the listed price is
reduced by a transportation factor,
MMS will not consider the transpor-
tation factor to be a transportation al-
lowance. The transportation factor
may be used in determining the lessee’s
gross proceeds for the sale of the prod-
uct. The transportation factor may not
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exceed 50 percent of the base price of
the product without MMS approval.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the transportation
allowance will be based upon the les-
see’s reasonable, actual costs as pro-
vided in this paragraph. All transpor-
tation allowances deducted under a
non-arms-length or no-contract situa-
tion are subject to monitoring, review,
audit, and adjustment. Before any esti-
mated or actual deduction may be
taken, the lessee must submit a com-
pleted Form MMS–4110 in its entirety
in accordance with paragraph (c)(2) of
this section. A transportation allow-
ance may be claimed retroactively for
a period of not more than 3 months
prior to the first day of the month that
Form MMS–4110 is filed with MMS, un-
less MMS approves a longer period
upon a showing of good cause by the
lessee. MMS will monitor the allow-
ance deductions to determine whether
lessees are taking deductions that are
reasonable and allowable. When nec-
essary or appropriate, MMS may direct
a lessee to modify its actual transpor-
tation allowance deduction.

(2) The transportation allowance for
non-arms-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the initial capital investment
in the transportation system multi-
plied by a rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-

ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation sys-
tem is an allowable expense. State and
Federal income taxes and severance
taxes and other fees, including royal-
ties, are not allowable expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. After a lessee has elected
to use either method for a transpor-
tation system, the lessee may not later
elect to change to the other alternative
without approval of MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-
tem services or on a unit-of-production
method. After an election is made, the
lessee may not change methods with-
out MMS approval. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value.

(B) MMS shall allow as a cost an
amount equal to the initial capital in-
vestment in the transportation system
multiplied by the rate of return deter-
mined under paragraph (b)(2)(v) of this
section. No allowance shall be provided
for depreciation. This alternative shall
apply only to transportation facilities
first placed in service after March 1,
1988.

(v) The rate of return shall be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn shall be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month of the
reporting period for which the allow-
ance is applicable and shall be effective
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during the reporting period. The rate
shall be redetermined at the beginning
of each subsequent transportation al-
lowance reporting period (which is de-
termined under paragraph (c) of this
section).

(3)(i) The deduction for transpor-
tation costs shall be determined on the
basis of the lessee’s cost of transport-
ing each product through each individ-
ual transportation system. Where more
than one liquid product is transported,
allocation of costs to each of the liquid
products transported shall be in the
same proportion as the ratio of the vol-
ume of each liquid product (excluding
waste products which have no value) to
the volume of all liquid products (ex-
cluding waste products which have no
value) and such allocation shall be
made in a consistent and equitable
manner. Except as provided in this
paragraph, the lessee may not take an
allowance for transporting lease pro-
duction which is not royalty-bearing
without MMS approval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this
part.

(4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation proce-
dure to MMS. The lessee may use the
oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. The initial proposal must be
submitted by June 30, 1988 or within 3
months after the last day of the month
for which the lessee requests a trans-
portation allowance, whichever is later
(unless MMS approves a longer period).
MMS shall then determine the oil
transportation allowance on the basis
of the lessee’s proposal and any addi-
tional information MMS deems nec-
essary.

(5) A lessee may apply to MMS for an
exception from the requirement that it

compute actual costs in accordance
with paragraphs (b)(1) through (b)(4) of
this section. MMS will grant the excep-
tion only if the lessee has a tariff for
the transportation system approved by
the Federal Energy Regulatory Com-
mission (FERC) for Indian leases. MMS
shall deny the exception request if it
determines that the tariff is excessive
as compared to arm’s-length transpor-
tation charges by pipelines, owned by
the lessee or others, providing similar
transportation services in that area. If
there are no arm’s-length transpor-
tation charges, MMS shall deny the ex-
ception request if:

(i) No FERC cost analysis exists and
the FERC has declined to investigate
under MMS timely objections upon fil-
ing; and

(ii) the tariff significantly exceeds
the lessee’s actual costs for transpor-
tation as determined under this sec-
tion.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those transportation allowances
specified in paragraphs (c)(1)(v) and
(c)(1)(vi) of this section, the lessee
shall submit page one of the initial
Form MMS–4110 (and Schedule 1), Oil
Transportation Allowance Report,
prior to, or at the same time as, the
transportation allowance determined,
under an arm’s-length contract, is re-
ported on Form MMS–2014, Report of
Sales and Royalty Remittance. A Form
MMS–4110 received by the end of the
month that the Form MMS–2014 is due
shall be considered to be timely re-
ceived.

(ii) The initial Form MMS–4110 shall
be effective for a reporting period be-
ginning the month that the lessee is
first authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until the applicable contract or rate
terminates or is modified or amended,
whichever is earlier.

(iii) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page one of Form
MMS–4110 (and Schedule 1) within 3
months after the end of the calendar
year, or after the applicable contract
or rate terminates or is modified or
amended, whichever is earlier, unless
MMS approves a longer period (during
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which period the lessee shall continue
to use the allowance from the previous
reporting period).

(iv) MMS may require that a lessee
submit arm’s-length transportation
contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(v) Transportation allowances which
are based on arm’s-length contracts
and which are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate. For the purposes
of this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(2) Non-arm’s-length or no contract. (i)
With the exception of those transpor-
tation allowances specified in para-
graphs (c)(2)(v), (c)(2)(vii) and
(c)(2)(viii) of this section, the lessee
shall submit an initial Form MMS–4110
prior to, or at the same time as, the
transportation allowance determined
under a non-arm’s-length contract or
no-contract situation is reported on
Form MMS–2014. A Form MMS–4110 re-
ceived by the end of the month that
the Form MMS–2014 is due shall be con-
sidered to be timely received. The ini-
tial report may be based upon esti-
mated costs.

(ii) The initial Form MMS–4110 shall
be effective for a reporting period be-
ginning the month that the lessee first
is authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until transportation under the non-
arm’s-length contract or the no-con-
tract situation terminates, whichever
is earlier.

(iii) For calendar-year reporting peri-
ods succeeding the initial reporting pe-
riod, the lessee shall submit a com-
pleted Form MMS–4110 containing the
actual costs for the previous reporting
period. If oil transportation is continu-
ing, the lessee shall include on Form
MMS–4110 its estimated costs for the

next calendar year. The estimated oil
transportation allowance shall be
based on the actual costs for the pre-
vious reporting period plus or minus
any adjustments which are based on
the lessee’s knowledge of decreases or
increases that will affect the allow-
ance. MMS must receive the Form
MMS–4110 within 3 months after the
end of the previous reporting period,
unless MMS approves a longer period
(during which period the lessee shall
continue to use the allowance from the
previous reporting period).

(iv) For new transportation facilities
or arrangements, the lessee’s initial
Form MMS–4110 shall include esti-
mates of the allowable oil transpor-
tation costs for the applicable period.
Cost estimates shall be based upon the
most recently available operations
data for the transportation system or,
if such data are not available, the les-
see shall use estimates based upon in-
dustry data for similar transportation
systems.

(v) Non-arm’s-length contract or no-
contract transportation allowances
which are in effect at the time these
regulations become effective will be al-
lowed to continue until such allow-
ances terminate. For the purposes of
this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) Upon request by MMS, the lessee
shall submit all data used to prepare
its Form MMS–4110. The data shall be
provided within a reasonable period of
time, as determined by MMS.

(vii) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(viii) If the lessee is authorized to use
its FERC-approved tariff as its trans-
portation cost in accordance with para-
graph (b)(5) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(3) MMS may establish reporting
dates for individual lessees different
from those specified in this subpart in
order to provide more effective admin-
istration. Lessees will be notified of
any change in their reporting period.

VerDate 13<AUG>98 15:29 Aug 14, 1998 Jkt 179117 PO 00000 Frm 00037 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm02 PsN: 179117T



42

30 CFR Ch. II (7–1–98 Edition) § 206.100

(4) Transportation allowances must
be reported as a separate line item on
Form MMS–2014, unless MMS approves
a different reporting procedure.

(d) Interest assessments for incorrect or
late reports and for failure to report. (1) If
a lessee deducts a transportation al-
lowance on its Form MMS–2014 without
complying with the requirements of
this section, the lessee shall pay inter-
est only on the amount of such deduc-
tion until the requirements of this sec-
tion are complied with. The lessee also
shall repay the amount of any allow-
ance which is disallowed by this sec-
tion.

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

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.

(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance form reporting period,
the lessee shall be required to pay addi-
tional royalties due plus interest com-
puted under 30 CFR 218.54, retroactive
to the first day of the first month the
lessee is authorized to deduct a trans-
portation allowance. If the actual
transportation allowance is greater
than the amount the lessee has taken
on Form MMS–2014 for each month dur-
ing the allowance form reporting pe-
riod, the lessee shall be entitled to a
credit without interest.

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

(f) Actual or theoretical losses. Not-
withstanding any other provisions of
this subpart, for other than arm’s-
length contracts, no cost shall be al-
lowed for oil transportation which re-
sults from payments (either volumetric
or for value) for actual or theoretical
losses. This section does not apply
when the transportation allowance is
based upon a FERC or State regulatory
agency approved tariff.

(g) Other transportation cost determina-
tions. The provisions of this section
shall apply to determine transpor-
tation costs when establishing value
using a netback valuation procedure or
any other procedure that requires de-
duction of transportation costs.

Subpart C—Federal Oil

SOURCE: 53 FR 1218–1222, Jan. 15, 1988, un-
less otherwise noted.

§ 206.100 Purpose and scope.

(a) This subpart is applicable to all
oil production from Federal oil and gas
leases. The purpose of this subpart is to
establish the value of production, for
royalty purposes, consistent with the
mineral leasing laws, other applicable
laws, and lease terms.

(b) If the specific provisions of any
Federal statute, settlement agreement
between the United States and a lessee
resulting from administrative or judi-
cial litigation, or oil and gas lease sub-
ject to the requirements of this subpart
are inconsistent with any regulation in
this subpart, then the statute, lease
provision or settlement agreement
shall govern to the extent of that in-
consistency.

(c) All royalty payments made to
MMS are subject to audit and adjust-
ment.

(d) The regulations in this subpart
are intended to ensure that the trust
responsibilities of the United States
with respect to the administration of
Indian oil and gas leases are discharged
in accordance with the requirements of
the governing mineral leasing laws,
treaties, and lease terms.

[53 FR 1218–1222, Jan. 15, 1988, as amended at
61 FR 5462, Feb. 12, 1996]

§ 206.101 Definitions.

For the purposes of this subpart:
Allowance means a deduction in de-

termining value for royalty purposes.
Transportation allowance means an al-
lowance for the reasonable, actual
costs incurred by the lessee for moving
oil to a point of sale or point of deliv-
ery off the lease, unit area, or
communitized area, excluding gather-
ing.
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Area means a geographic region at
least as large as the defined limits of
an oil and/or gas field in which oil and/
or gas lease products have similar qual-
ity, economic, and legal characteris-
tics.

Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the market place between
independent, nonaffiliated persons with
opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:

(a) Ownership in excess of 50 percent
constitutes control;

(b) Ownership of 10 through 50 per-
cent creates a presumption of control;
and

(c) Ownership of less than 10 percent
creates a presumption of noncontrol
which MMS may rebut if it dem-
onstrates actual or legal control, in-
cluding the existence of interlocking
directorates.

Notwithstanding any other provisions
of this subpart, contracts between rel-
atives, either by blood or by marriage,
are not arm’s-length contracts. The
MMS may require the lessee to certify
ownership control. To be considered
arm’s-length for any production
month, a contract must meet the re-
quirements of this definition for that
production month, as well as when the
contract was executed.

Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on Fed-
eral leases.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Condensate means liquid hydro-
carbons (normally exceeding 40 degrees
of API gravity) recovered at the sur-
face without resorting to processing.
Condensate is the mixture of liquid hy-
drocarbons that results from condensa-
tion of petroleum hydrocarbons exist-

ing initially in a gaseous phase in an
underground reservoir.

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Field means a geographic region situ-
ated 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 pro-
jected to the land surface. Onshore
fields are usually given names and
their official boundaries are often des-
ignated by oil and gas regulatory agen-
cies in the respective States in which
the fields are located. Outer Continen-
tal Shelf (OCS) fields are named and
their boundaries are designated by
MMS.

Gathering means the movement of
lease production to a central accumu-
lation or treatment point on the lease,
unit, or communitized area, or to a
central accumulation or treatment
point off the lease, unit, or
communitized area as approved by
BLM or MMS OCS operations personnel
for onshore and offshore leases, respec-
tively.

Gross proceeds (for royalty payment
purposes) means the total moneys and
other consideration accruing to an oil
and gas lessee for the disposition of the
oil produced. Gross proceeds includes,
but is not limited to, payments to the
lessee for certain services such as dehy-
dration, measurement, and/or gather-
ing to the extent that the lessee is obli-
gated to perform them at no cost to
the Federal Government. Gross pro-
ceeds, as applied to oil, also includes,
but is not limited to, reimbursements
for harboring or terminaling fees. Tax
reimbursements are part of the gross
proceeds accruing to a lessee even
though the Federal royalty interest
may be exempt from taxation. Moneys
and other consideration, including the
forms of consideration identified in
this paragraph, to which a lessee is
contractually or legally entitled but
which it does not seek to collect
through reasonable efforts are also
part of gross proceeds.
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Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States under a mineral leas-
ing law that authorizes exploration for,
development or extraction of, or re-
moval of lease products—or the land
area covered by that authorization,
whichever is required by the context.

Lease products means any leased min-
erals attributable to, originating from,
or allocated to Outer Continental Shelf
or onshore Federal leases.

Lessee means any person to whom the
United States issues a lease, and any
person who has been assigned an obli-
gation to make royalty or other pay-
ments required by the lease. This in-
cludes any person who has an interest
in a lease as well as an operator or
payor who has no interest in the lease
but who has assumed the royalty pay-
ment responsibility.

Like-quality lease products means
lease products which have similar
chemical, physical, and legal charac-
teristics.

Load oil means any oil which has
been used with respect to the operation
of oil or gas wells for wellbore stimula-
tion, workover, chemical treatment, or
production purposes. It does not in-
clude oil used at the surface to place
lease production in marketable condi-
tion.

Marketable condition means lease
products which are sufficiently free
from impurities and otherwise in a con-
dition that they will be accepted by a
purchaser under a sales contract typi-
cal for the field or area.

Marketing affiliate means an affiliate
of the lessee whose function is to ac-
quire only the lessee’s production and
to market that production.

Minimum royalty means that mini-
mum amount of annual royalty that
the lessee must pay as specified in the
lease or in applicable leasing regula-
tions.

Net-back method (or workback meth-
od) means a method for calculating
market value of oil at the lease. Under
this method, costs of transportation,
processing, or manufacturing are de-
ducted from the proceeds received for
the oil and any extracted, processed, or
manufactured products, or from the
value of the oil or any extracted, proc-

essed, or manufactured products at the
first point at which reasonable values
for any such products may be deter-
mined by a sale pursuant to an arm’s-
length contract or comparison to other
sales of such products, to ascertain
value at the lease.

Net profit share (for applicable Fed-
eral leases) means the specified share
of the net profit from production of oil
and gas as provided in the agreement.

Netting is the deduction of an allow-
ance from the sales value by reporting
a one line net sales value, instead of
correctly reporting the deduction as a
separate line item on the Form MMS–
2014.

Oil means a mixture of hydrocarbons
that existed in the liquid phase in nat-
ural underground reservoirs and re-
mains liquid at atmospheric pressure
after passing through surface separat-
ing facilities and is marketed or used
as such. Condensate recovered in lease
separators or field facilities is consid-
ered to be oil. For purposes of royalty
valuation, the term tar sands is defined
separately from oil.

Oil shale means a kerogen-bearing
rock (i.e., fossilized, insoluble, organic
material). Separation of kerogen from
oil shale may take place in situ or in
surface retorts by various processes.
The kerogen, upon distillation, will
yield liquid and gaseous hydrocarbons.

Outer Continental Shelf (OCS) means
all submerged lands lying seaward and
outside of the area of lands beneath
navigable waters as defined in section 2
of the Submerged Lands Act (43 U.S.C.
1301) and of which the subsoil and sea-
bed appertain to the United States and
are subject to its jurisdiction and con-
trol.

Person means any individual, firm,
corporation, association, partnership,
consortium, or joint venture (when es-
tablished as a separate entity).

Posted price means the price specified
in publicly available posted price bul-
letins, offshore or onshore terminal
postings, or other price notices net of
all adjustments for quality (e.g., API
gravity, sulfur content, etc.) and loca-
tion for oil in marketable condition.

Processing means any process de-
signed to remove elements or com-
pounds (hydrocarbon and nonhydro-
carbon) from gas, including absorption,
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adsorption, or refrigeration. Field proc-
esses which normally take place on or
near the lease, such as natural pressure
reduction, mechanical separation,
heating, cooling, dehydration, and
compression are not considered proc-
essing. The changing of pressures and/
or temperatures in a reservoir is not
considered processing.

Section 6 lease means an OCS lease
subject to section 6 of the Outer Con-
tinental Shelf Lands Act, as amended,
43 U.S.C. 1335.

Selling arrangement means the indi-
vidual contractual arrangements under
which sales or dispositions of oil are
made. Selling arrangements are de-
scribed by illustration in the MMS
Royalty Management Program (Oil and
Gas or Solid Minerals) Payor Hand-
book.

Spot sales agreement means a contract
wherein a seller agrees to sell to a
buyer a specified amount of oil at a
specified price over a fixed period, usu-
ally of short duration, which does not
normally require a cancellation notice
to terminate, and which does not con-
tain an obligation, nor imply an intent,
to continue in subsequent periods.

Tar sands means any consolidated or
unconsolidated rock (other than coal,
oil shale, or gilsonite) that either con-
tains a hydrocarbonaceous material
with a gas-free viscosity greater than
10,000 centipoise at original reservoir
temperature, or contains a
hydrocarbonaceous material and is pro-
duced by mining or quarrying.

[53 FR 1218–1222, Jan. 15, 1988, as amended at
53 FR 45084, Nov. 8, 1988; 61 FR 5462, Feb. 12,
1996]

§ 206.102 Valuation standards.
(a) The value of production, for roy-

alty purposes, of oil from leases subject
to this subpart shall be the value deter-
mined pursuant to this section less ap-
plicable allowances determined pursu-
ant to this subpart.

(b)(1)(i) The value of oil which is sold
pursuant to an arm’s-length contract
shall be the gross proceeds accruing to
the lessee, except as provided in para-
graphs (b)(1) (ii) and (iii) of this sec-
tion. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. The value which the les-
see reports, for royalty purposes, is

subject to monitoring, review, and
audit. For purposes of this section, oil
which is sold or otherwise transferred
to the lessee’s marketing affiliate and
then sold by the marketing affiliate
pursuant to an arm’s-length contract
shall be valued in accordance with this
paragraph based upon the sale by the
marketing affiliate.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the oil. If the contract does not re-
flect the total consideration, then the
MMS may require that the oil sold pur-
suant to that contract be valued in ac-
cordance with paragraph (c) of this sec-
tion. Value may not be less than the
gross proceeds accruing to the lessee,
including the additional consideration.

(iii) If the MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between two contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, then
MMS shall require that the oil produc-
tion be valued pursuant to the first ap-
plicable of paragraph (c) (2), (3), (4), or
(5) of this section. When MMS deter-
mines that the value may be unreason-
able, MMS will notify the lessee and
give the lessee an opportunity to pro-
vide written information justifying the
lessee’s value. If the oil production is
then valued pursuant to paragraph
(c)(4) or (c)(5) of this section, the noti-
fication requirements of paragraph (e)
of this section shall apply.

(2) The MMS may require a lessee to
certify that its arm’s-length contract
provisions include all of the consider-
ation to be paid by the buyer, either di-
rectly or indirectly, for the oil.

(c) The value of oil production from
leases subject to this section which is
not sold pursuant to an arm’s-length
contract shall be the reasonable value
determined in accordance with the first
applicable of the following paragraphs:

(1) The lessee’s contemporaneous
posted prices or oil sales contract
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prices used in arm’s-length trans-
actions for purchases or sales of signifi-
cant quantities of like-quality oil in
the same field (or, if necessary to ob-
tain a reasonable sample, from the
same area); provided, however, that
those posted prices or oil sales contract
prices are comparable to other contem-
poraneous 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 reasonable sample, from the
same area). In evaluating the com-
parability of posted prices or oil sales
contract prices, the following factors
shall be considered: Price, duration,
market or markets served, terms, qual-
ity of oil, volume, and other factors as
may be appropriate to reflect the value
of the oil. If the lessee makes arm’s-
length purchases or sales at different
postings or prices, then the volume-
weighted average price for the pur-
chases or sales for the production
month will be used;

(2) The arithmetic average of con-
temporaneous posted prices used in
arm’s-length transactions by persons
other than the lessee for purchases or
sales of significant quantities of like-
quality oil in the same field (or, if nec-
essary to obtain a reasonable sample,
from the same area);

(3) The arithmetic average of other
contemporaneous arm’s-length con-
tract prices for purchases or sales of
significant quantities of like-quality
oil in the same area or nearby areas;

(4) Prices received for arm’s-length
spot sales of significant quantities of
like-quality oil from the same field (or,
if necessary to obtain a reasonable
sample, from the same area), and other
relevant matters, including informa-
tion submitted by the lessee concern-
ing circumstances unique to a particu-
lar lease operation or the saleability of
certain types of oil;

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

(6) For purposes of this paragraph,
the term lessee includes the lessee’s
designated purchasing agent, and the
term contemporaneous means postings
or contract prices in effect at the time
the royalty obligation is incurred.

(d) Any Federal lessee will make
available, upon request to the author-
ized MMS or State representatives, to
the Office of the Inspector General of
the Department of the Interior, or
other persons authorized to receive
such information, arm’s-length sales
and volume data for like-quality pro-
duction sold, purchased, or otherwise
obtained by the lessee from the field or
area or from nearby fields or areas.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, the lessee shall retain all data
relevant to the determination of roy-
alty value. Such data shall be subject
to review and audit, and MMS will di-
rect a lessee to use a different value if
it determines that the reported value is
inconsistent with the requirements of
these regulations.

(2) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c)(4) or (c)(5) of this section. The
notification shall be by letter to the
MMS Associate Director for Royalty
Management or his/her designee. The
letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be fol-
lowed. The notification required by
this paragraph is a one-time notifica-
tion due no later than the end of the
month following the month the lessee
first reports royalties on a Form MMS–
2014 using a valuation method author-
ized by paragraph (c)(4) or (c)(5) of this
section and each time there is a change
from one to the other of these two
methods.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on the dif-
ference computed pursuant to 30 CFR
218.54. If the lessee is entitled to a cred-
it, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method and may
use that value for royalty payment
purposes until MMS issues a value de-
termination. The lessee shall submit
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all available data relevant to its pro-
posal. MMS shall expeditiously deter-
mine the value based upon the lessee’s
proposal and any additional informa-
tion MMS deems necessary. In making
a value determination, MMS may use
any of the valuation criteria author-
ized by this subpart. That determina-
tion shall remain effective for the pe-
riod stated therein. After MMS issues
its determination, the lessee shall
make the adjustments in accordance
with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion, for royalty purposes, be less than
the gross proceeds accruing to the les-
see for lease production, less applicable
allowances determined pursuant to this
subpart.

(i) The lessee is required to place oil
in marketable condition at no cost to
the Federal Government unless other-
wise provided in the lease agreement or
this section. Where the value estab-
lished under this section is determined
by a lessee’s gross proceeds, that value
shall be increased to the extent that
the gross proceeds have been reduced
because the purchaser, or any other
person, is providing certain services
the cost of which ordinarily is the re-
sponsibility of the lessee to place the
oil in marketable condition.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract.
If the lessee makes timely application
for a price increase or benefit allowed
under its contract but the purchaser
refuses, and the lessee takes reasonable
measures, which are documented, to
force purchaser compliance, the lessee
will owe no additional royalties unless
or until monies or consideration result-
ing from the price increase or addi-
tional benefits are received. This para-
graph shall not be construed to permit
a lessee to avoid its royalty payment

obligation in situations where a pur-
chaser fails to pay, in whole or in part
or timely, for a quantity of oil.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding as against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation allowances or
extraordinary cost allowances, is ex-
empted from disclosure by the Free-
dom of Information Act, 5 U.S.C. 552, or
other Federal law. Any data specified
by law to be privileged, confidential, or
otherwise exempt, will be maintained
in a confidential manner in accordance
with applicable laws and regulations.
All requests for information about de-
terminations made under this part are
to be submitted in accordance with the
Freedom of Information Act regulation
of the Department of the Interior, 43
CFR part 2.

[53 FR 1213–1222, Jan. 15, 1988, as amended at
53 FR 45762, Nov. 14, 1988; 61 FR 5462, Feb. 12,
1996]

§ 206.103 Point of royalty settlement.
(a)(1) Royalties shall be computed on

the quantity and quality of oil as
measured at the point of settlement
approved by BLM or MMS for onshore
and offshore leases, respectively.

(2) If the value of oil determined pur-
suant to § 206.102 of this subpart is
based upon a quantity and/or quality
different from the quantity and/or
quality at the point of royalty settle-
ment approved by the BLM for onshore
leases or the MMS for offshore leases,
the value shall be adjusted for those
differences in quantity and/or quality.

(b) No deductions may be made from
the royalty volume or royalty value for
actual or theoretical losses. Any actual
loss that may be sustained prior to the
royalty settlement metering or meas-
urement point will not be subject to
royalty provided that such actual loss
is determined to have been unavoidable
by BLM or MMS, as appropriate.

(c) Except as provided in paragraph
(b) of this section, royalties are due on
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100 percent of the volume measured at
the approved point of royalty settle-
ment. There can be no reduction in
that measured volume for actual losses
beyond the approved point of royalty
settlement or for theoretical losses
that are claimed to have taken place
either prior to or beyond the approved
point of royalty settlement. Royalties
are due on 100 percent of the value of
the oil as provided in this part. There
can be no deduction from the value of
the oil for royalty purposes to com-
pensate for actual losses beyond the
approved point of royalty settlement
or for theoretical losses that are
claimed to have taken place either
prior to or beyond the approved point
of royalty settlement.

§ 206.104 Transportation allowances—
general.

(a) Where the value of oil has been
determined pursuant to § 206.102 of this
subpart at a point (e.g., sales point or
point of value determination) off the
lease, MMS shall allow a deduction for
the reasonable, actual costs incurred
by the lessee to:

(1) Transport oil from an onshore
lease to the point off the lease; Pro-
vided, however, That for onshore leases,
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; pro-
vided, however, that for oil taken as
RIK, a transportation allowance shall
be provided for the reasonable actual
costs incurred to transport that oil to
the delivery point specified in the con-
tract between the RIK oil purchaser
and the Federal Government.

(b)(1) Except as provided in para-
graph (b)(2) of this section, the trans-
portation allowance deduction on the
basis of a selling arrangement shall not
exceed 50 percent of the value of the oil
at the point of sale as determined pur-
suant to § 206.102 of this subpart. Trans-
portation costs cannot be transferred
between selling arrangements or to
other products.

(2) Upon request of a lessee, MMS
may approve a transportation allow-
ance deduction in excess of the limita-
tion prescribed by paragraph (b)(1) of
this section. The lessee must dem-

onstrate that the transportation costs
incurred in excess of the limitation
prescribed in paragraph (b)(1) of this
section were reasonable, actual, and
necessary. An application for exception
(using Form MMS–4393, Request to Ex-
ceed Regulatory Allowance Limita-
tion) shall contain all relevant and
supporting documentation necessary
for MMS to make a determination.
Under no circumstances shall the
value, for royalty purposes, under any
selling arrangement, be reduced to
zero.

(c) Transportation costs must be al-
located among all products produced
and transported as provided in § 206.105.
Transportation allowances for oil shall
be expressed as dollars per barrel.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any addi-
tional royalties, plus interest deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest. If the lessee takes a
deduction for transportation on the
Form MMS–2014 by improperly netting
the allowance against the sales value
of the oil instead of reporting the al-
lowance as a separate line item, the
lessee may be assessed an amount
under § 206.105(d).

[53 FR 1218–1222, Jan. 15, 1988; 53 FR 24688,
June 30, 1988; 53 FR 45762, Nov. 14, 1988; 61 FR
5463, Feb. 12, 1996]

§ 206.105 Determination of transpor-
tation allowances.

(a) Arm’s-length transportation con-
tracts. (1)(i) For transportation costs
incurred by a lessee under an arm’s-
length contract, the transportation al-
lowance shall be the reasonable, actual
costs incurred by the lessee for trans-
porting oil under that contract, except
as provided in paragraphs (a)(1)(ii) and
(a)(1)(iii) of this section, subject to
monitoring, review, audit, and adjust-
ment. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. MMS’ prior approval is
not required before a lessee may deduct
costs incurred under an arm’s-length
contract. Such allowances shall be sub-
ject to the provisions of paragraph (f)
of this section. The lessee must claim a
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transportation allowance by reporting
it as a separate line entry on the Form
MMS–2014.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration, then the MMS may
require that the transportation allow-
ance be determined in accordance with
paragraph (b) of this section.

(iii) If the MMS determines that the
consideration paid pursuant to an
arm’s-length transportation contract
does not reflect the reasonable value of
the transportation because of mis-
conduct by or between the contracting
parties, or because the lessee otherwise
has breached its duty to the lessor to
market the production for the mutual
benefit of the lessee and the lessor,
then MMS shall require that the trans-
portation allowance be determined in
accordance with paragraph (b) of this
section. When MMS determines that
the value of the transportation may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s transportation costs.

(2)(i) If an arm’s-length transpor-
tation contract includes more than one
liquid product, and the transportation
costs attributable to each product can-
not be determined from the contract,
then the total transportation costs
shall be allocated in a consistent and
equitable manner to each of the liquid
products transported in the same pro-
portion as the ratio of the volume of
each product (excluding waste products
which have no value) to the volume of
all liquid products (excluding waste
products which have no value). Except
as provided in this paragraph, no allow-
ance may be taken for the costs of
transporting lease production which is
not royalty-bearing without MMS ap-
proval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. The MMS
shall approve the method unless it de-
termines that it is not consistent with

the purposes of the regulations in this
part.

(3) If an arm’s-length transportation
contract includes both gaseous and liq-
uid products, and the transportation
costs attributable to each product can-
not be determined from the contract,
the lessee shall propose an allocation
procedure to MMS. The lessee may use
the oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. The initial proposal must be
submitted within 3 months after the
last day of the month for which the les-
see requests a transportation allow-
ance. MMS shall then determine the oil
transportation allowance based upon
the lessee’s proposal and any addi-
tional information MMS deems nec-
essary.

(4) Where the lessee’s payments for
transportation under an arm’s-length
contract are not on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent for the purposes of this sec-
tion.

(5) Where an arm’s-length sales con-
tract price, or a posted price, includes
a provision whereby the listed price is
reduced by a transportation factor,
MMS will not consider the transpor-
tation factor to be a transportation al-
lowance. The transportation factor
may be used in determining the lessee’s
gross proceeds for the sale of the prod-
uct. The transportation factor may not
exceed 50 percent of the base price of
the product without MMS approval.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the transportation
allowance will be based upon the les-
see’s reasonable, actual costs as pro-
vided in this paragraph. All transpor-
tation allowances deducted under a
non-arms-length or no-contract situa-
tion are subject to monitoring, review,
audit, and adjustment to ensure that
they are reasonable and allowable. The
lessee must claim a transportation al-
lowance by reporting it as a separate
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line entry on the Form MMS–2014.
When necessary or appropriate, MMS
may direct a lessee to modify its esti-
mated or actual transportation allow-
ance deduction.

(2) The transportation allowance for
non-arms-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the initial capital investment
in the transportation system multi-
plied by a rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation sys-
tem is an allowable expense. State and
Federal income taxes and severance
taxes and other fees, including royal-
ties, are not allowable expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. After a lessee has elected
to use either method for a transpor-
tation system, the lessee may not later
elect to change to the other alternative
without approval of the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-

tem services or on a unit-of-production
method. After an election is made, the
lessee may not change methods with-
out MMS approval. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value.

(B) The MMS shall allow as a cost an
amount equal to the initial capital in-
vestment in the transportation system
multiplied by the rate of return deter-
mined pursuant to paragraph (b)(2)(v)
of this section. No allowance shall be
provided for depreciation. This alter-
native shall apply only to transpor-
tation facilities first placed in service
after March 1, 1988.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3)(i) The deduction for transpor-
tation costs shall be determined on the
basis of the lessee’s cost of transport-
ing each product through each individ-
ual transportation system. Where more
than one liquid product is transported,
allocation of costs to each of the liquid
products transported shall be in the
same proportion as the ratio of the vol-
ume of each liquid product (excluding
waste products which have no value) to
the volume of all liquid products (ex-
cluding waste products which have no
value) and such allocation shall be
made in a consistent and equitable
manner. Except as provided in this
paragraph, the lessee may not take an
allowance for transporting lease pro-
duction which is not royalty-bearing
without MMS approval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to the MMS a cost allocation
method on the basis of the values of
the products transported. The MMS
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shall approve the method unless it de-
termines that it is not consistent with
the purposes of the regulations in this
part.

(4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation proce-
dure to MMS. The lessee may use the
oil transportation allowance deter-
mined in accordance with its proposed
allocation procedure until MMS issues
its determination on the acceptability
of the cost allocation. The lessee shall
submit all available data to support its
proposal. MMS shall then determine
the oil transportation allowance on the
basis of the lessee’s proposal and any
additional information MMS deems
necessary. The lessee must submit the
allocation proposal within 3 months of
claiming the allocated deduction on
the Form MMS–2014.

(5) A lessee may apply to the MMS
for an exception from the requirement
that it compute actual costs in accord-
ance with paragraphs (b)(1) through
(b)(4) of this section. The MMS will
grant the exception only if the lessee
has a tariff for the transportation sys-
tem approved by the Federal Energy
Regulatory Commission (FERC) (for
both Federal and Indian leases) or a
State regulatory agency (for Federal
leases). The MMS shall deny the excep-
tion request if it determines that the
tariff is excessive as compared to
arm’s-length transportation charges by
pipelines, owned by the lessee or oth-
ers, providing similar transportation
services in that area. If there are no
arm’s-length transportation charges,
MMS shall deny the exception request
if: (i) No FERC or State regulatory
agency cost analysis exists and the
FERC or State regulatory agency, as
applicable, has declined to investigate
pursuant to MMS timely objections
upon filing; and (ii) the tariff signifi-
cantly exceeds the lessee’s actual costs
for transportation as determined under
this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length transportation

contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(2) Non-arm’s-length or no contract. (i)
The lessee must notify MMS of an al-
lowance based on the incurred costs by
using a separate line entry on the
Form MMS–2014.

(ii) For new transportation facilities
or arrangements, the lessee’s initial de-
duction shall include estimates of the
allowable oil transportation costs for
the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the trans-
portation system or, if such data are
not available, the lessee shall use esti-
mates based upon industry data for
similar transportation systems.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(iv) If the lessee is authorized to use
its FERC-approved or State regulatory
agency-approved tariff as its transpor-
tation cost in accordance with para-
graph (b)(5) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(d) Interest and assessments. (1) If a
lessee nets a transportation allowance
against the royalty value on the Form
MMS–2014, the lessee shall be assessed
an amount of up to 10 percent of the al-
lowance netted not to exceed $250 per
lease selling arrangement per sales pe-
riod.

(2) If a lessee deducts a transpor-
tation allowance on its Form MMS–
2014 that exceeds 50 percent of the
value of the oil transported without ob-
taining prior approval of MMS under
206.104 of this subpart, the lessee shall
pay interest on the excess allowance
amount taken from the date such
amount is taken to the date the lessee
files an exception request with MMS.

(3) If a lessee erroneously reports a
transportation allowance which results
in an underpayment of royalties, inter-
est shall be paid on the amount of that
underpayment.

(4) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.
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(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance reporting period, the les-
see shall pay additional royalties due
plus interest computed under 30 CFR
218.54 from the allowance reporting pe-
riod when the lessee took the deduc-
tion to the date the lessee repays the
difference to MMS. If the actual trans-
portation allowance is greater than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall be entitled to a credit without in-
terest.

(2) For lessees transporting produc-
tion from onshore Federal leases, the
lessee must submit a corrected Form
MMS–2014 to reflect actual costs, to-
gether with any payment, in accord-
ance with instructions provided by
MMS.

(f) Actual or theoretical losses. Not-
withstanding any other provisions of
this subpart, for other than arm’s-
length contracts, no cost shall be al-
lowed for oil transportation which re-
sults from payments (either volumetric
or for value) for actual or theoretical
losses. This section does not apply
when the transportation allowance is
based upon a FERC or State regulatory
agency approved tariff.

(g) Other transportation cost determina-
tions. The provisions of this section
shall apply to determine transpor-
tation costs when establishing value
using a netback valuation procedure or
any other procedure that requires de-
duction of transportation costs.

[53 FR 1218–1222, Jan. 15, 1988, as amended at
53 FR 45762, Nov. 14, 1988; 61 FR 5463, Feb. 12,
1996]

§ 206.106 Operating allowances.

Notwithstanding any other provi-
sions in these regulations, an operating
allowance may be used for the purpose
of computing payment obligations
when specified in the notice of sale and
the lease. The allowance amount or
formula shall be specified in the notice
of sale and in the lease agreement.

[61 FR 3804, Feb. 2, 1996]

Subpart D—Federal Gas

SOURCE: 53 FR 1272, Jan. 15, 1988, unless
otherwise noted.

§ 206.150 Purpose and scope.

(a) This subpart is applicable to all
gas production from Federal oil and
gas leases. The purpose of this subpart
is to establish the value of production
for royalty purposes consistent with
the mineral leasing laws, other appli-
cable laws and lease terms.

(b) If the specific provisions of any
statute or settlement agreement be-
tween the United States and a lessee
resulting from administrative or judi-
cial litigation, or oil and gas lease sub-
ject to the requirements of this subpart
are inconsistent with any regulation in
this subpart, then the lease, statute, or
settlement agreement shall govern to
the extent of that inconsistency.

(c) All royalty payments made to
MMS are subject to audit and adjust-
ment.

(d) The regulations in this subpart
are intended to ensure that the admin-
istration of oil and gas leases is dis-
charged in accordance with the re-
quirements of the governing mineral
leasing laws and lease terms.

[61 FR 5464, Feb. 12, 1996]

§ 206.151 Definitions.

For purposes of this subpart:
Allowance means a deduction in de-

termining value for royalty purposes.
Processing allowance means an allow-
ance for the reasonable costs for proc-
essing gas determined under this sub-
part. Transportation allowance means
an allowance for the cost of moving
royalty bearing substances (identifi-
able, measurable oil and gas, including
gas that is not in need of initial separa-
tion) from the point at which it is first
identifiable and measurable to the
sales point or other point where value
is established under this subpart.

Area means a geographic region at
least as large as the defined limits of
an oil and/or gas field, in which oil and/
or gas lease products have similar qual-
ity, economic, and legal characteris-
tics.
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Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the marketplace between
independent, nonaffiliated persons with
opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:

(a) Ownership in excess of 50 percent
constitutes control;

(b) Ownership of 10 through 50 per-
cent creates a presumption of control;
and

(c) Ownership of less than 10 percent
creates a presumption of noncontrol
which MMS may rebut if it dem-
onstrates actual or legal control, in-
cluding the existence of interlocking
directorates.
Notwithstanding any other provisions
of this subpart, contracts between rel-
atives, either by blood or by marriage,
are not arm’s-length contracts. The
MMS may require the lessee to certify
ownership control. To be considered
arm’s-length for any production
month, a contract must meet the re-
quirements of this definition for that
production month as well as when the
contract was executed.

Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on Fed-
eral leases.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Compression means the process of
raising the pressure of gas.

Condensate means liquid hydro-
carbons (normally exceeding 40 degrees
of API gravity) recovered at the sur-
face without resorting to processing.
Condensate is the mixture of liquid hy-
drocarbons that results from condensa-
tion of petroleum hydrocarbons exist-
ing initially in a gaseous phase in an
underground reservoir.

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more

persons and enforceable by law that
with due consideration creates an obli-
gation.

Field means a geographic region situ-
ated 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 pro-
jected to the land surface. Onshore
fields are usually given names and
their official boundaries are often des-
ignated by oil and gas regulatory agen-
cies in the respective States in which
the fields are located. Outer Continen-
tal Shelf (OCS) fields are named and
their boundaries are designated by
MMS.

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

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

Gathering means the movement of
lease production to a central accumu-
lation and/or treatment point on the
lease, unit or communitized area, or to
a central accumulation or treatment
point off the lease, unit or
communitized area as approved by
BLM or MMS OCS operations personnel
for onshore and OCS leases, respec-
tively.

Gross proceeds (for royalty payment
purposes) means the total monies and
other consideration accruing to an oil
and gas lessee for the disposition of the
oil produced. Gross proceeds includes,
but is not limited to, payments to the
lessee for certain services such as dehy-
dration, measurement, and/or gather-
ing to the extent that the lessee is obli-
gated to perform them at no cost to
the Federal Government. Gross pro-
ceeds, as applied to oil, also includes,
but is not limited to, reimbursements
for harboring or terminaling fees. Tax
reimbursements are part of the gross
proceeds accruing to a lessee even
though the Federal royalty interest
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may be exempt from taxation. Monies
and other consideration, including the
forms of consideration identified in
this paragraph, to which a lessee is
contractually or legally entitled but
which it does not seek to collect
through reasonable efforts are also
part of gross proceeds.

Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States under a mineral leas-
ing law that authorizes exploration for,
development or extraction of, or re-
moval of lease products—or the land
area covered by that authorization,
whichever is required by the context.

Lease products means any leased min-
erals attributable to, originating from,
or allocated to Outer Continental Shelf
or onshore Federal leases.

Lessee means any person to whom the
United States issues a lease, and any
person who has been assigned an obli-
gation to make royalty or other pay-
ments required by the lease. This in-
cludes any person who has an interest
in a lease as well as an operator or
payor who has no interest in the lease
but who has assumed the royalty pay-
ment responsibility.

Like-quality lease products means
lease products which have similar
chemical, physical, and legal charac-
teristics.

Marketable condition means lease
products which are sufficiently free
from impurities and otherwise in a con-
dition that they will be accepted by a
purchaser under a sales contract typi-
cal for the field or area.

Marketing affiliate means an affiliate
of the lessee whose function is to ac-
quire only the lessee’s production and
to market that production.

Minimum royalty means that mini-
mum amount of annual royalty that
the lessee must pay as specified in the
lease or in applicable leasing regula-
tions.

Net-back method (or work-back meth-
od) means a method for calculating
market value of gas at the lease. Under
this method, costs of transportation,
processing, or manufacturing are de-
ducted from the proceeds received for
the gas, residue gas or gas plant prod-
ucts, and any extracted, processed, or
manufactured products, or from the

value of the gas, residue gas or gas
plant products, and any extracted,
processed, or manufactured products,
at the first point at which reasonable
values for any such products may be
determined by a sale pursuant to an
arm’s-length contract or comparison to
other sales of such products, to ascer-
tain value at the lease.

Net output means the quantity of res-
idue gas and each gas plant product
that a processing plant produces.

Net profit share (for applicable Fed-
eral leases) means the specified share
of the net profit from production of oil
and gas as provided in the agreement.

Netting is the deduction of an allow-
ance from the sales value by reporting
a one line net sales value, instead of
correctly reporting the deduction as a
separate line item on the Form MMS–
2014.

Outer Continental Shelf (OCS) means
all submerged lands lying seaward and
outside of the area of land beneath nav-
igable waters as defined in section 2 of
the Submerged Lands Act (43 U.S.C.
1301) and of which the subsoil and sea-
bed appertain to the United States and
are subject to its jurisdiction and con-
trol.

Person means any individual, firm,
corporation, association, partnership,
consortium, or joint venture (when es-
tablished as a separate entity).

Posted price means the price, net of
all adjustments for quality and loca-
tion, specified in publicly available
price bulletins or other price notices
available as part of normal business op-
erations for quantities of unprocessed
gas, residue gas, or gas plant products
in marketable condition.

Processing means any process de-
signed to remove elements or com-
pounds (hydrocarbon and nonhydro-
carbon) from gas, including absorption,
adsorption, or refrigeration. Field proc-
esses which normally take place on or
near the lease, such as natural pressure
reduction, mechanical separation,
heating, cooling, dehydration, and
compression, are not considered proc-
essing. The changing of pressures and/
or temperatures in a reservoir is not
considered processing.

Residue gas means that hydrocarbon
gas consisting principally of methane
resulting from processing gas.
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Section 6 lease means an OCS lease
subject to section 6 of the Outer Con-
tinental Shelf Lands Act, as amended,
43 U.S.C. 1335.

Selling arrangement means the indi-
vidual contractual arrangements under
which sales or dispositions of gas, resi-
due gas and gas plant products are
made. Selling arrangements are de-
scribed by illustration in the MMS
Royalty Management Program Oil and
Gas Payor Handbook.

Spot sales agreement means a contract
wherein a seller agrees to sell to a
buyer a specified amount of unproc-
essed gas, residue gas, or gas plant
products at a specified price over a
fixed period, usually of short duration,
which does not normally require a can-
cellation notice to terminate, and
which does not contain an obligation,
nor imply an intent, to continue in
subsequent periods.

Warranty contract means a long-term
contract entered into prior to 1970, in-
cluding any amendments thereto, for
the sale of gas wherein the producer
agrees to sell a specific amount of gas
and the gas delivered in satisfaction of
this obligation may come from fields
or sources outside of the designated
fields.

[53 FR 1272, Jan. 15, 1988, as amended at 53
FR 45084, Nov. 8, 1988; 61 FR 5464, Feb. 12,
1996]

§ 206.152 Valuation standards—un-
processed gas.

(a)(1) This section applies to the
valuation of all gas that is not proc-
essed and all gas that is processed but
is sold or otherwise disposed of by the
lessee pursuant to an arm’s-length con-
tract prior to processing (including all
gas where the lessee’s arm’s-length
contract for the sale of that gas prior
to processing provides for the value to
be determined on the basis of a per-
centage of the purchaser’s proceeds re-
sulting from processing the gas). This
section also applies to processed gas
that must be valued prior to processing
in accordance with § 206.155 of this part.
Where the lessee’s contract includes a
reservation of the right to process the
gas and the lessee exercises that right,
§ 206.153 of this part shall apply instead
of this section.

(2) The value of production, for roy-
alty purposes, of gas subject to this
subpart shall be the value of gas deter-
mined under this section less applica-
ble allowances.

(b)(1)(i) The value of gas sold under
an arm’s-length contract is the gross
proceeds accruing to the lessee except
as provided in paragraphs (b)(1)(ii),
(iii), and (iv) of this section. The lessee
shall have the burden of demonstrating
that its contract is arm’s-length. The
value which the lessee reports, for roy-
alty purposes, is subject to monitoring,
review, and audit. For purposes of this
section, gas which is sold or otherwise
transferred to the lessee’s marketing
affiliate and then sold by the market-
ing affiliate pursuant to an arm’s-
length contract shall be valued in ac-
cordance with this paragraph based
upon the sale by the marketing affili-
ate. Also, where the lessee’s arm’s-
length contract for the sale of gas prior
to processing provides for the value to
be determined based upon a percentage
of the purchaser’s proceeds resulting
from processing the gas, the value of
production, for royalty purposes, shall
never be less than a value equivalent to
100 percent of the value of the residue
gas attributable to the processing of
the lessee’s gas.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the gas. If the contract does not re-
flect the total consideration, then the
MMS may require that the gas sold
pursuant to that contract be valued in
accordance with paragraph (c) of this
section. Value may not be less than the
gross proceeds accruing to the lessee,
including the additional consideration.

(iii) If the MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, then
MMS shall require that the gas produc-
tion be valued pursuant to paragraph
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(c)(2) or (c)(3) of this section, and in ac-
cordance with the notification require-
ments of paragraph (e) of this section.
When MMS determines that the value
may be unreasonable, MMS will notify
the lessee and give the lessee an oppor-
tunity to provide written information
justifying the lessee’s value.

(iv) How to value over-delivered vol-
umes under a cash-out program. This
paragraph applies to situations where a
pipeline purchases gas from a lessee ac-
cording to a cash-out program under a
transportation contract. For all over-
delivered volumes, the royalty value is
the price the pipeline is required to pay
for volumes within the tolerances for
over-delivery specified in the transpor-
tation contract. Use the same value for
volumes that exceed the over-delivery
tolerances even if those volumes are
subject to a lower price under the
transportation contract. However, if
MMS determines that the price speci-
fied in the transportation contract for
over-delivered volumes is unreasonably
low, the lessee must value all over-de-
livered volumes under paragraph (c)(2)
or (c)(3) of this section.

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

(3) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the gas.

(c) The value of gas subject to this
section which is not sold pursuant to
an arm’s-length contract shall be the
reasonable value determined in accord-
ance with the first applicable of the
following methods:

(1) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract (or other disposi-
tion other than by an arm’s-length

contract), provided that those gross
proceeds are equivalent to the gross
proceeds derived from, or paid under,
comparable arm’s-length contracts for
purchases, sales, or other dispositions
of like-quality gas in the same field
(or, if necessary to obtain a reasonable
sample, from the same area). In evalu-
ating the comparability of arm’s-
length contracts for the purposes of
these regulations, the following factors
shall be considered: price, time of exe-
cution, duration, market or markets
served, terms, quality of gas, volume,
and such other factors as may be ap-
propriate to reflect the value of the
gas;

(2) A value determined by consider-
ation of other information relevant in
valuing like-quality gas, including
gross proceeds under arm’s-length con-
tracts for like-quality gas in the same
field or nearby fields or areas, posted
prices for gas, prices received in arm’s-
length spot sales of gas, other reliable
public sources of price or market infor-
mation, and other information as to
the particular lease operation or the
saleability of the gas; or

(3) A net-back method or any other
reasonable method to determine value.

(d)(1) Notwithstanding any other pro-
visions of this section, except para-
graph (h) of this section, if the maxi-
mum price permitted by Federal law at
which gas may be sold is less than the
value determined pursuant to this sec-
tion, then MMS shall accept such max-
imum price as the value. For purposes
of this section, price limitations set by
any State or local government shall
not be considered as a maximum price
permitted by Federal law.

(2) The limitation prescribed in para-
graph (d)(1) of this section shall not
apply to gas sold pursuant to a war-
ranty contract and valued pursuant to
paragraph (b)(2) of this section.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, the lessee shall retain all data
relevant to the determination of roy-
alty value. Such data shall be subject
to review and audit, and MMS will di-
rect a lessee to use a different value if
it determines that the reported value is
inconsistent with the requirements of
these regulations.
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(2) Any Federal lessee will make
available upon request to the author-
ized MMS or State representatives, to
the Office of the Inspector General of
the Department of the Interior, or
other person authorized to receive such
information, arm’s-length sales and
volume data for like-quality produc-
tion sold, purchased or otherwise ob-
tained by the lessee from the field or
area or from nearby fields or areas.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c)(2) or (c)(3) of this section. The
notification shall be by letter to the
MMS Associate Director for Royalty
Management or his/her designee. The
letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be fol-
lowed. The notification required by
this paragraph is a one-time notifica-
tion due no later than the end of the
month following the month the lessee
first reports royalties on a Form MMS–
2014 using a valuation method author-
ized by paragraph (c)(2) or (c)(3) of this
section, and each time there is a
change in a method under paragraph
(c)(2) or (c)(3) of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on that dif-
ference computed pursuant to 30 CFR
218.54. If the lessee is entitled to a cred-
it, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method, and
may use that method in determining
value for royalty purposes until MMS
issues its decision. The lessee shall sub-
mit all available data relevant to its
proposal. The MMS shall expeditiously
determine the value based upon the les-
see’s proposal and any additional infor-
mation MMS deems necessary. In mak-
ing a value determination MMS may
use any of the valuation criteria au-
thorized by this subpart. That deter-
mination shall remain effective for the
period stated therein. After MMS

issues its determination, the lessee
shall make the adjustments in accord-
ance with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion for royalty purposes be less than
the gross proceeds accruing to the les-
see for lease production, less applicable
allowances.

(i) The lessee must place gas in mar-
ketable condition and market the gas
for the mutual benefit of the lessee and
the lessor at no cost to the Federal
Government. Where the value estab-
lished under this section is determined
by a lessee’s gross proceeds, that value
will be increased to the extent that the
gross proceeds have been reduced be-
cause the purchaser, or any other per-
son, is providing certain services the
cost of which ordinarily is the respon-
sibility of the lessee to place the gas in
marketable condition or to market the
gas.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. If there is no con-
tract revision or amendment, and the
lessee fails to take proper or timely ac-
tion to receive prices or benefits to
which it is entitled, it must pay roy-
alty at a value based upon that obtain-
able price or benefit. Contract revi-
sions or amendments shall be in writ-
ing and signed by all parties to an
arm’s-length contract. If the lessee
makes timely application for a price
increase or benefit allowed under its
contract but the purchaser refuses, and
the lessee takes reasonable measures,
which are documented, to force pur-
chaser compliance, the lessee will owe
no additional royalties unless or until
monies or consideration resulting from
the price increase or additional bene-
fits are received. This paragraph shall
not be construed to permit a lessee to
avoid its royalty payment obligation in
situations where a purchaser fails to
pay, in whole or in part or timely, for
a quantity of gas.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
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binding as against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation or extraor-
dinary cost allowances, is exempted
from disclosure by the Freedom of In-
formation Act, 5 U.S.C. § 552, or other
Federal law. Any data specified by law
to be privileged, confidential, or other-
wise exempt will be maintained in a
confidential manner in accordance
with applicable law and regulations.
All requests for information about de-
terminations made under this subpart
are to be submitted in accordance with
the Freedom of Information Act regu-
lation of the Department of the Inte-
rior, 43 CFR part 2.

[53 FR 1272, Jan. 15, 1988, as amended at 56
FR 46530, Sept. 13, 1991; 61 FR 5464, Feb. 12,
1996; 62 FR 65761, 65762, Dec. 16, 1997]

§ 206.153 Valuation standards—proc-
essed gas.

(a)(1) This section applies to the
valuation of all gas that is processed
by the lessee and any other gas produc-
tion to which this subpart applies and
that is not subject to the valuation
provisions of § 206.152 of this part. This
section applies where the lessee’s con-
tract includes a reservation of the
right to process the gas and the lessee
exercises that right.

(2) The value of production, for roy-
alty purposes, of gas subject to this
section shall be the combined value of
the residue gas and all gas plant prod-
ucts determined pursuant to this sec-
tion, plus the value of any condensate
recovered downstream of the point of
royalty settlement without resorting
to processing determined pursuant to
§ 206.102 of this part, less applicable
transportation allowances and process-
ing allowances determined pursuant to
this subpart.

(b)(1)(i) The value of residue gas or
any gas plant product sold under an
arm’s-length contract is the gross pro-
ceeds accruing to the lessee, except as
provided in paragraphs (b)(1)(ii), (iii),
and (iv) of this section. The lessee shall
have the burden of demonstrating that
its contract is arm’s-length. The value
that the lessee reports for royalty pur-
poses is subject to monitoring, review,

and audit. For purposes of this section,
residue gas or any gas plant product
which is sold or otherwise transferred
to the lessee’s marketing affiliate and
then sold by the marketing affiliate
pursuant to an arm’s-length contract
shall be valued in accordance with this
paragraph based upon the sale by the
marketing affiliate.

(ii) In conducting these reviews and
audits, MMS will examine whether or
not the contract reflects the total con-
sideration actually transferred either
directly or indirectly from the buyer to
the seller for the residue gas or gas
plant product. If the contract does not
reflect the total consideration, then
the MMS may require that the residue
gas or gas plant product sold pursuant
to that contract be valued in accord-
ance with paragraph (c) of this section.
Value may not be less than the gross
proceeds accruing to the lessee, includ-
ing the additional consideration.

(iii) If the MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the residue gas or gas plant product be-
cause of misconduct by or between the
contracting parties, or because the les-
see otherwise has breached its duty to
the lessor to market the production for
the mutual benefit of the lessee and
the lessor, then MMS shall require that
the residue gas or gas plant product be
valued pursuant to paragraph (c)(2) or
(c)(3) of this section, and in accordance
with the notification requirements of
paragraph (e) of this section. When
MMS determines that the value may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s value.

(iv) How to value over-delivered vol-
umes under a cash-out program. This
paragraph applies to situations where a
pipeline purchases gas from a lessee ac-
cording to a cash-out program under a
transportation contract. For all over-
delivered volumes, the royalty value is
the price the pipeline is required to pay
for volumes within the tolerances for
over-delivery specified in the transpor-
tation contract. Use the same value for
volumes that exceed the over-delivery
tolerances even if those volumes are
subject to a lower price under the
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transportation contract. However, if
MMS determines that the price speci-
fied in the transportation contract for
over-delivered volumes is unreasonably
low, the lessee must value all over-de-
livered volumes under paragraph (c)(2)
or (c)(3) of this section.

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

(3) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the residue gas or gas
plant product.

(c) The value of residue gas or any
gas plant product which is not sold
pursuant to an arm’s-length contract
shall be the reasonable value deter-
mined in accordance with the first ap-
plicable of the following methods:

(1) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract (or other disposi-
tion other than by an arm’s-length
contract), provided that those gross
proceeds are equivalent to the gross
proceeds derived from, or paid under,
comparable arm’s-length contracts for
purchases, sales, or other dispositions
of like quality residue gas or gas plant
products from the same processing
plant (or, if necessary to obtain a rea-
sonable sample, from nearby plants). In
evaluating the comparability of arm’s-
length contracts for the purposes of
these regulations, the following factors
shall be considered: price, time of exe-
cution, duration, market or markets
served, terms, quality of residue gas or
gas plant products, volume, and such
other factors as may be appropriate to
reflect the value of the residue gas or
gas plant products;

(2) A value determined by consider-
ation of other information relevant in

valuing like-quality residue gas or gas
plant products, including gross pro-
ceeds under arm’s-length contracts for
like-quality residue gas or gas plant
products from the same gas plant or
other nearby processing plants, posted
prices for residue gas or gas plant prod-
ucts, prices received in spot sales of
residue gas or gas plant products, other
reliable public sources of price or mar-
ket information, and other information
as to the particular lease operation or
the saleability of such residue gas or
gas plant products; or

(3) A net-back method or any other
reasonable method to determine value.

(d)(1) Notwithstanding any other pro-
visions of this section, except para-
graph (h) of this section, if the maxi-
mum price permitted by Federal law at
which any residue gas or gas plant
products may be sold is less than the
value determined pursuant to this sec-
tion, then MMS shall accept such max-
imum price as the value. For the pur-
poses of this section, price limitations
set by any State or local government
shall not be considered as a maximum
price permitted by Federal law.

(2) The limitation prescribed by para-
graph (d)(1) of this section shall not
apply to residue gas sold pursuant to a
warranty contract and valued pursuant
to paragraph (b)(2) of this section.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, the lessee shall retain all data
relevant to the determination of roy-
alty value. Such data shall be subject
to review and audit, and MMS will di-
rect a lessee to use a different value if
it determines upon review or audit that
the reported value is inconsistent with
the requirements of these regulations.

(2) Any Federal lessee will make
available upon request to the author-
ized MMS or State representatives, to
the Office of the Inspector General of
the Department of the Interior, or
other persons authorized to receive
such information, arm’s-length sales
and volume data for like-quality resi-
due gas and gas plant products sold,
purchased or otherwise obtained by the
lessee from the same processing plant
or from nearby processing plants.

(3) A lessee shall notify MMS if it has
determined any value pursuant to
paragraph (c)(2) or (c)(3) of this section.
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The notification shall be by letter to
the MMS Associate Director for Roy-
alty Management or his/her designee.
The letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be fol-
lowed. The notification required by
this paragraph is a one-time notifica-
tion due no later than the end of the
month following the month the lessee
first reports royalties on a Form MMS–
2014 using a valuation method author-
ized by paragraph (c)(2) or (c)(3) of this
section, and each time there is a
change in a method under paragraph
(c)(2) or (c)(3) of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest computed on
that difference pursuant to 30 CFR
218.54. If the lessee is entitled to a cred-
it, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method, and
may use that method in determining
value for royalty purposes until MMS
issues its decision. The lessee shall sub-
mit all available data relevant to its
proposal. The MMS shall expeditiously
determine the value based upon the les-
see’s proposal and any additional infor-
mation MMS deems necessary. In mak-
ing a value determination, MMS may
use any of the valuation criteria au-
thorized by this subpart. That deter-
mination shall remain effective for the
period stated therein. After MMS
issues its determination, the lessee
shall make the adjustments in accord-
ance with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion for royalty purposes be less than
the gross proceeds accruing to the les-
see for residue gas and/or any gas plant
products, less applicable transpor-
tation allowances and processing al-
lowances determined pursuant to this
subpart.

(i) The lessee must place residue gas
and gas plant products in marketable
condition and market the residue gas
and gas plant products for the mutual
benefit of the lessee and the lessor at
no cost to the Federal Government.
Where the value established under this
section is determined by a lessee’s
gross proceeds, that value will be in-
creased to the extent that the gross
proceeds have been reduced because the
purchaser, or any other person, is pro-
viding certain services the cost of
which ordinarily is the responsibility
of the lessee to place the residue gas or
gas plant products in marketable con-
dition or to market the residue gas and
gas plant products.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract.
If the lessee makes timely application
for a price increase or benefit allowed
under its contract but the purchaser
refuses, and the lessee takes reasonable
measures, which are documented, to
force purchaser compliance, the lessee
will owe no additional royalties unless
or until monies or consideration result-
ing from the price increase or addi-
tional benefits are received. This para-
graph shall not be construed to permit
a lessee to avoid its royalty payment
obligation in situations where a pur-
chaser fails to pay, in whole or in part,
or timely, for a quantity of residue gas
or gas plant product.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation allowances,
processing allowances or extraordinary

VerDate 13<AUG>98 15:29 Aug 14, 1998 Jkt 179117 PO 00000 Frm 00056 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm02 PsN: 179117T



61

Minerals Management Service, Interior § 206.154

cost allowances, is exempted from dis-
closure by the Freedom of Information
Act, 5 U.S.C. 552, or other Federal law.
Any data specified by law to be privi-
leged, confidential, or otherwise ex-
empt, will be maintained in a confiden-
tial manner in accordance with appli-
cable law and regulations. All requests
for information about determinations
made under this part are to be submit-
ted in accordance with the Freedom of
Information Act regulation of the De-
partment of the Interior, 43 CFR part 2.

[53 FR 1272, Jan. 15, 1988, as amended at 56
FR 46530, Sept. 13, 1991; 61 FR 5465, Feb. 12,
1996; 62 FR 65762, Dec. 16, 1997]

§ 206.154 Determination of quantities
and qualities for computing royal-
ties.

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

(2) If the value of gas determined pur-
suant to § 206.152 of this subpart is
based upon a quantity and/or quality
that is different from the quantity and/
or quality at the point of royalty set-
tlement, as approved by BLM or MMS,
that value shall be adjusted for the dif-
ferences in quantity and/or quality.

(b)(1) For residue gas and gas plant
products, the quantity basis for com-
puting royalties due is the monthly net
output of the plant even though resi-
due gas and/or gas plant products may
be in temporary storage.

(2) If the value of residue gas and/or
gas plant products determined pursu-
ant to § 206.153 of this subpart is based
upon a quantity and/or quality of resi-
due gas and/or gas plant products that
is different from that which is attrib-
utable to a lease, determined in accord-
ance with paragraph (c) of this section,
that value shall be adjusted for the dif-
ferences in quantity and/or quality.

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

(1) When the net output of the proc-
essing plant is derived from gas ob-
tained from only one lease, the quan-
tity of the residue gas and gas plant
products on which computations of

royalty are based is the net output of
the plant.

(2) When the net output of a process-
ing plant is derived from gas obtained
from more than one lease producing
gas of uniform content, the quantity of
the residue gas and gas plant products
allocable to each lease shall be in the
same proportions as the ratios ob-
tained by dividing the amount of gas
delivered to the plant from each lease
by the total amount of gas delivered
from all leases.

(3) When the net output of a process-
ing plant is derived from gas obtained
from more than one lease producing
gas of nonuniform content, the quan-
tity of the residue gas allocable to each
lease will be determined by multiply-
ing the amount of gas delivered to the
plant from the lease by the residue gas
content of the gas, and dividing the ar-
ithmetical product thus obtained by
the sum of the similar arithmetical
products separately obtained for all
leases from which gas is delivered to
the plant, and then multiplying the net
output of the residue gas by the arith-
metic quotient obtained. The net out-
put of gas plant products allocable to
each lease will be determined by mul-
tiplying the amount of gas delivered to
the plant from the lease by the gas
plant product content of the gas, and
dividing the arithmetical product thus
obtained by the sum of the similar ar-
ithmetical products separately ob-
tained for all leases from which gas is
delivered to the plant, and then mul-
tiplying the net output of each gas
plant product by the arithmetic
quotient obtained.

(4) A lessee may request MMS ap-
proval of other methods for determin-
ing the quantity of residue gas and gas
plant products allocable to each lease.
If approved, such method will be appli-
cable to all gas production from Fed-
eral leases that is processed in the
same plant.

(d)(1) No deductions may be made
from the royalty volume or royalty
value for actual or theoretical losses.
Any actual loss of unprocessed gas that
may be sustained prior to the royalty
settlement metering or measurement
point will not be subject to royalty
provided that such loss is determined
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to have been unavoidable by BLM or
MMS, as appropriate.

(2) Except as provided in paragraph
(d)(1) of this section and 30 CFR
202.151(c), royalties are due on 100 per-
cent of the volume determined in ac-
cordance with paragraphs (a) through
(c) of this section. There can be no re-
duction in that determined volume for
actual losses after the quantity basis
has been determined or for theoretical
losses that are claimed to have taken
place. Royalties are due on 100 percent
of the value of the unprocessed gas,
residue gas, and/or gas plant products
as provided in this subpart, less appli-
cable allowances. There can be no de-
duction from the value of the unproc-
essed gas, residue gas, and/or gas plant
products to compensate for actual
losses after the quantity basis has been
determined, or for theoretical losses
that are claimed to have taken place.

[53 FR 1272, Jan. 15, 1988, as amended at 61
FR 5465, Feb. 12, 1996]

§ 206.155 Accounting for comparison.

(a) Except as provided in paragraph
(b) of this section, where the lessee (or
a person to whom the lessee has trans-
ferred gas pursuant to a non-arm’s-
length contract or without a contract)
processes the lessee’s gas and after
processing the gas the residue gas is
not sold pursuant to an arm’s-length
contract, the value, for royalty pur-
poses, shall be the greater of (1) the
combined value, for royalty purposes,
of the residue gas and gas plant prod-
ucts resulting from processing the gas
determined pursuant to § 206.153 of this
subpart, plus the value, for royalty
purposes, of any condensate recovered
downstream of the point of royalty set-
tlement without resorting to process-
ing determined pursuant to § 206.102 of
this subpart; or (2) the value, for roy-
alty purposes, of the gas prior to proc-
essing determined in accordance with
§ 206.152 of this subpart.

(b) The requirement for accounting
for comparison contained in the terms
of leases will govern as provided in
§ 206.150(b) of this subpart. When ac-
counting for comparison is required by
the lease terms, such accounting for
comparison shall be determined in ac-

cordance with paragraph (a) of this sec-
tion.

[53 FR 1272, Jan. 15, 1988, as amended at 61
FR 5465, Feb. 12, 1996]

§ 206.156 Transportation allowances—
general.

(a) Where the value of gas has been
determined pursuant to § 206.152 or
§ 206.153 of this subpart at a point (e.g.,
sales point or point of value determina-
tion) off the lease, MMS shall allow a
deduction for the reasonable actual
costs incurred by the lessee to trans-
port unprocessed gas, residue gas, and
gas plant products from a lease to a
point off the lease including, if appro-
priate, transportation from the lease to
a gas processing plant off the lease and
from the plant to a point away from
the plant.

(b) Transportation costs must be al-
located among all products produced
and transported as provided in § 206.157.

(c)(1) Except as provided in paragraph
(c)(3) of this section, for unprocessed
gas valued in accordance with § 206.152
of this subpart, the transportation al-
lowance deduction on the basis of a
selling arrangement shall not exceed 50
percent of the value of the unprocessed
gas determined in accordance with
§ 206.152 of this subpart.

(2) Except as provided in paragraph
(c)(3) of this section, for gas production
valued in accordance with § 206.153 of
this subpart the transportation allow-
ance deduction on the basis of a selling
arrangement shall not exceed 50 per-
cent of the value of the residue gas or
gas plant product determined in ac-
cordance with § 206.153 of this subpart.
For purposes of this section, natural
gas liquids shall be considered one
product.

(3) Upon request of a lessee, MMS
may approve a transportation allow-
ance deduction in excess of the limita-
tions prescribed by paragraphs (c)(1)
and (c)(2) of this section. The lessee
must demonstrate that the transpor-
tation costs incurred in excess of the
limitations prescribed in paragraphs
(c)(1) and (c)(2) of this section were rea-
sonable, actual, and necessary. An ap-
plication for exception (using Form
MMS–4393, Request to Exceed Regu-
latory Allowance Limitation) shall
contain all relevant and supporting
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documentation necessary for MMS to
make a determination. Under no cir-
cumstances shall the value for royalty
purposes under any selling arrange-
ment be reduced to zero.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this subpart,
then the lessee shall pay any addi-
tional royalties, plus interest, deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest. If the lessee takes a
deduction for transportation on the
Form MMS–2014 by improperly netting
the allowance against the sales value
of the oil instead of reporting the al-
lowance as a separate line item, he
may be assessed an additional amount
under 206.157(d).

[53 FR 1272, Jan. 15, 1988, as amended at 61
FR 5465, Feb. 12, 1996]

§ 206.157 Determination of transpor-
tation allowances.

(a) Arm’s-length transportation con-
tracts. (1)(i) For transportation costs
incurred by a lessee under an arm’s-
length contract, the transportation al-
lowance shall be the reasonable, actual
costs incurred by the lessee for trans-
porting the unprocessed gas, residue
gas and/or gas plant products under
that contract, except as provided in
paragraphs (a)(1)(ii) and (a)(1)(iii) of
this section, subject to monitoring, re-
view, audit, and adjustment. The lessee
shall have the burden of demonstrating
that its contract is arm’s-length. MMS’
prior approval is not required before a
lessee may deduct costs incurred under
an arm’s-length contract. Such allow-
ances shall be subject to the provisions
of paragraph (f) of this section. The les-
see must claim a transportation allow-
ance by reporting it as a separate line
entry on the Form MMS–2014.

(ii) In conducting reviews and audits,
MMS will examine whether or not the
contract reflects more than the consid-
eration actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration, then the MMS may
require that the transportation allow-
ance be determined in accordance with
paragraph (b) of this section.

(iii) If the MMS determines that the
consideration paid pursuant to an
arm’s-length transportation contract
does not reflect the reasonable value of
the transportation because of mis-
conduct by or between the contracting
parties, or because the lessee otherwise
has breached its duty to the lessor to
market the production for the mutual
benefit of the lessee and the lessor,
then MMS shall require that the trans-
portation allowance be determined in
accordance with paragraph (b) of this
section. When MMS determines that
the value of the transportation may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s transportation costs.

(2)(i) If an arm’s-length transpor-
tation contract includes more than one
product in a gaseous phase and the
transportation costs attributable to
each product cannot be determined
from the contract, the total transpor-
tation costs shall be allocated in a con-
sistent and equitable manner to each of
the products transported in the same
proportion as the ratio of the volume
of each product (excluding waste prod-
ucts which have no value) to the vol-
ume of all products in the gaseous
phase (excluding waste products which
have no value). Except as provided in
this paragraph, no allowance may be
taken for the costs of transporting
lease production which is not royalty
bearing without MMS approval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this
part.

(3) If an arm’s-length transportation
contract includes both gaseous and liq-
uid products and the transportation
costs attributable to each cannot be
determined from the contract, the les-
see shall propose an allocation proce-
dure to MMS. The lessee may use the
transportation allowance determined
in accordance with its proposed alloca-
tion procedure until MMS issues its de-
termination on the acceptability of the
cost allocation. The lessee shall submit
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all relevant data to support its pro-
posal. MMS shall then determine the
gas transportation allowance based
upon the lessee’s proposal and any ad-
ditional information MMS deems nec-
essary. The lessee must submit the al-
location proposal within 3 months of
claiming the allocated deduction on
the Form MMS–2014.

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

(5) Where an arm’s-length sales con-
tract price or a posted price includes a
provision whereby the listed price is re-
duced by a transportation factor, MMS
will not consider the transportation
factor to be a transportation allow-
ance. The transportation factor may be
used in determining the lessee’s gross
proceeds for the sale of the product.
The transportation factor may not ex-
ceed 50 percent of the base price of the
product without MMS approval.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the transportation
allowance will be based upon the les-
see’s reasonable actual costs as pro-
vided in this paragraph. All transpor-
tation allowances deducted under a
non-arm’s-length or no contract situa-
tion are subject to monitoring, review,
audit, and adjustment. The lessee must
claim a transportation allowance by
reporting it as a separate line entry on
the Form MMS–2014. When necessary
or appropriate, MMS may direct a les-
see to modify its estimated or actual
transportation allowance deduction.

(2) The transportation allowance for
non-arm’s-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the initial depreciable invest-
ment in the transportation system

multiplied by a rate of return in ac-
cordance with paragraph (b)(2)(iv)(B) of
this section. Allowable capital costs
are generally those costs for depre-
ciable fixed assets (including costs of
delivery and installation of capital
equipment) which are an integral part
of the transportation system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation sys-
tem is an allowable expense. State and
Federal income taxes and severance
taxes and other fees, including royal-
ties, are not allowable expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. After a lessee has elected
to use either method for a transpor-
tation system, the lessee may not later
elect to change to the other alternative
without approval of the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-
tem services, or a unit of production
method. After an election is made, the
lessee may not change methods with-
out MMS approval. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value.

(B) The MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the transpor-
tation system multiplied by the rate of
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return determined pursuant to para-
graph (b)(2)(v) of this section. No allow-
ance shall be provided for depreciation.
This alternative shall apply only to
transportation facilities first placed in
service after March 1, 1988.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3)(i) The deduction for transpor-
tation costs shall be determined on the
basis of the lessee’s cost of transport-
ing each product through each individ-
ual transportation system. Where more
than one product in a gaseous phase is
transported, the allocation of costs to
each of the products transported shall
be made in a consistent and equitable
manner in the same proportion as the
ratio of the volume of each product
(excluding waste products which have
no value) to the volume of all products
in the gaseous phase (excluding waste
products which have no value). Except
as provided in this paragraph, the les-
see may not take an allowance for
transporting a product which is not
royalty bearing without MMS ap-
proval.

(ii) Notwithstanding the require-
ments of paragraph (b)(3)(i), the lessee
may propose to the MMS a cost alloca-
tion method on the basis of the values
of the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this
part.

(4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee
shall propose a cost allocation proce-
dure to MMS. The lessee may use the
transportation allowance determined
in accordance with its proposed alloca-
tion procedure until MMS issues its de-
termination on the acceptability of the
cost allocation. The lessee shall submit
all relevant data to support its pro-
posal. MMS shall then determine the
transportation allowance based upon
the lessee’s proposal and any addi-

tional information MMS deems nec-
essary. The lessee must submit the al-
location proposal within 3 months of
claiming the allocated deduction on
the Form MMS–2014.

(5) A lessee may apply to the MMS
for an exception from the requirement
that it compute actual costs in accord-
ance with paragraphs (b)(1) through
(b)(4) of this section. The MMS will
grant the exception only if the lessee
has a tariff for the transportation sys-
tem approved by the Federal Energy
Regulatory Commission (FERC) (for
both Federal and Indian leases) or a
State regulatory agency (for Federal
leases). The MMS shall deny the excep-
tion request if it determines that the
tariff is excessive as compared to
arm’s-length transportation charges by
pipelines, owned by the lessee or oth-
ers, providing similar transportation
services in that area. If there are no
arm’s-length transportation charges,
MMS shall deny the exception request
if: (i) No FERC or State regulatory
agency cost analysis exists and the
FERC or State regulatory agency, as
applicable, has declined to investigate
pursuant to MMS timely objections
upon filing; and (ii) the tariff signifi-
cantly exceeds the lessee’s actual costs
for transportation as determined under
this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length transportation
contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(2) Non-arm’s-length or no contract. (i)
The lessee must notify MMS of an al-
lowance based on the incurred costs by
using a separate line entry on the
Form MMS–2014.

(ii) For new transportation facilities
or arrangements, the lessee’s initial de-
duction shall include estimates of the
allowable gas transportation costs for
the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the trans-
portation system or, if such data are
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not available, the lessee shall use esti-
mates based upon industry data for
similar transportation systems.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(iv) If the lessee is authorized to use
its FERC-approved or State regulatory
agency-approved tariff as its transpor-
tation cost in accordance with para-
graph (b)(5) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(d) Interest and assessments. (1) If a
lessee nets a transportation allowance
against the royalty value on the Form
MMS–2014, the lessee shall be assessed
an amount of up to 10 percent of the al-
lowance netted not to exceed $250 per
lease selling arrangement per sales pe-
riod.

(2) If a lessee deducts a transpor-
tation allowance on its Form MMS–
2014 that exceeds 50 percent of the
value of the gas transported without
obtaining prior approval of MMS under
§ 206.156, the lessee shall pay interest
on the excess allowance amount taken
from the date such amount is taken to
the date the lessee files an exception
request with MMS.

(3) If a lessee erroneously reports a
transportation allowance which results
in an underpayment of royalties, inter-
est shall be paid on the amount of that
underpayment.

(4) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.

(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance reporting period, the les-
see shall be required to pay additional
royalties due plus interest computed
under 30 CFR 218.54 from the allowance
reporting period when the lessee took
the deduction to the date the lessee re-
pays the difference to MMS. If the ac-
tual transportation allowance is great-
er than the amount the lessee has
taken on Form MMS–2014 for each
month during the allowance reporting
period, the lessee shall be entitled to a
credit without interest.

(2) For lessees transporting produc-
tion from onshore Federal leases, the
lessee must submit a corrected Form
MMS–2014 to reflect actual costs, to-
gether with any payment, in accord-
ance with instructions provided by
MMS.

(3) For lessees transporting gas pro-
duction from leases on the OCS, if the
lessee’s estimated transportation al-
lowance exceeds the allowance based
on actual costs, the lessee must submit
a corrected Form MMS–2014 to reflect
actual costs, together with its pay-
ment, in accordance with instructions
provided by MMS. If the lessee’s esti-
mated transportation allowance is less
than the allowance based on actual
costs, the refund procedure will be
specified by MMS.

(f) Allowable costs in determining trans-
portation allowances. Lessees may in-
clude, but are not limited to, the fol-
lowing costs in determining the arm’s-
length transportation allowance under
paragraph (a) of this section or the
non-arm’s-length transportation allow-
ance under paragraph (b) of this sec-
tion:

(1) Firm demand charges paid to pipe-
lines. You must limit the allowable
costs for the firm demand charges to
the applicable rate per MMBtu multi-
plied by the actual volumes trans-
ported. You may not include any losses
incurred for previously purchased but
unused firm capacity. You also may
not include any gains associated with
releasing firm capacity. If you receive
a payment or credit from the pipeline
for penalty refunds, rate case refunds,
or other reasons, you must reduce the
firm demand charge claimed on the
Form MMS–2014. You must modify the
Form MMS–2014 by the amount re-
ceived or credited for the affected re-
porting period;

(2) Gas supply realignment (GSR) costs.
The GSR costs result from a pipeline
reforming or terminating supply con-
tracts with producers to implement the
restructuring requirements of FERC
Orders in 18 CFR part 284;

(3) Commodity charges. The commod-
ity charge allows the pipeline to re-
cover the costs of providing service;

(4) Wheeling costs. Hub operators
charge a wheeling cost for transporting
gas from one pipeline to either the
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same or another pipeline through a
market center or hub. A hub is a con-
nected manifold of pipelines through
which a series of incoming pipelines
are interconnected to a series of out-
going pipelines;

(5) Gas Research Institute (GRI) fees.
The GRI conducts research, develop-
ment, and commercialization programs
on natural gas related topics for the
benefit of the U.S. gas industry and gas
customers. GRI fees are allowable pro-
vided such fees are mandatory in
FERC-approved tariffs;

(6) Annual Charge Adjustment (ACA)
fees. FERC charges these fees to pipe-
lines to pay for its operating expenses;

(7) Payments (either volumetric or in
value) for actual or theoretical losses.
This paragraph does not apply to non-
arm’s-length transportation arrange-
ments unless the transportation allow-
ance is based on a FERC or State regu-
latory-approved tariff;

(8) Temporary storage services. This in-
cludes short duration storage services
offered by market centers or hubs
(commonly referred to as ‘‘parking’’ or
‘‘banking’’), or other temporary stor-
age services provided by pipeline trans-
porters, whether actual or provided as
a matter of accounting. Temporary
storage is limited to 30 days or less;
and

(9) Supplemental costs for compression,
dehydration, and treatment of gas. MMS
allows these costs only if such services
are required for transportation and ex-
ceed the services necessary to place
production into marketable condition
required under §§ 206.152(i) and 206.153(i)
of this part.

(g) Nonallowable costs in determining
transportation allowances. Lessees may
not include the following costs in de-
termining the arm’s-length transpor-
tation allowance under paragraph (a) of
this section or the non-arm’s-length
transportation allowance under para-
graph (b) of this section:

(1) Fees or costs incurred for storage.
This includes storing production in a
storage facility, whether on or off the
lease, for more than 30 days;

(2) Aggregator/marketer fees. This in-
cludes fees you pay to another person
(including your affiliates) to market
your gas, including purchasing and re-

selling the gas, or finding or maintain-
ing a market for the gas production;

(3) Penalties you incur as shipper.
These penalties include, but are not
limited to:

(i) Over-delivery cash-out penalties.
This includes the difference between
the price the pipeline pays you for
over-delivered volumes outside the tol-
erances and the price you receive for
over-delivered volumes within the tol-
erances;

(ii) Scheduling penalties. This includes
penalties you incur for differences be-
tween daily volumes delivered into the
pipeline and volumes scheduled or
nominated at a receipt or delivery
point;

(iii) Imbalance penalties. This includes
penalties you incur (generally on a
monthly basis) for differences between
volumes delivered into the pipeline and
volumes scheduled or nominated at a
receipt or delivery point; and

(iv) Operational penalties. This in-
cludes fees you incur for violation of
the pipeline’s curtailment or oper-
ational orders issued to protect the
operational integrity of the pipeline;

(4) Intra-hub transfer fees. These are
fees you pay to hub operators for ad-
ministrative services (e.g., title trans-
fer tracking) necessary to account for
the sale of gas within a hub; and

(5) Other nonallowable costs. Any cost
you incur for services you are required
to provide at no cost to the lessor.

(h) Other transportation cost determina-
tions. Use this section when calculating
transportation costs to establish value
using a netback procedure or any other
procedure that requires deduction of
transportation costs.

[53 FR 1272, Jan. 15, 1988, as amended at 53
FR 45762, Nov. 14, 1988; 61 FR 5465, Feb. 12,
1996; 62 FR 65762, Dec. 16, 1997]

§ 206.158 Processing allowances—gen-
eral.

(a) Where the value of gas is deter-
mined pursuant to § 206.153 of this sub-
part, a deduction shall be allowed for
the reasonable actual costs of process-
ing.

(b) Processing costs must be allo-
cated among the gas plant products. A
separate processing allowance must be
determined for each gas plant product
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and processing plant relationship. Nat-
ural gas liquids (NGL’s) shall be con-
sidered as one product.

(c)(1) Except as provided in paragraph
(d)(2) of this section, the processing al-
lowance shall not be applied against
the value of the residue gas. Where
there is no residue gas MMS may des-
ignate an appropriate gas plant prod-
uct against which no allowance may be
applied.

(2) Except as provided in paragraph
(c)(3) of this section, the processing al-
lowance deduction on the basis of an
individual product shall not exceed 662⁄3
percent of the value of each gas plant
product determined in accordance with
§ 206.153 of this subpart (such value to
be reduced first for any transportation
allowances related to postprocessing
transportation authorized by § 206.156 of
this subpart).

(3) Upon request of a lessee, MMS
may approve a processing allowance in
excess of the limitation prescribed by
paragraph (c)(2) of this section. The
lessee must demonstrate that the proc-
essing costs incurred in excess of the
limitation prescribed in paragraph
(c)(2) of this section were reasonable,
actual, and necessary. An application
for exception (using Form MMS–4393,
Request to Exceed Regulatory Allow-
ance Limitation) shall contain all rel-
evant and supporting documentation
for MMS to make a determination.
Under no circumstances shall the value
for royalty purposes of any gas plant
product be reduced to zero.

(d)(1) Except as provided in para-
graph (d)(2) of this section, no process-
ing cost deduction shall be allowed for
the costs of placing lease products in
marketable condition, including dehy-
dration, separation, compression, or
storage, even if those functions are per-
formed off the lease or at a processing
plant. Where gas is processed for the
removal of acid gases, commonly re-
ferred to as ‘‘sweetening,’’ no process-
ing cost deduction shall be allowed for
such costs unless the acid gases re-
moved are further processed into a gas
plant product. In such event, the lessee
shall be eligible for a processing allow-
ance as determined in accordance with
this subpart. However, MMS will not
grant any processing allowance for

processing lease production which is
not royalty bearing.

(2)(i) If the lessee incurs extraor-
dinary costs for processing gas produc-
tion from a gas production operation,
it may apply to MMS for an allowance
for those costs which shall be in addi-
tion to any other processing allowance
to which the lessee is entitled pursuant
to this section. Such an allowance may
be granted only if the lessee can dem-
onstrate that the costs are, by ref-
erence to standard industry conditions
and practice, extraordinary, unusual,
or unconventional.

(ii) Prior MMS approval to continue
an extraordinary processing cost allow-
ance is not required. However, to re-
tain the authority to deduct the allow-
ance the lessee must report the deduc-
tion to MMS in a form and manner pre-
scribed by MMS.

(e) If MMS determines that a lessee
has improperly determined a process-
ing allowance authorized by this sub-
part, then the lessee shall pay any ad-
ditional royalties, plus interest deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest. If the lessee takes a
deduction for transportation on the
Form MMS–2014 by improperly netting
the allowance against the sales value
of the oil instead of reporting the al-
lowance as a separate line item, he
may be assessed an additional amount
under 206.159(d).

[53 FR 1272, Jan. 15, 1988, as amended at 61
FR 5466, Feb. 12, 1996]

§ 206.159 Determination of processing
allowances.

(a) Arm’s-length processing contracts.
(1)(i) For processing costs incurred by a
lessee under an arm’s-length contract,
the processing allowance shall be the
reasonable actual costs incurred by the
lessee for processing the gas under that
contract, except as provided in para-
graphs (a)(1)(ii) and (a)(1)(iii) of this
section, subject to monitoring, review,
audit, and adjustment. The lessee shall
have the burden of demonstrating that
its contract is arm’s-length. MMS’
prior approval is not required before a
lessee may deduct costs incurred under
an arm’s-length contract. The lessee
must claim a transportation allowance
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by reporting it as a separate line entry
on the Form MMS–2014.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the processor for the processing. If the
contract reflects more than the total
consideration, then the MMS may re-
quire that the processing allowance be
determined in accordance with para-
graph (b) of this section.

(iii) If MMS determines that the con-
sideration paid pursuant to an arm’s-
length processing contract does not re-
flect the reasonable value of the proc-
essing because of misconduct by or be-
tween the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and lessor, then MMS shall
require that the processing allowance
be determined in accordance with para-
graph (b) of this section. When MMS
determines that the value of the proc-
essing may be unreasonable, MMS will
notify the lessee and give the lessee an
opportunity to provide written infor-
mation justifying the lessee’s process-
ing costs.

(2) If an arm’s-length processing con-
tract includes more than one gas plant
product and the processing costs at-
tributable to each product can be de-
termined from the contract, then the
processing costs for each gas plant
product shall be determined in accord-
ance with the contract. No allowance
may be taken for the costs of process-
ing lease production which is not roy-
alty-bearing.

(3) If an arm’s-length processing con-
tract includes more than one gas plant
product and the processing costs at-
tributable to each product cannot be
determined from the contract, the les-
see shall propose an allocation proce-
dure to MMS. The lessee may use its
proposed allocation procedure until
MMS issues its determination. The les-
see shall submit all relevant data to
support its proposal. MMS shall then
determine the processing allowance
based upon the lessee’s proposal and
any additional information MMS
deems necessary. No processing allow-
ance will be granted for the costs of

processing lease production which is
not royalty bearing. The lessee must
submit the allocation proposal within 3
months of claiming the allocated de-
duction on Form MMS–2014.

(4) Where the lessee’s payments for
processing under an arm’s-length con-
tract are not based on a dollar per unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent for the purposes of this sec-
tion.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length proc-
essing contract or has no contract, in-
cluding those situations where the les-
see performs processing for itself, the
processing allowance will be based
upon the lessee’s reasonable actual
costs as provided in this paragraph. All
processing allowances deducted under a
non-arm’s-length or no-contract situa-
tion are subject to monitoring, review,
audit, and adjustment. The lessee must
claim a processing allowance by re-
flecting it as a separate line entry on
the Form MMS–2014. When necessary
or appropriate, MMS may direct a les-
see to modify its estimated or actual
processing allowance.

(2) The processing allowance for non-
arm’s-length or no-contract situations
shall be based upon the lessee’s actual
costs for processing during the report-
ing period, including operating and
maintenance expenses, overhead, and
either depreciation and a return on
undepreciated capital investment in
accordance with paragraph (b)(2)(iv)(A)
of this section, or a cost equal to the
initial depreciable investment in the
processing plant multiplied by a rate of
return in accordance with paragraph
(b)(2)(iv)(B) of this section. Allowable
capital costs are generally those costs
for depreciable fixed assets (including
costs of delivery and installation of
capital equipment) which are an inte-
gral part of the processing plant.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the processing
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plant; maintenance of equipment;
maintenance labor; and other directly
allocable and attributable maintenance
expenses which the lessee can docu-
ment.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the processing plant is
an allowable expense. State and Fed-
eral income taxes and severance taxes,
including royalties, are not allowable
expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. When a lessee has elected
to use either method for a processing
plant, the lessee may not later elect to
change to the other alternative with-
out approval of the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the processing plant
services, or a unit-of-production meth-
od. After an election is made, the les-
see may not change methods without
MMS approval. A change in ownership
of a processing plant shall not alter the
depreciation schedule established by
the original processor/lessee for pur-
poses of the allowance calculation.
With or without a change in ownership,
a processing plant shall be depreciated
only once. Equipment shall not be de-
preciated below a reasonable salvage
value.

(B) The MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the processing
plant multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to plants
first placed in service after March 1,
1988.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3) The processing allowance for each
gas plant product shall be determined

based on the lessee’s reasonable and ac-
tual cost of processing the gas. Alloca-
tion of costs to each gas plant product
shall be based upon generally accepted
accounting principles. The lessee may
not take an allowance for the costs of
processing lease production which is
not royalty bearing.

(4) A lessee may apply to MMS for an
exception from the requirement that it
compute actual costs in accordance
with paragraphs (b)(1) through (b)(3) of
this section. The MMS may grant the
exception only if: (i) The lessee has
arm’s-length contracts for processing
other gas production at the same proc-
essing plant; and (ii) at least 50 percent
of the gas processed annually at the
plant is processed pursuant to arm’s-
length processing contracts; if the
MMS grants the exception, the lessee
shall use as its processing allowance
the volume weighted average prices
charged other persons pursuant to
arm’s-length contracts for processing
at the same plant.

(c) Reporting requirements—(1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length processing
contracts and related documents. Doc-
uments shall be submitted within a
reasonable time, as determined by
MMS.

(2) Non-arm’s-length or no contract. (i)
The lessee must notify MMS of an al-
lowance based on the incurred costs by
using a separate line entry on the
Form MMS–2014.

(ii) For new processing plants, the
lessee’s initial deduction shall include
estimates of the allowable gas process-
ing costs for the applicable period. Cost
estimates shall be based upon the most
recently available operations data for
the plant or, if such data are not avail-
able, the lessee shall use estimates
based upon industry data for similar
gas processing plants.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(iv) If the lessee is authorized to use
the volume weighted average prices

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00066 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



71

Minerals Management Service, Interior § 206.170

charged other persons as its processing
allowance in accordance with para-
graph (b)(4) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(d) Interest and assessments. (1) If a
lessee nets a processing allowance
against the royalty value on the Form
MMS–2014, the lessee shall be assessed
an amount of up to 10 percent of the al-
lowance netted not to exceed $250 per
lease selling arrangement per sales pe-
riod.

(2) If a lessee deducts a processing al-
lowance on its Form MMS–2014 that ex-
ceeds 662⁄3 percent of the value of the
gas processed without obtaining prior
approval of MMS under § 206.158, the
lessee shall pay interest on the excess
allowance amount taken from the date
such amount is taken to the date the
lessee files an exception request with
MMS.

(3) If a lessee erroneously reports a
processing allowance which results in
an underpayment of royalties, interest
shall be paid on the amount of that un-
derpayment.

(4) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.

(e) Adjustments. (1) If the actual proc-
essing allowance is less than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall pay additional royalties due plus
interest computed under 30 CFR 218.54
from the allowance reporting period
when the lessee took the deduction to
the date the lessee repays the dif-
ference to MMS. If the actual process-
ing allowance is greater than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall be entitled to a credit without in-
terest.

(2) For lessees transporting produc-
tion from onshore Federal leases, the
lessee must submit a corrected Form
MMS–2014 to reflect actual costs, to-
gether with any payment, in accord-
ance with instructions provided by
MMS.

(3) For lessees processing gas produc-
tion from leases on the OCS, if the les-
see’s estimated processing allowance
exceeds the allowance based on actual

costs, the lessee must submit a cor-
rected Form MMS–2014 to reflect ac-
tual costs, together with its payment,
in accordance with instructions pro-
vided by MMS. If the lessee’s estimated
costs were less than the actual costs,
the refund procedure will be specified
by MMS.

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

[53 FR 1272, Jan. 15, 1988, as amended at 53
FR 45762, Nov. 14, 1988; 61 FR 5466, Feb. 12,
1996]

§ 206.106 Operating allowances.

Notwithstanding any other provi-
sions in these regulations, an operating
allowance may be used for the purpose
of computing payment obligations
when specified in the notice of sale and
the lease. The allowance amount or
formula shall be specified in the notice
of sale and in the lease agreement.

[61 FR 3804, Feb. 2, 1996]

Subpart E—Indian Gas

SOURCE: 61 FR 5467, Feb. 12, 1996, unless
otherwise noted.

§ 206.170 Purpose and scope.

(a) This subpart is applicable to all
gas production from Indian (Tribal and
allotted) oil and gas leases (except
leases on the Osage Indian Reservation,
Osage County, Oklahoma). The purpose
of this subpart is to establish the value
of production for royalty purposes con-
sistent with the mineral leasing laws,
other applicable laws, and lease terms.

(b) If the specific provisions of any
statute, treaty, or settlement agree-
ment between the Indian lessor and a
lessee resulting from administrative or
judicial litigation, or oil and gas lease
subject to the requirements of this sub-
part are inconsistent with any regula-
tion in this subpart, then the lease,
statute, treaty provision or settlement
agreement shall govern to the extent of
that inconsistency.
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(c) All royalty payments made to any
Tribe or allottee are subject to audit
and adjustment.

(d) The regulations in this subpart
are intended to ensure that the trust
responsibilities of the United States
with respect to the administration of
Indian oil and gas leases are discharged
in accordance with the requirements of
the governing mineral leasing laws,
treaties, and lease terms.

§ 206.171 Definitions.
For purposes of this subpart:
Allowance means an approved or an

(MMS)-initially accepted deduction in
determining value for royalty pur-
poses. Processing allowance means an
allowance for the reasonable, actual
costs incurred by the lessee for process-
ing gas, or an approved or MMS-ini-
tially accepted deduction for costs of
such processing, determined pursuant
to this subpart. Transportation allow-
ance means an allowance for the rea-
sonable, actual costs incurred by the
lessee for moving unprocessed gas, resi-
due gas, or gas plant products to a
point of sale or point of delivery off the
lease, unit area, communitized area, or
away from a processing plant, exclud-
ing gathering, or an approved or MMS-
initially accepted deduction for costs
of such transportation, determined
pursuant to this subpart.

Area means a geographic region at
least as large as the defined limits of
an oil and/or gas field, in which oil and/
or gas lease products have similar qual-
ity, economic, and legal characteris-
tics.

Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the marketplace between
independent, nonaffiliated persons with
opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
pursuant to common control with an-
other person. For purposes of this sub-
part, based on the instruments of own-
ership of the voting securities of an en-
tity, or based on other forms of owner-
ship: ownership in excess of 50 percent
constitutes control; ownership of 10
through 50 percent creates a presump-
tion of control; and ownership of less
than 10 percent creates a presumption

of noncontrol which MMS may rebut if
it demonstrates actual or legal control,
including the existence of interlocking
directorates. Notwithstanding any
other provisions of this subpart, con-
tracts between relatives, either by
blood or by marriage, are not arm’s-
length contracts. MMS may require the
lessee to certify ownership control. To
be considered arm’s-length for any pro-
duction month, a contract must meet
the requirements of this definition for
that production month, as well as when
the contract was executed.

Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on In-
dian leases.

BIA means the Bureau of Indian Af-
fairs of the Department of the Interior.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Compression means the process of
raising the pressure of gas.

Condensate means liquid hydro-
carbons (normally exceeding 40 degrees
of API gravity) recovered at the sur-
face without resorting to processing.
Condensate is the mixture of liquid hy-
drocarbons that results from condensa-
tion of petroleum hydrocarbons exist-
ing initially in a gaseous phase in an
underground reservoir.

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Field means a geographic region situ-
ated 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 pro-
jected to the land surface. Onshore
fields are usually given names and
their official boundaries are often des-
ignated by oil and gas regulatory agen-
cies in the respective States in which
the fields are located.

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

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

Gathering means the movement of
lease production to a central accumu-
lation and/or treatment point on the
lease, unit or communitized area, or to
a central accumulation or treatment
point off the lease, unit or
communitized area as approved by
BLM operations personnel for onshore
leases.

Gross proceeds (for royalty payment
purposes) means the total monies and
other consideration accruing to an oil
and gas lessee for the disposition of un-
processed gas, residue gas, or gas plant
products produced. Gross proceeds in-
cludes, but is not limited to, payments
to the lessee for certain services such
as compression, dehydration, measure-
ment, and/or field gathering to the ex-
tent that the lessee is obligated to per-
form them at no cost to the Indian les-
sor, and payments for gas processing
rights. Gross proceeds, as applied to
gas, also includes but is not limited to
reimbursements for severance taxes
and other reimbursements. Tax reim-
bursements are part of the gross pro-
ceeds accruing to a lessee even though
the Indian royalty interest may be ex-
empt from taxation. Monies and other
consideration, including the forms of
consideration identified in this para-
graph, to which a lessee is contrac-
tually or legally entitled but which it
does not seek to collect through rea-
sonable efforts are also part of gross
proceeds.

Indian allottee means any Indian for
whom land or an interest in land is
held in trust by the United States or
who holds title subject to Federal re-
striction against alienation.

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

Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States pursuant to a min-
eral leasing law that authorizes explo-
ration for, development or extraction
of, or removal of lease products—or the
land area covered by that authoriza-
tion, whichever is required by the con-
text.

Lease products means any leased min-
erals attributable to, originating from,
or allocated to Indian leases.

Lessee means any person to whom an
Indian Tribe, or an Indian allottee
issues a lease, and any person who has
been assigned an obligation to make
royalty or other payments required by
the lease. This includes any person who
has an interest in a lease as well as an
operator or payor who has no interest
in the lease but who has assumed the
royalty payment responsibility.

Like-quality lease products means
lease products which have similar
chemical, physical, and legal charac-
teristics.

Marketable condition means lease
products which are sufficiently free
from impurities and otherwise in a con-
dition that they will be accepted by a
purchaser pursuant to a sales contract
typical for the field or area.

Marketing affiliate means an affiliate
of the lessee whose function is to ac-
quire only the lessee’s production and
to market that production.

Minimum royalty means that mini-
mum amount of annual royalty that
the lessee must pay as specified in the
lease or in applicable leasing regula-
tions.

MMS means the Minerals Manage-
ment Service of the Department of the
Interior.

Net-back method (or work-back meth-
od) means a method for calculating
market value of gas at the lease. Pur-
suant to this method, costs of trans-
portation, processing, or manufactur-
ing are deducted from the proceeds re-
ceived for the gas, residue gas or gas
plant products, and any extracted,
processed, or manufactured products,
or from the value of the gas, residue
gas or gas plant products, and any ex-
tracted, processed, or manufactured
products, at the first point at which
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reasonable values for any such prod-
ucts may be determined by a sale pur-
suant to an arm’s-length contract or
comparison to other sales of such prod-
ucts, to ascertain value at the lease.

Net output means the quantity of res-
idue gas and each gas plant product
that a processing plant produces.

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

Person means any individual, firm,
corporation, association, partnership,
consortium, or joint venture (when es-
tablished as a separate entity).

Posted price means the price, net of
all adjustments for quality and loca-
tion, specified in publicly available
price bulletins or other price notices
available as part of normal business op-
erations for quantities of unprocessed
gas, residue gas, or gas plant products
in marketable condition.

Processing means any process de-
signed to remove elements or com-
pounds (hydrocarbon and nonhydro-
carbon) from gas, including absorption,
adsorption, or refrigeration. Field proc-
esses which normally take place on or
near the lease, such as natural pressure
reduction, mechanical separation,
heating, cooling, dehydration, and
compression, are not considered proc-
essing. The changing of pressures and/
or temperatures in a reservoir is not
considered processing.

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

Selling arrangement means the indi-
vidual contractual arrangements pur-
suant to which sales or dispositions of
gas, residue gas and gas plant products
are made. Selling arrangements are de-
scribed by illustration in the MMS
Royalty Management Program Oil and
Gas Payor Handbook.

Spot sales agreement means a contract
wherein a seller agrees to sell to a
buyer a specified amount of unproc-
essed gas, residue gas, or gas plant
products at a specified price over a
fixed period, usually of short duration,
which does not normally require a can-
cellation notice to terminate, and
which does not contain an obligation,
nor imply an intent, to continue in
subsequent periods.

Warranty contract means a long-term
contract entered into prior to 1970, in-
cluding any amendments thereto, for
the sale of gas wherein the producer
agrees to sell a specific amount of gas
and the gas delivered in satisfaction of
this obligation may come from fields
or sources outside of the designated
fields.

§ 206.172 Valuation standards—un-
processed gas.

(a)(1) This section applies to the
valuation of all gas that is not proc-
essed and all gas that is processed but
is sold or otherwise disposed of by the
lessee pursuant to an arm’s-length con-
tract prior to processing (including all
gas where the lessee’s arm’s-length
contract for the sale of that gas prior
to processing provides for the value to
be determined on the basis of a per-
centage of the purchaser’s proceeds re-
sulting from processing the gas). This
section also applies to processed gas
that must be valued prior to processing
in accordance with § 206.175 of this sub-
part. Where the lessee’s contract in-
cludes a reservation of the right to
process the gas and the lessee exercises
that right, § 206.173 of this subpart shall
apply instead of this section.

(2) The value of production, for roy-
alty purposes, of gas subject to this
subpart shall be the value of gas deter-
mined pursuant to this section less ap-
plicable allowances determined pursu-
ant to this subpart.

(3)(i) For any Indian leases which
provide that the Secretary may con-
sider the highest price paid or offered
for a major portion of production
(major portion) in determining value of
production for royalty purposes, if data
are available to compute a major por-
tion MMS will, where practicable, com-
pare the value determined in accord-
ance with this section with the major
portion. The value to be used in deter-
mining the value of production for roy-
alty purposes shall be the higher of
those two values.

(ii) For purposes of this paragraph,
major portion means the highest price
paid or offered at the time of produc-
tion for the major portion of gas pro-
duction from the same field. The major
portion will be calculated using like-
quality gas sold pursuant to arm’s-
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length contracts from the same field
(or, if necessary to obtain a reasonable
sample, from the same area) for each
month. All such sales will be arrayed
from highest price to lowest price (at
the bottom). The major portion is that
price at which 50 percent (by volume)
plus 1 mcf of the gas (starting from the
bottom) is sold.

(b)(1)(i) The value of gas sold under
an arm’s-length contract is the gross
proceeds accruing to the lessee, except
as provided in paragraphs (b)(1)(ii),
(iii), and (iv) of this section. The lessee
shall have the burden of demonstrating
that its contract is arm’s-length. The
value which the lessee reports, for roy-
alty purposes, is subject to monitoring,
review, and audit. For purposes of this
section, gas which is sold or otherwise
transferred to the lessee’s marketing
affiliate and then sold by the market-
ing affiliate pursuant to an arm’s-
length contract shall be valued in ac-
cordance with this paragraph based
upon the sale by the marketing affili-
ate. Also, where the lessee’s arm’s-
length contract for the sale of gas prior
to processing provides for the value to
be determined based upon a percentage
of the purchaser’s proceeds resulting
from processing the gas, the value of
production, for royalty purposes, shall
never be less than a value equivalent to
100 percent of the value of the residue
gas attributable to the processing of
the lessee’s gas.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the gas. If the contract does not re-
flect the total consideration, then
MMS may require that the gas sold
pursuant to that contract be valued in
accordance with paragraph (c) of this
section. Value may not be less than the
gross proceeds accruing to the lessee,
including the additional consideration.

(iii) If MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-

efit of the lessee and the lessor, then
MMS shall require that the gas produc-
tion be valued pursuant to paragraphs
(c)(2) or (c)(3) of this section, and in ac-
cordance with the notification require-
ments of paragraph (e) of this section.
When MMS determines that the value
may be unreasonable, MMS will notify
the lessee and give the lessee an oppor-
tunity to provide written information
justifying the lessee’s value.

(iv) How to value over-delivered vol-
umes under a cash-out program. This
paragraph applies to situations where a
pipeline purchases gas from a lessee ac-
cording to a cash-out program under a
transportation contract. For all over-
delivered volumes, the royalty value is
the price the pipeline is required to pay
for volumes within the tolerances for
over-delivery specified in the transpor-
tation contract. Use the same value for
volumes that exceed the over-delivery
tolerances even if those volumes are
subject to a lower price under the
transportation contract. However, if
MMS determines that the price speci-
fied in the transportation contract for
over-delivered volumes is unreasonably
low, the lessee must value all over-de-
livered volumes under paragraph (c)(2)
or (c)(3) of this section.

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

(3) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the gas.

(c) The value of gas subject to this
section which is not sold pursuant to
an arm’s-length contract shall be the
reasonable value determined in accord-
ance with the first applicable of the
following methods:
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(1) The gross proceeds accruing to the
lessee pursuant to a sale pursuant to
its non-arm’s-length contract (or other
disposition other than by an arm’s-
length contract), provided that those
gross proceeds are equivalent to the
gross proceeds derived from, or paid
pursuant to, comparable arm’s-length
contracts for purchases, sales, or other
dispositions of like-quality gas in the
same field (or, if necessary to obtain a
reasonable sample, from the same
area). In evaluating the comparability
of arm’s-length contracts for the pur-
poses of these regulations, the follow-
ing factors shall be considered: price,
time of execution, duration, market or
markets served, terms, quality of gas,
volume, and such other factors as may
be appropriate to reflect the value of
the gas;

(2) A value determined by consider-
ation of other information relevant in
valuing like-quality gas, including
gross proceeds pursuant to arm’s-
length contracts for like-quality gas in
the same field or nearby fields or areas,
posted prices for gas, prices received in
arm’s-length spot sales of gas, other re-
liable public sources of price or market
information, and other information as
to the particular lease operation or the
salability of the gas; or

(3) A net-back method or any other
reasonable method to determine value.

(d)(1) Notwithstanding any other pro-
visions of this section, except para-
graph (h) of this section, if the maxi-
mum price permitted by Federal law at
which gas may be sold is less than the
value determined pursuant to this sec-
tion, then MMS shall accept such max-
imum price as the value. For purposes
of this section, price limitations set by
any State or local government shall
not be considered as a maximum price
permitted by Federal law.

(2) The limitation prescribed in para-
graph (d)(1) of this section shall not
apply to gas sold pursuant to a war-
ranty contract and valued pursuant to
paragraph (b)(2) of this section.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, the lessee shall retain all data
relevant to the determination of roy-
alty value. Such data shall be subject
to review and audit, and MMS will di-
rect a lessee to use a different value if

it determines that the reported value is
inconsistent with the requirements of
these regulations.

(2) Any Indian lessee will make avail-
able upon request to the authorized
MMS or Indian representatives, to the
Office of the Inspector General of the
Department of the Interior, or other
person authorized to receive such infor-
mation, arm’s-length sales and volume
data for like-quality production sold,
purchased or otherwise obtained by the
lessee from the field or area or from
nearby fields or areas.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c)(2) or (c)(3) of this section. The
notification shall be by letter to MMS
Associate Director for Royalty Man-
agement or his/her designee. The letter
shall identify the valuation method to
be used and contain a brief description
of the procedure to be followed. The no-
tification required by this paragraph is
a one-time notification due no later
than the end of the month following
the month the lessee first reports roy-
alties on a Form MMS–2014 using a
valuation method authorized by para-
graph (c)(2) or (c)(3) of this section, and
each time there is a change in a meth-
od pursuant to paragraph (c)(2) or (c)(3)
of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on that dif-
ference computed pursuant to 30 CFR
218.54. If the lessee is entitled to a cred-
it, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method, and
may use that method in determining
value for royalty purposes until MMS
issues its decision. The lessee shall sub-
mit all available data relevant to its
proposal. MMS shall expeditiously de-
termine the value based upon the les-
see’s proposal and any additional infor-
mation MMS deems necessary. In mak-
ing a value determination MMS may
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use any of the valuation criteria au-
thorized by this subpart. That deter-
mination shall remain effective for the
period stated therein. After MMS
issues its determination, the lessee
shall make the adjustments in accord-
ance with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, pursuant to no cir-
cumstances shall the value of produc-
tion for royalty purposes be less than
the gross proceeds accruing to the les-
see for lease production, less applicable
allowances determined pursuant to this
subpart.

(i) The lessee must place gas in mar-
ketable condition and market the gas
for the mutual benefit of the lessee and
the lessor at no cost to the Indian les-
sor. Where the value established under
this section is determined by a lessee’s
gross proceeds, that value will be in-
creased to the extent that the gross
proceeds have been reduced because the
purchaser, or any other person, is pro-
viding certain services the cost of
which ordinarily is the responsibility
of the lessee to place the gas in mar-
ketable condition or to market the gas.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims pur-
suant to its contract. If there is no
contract revision or amendment, and
the lessee fails to take proper or timely
action to receive prices or benefits to
which it is entitled, it must pay roy-
alty at a value based upon that obtain-
able price or benefit. Contract revi-
sions or amendments shall be in writ-
ing and signed by all parties to an
arm’s-length contract. If the lessee
makes timely application for a price
increase or benefit allowed pursuant to
its contract but the purchaser refuses,
and the lessee takes reasonable meas-
ures, which are documented, to force
purchaser compliance, the lessee will
owe no additional royalties unless or
until monies or consideration resulting
from the price increase or additional
benefits are received. This paragraph
shall not be construed to permit a les-
see to avoid its royalty payment obli-
gation in situations where a purchaser
fails to pay, in whole or in part or
timely, for a quantity of gas.

(k) Notwithstanding any provision in
these regulations to the contrary, no

review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value pursu-
ant to this section shall be considered
final or binding as against the Indian
Tribes or allottees until the audit pe-
riod is formally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation, processing,
or extraordinary cost allowances, is ex-
empted from disclosure by the Free-
dom of Information Act, 5 U.S.C. 552, or
other Federal law. Any data specified
by law to be privileged, confidential, or
otherwise exempt will be maintained in
a confidential manner in accordance
with applicable law and regulations.
All requests for information about de-
terminations made pursuant to this
subpart are to be submitted in accord-
ance with the Freedom of Information
Act regulation of the Department of
the Interior, 43 CFR part 2. Nothing in
this section is intended to limit or di-
minish in any manner whatsoever the
right of an Indian lessor to obtain any
and all information as such lessor may
be lawfully entitled from MMS or such
lessor’s lessee directly pursuant to the
terms of the lease, 30 U.S.C. 1733, or
other applicable law.

[61 FR 5467, Feb. 12, 1996, as amended at 62
FR 65763, Dec. 16, 1997]

§ 206.173 Valuation standards—proc-
essed gas.

(a)(1) This section applies to the
valuation of all gas that is processed
by the lessee and any other gas produc-
tion to which this subpart applies and
that is not subject to the valuation
provisions of § 206.172 of this part. This
section applies where the lessee’s con-
tract includes a reservation of the
right to process the gas and the lessee
exercises that right.

(2) The value of production, for roy-
alty purposes, of gas subject to this
section shall be the combined value of
the residue gas and all gas plant prod-
ucts determined pursuant to this sec-
tion, plus the value of any condensate
recovered downstream of the point of
royalty settlement without resorting
to processing determined pursuant to
section of this part, less applicable
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transportation allowances and process-
ing allowances determined pursuant to
this subpart.

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

(ii) For purposes of this paragraph,
major portion means the highest price
paid or offered at the time of produc-
tion for the major portion of gas pro-
duction from the same field, or for resi-
due gas or gas plant products from the
same processing plant, as applicable.
The major portion will be calculated
using like-quality lease products sold
pursuant to arm’s-length contracts
from the same field or processing plant
(or, if necessary to obtain a reasonable
sample, from the same area or nearby
processing plants) for each month. All
such sales will be arrayed from highest
price to lowest price (at the bottom).
The major portion is that price at
which 50 percent (by volume) plus 1 mcf
of the gas (starting from the bottom) is
sold, or for gas plant products, 50 per-
cent (by volume) plus 1 unit.

(b)(1)(i) The value of residue gas or
any gas plant product sold under an
arm’s-length contract is the gross pro-
ceeds accruing to the lessee, except as
provided in paragraphs (b)(1)(ii), (iii),
and (iv) of this section. The lessee shall
have the burden of demonstrating that
its contract is arm’s-length. The value
that the lessee reports for royalty pur-
poses is subject to monitoring, review,
and audit. For purposes of this section,
residue gas or any gas plant product
which is sold or otherwise transferred
to the lessee’s marketing affiliate and
then sold by the marketing affiliate
pursuant to an arm’s-length contract
shall be valued in accordance with this
paragraph based upon the sale by the
marketing affiliate.

(ii) In conducting these reviews and
audits, MMS will examine whether or
not the contract reflects the total con-
sideration actually transferred either
directly or indirectly from the buyer to
the seller for the residue gas or gas
plant product. If the contract does not
reflect the total consideration, then
MMS may require that the residue gas
or gas plant product sold pursuant to
that contract be valued in accordance
with paragraph (c) of this section.
Value may not be less than the gross
proceeds accruing to the lessee, includ-
ing the additional consideration.

(iii) If MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the residue gas or gas plant product be-
cause of misconduct by or between the
contracting parties, or because the les-
see otherwise has breached its duty to
the lessor to market the production for
the mutual benefit of the lessee and
the lessor, then MMS shall require that
the residue gas or gas plant product be
valued pursuant to paragraphs (c)(2) or
(c)(3) of this section, and in accordance
with the notification requirements of
paragraph (e) of this section. When
MMS determines that the value may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s value.

(iv) How to value over-delivered vol-
umes under a cash-out program. This
paragraph applies to situations where a
pipeline purchases gas from a lessee ac-
cording to a cash-out program under a
transportation contract. For all over-
delivered volumes, the royalty value is
the price the pipeline is required to pay
for volumes within the tolerances for
over-delivery specified in the transpor-
tation contract. Use the same value for
volumes that exceed the over-delivery
tolerances even if those volumes are
subject to a lower price under the
transportation contract. However, if
MMS determines that the price speci-
fied in the transportation contract for
over-delivered volumes is unreasonably
low, the lessee must value all over-de-
livered volumes under paragraph (c)(2)
or (c)(3) of this section.

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

(3) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the residue gas or gas
plant product.

(c) The value of residue gas or any
gas plant product which is not sold
pursuant to an arm’s-length contract
shall be the reasonable value deter-
mined in accordance with the first ap-
plicable of the following methods:

(1) The gross proceeds accruing to the
lessee pursuant to a sale pursuant to
its non-arm’s-length contract (or other
disposition other than by an arm’s-
length contract), provided that those
gross proceeds are equivalent to the
gross proceeds derived from, or paid
pursuant to, comparable arm’s-length
contracts for purchases, sales, or other
dispositions of like quality residue gas
or gas plant products from the same
processing plant (or, if necessary to ob-
tain a reasonable sample, from nearby
plants). In evaluating the comparabil-
ity of arm’s-length contracts for the
purposes of these regulations, the fol-
lowing factors shall be considered:
price, time of execution, duration,
market or markets served, terms, qual-
ity of residue gas or gas plant products,
volume, and such other factors as may
be appropriate to reflect the value of
the residue gas or gas plant products;

(2) A value determined by consider-
ation of other information relevant in
valuing like-quality residue gas or gas
plant products, including gross pro-
ceeds pursuant to arm’s-length con-
tracts for like-quality residue gas or
gas plant products from the same gas
plant or other nearby processing
plants, posted prices for residue gas or
gas plant products, prices received in
spot sales of residue gas or gas plant

products, other reliable public sources
of price or market information, and
other information as to the particular
lease operation or the salability of
such residue gas or gas plant products;
or

(3) A net-back method or any other
reasonable method to determine value.

(d)(1) Notwithstanding any other pro-
visions of this section, except para-
graph (h) of this section, if the maxi-
mum price permitted by Federal law at
which any residue gas or gas plant
products may be sold is less than the
value determined pursuant to this sec-
tion, then MMS shall accept such max-
imum price as the value. For the pur-
poses of this section, price limitations
set by any State or local government
shall not be considered as a maximum
price permitted by Federal law.

(2) The limitation prescribed by para-
graph (d)(1) of this section shall not
apply to residue gas sold pursuant to a
warranty contract and valued pursuant
to paragraph (b)(2) of this section.

(e)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, the lessee shall retain all data
relevant to the determination of roy-
alty value. Such data shall be subject
to review and audit, and MMS will di-
rect a lessee to use a different value if
it determines upon review or audit that
the reported value is inconsistent with
the requirements of these regulations.

(2) The Indian lessee will make avail-
able upon request to the authorized
MMS, or Indian representatives, to the
Office of the Inspector General of the
Department of the Interior, or other
persons authorized to receive such in-
formation, arm’s-length sales and vol-
ume data for like-quality residue gas
and gas plant products sold, purchased
or otherwise obtained by the lessee
from the same processing plant or from
nearby processing plants.

(3) A lessee shall notify MMS if it has
determined any value pursuant to
paragraph (c)(2) or (c)(3) of this section.
The notification shall be by letter to
MMS Associate Director for Royalty
Management or his/her designee. The
letter shall identify the valuation
method to be used and contain a brief
description of the procedure to be fol-
lowed. The notification required by
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this paragraph is a one-time notifica-
tion due no later than the end of the
month following the month the lessee
first reports royalties on a Form MMS–
2014 using a valuation method author-
ized by paragraph (c)(2) or (c)(3) of this
section, and each time there is a
change in a method pursuant to para-
graph (c)(2) or (c)(3) of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest computed on
that difference pursuant to 30 CFR
218.54. If the lessee is entitled to a cred-
it, MMS will provide instructions for
the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method, and
may use that method in determining
value for royalty purposes until MMS
issues its decision. The lessee shall sub-
mit all available data relevant to its
proposal. MMS shall expeditiously de-
termine the value based upon the les-
see’s proposal and any additional infor-
mation MMS deems necessary. In mak-
ing a value determination, MMS may
use any of the valuation criteria au-
thorized by this subpart. That deter-
mination shall remain effective for the
period stated therein. After MMS
issues its determination, the lessee
shall make the adjustments in accord-
ance with paragraph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, pursuant to no cir-
cumstances shall the value of produc-
tion for royalty purposes be less than
the gross proceeds accruing to the les-
see for residue gas and/or any gas plant
products, less applicable transpor-
tation allowances and processing al-
lowances determined pursuant to this
subpart.

(i) The lessee must place residue gas
and gas plant products in marketable
condition and market the residue gas
and gas plant products for the mutual
benefit of the lessee and the lessor at
no cost to the Indian lessor. Where the
value established under this section is
determined by a lessee’s gross pro-

ceeds, that value will be increased to
the extent that the gross proceeds have
been reduced because the purchaser, or
any other person, is providing certain
services the cost of which ordinarily is
the responsibility of the lessee to place
the residue gas or gas plant products in
marketable condition or to market the
residue gas and gas plant products.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims pur-
suant to its contract. Absent contract
revision or amendment, if the lessee
fails to take proper or timely action to
receive prices or benefits to which it is
entitled it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract.
If the lessee makes timely application
for a price increase or benefit allowed
pursuant to its contract but the pur-
chaser refuses, and the lessee takes
reasonable measures, which are docu-
mented, to force purchaser compliance,
the lessee will owe no additional royal-
ties unless or until monies or consider-
ation resulting from the price increase
or additional benefits are received.
This paragraph shall not be construed
to permit a lessee to avoid its royalty
payment obligation in situations where
a purchaser fails to pay, in whole or in
part, or timely, for a quantity of resi-
due gas or gas plant product.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value pursu-
ant to this section shall be considered
final or binding against the Indian
Tribes or allottees until the audit pe-
riod is formally closed.

(l) Certain information submitted to
MMS to support valuation proposals,
including transportation allowances,
processing allowances or extraordinary
cost allowances, is exempted from dis-
closure by the Freedom of Information
Act, 5 U.S.C. 552, or other Federal law.
Any data specified by law to be privi-
leged, confidential, or otherwise ex-
empt, will be maintained in a confiden-
tial manner in accordance with appli-
cable law and regulations. All requests
for information about determinations
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made pursuant to this part are to be
submitted in accordance with the Free-
dom of Information Act regulation of
the Department of the Interior, 43 CFR
part 2. Nothing in this section is in-
tended to limit or diminish in any
manner whatsoever the right of an In-
dian lessor to obtain any and all infor-
mation as such lessor may be lawfully
entitled from MMS or such lessor’s les-
see directly pursuant to the terms of
the lease, 30 U.S.C. 1733, or other appli-
cable law.

[61 FR 5467, Feb. 12, 1996, as amended at 62
FR 65763, Dec. 16, 1997]

§ 206.174 Determination of quantities
and qualities for computing royal-
ties.

(a)(1) Royalties shall be computed on
the basis of the quantity and quality of
unprocessed gas at the point of royalty
settlement approved by BLM for on-
shore leases.

(2) If the value of gas determined pur-
suant to § 206.172 of this subpart is
based upon a quantity and/or quality
that is different from the quantity and/
or quality at the point of royalty set-
tlement, as approved by BLM or MMS,
that value shall be adjusted for the dif-
ferences in quantity and/or quality.

(b)(1) For residue gas and gas plant
products, the quantity basis for com-
puting royalties due is the monthly net
output of the plant even though resi-
due gas and/or gas plant products may
be in temporary storage.

(2) If the value of residue gas and/or
gas plant products determined pursu-
ant to § 206.173 of this subpart is based
upon a quantity and/or quality of resi-
due gas and/or gas plant products that
is different from that which is attrib-
utable to a lease, determined in accord-
ance with paragraph (c) of this section,
that value shall be adjusted for the dif-
ferences in quantity and/or quality.

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

(1) When the net output of the proc-
essing plant is derived from gas ob-
tained from only one lease, the quan-
tity of the residue gas and gas plant
products on which computations of
royalty are based is the net output of
the plant.

(2) When the net output of a process-
ing plant is derived from gas obtained
from more than one lease producing
gas of uniform content, the quantity of
the residue gas and gas plant products
allocable to each lease shall be in the
same proportions as the ratios ob-
tained by dividing the amount of gas
delivered to the plant from each lease
by the total amount of gas delivered
from all leases.

(3) When the net output of a process-
ing plant is derived from gas obtained
from more than one lease producing
gas of nonuniform content, the quan-
tity of the residue gas allocable to each
lease will be determined by multiply-
ing the amount of gas delivered to the
plant from the lease by the residue gas
content of the gas, and dividing the ar-
ithmetical product thus obtained by
the sum of the similar arithmetical
products separately obtained for all
leases from which gas is delivered to
the plant, and then multiplying the net
output of the residue gas by the arith-
metic quotient obtained. The net out-
put of gas plant products allocable to
each lease will be determined by mul-
tiplying the amount of gas delivered to
the plant from the lease by the gas
plant product content of the gas, and
dividing the arithmetical product thus
obtained by the sum of the similar ar-
ithmetical products separately ob-
tained for all leases from which gas is
delivered to the plant, and then mul-
tiplying the net output of each gas
plant product by the arithmetic
quotient obtained.

(4) A lessee may request MMS ap-
proval of other methods for determin-
ing the quantity of residue gas and gas
plant products allocable to each lease.
If approved, such method will be appli-
cable to all gas production from Indian
leases that is processed in the same
plant.

(d)(1) No deductions may be made
from the royalty volume or royalty
value for actual or theoretical losses.
Any actual loss of unprocessed gas that
may be sustained prior to the royalty
settlement metering or measurement
point will not be subject to royalty
provided that such loss is determined
to have been unavoidable by BLM .

(2) Except as provided in paragraph
(d)(1) of this section and 30 CFR
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202.171(c), royalties are due on 100 per-
cent of the volume determined in ac-
cordance with paragraphs (a) through
(c) of this section. There can be no re-
duction in that determined volume for
actual losses after the quantity basis
has been determined or for theoretical
losses that are claimed to have taken
place. Royalties are due on 100 percent
of the value of the unprocessed gas,
residue gas, and/or gas plant products
as provided in this subpart, less appli-
cable allowances. There can be no de-
duction from the value of the unproc-
essed gas, residue gas, and/or gas plant
products to compensate for actual
losses after the quantity basis has been
determined, or for theoretical losses
that are claimed to have taken place.

§ 206.175 Accounting for comparison.
(a) Except as provided in paragraph

(b) of this section, where the lessee (or
a person to whom the lessee has trans-
ferred gas pursuant to a non-arm’s-
length contract or without a contract)
processes the lessee’s gas and after
processing the gas the residue gas is
not sold pursuant to an arm’s-length
contract, the value, for royalty pur-
poses, shall be the greater of (1) the
combined value, for royalty purposes,
of the residue gas and gas plant prod-
ucts resulting from processing the gas
determined pursuant to § 206.173 of this
subpart, plus the value, for royalty
purposes, of any condensate recovered
downstream of the point of royalty set-
tlement without resorting to process-
ing determined pursuant to § 206.52 of
this subpart; or (2) the value, for roy-
alty purposes, of the gas prior to proc-
essing determined in accordance with
§ 206.172 of this subpart.

(b) The requirement for accounting
for comparison contained in the terms
of leases, particularly Indian leases,
will govern as provided in § 206.170(b) of
this subpart. When accounting for com-
parison is required by the lease terms,
such accounting for comparison shall
be determined in accordance with para-
graph (a) of this section.

§ 206.176 Transportation allowances—
general.

(a) Where the value of gas has been
determined pursuant to § 206.172 or
§ 206.173 of this subpart at a point (e.g.,

sales point or point of value determina-
tion) off the lease, MMS shall allow a
deduction for the reasonable actual
costs incurred by the lessee to trans-
port unprocessed gas, residue gas, and
gas plant products from a lease to a
point off the lease including, if appro-
priate, transportation from the lease to
a gas processing plant off the lease and
from the plant to a point away from
the plant.

(b) Transportation costs must be al-
located among all products produced
and transported as provided in § 206.177.

(c)(1) Except as provided in paragraph
(c)(3) of this section, for unprocessed
gas valued in accordance with § 206.172
of this subpart, the transportation al-
lowance deduction on the basis of a
selling arrangement shall not exceed 50
percent of the value of the unprocessed
gas determined in accordance with
§ 206.172 of this subpart.

(2) Except as provided in paragraph
(c)(3) of this section, for gas production
valued in accordance with § 206.173 of
this subpart the transportation allow-
ance deduction on the basis of a selling
arrangement shall not exceed 50 per-
cent of the value of the residue gas or
gas plant product determined in ac-
cordance with § 206.173 of this subpart.
For purposes of this section, natural
gas liquids shall be considered one
product.

(3) Upon request of a lessee, MMS
may approve a transportation allow-
ance deduction in excess of the limita-
tions prescribed by paragraphs (c)(1)
and (c)(2) of this section. The lessee
must demonstrate that the transpor-
tation costs incurred in excess of the
limitations prescribed in paragraphs
(c)(1) and (c)(2) of this section were rea-
sonable, actual, and necessary. An ap-
plication for exception (using Form
MMS–4393, Request to Exceed Regu-
latory Allowance Limitation) shall
contain all relevant and supporting
documentation necessary for MMS to
make a determination. Pursuant to no
circumstances shall the value for roy-
alty purposes pursuant to any selling
arrangement be reduced to zero.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this subpart,
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then the lessee shall pay any addi-
tional royalties, plus interest, deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest.

§ 206.177 Determination of transpor-
tation allowances.

(a) Arm’s-length transportation con-
tracts. (1)(i) For transportation costs
incurred by a lessee pursuant to an
arm’s-length contract, the transpor-
tation allowance shall be the reason-
able, actual costs incurred by the les-
see for transporting the unprocessed
gas, residue gas and/or gas plant prod-
ucts pursuant to that contract, except
as provided in paragraphs (a)(1)(ii) and
(a)(1)(iii) of this section, subject to
monitoring, review, audit, and adjust-
ment. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. Such allowances shall be
subject to the provisions of paragraph
(f) of this section. Before any deduction
may be taken, the lessee must submit
a completed page one of Form MMS–
4295 (and Schedule 1), Gas Transpor-
tation Allowance Report, in accordance
with paragraph (c)(1) of this section. A
transportation allowance may be
claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4295 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.

(ii) In conducting reviews and audits,
MMS will examine whether or not the
contract reflects more than the consid-
eration actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration, then MMS may re-
quire that the transportation allow-
ance be determined in accordance with
paragraph (b) of this section.

(iii) If MMS determines that the con-
sideration paid pursuant to an arm’s-
length transportation contract does
not reflect the reasonable value of the
transportation because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, then
MMS shall require that the transpor-

tation allowance be determined in ac-
cordance with paragraph (b) of this sec-
tion. When MMS determines that the
value of the transportation may be un-
reasonable, MMS will notify the lessee
and give the lessee an opportunity to
provide written information justifying
the lessee’s transportation costs.

(2)(i) If an arm’s-length transpor-
tation contract includes more than one
product in a gaseous phase and the
transportation costs attributable to
each product cannot be determined
from the contract, the total transpor-
tation costs shall be allocated in a con-
sistent and equitable manner to each of
the products transported in the same
proportion as the ratio of the volume
of each product (excluding waste prod-
ucts which have no value) to the vol-
ume of all products in the gaseous
phase (excluding waste products which
have no value). Except as provided in
this paragraph, no allowance may be
taken for the costs of transporting
lease production which is not royalty
bearing without MMS approval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this sub-
part.

(3) If an arm’s-length transportation
contract includes both gaseous and liq-
uid products and the transportation
costs attributable to each cannot be
determined from the contract, the les-
see shall propose an allocation proce-
dure to MMS. The lessee may use the
transportation allowance determined
in accordance with its proposed alloca-
tion procedure until MMS issues its de-
termination on the acceptability of the
cost allocation. The lessee shall submit
all relevant data to support its pro-
posal. The initial proposal must be sub-
mitted by June 30, 1988, or within 3
months after the last day of the month
for which the lessee requests a trans-
portation allowance, whichever is later
(unless MMS approves a longer period).
MMS shall then determine the gas
transportation allowance based upon
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the lessee’s proposal and any addi-
tional information MMS deems nec-
essary.

(4) Where the lessee’s payments for
transportation pursuant to an arm’s-
length contract are not based on a dol-
lar per unit, the lessee shall convert
whatever consideration is paid to a dol-
lar value equivalent for the purposes of
this section.

(5) Where an arm’s-length sales con-
tract price or a posted price includes a
provision whereby the listed price is re-
duced by a transportation factor, MMS
will not consider the transportation
factor to be a transportation allow-
ance. The transportation factor may be
used in determining the lessee’s gross
proceeds for the sale of the product.
The transportation factor may not ex-
ceed 50 percent of the base price of the
product without MMS approval.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the transportation
allowance will be based upon the les-
see’s reasonable actual costs as pro-
vided in this paragraph. All transpor-
tation allowances deducted pursuant to
a non-arm’s-length or no contract situ-
ation are subject to monitoring, re-
view, audit, and adjustment. Before
any estimated or actual deduction may
be taken, the lessee must submit a
completed Form MMS–4295 in accord-
ance with paragraph (c)(2) of this sec-
tion. A transportation allowance may
be claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4295 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.
MMS will monitor the allowance de-
ductions to ensure that deductions are
reasonable and allowable. When nec-
essary or appropriate, MMS may direct
a lessee to modify its actual transpor-
tation allowance deduction.

(2) The transportation allowance for
non-arm’s-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-

turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the initial depreciable invest-
ment in the transportation system
multiplied by a rate of return in ac-
cordance with paragraph (b)(2)(iv)(B) of
this section. Allowable capital costs
are generally those costs for depre-
ciable fixed assets (including costs of
delivery and installation of capital
equipment) which are an integral part
of the transportation system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transportation sys-
tem is an allowable expense. State and
Federal income taxes and severance
taxes and other fees, including royal-
ties, are not allowable expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. After a lessee has elected
to use either method for a transpor-
tation system, the lessee may not later
elect to change to the other alternative
without approval of MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-
tem services, or a unit of production
method. After an election is made, the
lessee may not change methods with-
out MMS approval. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
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shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value.

(B) MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the transpor-
tation system multiplied by the rate of
return determined pursuant to para-
graph (b)(2)(v) of this section. No allow-
ance shall be provided for depreciation.
This alternative shall apply only to
transportation facilities first placed in
service after March 1, 1988.

(v) The rate of return shall be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn shall be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month of the
reporting period for which the allow-
ance is applicable and shall be effective
during the reporting period. The rate
shall be redetermined at the beginning
of each subsequent transportation al-
lowance reporting period (which is de-
termined pursuant to paragraph (c) of
this section).

(3)(i) The deduction for transpor-
tation costs shall be determined on the
basis of the lessee’s cost of transport-
ing each product through each individ-
ual transportation system. Where more
than one product in a gaseous phase is
transported, the allocation of costs to
each of the products transported shall
be made in a consistent and equitable
manner in the same proportion as the
ratio of the volume of each product
(excluding waste products which have
no value) to the volume of all products
in the gaseous phase (excluding waste
products which have no value). Except
as provided in this paragraph, the les-
see may not take an allowance for
transporting a product which is not
royalty bearing without MMS ap-
proval.

(ii) Notwithstanding the require-
ments of paragraph (i), the lessee may
propose to MMS a cost allocation
method on the basis of the values of
the products transported. MMS shall
approve the method unless it deter-
mines that it is not consistent with the
purposes of the regulations in this
part.

(4) Where both gaseous and liquid
products are transported through the
same transportation system, the lessee

shall propose a cost allocation proce-
dure to MMS. The lessee may use the
transportation allowance determined
in accordance with its proposed alloca-
tion procedure until MMS issues its de-
termination on the acceptability of the
cost allocation. The lessee shall submit
all relevant data to support its pro-
posal. The initial proposal must be sub-
mitted by June 30, 1988 or within 3
months after the last day of the month
for which the lessee begins the trans-
portation, whichever is later, unless
MMS approves a longer period. MMS
shall then determine the transpor-
tation allowance based upon the les-
see’s proposal and any additional infor-
mation MMS deems necessary.

(5) A lessee may apply to MMS for an
exception from the requirement that it
compute actual costs in accordance
with paragraphs (b)(1) through (b)(4) of
this section. MMS will grant the excep-
tion only if the lessee has a tariff for
the transportation system approved by
the Federal Energy Regulatory Com-
mission (FERC) for Indian leases. MMS
shall deny the exception request if it
determines that the tariff is excessive
as compared to arm’s-length transpor-
tation charges by pipelines, owned by
the lessee or others, providing similar
transportation services in that area. If
there are no arm’s-length transpor-
tation charges, MMS shall deny the ex-
ception request if: (i) No FERC cost
analysis exists and the FERC has de-
clined to investigate pursuant to MMS
timely objections upon filing; and (ii)
the tariff significantly exceeds the les-
see’s actual costs for transportation as
determined pursuant to this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those transportation allowances
specified in paragraphs (c)(1)(v) and
(c)(1)(vi) of this section, the lessee
shall submit page one of the initial
Form MMS–4295 (and Schedule 1) prior
to, or at the same time as, the trans-
portation allowance determined pursu-
ant to an arm’s-length contract is re-
ported on Form MMS–2014, Report of
Sales and Royalty Remittance. A Form
MMS–4295 received by the end of the
month that the Form MMS–2014 is due
shall be considered to be timely re-
ceived.
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(ii) The initial Form MMS–4295 shall
be effective for a reporting period be-
ginning the month that the lessee is
first authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until the applicable contract or rate
terminates or is modified or amended,
whichever is earlier.

(iii) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page one of Form
MMS–4295 (and Schedule 1) within 3
months after the end of the calendar
year, or after the applicable contract
or rate terminates or is modified or
amended, whichever is earlier, unless
MMS approves a longer period (during
which period the lessee shall continue
to use the allowance from the previous
reporting period).

(iv) MMS may require that a lessee
submit arm’s-length transportation
contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(v) Transportation allowances which
are based on arm’s-length contracts
and which are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate. For the purposes
of this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(2) Non-arm’s-length or no contract. (i)
With the exception of those transpor-
tation allowances specified in para-
graphs (c)(2)(v), (c)(2)(vii), and
(c)(2)(viii) of this section, the lessee
shall submit an initial Form MMS–4295
prior to, or at the same time as, the
transportation allowance determined
pursuant to a non-arm’s-length con-
tract or no contract situation is re-
ported on Form MMS–2014, Report of
Sales and Royalty Remittance. A Form
MMS–4295 received by the end of the
month that the Form MMS–2014 is due
shall be considered to be timely re-

ceived. The initial report may be based
upon estimated costs.

(ii) The initial Form MMS–4295 shall
be effective for a reporting period be-
ginning the month that the lessee first
is authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until the transportation pursuant to
the non-arm’s-length contract or the
no contract situation terminates,
whichever is earlier.

(iii) For calendar-year reporting peri-
ods succeeding the initial reporting pe-
riod, the lessee shall submit a com-
pleted Form MMS–4295 containing the
actual costs for the previous reporting
period. If the transportation is con-
tinuing, the lessee shall include on
Form MMS–4295 its estimated costs for
the next calendar year. The estimated
transportation allowance shall be
based on the actual costs for the pre-
vious reporting period plus or minus
any adjustments which are based on
the lessee’s knowledge of decreases or
increases which will affect the allow-
ance. Form MMS–4295 must be received
by MMS within 3 months after the end
of the previous reporting period, unless
MMS approves a longer period (during
which period the lessee shall continue
to use the allowance from the previous
reporting period).

(iv) For new transportation facilities
or arrangements, the lessee’s initial
Form MMS–4295 shall include esti-
mates of the allowable transportation
costs for the applicable period. Cost es-
timates shall be based upon the most
recently available operations data for
the transportation system, or if such
data are not available, the lessee shall
use estimates based upon industry data
for similar transportation systems.

(v) Non-arm’s-length contract or no
contract based transportation allow-
ances which are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate. For the purposes
of this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) Upon request by MMS, the lessee
shall submit all data used to prepare
its Form MMS–4295. The data shall be

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00082 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



87

Minerals Management Service, Interior § 206.177

provided within a reasonable period of
time, as determined by MMS.

(vii) MMS may establish in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(viii) If the lessee is authorized to use
its FERC-approved tariff as its trans-
portation cost in accordance with para-
graph (b)(5) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(3) MMS may establish reporting
dates for individual lessees different
than those specified in this subpart in
order to provide more effective admin-
istration. Lessees will be notified of
any change in their reporting period.

(4) Transportation allowances must
be reported as a separate line item on
Form MMS–2014, unless MMS approves
a different reporting procedure.

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

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

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.

(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance form reporting period,
the lessee shall be required to pay addi-
tional royalties due plus interest com-
puted pursuant to 30 CFR 218.54, retro-
active to the first day of the first
month the lessee is authorized to de-
duct a transportation allowance. If the
actual transportation allowance is
greater than the amount the lessee has
taken on Form MMS–2014 for each
month during the allowance form re-
porting period, the lessee shall be enti-
tled to a credit, without interest.

(2) For lessees transporting produc-
tion from onshore Indian leases, the
lessee must submit a corrected Form
MMS–2014 to reflect actual costs, to-
gether with any payment, in accord-
ance with instructions provided by
MMS.

(f) Allowable costs in determining trans-
portation allowances. Lessees may in-
clude, but are not limited to, the fol-
lowing costs in determining the arm’s-
length transportation allowance under
paragraph (a) of this section or the
non-arm’s-length transportation allow-
ance under paragraph (b) of this sec-
tion:

(1) Firm demand charges paid to pipe-
lines. You must limit the allowable
costs for the firm demand charges to
the applicable rate per MMBtu multi-
plied by the actual volumes trans-
ported. You may not include any losses
incurred for previously purchased but
unused firm capacity. You also may
not include any gains associated with
releasing firm capacity. If you receive
a payment or credit from the pipeline
for penalty refunds, rate case refunds,
or other reasons, you must reduce the
firm demand charge claimed on the
Form MMS–2014. You must modify the
Form MMS–2014 by the amount re-
ceived or credited for the affected re-
porting period;

(2) Gas supply realignment (GSR) costs.
The GSR costs result from a pipeline
reforming or terminating supply con-
tracts with producers to implement the
restructuring requirements of FERC
Orders in 18 CFR part 284;

(3) Commodity charges. The commod-
ity charge allows the pipeline to re-
cover the costs of providing service;

(4) Wheeling costs. Hub operators
charge a wheeling cost for transporting
gas from one pipeline to either the
same or another pipeline through a
market center or hub. A hub is a con-
nected manifold of pipelines through
which a series of incoming pipelines
are interconnected to a series of out-
going pipelines;

(5) Gas Research Institute (GRI) fees.
The GRI conducts research, develop-
ment, and commercialization programs
on natural gas related topics for the
benefit of the U.S. gas industry and gas
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customers. GRI fees are allowable pro-
vided such fees are mandatory in
FERC-approved tariffs;

(6) Annual Charge Adjustment (ACA)
fees. FERC charges these fees to pipe-
lines to pay for its operating expenses;

(7) Payments (either volumetric or in
value) for actual or theoretical losses.
This paragraph does not apply to non-
arm’s-length transportation arrange-
ments unless the transportation allow-
ance is based on a FERC or State regu-
latory-approved tariff;

(8) Temporary storage services. This in-
cludes short duration storage services
offered by market centers or hubs
(commonly referred to as ‘‘parking’’ or
‘‘banking’’), or other temporary stor-
age services provided by pipeline trans-
porters, whether actual or provided as
a matter of accounting. Temporary
storage is limited to 30 days or less;
and

(9) Supplemental costs for compression,
dehydration, and treatment of gas. MMS
allows these costs only if such services
are required for transportation and ex-
ceed the services necessary to place
production into marketable condition
required under §§ 206.172(i) and 206.173(i)
of this part.

(g) Nonallowable costs in determining
transportation allowances. Lessees may
not include the following costs in de-
termining the arm’s-length transpor-
tation allowance under paragraph (a) of
this section or the non-arm’s-length
transportation allowance under para-
graph (b) of this section:

(1) Fees or costs incurred for storage.
This includes storing production in a
storage facility, whether on or off the
lease, for more than 30 days;

(2) Aggregator/marketer fees. This in-
cludes fees you pay to another person
(including your affiliates) to market
your gas, including purchasing and re-
selling the gas, or finding or maintain-
ing a market for the gas production;

(3) Penalties you incur as shipper.
These penalties include, but are not
limited to:

(i) Over-delivery cash-out penalties.
This includes the difference between
the price the pipeline pays you for
over-delivered volumes outside the tol-
erances and the price you receive for
over-delivered volumes within the tol-
erances;

(ii) Scheduling penalties. This includes
penalties you incur for differences be-
tween daily volumes delivered into the
pipeline and volumes scheduled or
nominated at a receipt or delivery
point;

(iii) Imbalance penalties. This includes
penalties you incur (generally on a
monthly basis) for differences between
volumes delivered into the pipeline and
volumes scheduled or nominated at a
receipt or delivery point; and

(iv) Operational penalties. This in-
cludes fees you incur for violation of
the pipeline’s curtailment or oper-
ational orders issued to protect the
operational integrity of the pipeline;

(4) Intra-hub transfer fees. These are
fees you pay to hub operators for ad-
ministrative services (e.g., title trans-
fer tracking) necessary to account for
the sale of gas within a hub; and

(5) Other nonallowable costs. Any cost
you incur for services you are required
to provide at no cost to the lessor.

(h) Other transportation cost determina-
tions. Use this section when calculating
transportation costs to establish value
using a netback procedure or any other
procedure that requires deduction of
transportation costs.

[61 FR 5467, Feb. 12, 1996, as amended at 62
FR 65763, Dec. 16, 1997]

§ 206.178 Processing allowances—gen-
eral.

(a) Where the value of gas is deter-
mined pursuant to § 206.173 of this sub-
part, a deduction shall be allowed for
the reasonable actual costs of process-
ing.

(b) Processing costs must be allo-
cated among the gas plant products. A
separate processing allowance must be
determined for each gas plant product
and processing plant relationship. Nat-
ural gas liquids (NGL’s) shall be con-
sidered as one product.

(c)(1) Except as provided in paragraph
(d)(2) of this section, the processing al-
lowance shall not be applied against
the value of the residue gas. Where
there is no residue gas MMS may des-
ignate an appropriate gas plant prod-
uct against which no allowance may be
applied.

(2) Except as provided in paragraph
(c)(3) of this section, the processing al-
lowance deduction on the basis of an
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individual product shall not exceed 662⁄3
percent of the value of each gas plant
product determined in accordance with
§ 206.173 of this subpart (such value to
be reduced first for any transportation
allowances related to postprocessing
transportation authorized by § 206.176 of
this subpart).

(3) Upon request of a lessee, MMS
may approve a processing allowance in
excess of the limitation prescribed by
paragraph (c)(2) of this section. The
lessee must demonstrate that the proc-
essing costs incurred in excess of the
limitation prescribed in paragraph
(c)(2) of this section were reasonable,
actual, and necessary. An application
for exception (using Form MMS–4393,
Request to Exceed Regulatory Allow-
ance Limitation) shall contain all rel-
evant and supporting documentation
for MMS to make a determination.
Under no circumstances shall the value
for royalty purposes of any gas plant
product be reduced to zero.

(d)(1) Except as provided in para-
graph (d)(2) of this section, no process-
ing cost deduction shall be allowed for
the costs of placing lease products in
marketable condition, including dehy-
dration, separation, compression, or
storage, even if those functions are per-
formed off the lease or at a processing
plant. Where gas is processed for the
removal of acid gases, commonly re-
ferred to as ‘‘sweetening,’’ no process-
ing cost deduction shall be allowed for
such costs unless the acid gases re-
moved are further processed into a gas
plant product. In such event, the lessee
shall be eligible for a processing allow-
ance as determined in accordance with
this subpart. However, MMS will not
grant any processing allowance for
processing lease production which is
not royalty bearing.

(2)(i) If the lessee incurs extraor-
dinary costs for processing gas produc-
tion from a gas production operation,
it may apply to MMS for an allowance
for those costs which shall be in addi-
tion to any other processing allowance
to which the lessee is entitled pursuant
to this section. Such an allowance may
be granted only if the lessee can dem-
onstrate that the costs are, by ref-
erence to standard industry conditions
and practice, extraordinary, unusual,
or unconventional.

(ii) Prior MMS approval to continue
an extraordinary processing cost allow-
ance is not required. However, to re-
tain the authority to deduct the allow-
ance the lessee must report the deduc-
tion to MMS in a form and manner pre-
scribed by MMS.

(e) If MMS determines that a lessee
has improperly determined a process-
ing allowance authorized by this sub-
part, then the lessee shall pay any ad-
ditional royalties, plus interest deter-
mined in accordance with 30 CFR
218.54, or shall be entitled to a credit,
without interest.

§ 206.179 Determination of processing
allowances.

(a) Arm’s-length processing contracts.
(1)(i) For processing costs incurred by a
lessee pursuant to an arm’s-length con-
tract, the processing allowance shall be
the reasonable actual costs incurred by
the lessee for processing the gas pursu-
ant to that contract, except as pro-
vided in paragraphs (a)(1)(ii) and
(a)(1)(iii) of this section, subject to
monitoring, review, audit, and adjust-
ment. The lessee shall have the burden
of demonstrating that its contract is
arm’s-length. Before any deduction
may be taken, the lessee must submit
a completed page one of Form MMS–
4109, Gas Processing Allowance Sum-
mary Report, in accordance with para-
graph (c)(1) of this section. A process-
ing allowance may be claimed retro-
actively for a period of not more than
3 months prior to the first day of the
month that Form MMS–4109 is filed
with MMS, unless MMS approves a
longer period upon a showing of good
cause by the lessee.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the processor for the processing. If the
contract reflects more than the total
consideration, then MMS may require
that the processing allowance be deter-
mined in accordance with paragraph (b)
of this section.

(iii) If MMS determines that the con-
sideration paid pursuant to an arm’s-
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length processing contract does not re-
flect the reasonable value of the proc-
essing because of misconduct by or be-
tween the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and lessor, then MMS shall
require that the processing allowance
be determined in accordance with para-
graph (b) of this section. When MMS
determines that the value of the proc-
essing may be unreasonable, MMS will
notify the lessee and give the lessee an
opportunity to provide written infor-
mation justifying the lessee’s process-
ing costs.

(2) If an arm’s-length processing con-
tract includes more than one gas plant
product and the processing costs at-
tributable to each product can be de-
termined from the contract, then the
processing costs for each gas plant
product shall be determined in accord-
ance with the contract. No allowance
may be taken for the costs of process-
ing lease production which is not roy-
alty-bearing.

(3) If an arm’s-length processing con-
tract includes more than one gas plant
product and the processing costs at-
tributable to each product cannot be
determined from the contract, the les-
see shall propose an allocation proce-
dure to MMS. The lessee may use its
proposed allocation procedure until
MMS issues its determination. The les-
see shall submit all relevant data to
support its proposal. The initial pro-
posal must be submitted by June 30,
1988 or within 3 months after the last
day of the month for which the lessee
requests a processing allowance, which-
ever is later (unless MMS approves a
longer period). MMS shall then deter-
mine the processing allowance based
upon the lessee’s proposal and any ad-
ditional information MMS deems nec-
essary. No processing allowance will be
granted for the costs of processing
lease production which is not royalty
bearing.

(4) Where the lessee’s payments for
processing pursuant to an arm’s-length
contract are not based on a dollar per
unit basis, the lessee shall convert
whatever consideration is paid to a dol-
lar value equivalent for the purposes of
this section.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length proc-
essing contract or has no contract, in-
cluding those situations where the les-
see performs processing for itself, the
processing allowance will be based
upon the lessee’s reasonable actual
costs as provided in this paragraph. All
processing allowances deducted pursu-
ant to a non-arm’s-length or no con-
tract situation are subject to monitor-
ing, review, audit, and adjustment. Be-
fore any estimated or actual deduction
may be taken, the lessee must submit
a completed Form MMS–4109 in accord-
ance with paragraph (c)(2) of this sec-
tion. A processing allowance may be
claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4109 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.
MMS will monitor the allowance de-
duction to ensure that deductions are
reasonable and allowable. When nec-
essary or appropriate, MMS may direct
a lessee to modify its actual processing
allowance.

(2) The processing allowance for non-
arm’s-length or no contract situations
shall be based upon the lessee’s actual
costs for processing during the report-
ing period, including operating and
maintenance expenses, overhead, and
either depreciation and a return on
undepreciated capital investment in
accordance with paragraph (b)(2)(iv)(A)
of this section, or a cost equal to the
initial depreciable investment in the
processing plant multiplied by a rate of
return in accordance with paragraph
(b)(2)(iv)(B) of this section. Allowable
capital costs are generally those costs
for depreciable fixed assets (including
costs of delivery and installation of
capital equipment) which are an inte-
gral part of the processing plant.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: maintenance of the processing
plant; maintenance of equipment;
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maintenance labor; and other directly
allocable and attributable maintenance
expenses which the lessee can docu-
ment.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the processing plant is
an allowable expense. State and Fed-
eral income taxes and severance taxes,
including royalties, are not allowable
expenses.

(iv) A lessee may use either deprecia-
tion or a return on depreciable capital
investment. When a lessee has elected
to use either method for a processing
plant, the lessee may not later elect to
change to the other alternative with-
out approval of MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the processing plant
services, or a unit-of-production meth-
od. After an election is made, the les-
see may not change methods without
MMS approval. A change in ownership
of a processing plant shall not alter the
depreciation schedule established by
the original processor/lessee for pur-
poses of the allowance calculation.
With or without a change in ownership,
a processing plant shall be depreciated
only once. Equipment shall not be de-
preciated below a reasonable salvage
value.

(B) MMS shall allow as a cost an
amount equal to the allowable initial
capital investment in the processing
plant multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to plants
first placed in service after March 1,
1988.

(v) The rate of return shall be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn shall be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month of the
reporting period for which the allow-
ance is applicable and shall be effective
during the reporting period. The rate
shall be redetermined at the beginning
of each subsequent processing allow-
ance reporting period (which is deter-

mined pursuant to paragraph (c)(2) of
this section).

(3) The processing allowance for each
gas plant product shall be determined
based on the lessee’s reasonable and ac-
tual cost of processing the gas. Alloca-
tion of costs to each gas plant product
shall be based upon generally accepted
accounting principles. The lessee may
not take an allowance for the costs of
processing lease production which is
not royalty bearing.

(4) A lessee may apply to MMS for an
exception from the requirement that it
compute actual costs in accordance
with paragraphs (b)(1) through (b)(3) of
this section. MMS may grant the ex-
ception only if: (i) The lessee has
arm’s-length contracts for processing
other gas production at the same proc-
essing plant; and (ii) at least 50 percent
of the gas processed annually at the
plant is processed pursuant to arm’s-
length processing contracts; if MMS
grants the exception, the lessee shall
use as its processing allowance the vol-
ume weighted average prices charged
other persons pursuant to arm’s-length
contracts for processing at the same
plant.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those processing allowances speci-
fied in paragraphs (c)(1)(v) and (c)(1)(vi)
of this section, the lessee shall submit
page one of the initial Form MMS–4109
(and Schedule 1) prior to the time, or
at the same time as, the processing al-
lowance determined pursuant to an
arm’s-length contract is reported on
Form MMS–2014, Report of Sales and
Royalty Remittance. A Form MMS–
4109 received by the end of the month
that the Form MMS–2014 is due shall be
considered to be timely received.

(ii) The initial Form MMS–4109 shall
be effective for a reporting period be-
ginning the month that the lessee is
first authorized to deduct a processing
allowance and shall continue until the
end of the calendar year, or until the
applicable contract or rate terminates
or is modified or amended, whichever is
earlier.

(iii) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page 1 of Form
MMS–4109 (and Schedule 1) within 3
months after the end of the calendar
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year, or after the applicable contract
or rate terminates or is modified or
amended, whichever is earlier, unless
MMS approves a longer period (during
which period the lessee shall continue
to use the allowance from the previous
reporting period).

(iv) MMS may require that a lessee
submit arm’s-length processing con-
tracts and related documents. Docu-
ments shall be submitted within a rea-
sonable time, as determined by MMS.

(v) Processing allowances which are
based on arm’s-length contracts and
which are in effect at the time these
regulations become effective will be al-
lowed to continue until such allow-
ances terminate. For the purpose of
this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations became
effective.

(vi) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(2) Non-arm’s-length or no contract. (i)
With the exception of those processing
allowances specified in paragraphs
(c)(2)(v), (c)(2)(vii) and (c)(2)(viii) of
this section, the lessee shall submit an
initial Form MMS–4109 prior to, or at
the same time as, the processing allow-
ance determined pursuant to a non-
arm’s-length contract or no contract
situation is reported on Form MMS–
2014, Report of Sales and Royalty Re-
mittance. A Form MMS–4109 received
by the end of the month that the Form
MMS–2014 is due shall be considered to
be timely received. The initial report
may be based upon estimated costs.

(ii) The initial Form MMS–4109 shall
be effective for a reporting period be-
ginning the month that the lessee first
is authorized to deduct a processing al-
lowance and shall continue until the
end of the calendar year, or until the
processing pursuant to the non-arm’s-
length contract or the no contract sit-
uation terminates, whichever is ear-
lier.

(iii) For calendar-year reporting peri-
ods succeeding the initial reporting pe-
riod, the lessee shall submit a com-
pleted Form MMS–4109 containing the
actual costs for the previous reporting
period. If gas processing is continuing,

the lessee shall include on Form MMS–
4109 its estimated costs for the next
calendar year. The estimated gas proc-
essing allowance shall be based on the
actual costs for the previous period
plus or minus any adjustments which
are based on the lessee’s knowledge of
decreases or increases which will affect
the allowance. Form MMS–4109 must be
received by MMS within 3 months after
the end of the previous reporting pe-
riod, unless MMS approves a longer pe-
riod (during which period the lessee
shall continue to use the allowance
from the previous reporting period).

(iv) For new processing plants, the
lessee’s initial Form MMS–4109 shall
include estimates of the allowable gas
processing costs for the applicable pe-
riod. Cost estimates shall be based
upon the most recently available oper-
ations data for the plant, or if such
data are not available, the lessee shall
use estimates based upon industry data
for similar gas processing plants.

(v) Processing allowances based on
non-arm’s-length or no contract situa-
tions which are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate for gas production
from Indian leases. For the purposes of
this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) Upon request by MMS, the lessee
shall submit all data used by the lessee
to prepare its Form MMS–4109. The
data shall be provided within a reason-
able period of time, as determined by
MMS.

(vii) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(viii) If the lessee is authorized to use
the volume weighted average prices
charged other persons as its processing
allowance in accordance with para-
graph (b)(4) of this section, it shall fol-
low the reporting requirements of para-
graph (c)(1) of this section.

(3) MMS may establish reporting
dates for individual leases different
from those specified in this subpart in

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00088 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



93

Minerals Management Service, Interior § 206.251

order to provide more effective admin-
istration. Lessees will be notified of
any change in their reporting period.

(4) Processing allowances must be re-
ported as a separate line on the Form
MMS–2014, unless MMS approves a dif-
ferent reporting procedure.

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

(2) If a lessee erroneously reports a
processing allowance which results in
an underpayment of royalties, interest
shall be paid on the amount of that un-
derpayment.

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.54.

(e) Adjustments. (1) If the actual gas
processing allowance is less than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance form reporting period, the
lessee shall be required to pay addi-
tional royalties due plus interest com-
puted pursuant to 30 CFR 218.54, retro-
active to the first day of the first
month the lessee is authorized to de-
duct a processing allowance. If the ac-
tual processing allowance is greater
than the amount the lessee has taken
on Form MMS–2014 for each month dur-
ing the allowance period, the lessee
shall be entitled to a credit, without
interest.

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

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

Subpart F—Federal Coal

SOURCE: 54 FR 1523, Jan. 13, 1989, unless
otherwise noted.

§ 206.250 Purpose and scope.
(a) This subpart is applicable to all

coal produced from Federal coal leases.
The purpose of this subpart is to estab-
lish the value of coal produced for roy-
alty purposes, of all coal from Federal
leases consistent with the mineral leas-
ing laws, other applicable laws and
lease terms.

(b) If the specific provisions of any
statute or settlement agreement be-
tween the United States and a lessee
resulting from administrative or judi-
cial litigation, or any coal lease sub-
ject to the requirements of this sub-
part, are inconsistent with any regula-
tion in this subpart then the statute,
lease provision, or settlement shall
govern to the extent of that inconsist-
ency.

(c) All royalty payments made to the
Mineral Management Service (MMS)
are subject to later audit and adjust-
ment.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5479, Feb. 12, 1996]

§ 206.251 Definitions.
Ad valorem lease means a lease where

the royalty due to the lessor is based
upon a percentage of the amount or
value of the coal.

Allowance means a deduction used in
determining value for royalty pur-
poses. Coal washing allowance means
an allowance for the reasonable, actual
costs incurred by the lessee for coal
washing. Transportation allowance
means an allowance for the reasonable,
actual costs incurred by the lessee for
moving coal to a point of sale or point
of delivery remote from both the lease
and mine or wash plant.

Area means a geographic region in
which coal has similar quality and eco-
nomic characteristics. Area boundaries
are not officially designated and the
areas are not necessarily named.

Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the marketplace between
independent, nonaffiliated persons with
opposing economic interests regarding
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that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:

(a) Ownership in excess of 50 percent
constitutes control;

(b) Ownership of 10 through 50 per-
cent creates a presumption of control;
and

(c) Ownership of less than 10 percent
creates a presumption of noncontrol
which MMS may rebut if it dem-
onstrates actual or legal control, in-
cluding the existence of interlocking
directorates.
Notwithstanding any other provisions
of this subpart, contracts between rel-
atives, either by blood or by marriage,
are not arm’s-length contracts. The
MMS may require the lessee to certify
ownership control. To be considered
arm’s-length for any production
month, a contract must meet the re-
quirements of this definition for that
production month as well as when the
contract was executed.

Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on Fed-
eral leases.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Coal means coal of all ranks from lig-
nite through anthracite.

Coal washing means any treatment to
remove impurities from coal. Coal
washing may include, but is not lim-
ited to, operations such as flotation,
air, water, or heavy media separation;
drying; and related handling (or com-
bination thereof).

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Gross proceeds (for royalty payment
purposes) means the total monies and
other consideration accruing to a coal
lessee for the production and disposi-

tion of the coal produced. Gross pro-
ceeds includes, but is not limited to,
payments to the lessee for certain serv-
ices such as crushing, sizing, screening,
storing, mixing, loading, treatment
with substances including chemicals or
oils, and other preparation of the coal
to the extent that the lessee is obli-
gated to perform them at no cost to
the Federal Government. Gross pro-
ceeds, as applied to coal, also includes
but is not limited to reimbursements
for royalties, taxes or fees, and other
reimbursements. Tax reimbursements
are part of the gross proceeds accruing
to a lessee even though the Federal
royalty interest may be exempt from
taxation. Monies and other consider-
ation, including the forms of consider-
ation identified in this paragraph, to
which a lessee is contractually or le-
gally entitled but which it does not
seek to collect through reasonable ef-
forts are also part of gross proceeds.

Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States for a Federal coal re-
source under a mineral leasing law
that authorizes exploration for, devel-
opment or extraction of, or removal of
coal—or the land covered by that au-
thorization, whichever is required by
the context.

Lessee means any person to whom the
United States issues a lease, and any
person who has been assigned an obli-
gation to make royalty or other pay-
ments required by the lease. This in-
cludes any person who has an interest
in a lease as well as an operator or
payor who has no interest in the lease
but who has assumed the royalty pay-
ment responsibility.

Like-quality coal means coal has simi-
lar chemical and physical characteris-
tics.

Marketable condition means coal that
is sufficiently free from impurities and
otherwise in a condition that it will be
accepted by a purchaser under a sales
contract typical for that area.

Mine means an underground or sur-
face excavation or series of excavations
and the surface or underground support
facilities that contribute directly or
indirectly to mining, production, prep-
aration, and handling of lease products.
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Net-back method means a method for
calculating market value of coal at the
lease or mine. Under this method, costs
of transportation, washing, handling,
etc., are deducted from the ultimate
proceeds received for the coal at the
first point at which reasonable values
for the coal may be determined by a
sale pursuant to an arm’s-length con-
tract or by comparison to other sales
of coal, to ascertain value at the mine.

Net output means the quantity of
washed coal that a washing plant pro-
duces.

Netting is the deduction of an allow-
ance from the sales value by reporting
a one line net sales value, instead of
correctly reporting the deduction as a
separate line item on the Form MMS–
2014.

Person means by individual, firm,
corporation, association, partnership,
consortium, or joint venture.

Selling arrangement means the indi-
vidual contractual arrangements under
which sales or dispositions of coal are
made to a purchaser.

Spot market price means the price re-
ceived under any sales transaction
when planned or actual deliveries span
a short period of time, usually not ex-
ceeding one year.

[54 FR 1523, Jan. 13, 1989, as amended at 55
FR 35433, Aug. 30, 1990; 61 FR 5479, Feb. 12,
1996]

§ 206.252 Information collection.
The information collection require-

ments contained in this subpart have
been approved by the Office of Manage-
ment and Budget (OMB) under 44
U.S.C. 3501 et seq. The forms, filing
date, and approved OMB clearance
numbers are identified in 30 CFR 210.10
and 30 CFR 216.10.

§ 206.253 Coal subject to royalties—
general provisions.

(a) All coal (except coal unavoidably
lost as determined by BLM under 43
CFR part 3400) from a Federal lease
subject to this part is subject to roy-
alty. This includes coal used, sold, or
otherwise disposed of by the lessee on
or off the lease.

(b) If a lessee receives compensation
for unavoidably lost coal through in-
surance coverage or other arrange-
ments, royalties at the rate specified in

the lease are to be paid on the amount
of compensation received for the coal.
No royalty is due on insurance com-
pensation received by the lessee for
other losses.

(c) If waste piles or slurry ponds are
reworked to recover coal, the lessee
shall pay royalty at the rate specified
in the lease at the time the recovered
coal is used, sold, or otherwise finally
disposed of. The royalty rate shall be
that rate applicable to the production
method used to initially mine coal in
the waste pile or slurry pond; i.e., un-
derground mining method or surface
mining method. Coal in waste pits or
slurry ponds initially mined from Fed-
eral leases shall be allocated to such
leases regardless of whether it is stored
on Federal lands. The lessee shall
maintain accurate records to deter-
mine to which individual Federal lease
coal in the waste pit or slurry pond
should be allocated. However, nothing
in this section requires payment of a
royalty on coal for which a royalty has
already been paid.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5479, Feb. 12, 1996]

§ 206.254 Quality and quantity meas-
urement standards for reporting
and paying royalties.

(a) For leases subject to § 206.257 of
this subpart, the quality of coal on
which royalty is due shall be reported
on the basis of percent sulfur, percent
ash, and number of British thermal
units (Btu) per pound of coal. Coal
quality determinations shall be made
at intervals prescribed in the lessee’s
sales contract. If there is no contract,
or if the contract does not specify the
intervals of coal quality determina-
tion, the lessee shall propose a quality
test schedule to MMS. In no case, how-
ever, shall quality tests be performed
less than quarterly using standard in-
dustry-recognized testing methods.
Coal quality information shall be re-
ported on the appropriate forms re-
quired under 30 CFR part 216.

(b) For all leases subject to this sub-
part, the quantity of coal on which
royalty is due shall be measured in
short tons (of 2,000 pounds each) by
methods prescribed by the BLM. Coal
quantity information shall be reported
on appropriate forms required under 30
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CFR part 216 and on the Report of
Sales and Royalty Remittance, Form
MMS–2014, as required under 30 CFR
part 210.

[54 FR 1523, Jan. 13, 1989, as amended at 57
FR 52720, Nov. 5, 1992]

§206.255 Point of royalty determina-
tion.

(a) For all leases subject to this sub-
part, royalty shall be computed on the
basis of the quantity and quality of
Federal coal in marketable condition
measured at the point of royalty meas-
urement as determined jointly by BLM
and MMS.

(b) Coal produced and added to stock-
piles or inventory does not require pay-
ment of royalty until such coal is later
used, sold, or otherwise finally disposed
of. MMS may ask BLM to increase the
lease bond to protect the lessor’s inter-
est when BLM determines that stock-
piles or inventory become excessive so
as to increase the risk of degradation
of the resource.

(c) The lessee shall pay royalty at a
rate specified in the lease at the time
the coal is used, sold, or otherwise fi-
nally disposed of, unless otherwise pro-
vided for at § 206.256(d) of this subpart.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5480, Feb. 12, 1996]

§ 206.256 Valuation standards for
cents-per-ton leases.

(a) This section is applicable to coal
leases on Federal lands which provide
for the determination of royalty on a
cents-per-ton (or other quantity) basis.

(b) The royalty for coal from leases
subject to this section shall be based
on the dollar rate per ton prescribed in
the lease. That dollar rate shall be ap-
plicable to the actual quantity of coal
used, sold, or otherwise finally disposed
of, including coal which is avoidably
lost as determine by BLM pursuant to
43 CFR part 3400.

(c) For leases subject to this section,
there shall be no allowances for trans-
portation, removal of impurities, coal
washing, or any other processing or
preparation of the coal.

(d) When a coal lease is readjusted
pursuant to 43 CFR part 3400 and the
royalty valuation method changes
from a cents-per-ton basis to an ad va-
lorem basis, coal which is produced

prior to the effective date of readjust-
ment and sold or used within 30 days of
the effective date of readjustment shall
be valued pursuant to this section. All
coal that is not used, sold, or otherwise
finally disposed of within 30 days after
the effective date of readjustment shall
be valued pursuant to the provisions of
§ 206.257 of this subpart, and royalties
shall be paid at the royalty rate speci-
fied in the readjusted lease.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5480, Feb. 12, 1996]

§ 206.257 Valuation standards for ad
valorem leases.

(a) This section is applicable to coal
leases on Federal lands which provide
for the determination of royalty as a
percentage of the amount of value of
coal (ad valorem). The value for roy-
alty purposes of coal from such leases
shall be the value of coal determined
under this section, less applicable coal
washing allowances and transportation
allowances determined under §§ 206.258
through 206.262 of this subpart, or any
allowance authorized by § 206.265 of this
subpart. The royalty due shall be equal
to the value for royalty purposes mul-
tiplied by the royalty rate in the lease.

(b)(1) The value of coal that is sold
pursuant to an arm’s-length contract
shall be the gross proceeds accruing to
the lessee, except as provided in para-
graphs (b)(2), (b)(3), and (b)(5) of this
section. The lessee shall have the bur-
den of demonstrating that its contract
is arm’s-length. The value which the
lessee reports, for royalty purposes, is
subject to monitoring, review, and
audit.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the coal produced. If the contract
does not reflect the total consider-
ation, then the MMS may require that
the coal sold pursuant to that contract
be valued in accordance with paragraph
(c) of this section. Value may not be
based on less than the gross proceeds
accruing to the lessee for the coal pro-
duction, including the additional con-
sideration.

(3) If the MMS determines that the
gross proceeds accruing to the lessee
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pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, then
MMS shall require that the coal pro-
duction be valued pursuant to para-
graph (c)(2) (ii), (iii), (iv), or (v) of this
section, and in accordance with the no-
tification requirements of paragraph
(d)(3) of this section. When MMS deter-
mines that the value may be unreason-
able, MMS will notify the lessee and
give the lessee an opportunity to pro-
vide written information justifying the
lessee’s reported coal value.

(4) The MMS may require a lessee to
certify that its arm’s-length contract
provisions include all of the consider-
ation to be paid by the buyer, either di-
rectly or indirectly, for the coal pro-
duction.

(5) The value of production for roy-
alty purposes shall not include pay-
ments received by the lessee pursuant
to a contract which the lessee dem-
onstrates, to MMS’s satisfaction, were
not part of the total consideration paid
for the purchase of coal production.

(c)(1) The value of coal from leases
subject to this section and which is not
sold pursuant to an arm’s-length con-
tract shall be determined in accord-
ance with this section.

(2) If the value of the coal cannot be
determined pursuant to paragraph (b)
of this section, then the value shall be
determined through application of
other valuation criteria. The criteria
shall be considered in the following
order, and the value shall be based
upon the first applicable criterion:

(i) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract (or other disposi-
tion of produced coal by other than an
arm’s-length contract), provided that
those gross proceeds are within the
range of the gross proceeds derived
from, or paid under, comparable arm’s-
length contracts between buyers and
sellers neither of whom is affiliated
with the lessee for sales, purchases, or
other dispositions of like-quality coal
produced in the area. In evaluating the
comparability of arm’s-length con-

tracts for the purposes of these regula-
tions, the following factors shall be
considered: Price, time of execution,
duration, market or markets served,
terms, quality of coal, quantity, and
such other factors as may be appro-
priate to reflect the value of the coal;

(ii) Prices reported for that coal to a
public utility commission;

(iii) Prices reported for that coal to
the Energy Information Administra-
tion of the Department of Energy;

(iv) Other relevant matters includ-
ing, but not limited to, published or
publicly available spot market prices,
or information submitted by the lessee
concerning circumstances unique to a
particular lease operation or the
saleability of certain types of coal;

(v) If a reasonable value cannot be
determined using paragraphs (c)(2) (i),
(ii), (iii), or (iv) of this section, then a
net-back method or any other reason-
able method shall be used to determine
value.

(3) When the value of coal is deter-
mined pursuant to paragraph (c)(2) of
this section, that value determination
shall be consistent with the provisions
contained in paragraph (b)(5) of this
section.

(d)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, that value does not require
MMS’s prior approval. However, the
lessee shall retain all data relevant to
the determination of royalty value.
Such data shall be subject to review
and audit, and MMS will direct a lessee
to use a different value if it determines
that the reported value is inconsistent
with the requirements of these regula-
tions.

(2) Any Federal lessee will make
available upon request to the author-
ized MMS or State representatives, to
the Inspector General of the Depart-
ment of the Interior or other persons
authorized to receive such information,
arm’s-length sales value and sales
quantity data for like-quality coal
sold, purchased, or otherwise obtained
by the lessee from the area.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graphs (c)(2) (ii), (iii), (iv), or (v) of this
section. The notification shall be by
letter to the Associate Director for
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Royalty Management of his/her des-
ignee. The letter shall identify the
valuation method to be used and con-
tain a brief description of the proce-
dure to be followed. The notification
required by this section is a one-time
notification due no later than the
month the lessee first reports royalties
on the Form MMS–2014 using a valu-
ation method authorized by paragraphs
(c)(2) (ii), (iii), (iv), or (v) of this sec-
tion, and each time there is a change in
a method under paragraphs (c)(2) (iv) or
(v) of this section.

(e) If MMS determines that a lessee
has not properly determined value, the
lessee shall be liable for the difference,
if any, between royalty payments made
based upon the value it has used and
the royalty payments that are due
based upon the value established by
MMS. The lessee shall also be liable for
interest computed pursuant to 30 CFR
218.202. If the lessee is entitled to a
credit, MMS will provide instructions
for the taking of that credit.

(f) The lessee may request a value de-
termination from MMS. In that event,
the lessee shall propose to MMS a
value determination method, and may
use that method in determining value
for royalty purposes until MMS issues
its decision. The lessee shall submit all
available data relevant to its proposal.
The MMS shall expeditiously deter-
mine the value based upon the lessee’s
proposal and any additional informa-
tion MMS deems necessary. That deter-
mination shall remain effective for the
period stated therein. After MMS
issues its determination, the lessee
shall make the adjustments in accord-
ance with paragraph (e) of this section.

(g) Notwithstanding any other provi-
sions of this section, under no cir-
cumstances shall the value for royalty
purposes be less than the gross pro-
ceeds accruing to the lessee for the dis-
position of produced coal less applica-
ble provisions of paragraph (b)(5) of
this section and less applicable allow-
ances determined pursuant to §§ 206.258
through 206.262 and § 206.265 of this sub-
part.

(h) The lessee is required to place
coal in marketable condition at no cost
to the Federal Government. Where the
value established under this section is
determined by a lessee’s gross pro-

ceeds, that value shall be increased to
the extent that the gross proceeds has
been reduced because the purchaser, or
any other person, is providing certain
services, the cost of which ordinarily is
the responsibility of the lessee to place
the coal in marketable condition.

(i) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract,
and may be retroactively applied to
value for royalty purposes for a period
not to exceed two years, unless MMS
approves a longer period. If the lessee
makes timely application for a price
increase allowed under its contract but
the purchaser refuses, and the lessee
takes reasonable measures, which are
documented, to force purchaser compli-
ance, the lessee will owe no additional
royalties unless or until monies or con-
sideration resulting from the price in-
crease are received. This paragraph
shall not be construed to permit a les-
see to avoid its royalty payment obli-
gation in situations where a purchaser
fails to pay, in whole or in part or
timely, for a quantity of coal.

(j) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding as against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(k) Certain information submitted to
MMS to support valuation proposals,
including transportation, coal washing,
or other allowances under § 206.265 of
this subpart, is exempted from disclo-
sure by the Freedom of Information
Act, 5 U.S.C. 522. Any data specified by
the Act to be privileged, confidential,
or otherwise exempt shall be main-
tained in a confidential manner in ac-
cordance with applicable law and regu-
lations. All requests for information
about determinations made under this
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part are to be submitted in accordance
with the Freedom of Information Act
regulation of the Department of the In-
terior, 43 CFR part 2.

[54 FR 1523, Jan. 13, 1989, as amended at 55
FR 35433, Aug. 30, 1990; 57 FR 52720, Nov. 5,
1992; 61 FR 5480, Feb. 12, 1996]

§ 206.258 Washing allowances—gen-
eral.

(a) For ad valorem leases subject to
§ 206.257 of this subpart, MMS shall, as
authorized by this section, allow a de-
duction in determining value for roy-
alty purposes for the reasonable, actual
costs incurred to wash coal, unless the
value determined pursuant to § 206.257
of this subpart was based upon like-
quality unwashed coal. Under no cir-
cumstances shall the washing allow-
ance and the transportation allowance
authorized by § 206.262 of this subpart
reduce the value for royalty purposes
to zero.

(b) If MMS determines that a lessee
has improperly determined a washing
allowance authorized by this section,
then the lessee shall be liable for any
additional royalties, plus interest de-
termined in accordance with 30 CFR
218.202, or shall be entitled to a credit
without interest.

(c) Lessees shall not disproportion-
ately allocate washing costs to Federal
leases.

(d) No cost normally associated with
mining operations and which are nec-
essary for placing coal in marketable
condition shall be allowed as a cost of
washing.

(e) Coal washing costs shall only be
recognized as allowances when the
washed coal is sold and royalties are
reported and paid.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5480, Feb. 12, 1996]

§ 206.259 Determination of washing al-
lowances.

(a) Arm’s-length contracts. (1) For
washing costs incurred by a lessee
under an arm’s-length contract, the
washing allowance shall be the reason-
able actual costs incurred by the lessee
for washing the coal under that con-
tract, subject to monitoring, review,
audit, and possible future adjustment.
The lessee shall have the burden of
demonstrating that its contract is

arm’s-length. MMS’ prior approval is
not required before a lessee may deduct
costs incurred under an arm’s-length
contract. The lessee must claim a
washing allowance by reporting it as a
separate line entry on the Form MMS–
2014.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the washer for the washing. If the con-
tract reflects more than the total con-
sideration paid, then the MMS may re-
quire that the washing allowance be
determined in accordance with para-
graph (b) of this section.

(3) If the MMS determines that the
consideration paid pursuant to an
arm’s-length washing contract does not
reflect the reasonable value of the
washing because of misconduct by or
between the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and the lessor, then MMS
shall require that the washing allow-
ance be determined in accordance with
paragraph (b) of this section. When
MMS determines that the value of the
washing may be unreasonable, MMS
will notify the lessee and give the les-
see an opportunity to provide written
information justifying the lessee’s
washing costs.

(4) Where the lessee’s payments for
washing under an arm’s-length con-
tract are not based on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent. Washing allowances shall
be expressed as a cost per ton of coal
washed.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length con-
tract or has no contract, including
those situations where the lessee per-
forms washing for itself, the washing
allowance will be based upon the les-
see’s reasonable actual costs. All wash-
ing allowances deducted under a non-
arm’s-length or no contract situation
are subject to monitoring, review,
audit, and possible future adjustment.
The lessee must claim a washing allow-
ance by reporting it as a separate line
entry on the Form MMS–2014. When
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necessary or appropriate, MMS may di-
rect a lessee to modify its estimated or
actual washing allowance.

(2) The washing allowance for non-
arm’s-length or no contract situations
shall be based upon the lessee’s actual
costs for washing during the reported
period, including operating and main-
tenance expenses, overhead, and either
depreciation and a return on
undepreciated capital investment in
accordance with paragraph (b)(2)(iv)
(A) of this section, or a cost equal to
the depreciable investment in the wash
plant multiplied by the rate of return
in accordance with paragraph
(b)(2)(iv)(B) of this section. Allowable
capital costs are generally those for de-
preciable fixed assets (including costs
of delivery and installation of capital
equipment) which are an integral part
of the wash plant.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes, rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the wash
plant; maintenance of equipment;
maintenance labor; and other directly
allocable and attributable maintenance
expenses which the lessee can docu-
ment.

(iii) Overhead attributable and allo-
cable to the operation and mainte-
nance of the wash plant is an allowable
expense. State and Federal income
taxes and severance taxes, including
royalities, are not allowable expenses.

(iv) A lessee may use either para-
graph (b)(2)(iv)(A) or (B) of this sec-
tion. After a lessee has elected to use
either method for a wash plant, the les-
see may not later elect to change to
the other alternative without approval
of the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the wash plant services,
whichever is appropriate, or a unit of
production method. After an election is
made, the lessee may not change meth-
ods without MMS approval. A change

in ownership of a wash plant shall not
alter the depreciation schedule estab-
lished by the original operator/lessee
for purposes of the allowance calcula-
tion. With or without a change in own-
ership, a wash plant shall be depre-
ciated only once. Equipment shall not
be depreciated below a reasonable sal-
vage value.

(B) The MMS shall allow as a cost an
amount equal to the allowable capital
investment in the wash plant multi-
plied by the rate of return determined
pursuant to paragraph (b)(2)(v) of this
section. No allowance shall be provided
for depreciation. This alternative shall
apply only to plants first placed in
service or acquired after March 1, 1989.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3) The washing allowance for coal
shall be determined based on the les-
see’s reasonable and actual cost of
washing the coal. The lessee may not
take an allowance for the costs of
washing lease production that is not
royalty bearing.

(c) Reporting requirements—(1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length washing con-
tracts and related documents. Docu-
ments shall be submitted within a rea-
sonable time, as determined by MMS.

(2) Non-arm’s-length or no contract. (i)
The lessee must notify MMS of an al-
lowance based on the incurred costs by
using a separate line entry on the
Form MMS–2014.

(ii) For new washing facilities or ar-
rangements, the lessee’s initial wash-
ing deduction shall include estimates
of the allowable coal washing costs for
the applicable period. Cost estimates
shall be based upon the most recently
available operations data for the proc-
essing system or, if such data are not
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available, the lessee shall use esti-
mates based upon industry data for
similar washing systems.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(d) Interest and assessments. (1) If a
lessee nets a washing allowance on the
Form MMS–2014, then the lessee shall
be assessed an amount up to 10 percent
of the allowance netted not to exceed
$250 per lease selling arrangement per
sales period.

(2) If a lessee erroneously reports a
washing allowance which results in an
underpayment of royalties, interest
shall be paid on the amount of that un-
derpayment.

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.202.

(e) Adjustments. (1) If the actual coal
washing allowance is less than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall pay additional royalties due plus
interest computed under 30 CFR 218.202
from the date when the lessee took the
deduction to the date the lessee repays
the difference to MMS. If the actual
washing allowance is greater than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance reporting period, the lessee
shall be entitled to a credit without in-
terest.

(2) The lessee must submit a cor-
rected Form MMS–2014 to reflect ac-
tual costs, together with any payment,
in accordance with instructions pro-
vided by MMS.

(f) Other washing cost determinations.
The provisions of this section shall
apply to determine washing costs when
establishing value using a net-back
valuation procedure or any other pro-
cedure that requires deduction of wash-
ing costs.

[54 FR 1523, Jan. 13, 1989, as amended at 57
FR 52720, Nov. 5, 1992; 61 FR 5480, Feb. 12,
1996]

§ 206.260 Allocation of washed coal.

(a) When coal is subjected to wash-
ing, the washed coal must be allocated

to the leases from which it was ex-
tracted.

(b) When the net output of coal from
a washing plant is derived from coal
obtained from only one lease, the quan-
tity of washed coal allocable to the
lease will be based on the net output of
the washing plant.

(c) When the net output of coal from
a washing plant is derived from coal
obtained from more than one lease, un-
less determined otherwise by BLM, the
quantity of net output of washed coal
allocable to each lease will be based on
the ratio of measured quantities of coal
delivered to the washing plant and
washed from each lease compared to
the total measured quantities of coal
delivered to the washing plant and
washed.

§ 206.261 Transportation allowances—
general.

(a) For ad valorem leases subject to
§ 206.257 of this subpart, where the
value for royalty purposes has been de-
termined at a point remote from the
lease or mine, MMS shall, as author-
ized by this section, allow a deduction
in determining value for royalty pur-
poses for the reasonable, actual costs
incurred to:

(1) Transport the coal from a Federal
lease to a sales point which is remote
from both the lease and mine; or

(2) Transport the coal from a Federal
lease to a wash plant when that plant
is remote from both the lease and mine
and, if applicable, from the wash plant
to a remote sales point. In-mine trans-
portation costs shall not be included in
the transportation allowance.

(b) Under no circumstances shall the
washing allowance and the transpor-
tation allowance authorized by § 206.257
of this subpart reduce the value of coal
under any selling arrangement to zero.

(c)(1) When coal transported from a
mine to a wash plant is eligible for a
transportation allowance in accordance
with this section, the lessee is not re-
quired to allocate transportation costs
between the quantity of clean coal out-
put and the rejected waste material.
The transportation allowance shall be
authorized for the total production
which is transported. Transportation
allowances shall be expressed as a cost
per ton of cleaned coal transported.
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(2) For coal that is not washed at a
wash plant, the transportation allow-
ance shall be authorized for the total
production which is transported.
Transportation allowances shall be ex-
pressed as a cost per ton of coal trans-
ported.

(3) Transportation costs shall only be
recognized as allowances when the
transported coal is sold and royalties
are reported and paid.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this section,
then the lessee shall pay any addi-
tional royalties, plus interest, deter-
mined in accordance with 30 CFR
218.202, or shall be entitled to a credit,
without interest.

(e) Lessees shall not disproportion-
ately allocate transportation costs to
Federal leases.

[54 FR 1523, Jan. 13, 1989, as amended at 61
FR 5481, Feb. 12, 1996]

§ 206.262 Determination of transpor-
tation allowances.

(a) Arm’s-length contracts. (1) For
transportation costs incurred by a les-
see pursuant to an arm’s-length con-
tract, the transportation allowance
shall be the reasonable, actual costs in-
curred by the lessee for transporting
the coal under that contract, subject to
monitoring, review, audit, and possible
future adjustment. The lessee shall
have the burden of demonstrating that
its contract is arm’s-length. The lessee
must claim a transportation allowance
by reporting it as a separate line entry
on the Form MMS–2014.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration paid, then the MMS
may require that the transportation al-
lowance be determined in accordance
with paragraph (b) of this section.

(3) If the MMS determines that the
consideration paid pursuant to an
arm’s-length transportation contract
does not reflect the reasonable value of
the transportation because of mis-
conduct by or between the contracting

parties, or because the lessee otherwise
has breached its duty to the lessor to
market the production for the mutual
benefit of the lessee and the lessor,
then MMS shall require that the trans-
portation allowance be determined in
accordance with paragraph (b) of this
section. When MMS determines that
the value of the transportation may be
unreasonable, MMS will notify the les-
see and give the lessee an opportunity
to provide written information justify-
ing the lessee’s transportation costs.

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

(b) Non-arm’s-length or no contract—(1)
If a lessee has a non-arm’s-length con-
tract or has no contract, including
those situations where the lessee per-
forms transportation services for itself,
the transportation allowance will be
based upon the lessee’s reasonable ac-
tual costs. All transportation allow-
ances deducted under a non-arm’s-
length or no contract situation are
subject to monitoring, review, audit,
and possible future adjustment. The
lessee must claim a transportation al-
lowance by reporting it as a separate
line entry on the Form MMS–2014.
When necessary or appropriate, MMS
may direct a lessee to modify its esti-
mated or actual transportation allow-
ance deduction.

(2) The transportation allowance for
non-arm’s-length or no-contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during
the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the depreciable investment in
the transportation system multiplied
by the rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.
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(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead attributable and allo-
cable to the operation and mainte-
nance of the transportation system is
an allowable expense. State and Fed-
eral income taxes and severance taxes
and other fees, including royalties, are
not allowable expenses.

(iv) A lessee may use either para-
graph (b)(2)(iv)(A) or paragraph
(b)(2)(iv)(B) of this section. After a les-
see has elected to use either method for
a transportation system, the lessee
may not later elect to change to the
other alternative without approval of
the MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-
tem services, whichever is appropriate,
or a unit of production method. After
an election is made, the lessee may not
change methods without MMS ap-
proval. A change in ownership of a
transportation system shall not alter
the depreciation schedule established
by the original transporter/lessee for
purposes of the allowance calculation.
With or without a change in ownership,
a transportation system shall be depre-
ciated only once. Equipment shall not
be depreciated below a reasonable sal-
vage value.

(B) The MMS shall allow as a cost an
amount equal to the allowable capital
investment in the transportation sys-
tem multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(B)(v) of this section. No allow-
ance shall be provided for depreciation.
This alternative shall apply only to
transportation facilities first placed in
service or acquired after March 1, 1989.

(v) The rate of return must be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn must be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month for
which the allowance is applicable. The
rate must be redetermined at the be-
ginning of each subsequent calendar
year.

(3) A lessee may apply to MMS for ex-
ception from the requirement that it
compute actual costs in accordance
with paragraphs (b)(1) and (b)(2) of this
section. MMS will grant the exception
only if the lessee has a rate for the
transportation approved by a Federal
agency or by a State regulatory agency
(for Federal leases). MMS shall deny
the exception request if it determines
that the rate is excessive as compared
to arm’s-length transportation charges
by systems, owned by the lessee or oth-
ers, providing similar transportation
services in that area. If there are no
arm’s-length transportation charges,
MMS shall deny the exception request
if:

(i) No Federal or State regulatory
agency costs analysis exists and the
Federal or State regulatory agency, as
applicable, has declined to investigate
under MMS timely objections upon fil-
ing; and

(ii) The rate significantly exceeds the
lessee’s actual costs for transportation
as determined under this section.

(c) Reporting requirements— (1) Arm’s-
length contracts. (i) The lessee must no-
tify MMS of an allowance based on in-
curred costs by using a separate line
entry on the Form MMS–2014.

(ii) The MMS may require that a les-
see submit arm’s-length transportation
contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(2) Non-arm’s-length or no contract—
(i) The lessee must notify MMS of an
allowance based on the incurred costs
by using a separate line entry on Form
MMS–2014.

(ii) For new transportation facilities
or arrangements, the lessee’s initial de-
duction shall include estimates of the
allowable coal transportation costs for
the applicable period. Cost estimates
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shall be based upon the most recently
available operations data for the trans-
portation system or, if such data are
not available, the lessee shall use esti-
mates based upon industry data for
similar transportation systems.

(iii) Upon request by MMS, the lessee
shall submit all data used to prepare
the allowance deduction. The data
shall be provided within a reasonable
period of time, as determined by MMS.

(iv) [Reserved]
(v) If the lessee is authorized to use

its Federal- or State-agency-approved
rate as its transportation cost in ac-
cordance with paragraph (b)(3) of this
section, it shall follow the reporting re-
quirements of paragraph (c)(1) of this
section.

(d) Interest and assessments. (1) If a
lessee nets a transportation allowance
on Form MMS–2014, the lessee shall be
assessed an amount of up to 10 percent
of the allowance netted not to exceed
$250 per lease selling arrangement per
sales period.

(e) Adjustments. (1) If the actual coal
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance reporting period, the les-
see shall pay additional royalties due
plus interest computed under 30 CFR
218.202 from the date when the lessee
took the deduction to the date the les-
see repays the difference to MMS. If
the actual transportation allowance is
greater than amount the lessee has
taken on Form MMS–2014 for each
month during the allowance reporting
period, the lessee shall be entitled to a
credit without interest.

(2) [Reserved]
(f) Other transportation cost determina-

tions. The provisions of this section
shall apply to determine transpor-
tation costs when establishing value
using a net-back valuation procedure
or any other procedure that requires
deduction of transportation costs.

[54 FR 1523, Jan. 13, 1989, as amended at 57
FR 41864, Sept. 14, 1992; 57 FR 52720, Nov. 5,
1992; 61 FR 5481, Feb. 12, 1996]

§ 206.263 Contract submission.
(a) The lessee and other payors shall

submit to MMS, upon request, con-
tracts for the sale of coal from ad valo-

rem leases subject to this subpart. The
MMS must receive the contracts with-
in a reasonable period of time, as speci-
fied by MMS. Lessees shall include as
part of the submittal requirements any
contracts, agreements, contract
amendments, or other documents that
affect the gross proceeds received for
the sale of coal, as well as any other in-
formation regarding any consideration
received for the sale or disposition of
coal that is not included in such con-
tracts. At the time of its contract sub-
mittals, MMS may require the lessee to
certify in writing that it has provided
all documents and information that re-
flect the total consideration provided
by purchasers of coal from ad valorem
leases subject to this subpart. Informa-
tion requested under this section may
include contracts for both ad valorem
and cents-per-ton leases and shall be
available in the lessee’s offices during
normal business hours or provided to
MMS at such time and in such manner
as may be requested by authorized De-
partment of the Interior personnel.
Any oral sales arrangement negotiated
by the lessee must be placed in a writ-
ten form and be retained by the lessee.
Nothing in this section shall be con-
strued to limit the authority of MMS
to obtain or have access to information
pursuant to 30 CFR part 212.

(b) Lessees and other payors shall
designate, for each contract submitted
pursuant to this section, whether the
contract in arm’s-length or non-arm’s-
length.

(c) A lessee’s or other payor’s deter-
mination that its contract is arm’s-
length is subject to future audit to ver-
ify that the contract meets the criteria
of the arm’s-length contract definition
in § 206.251 of this subpart.

(d) Information required to be sub-
mitted under this section that con-
stitutes trade secrets and commercial
and financial information that is iden-
tified as privileged or confidential shall
not be available for public inspection
or made public or disclosed without the
consent of the lessee or other payor,
except as otherwise provided by law or
regulation.
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§ 206.264 In-situ and surface gasifi-
cation and liquefaction operations.

In an ad valorem Federal coal lease is
developed by in-situ or surface gasifi-
cation or liquefaction technology, the
lessee shall propose the value of coal
for royalty purposes to MMS. The MMS
will review the lessee’s proposal and
issue a value determination. The lessee
may use its proposed value until MMS
issues a value determination.

§ 206.265 Value enhancement of mar-
ketable coal.

If, prior to use, sale, or other disposi-
tion, the lessee enhances the value of
coal after the coal has been placed in
marketable condition in accordance
with § 206.257(h) of this subpart, the les-
see shall notify MMS that such proc-
essing is occurring or will occur. The
value of that production shall be deter-
mined as follows:

(a) A value established for the feed-
stock coal in marketable condition by
application of the provisions of
§ 206.257(c)(2)(i-iv) of this subpart; or,

(b) In the event that a value cannot
be established in accordance with sub-
section (a), then the value of produc-
tion will be determined in accordance
with § 206.257(c)(2)(v) of this subpart
and the value shall be the lessee’s gross
proceeds accruing from the disposition
of the enhanced product, reduced by
MMS-approved processing costs and
procedures including a rate of return
on investment equal to two times the
Standard and Poor’s BBB bond rate ap-
plicable under § 206.259(b)(2)(v) of this
subpart.

Subpart G—Other Solid Minerals

§ 206.301 Value basis for royalty com-
putation.

(a) The gross value for royalty pur-
poses shall be the sale or contract unit
price times the number of units sold,
Provided, however, That where the au-
thorized officer determines:

(1) That a contract of sale or other
business arrangement between the les-
see and a purchaser of some or all of
the commodities produced from the
lease is not a bona fide transaction be-
tween independent parties because it is
based in whole or in part upon consid-

erations other than the value of the
commodities, or

(2) That no bona fide sales price is re-
ceived for some or all of such commod-
ities because the lessee is consuming
them, the authorized officer shall de-
termine their gross value, taking into
account: (i) All prices received by the
lessee in all bona fide transactions, (ii)
Prices paid for commodities of like
quality produced from the same gen-
eral area, and (iii) Such other relevant
factors as the authorized officer may
deem appropriate; and Provided further,
That in a situation where an estimated
value is used, the authorized officer
shall require the payment of such addi-
tional royalties, or allow such credits
or refunds as may be necessary to ad-
just royalty payment to reflect the ac-
tual gross value.

(b) The lessee is required to certify
that the values reported for royalty
purposes are bona fide sales not involv-
ing considerations other than the sale
of the mineral, and he may be required
by the authorized officer to supply sup-
porting information.

[43 FR 10341, Mar. 13, 1978. Redesignated at 48
FR 36588, Aug. 12, 1983, and amended at 48 FR
44795, Sept. 30, 1983. Further redesignated at
51 FR 15212, Apr. 22, 1986. Redesignated at 53
FR 39461, Oct. 7, 1988]

Subpart H—Geothermal
Resources

SOURCE: 56 FR 57276, Nov. 8, 1991, unless
otherwise noted.

§ 206.350 Purpose and scope.
(a) This subpart is applicable to all

geothermal resources produced from
Federal geothermal leases issued pur-
suant to the Geothermal Steam Act of
1970, as amended (30 U.S.C. 1001 et seq.).
The purpose of this subpart is to estab-
lish the value of geothermal production
for royalty purposes.

(b) All royalty payments made to
MMS are subject to audit and adjust-
ment.

§ 206.351 Definitions.
For purposes of this subpart:
Arm’s-length contract means a con-

tract or agreement that has been ar-
rived at in the marketplace between
independent, nonaffiliated persons with

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00101 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



106

30 CFR Ch. II (7–1–98 Edition) § 206.351

opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with, another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:

(1) Ownership in excess of 50 percent
constitutes control;

(2) Ownership of 10 through 50 percent
creates a rebuttable presumption of
control; and

(3) Ownership of less than 10 percent
creates a presumption of noncontrol
which MMS may rebut if it dem-
onstrates actual or legal control, in-
cluding the existence of interlocking
directorates.
Notwithstanding any other provisions
of this subpart, contracts between rel-
atives, either by blood or by marriage,
are not arm’s-length contracts. The
MMS may require the lessee to certify
the claimed nature of ownership con-
trol. To be considered arm’s-length for
any production month, a contract must
meet the requirements of this defini-
tion for the production month as well
as when the contract was executed.

Audit means a procedure having the
same meaning and effect as that de-
scribed at 30 CFR part 217 for verifying
royalty payment compliance activities
of lessees or other authorized persons
who pay royalties, rents, or bonuses on
Federal geothermal leases.

Byproduct means:
(1) Any mineral or minerals (exclu-

sive of oil, hydrocarbon gas, and he-
lium) which are found in solution or
developed in association with geo-
thermal fluids and which have a value
of less than 75 per centum of the value
of the geothermal energy or are not,
because of quantity, quality, or tech-
nical difficulties in extraction and pro-
duction, of sufficient value to warrant
extraction and production by them-
selves, and

(2) Commercially demineralized
water.

Byproduct recovery facility means the
facility or facilities at which byprod-
ucts are placed in marketable condi-
tion.

Byproduct transportation allowance
means an approved allowance for the

lessee’s reasonable, actual costs, ex-
cluding gathering, incurred for moving
byproducts, including commercially
demineralized water, to a point of sale
or point of delivery off the lease, unit
area, or communitized area.

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Deduction means a subtraction used
in the geothermal netback procedure
for determining the value of geo-
thermal resources utilized by the lessee
to generate electricity. Transmission de-
duction means a deduction for the les-
see’s reasonable actual costs incurred
to wheel or transmit the electricity
from the lessee’s powerplant to the
purchaser’s delivery point. Generating
deduction means a deduction for the
lessee’s reasonable, actual costs of gen-
erating plant tailgate electricity.

Delivered electricity means the amount
of electricity in kilowatthours deliv-
ered to the purchaser.

Direct utilization means any process
other than electrical generation in
which the thermal energy of the geo-
thermal resource is utilized, including,
but not limited to, space heating,
greenhouse operations, and industrial
or agricultural process heat.

Field means the land surface verti-
cally projected over a subsurface geo-
thermal reservoir encompassing at
least the outermost boundaries of all
geothermal accumulations known to be
within that reservoir. Geothermal
fields are usually given names and
their official boundaries are often des-
ignated by regulatory agencies in the
respective States in which the fields
are located.

Gathering means the efficient move-
ment of lease production from the well-
head to the point of utilization.

Geothermal netback procedure means
the method of determining the value of
geothermal resources that are utilized
in a lessee-owned powerplant for the
generation and sale of electricity by
deducting the lessee’s reasonable, ac-
tual transmission and generating costs
from the sales price or value of the
electricity to derive the value of the
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geothermal resource at the powerplant
inlet.

Geothermal resources means:
(1) All products of geothermal proc-

esses, including indigenous steam, hot
water, and hot brines;

(2) Steam and other gases, hot water,
and hot brines resulting from water,
gas, or other fluids artificially intro-
duced into geothermal formations;

(3) Heat or other associated energy
found in geothermal formations; and

(4) Any byproducts.
Geothermal utilization facility means a

powerplant or direct utilization facil-
ity that utilizes the heat or other en-
ergy of the geothermal resource.

Gross proceeds (for royalty purposes)
means the total monies and other con-
sideration accruing to a geothermal
lessee for any disposition of geo-
thermal resources, including total pay-
ments for the sale of electricity gen-
erated by the lessee from lease-pro-
duced geothermal resources. Gross pro-
ceeds includes, but is not limited to,
payments to the lessee for certain serv-
ices such as effluent injection, field op-
eration and maintenance, drilling or
workover of wells, and/or field gather-
ing to the extent that the lessee is obli-
gated to perform them at no cost to
the Federal Government. Gross pro-
ceeds also includes, but is not limited
to, reimbursements for production
taxes and other taxes. Tax reimburse-
ments are part of gross proceeds accru-
ing to a lessee even though the Federal
royalty interest may be exempt from
taxation. Monies and other consider-
ation, including the forms of consider-
ation identified in this paragraph, to
which a lessee is contractually or le-
gally entitled but which it does not
seek to collect through reasonable ef-
forts are also part of gross proceeds.

Lease means a geothermal lease
issued under authority of the Geo-
thermal Steam Act of 1970, as amended
(30 U.S.C. 1001 et seq.), unless the con-
text indicates otherwise.

Lessee means any person to whom the
United States issues a geothermal
lease, and any person who has been as-
signed an obligation to make royalty
or other payments required by the
lease. This includes any person who has
an interest in a geothermal lease as
well as an operator or payor who has

no interest in the lease but who has as-
sumed the royalty payment respon-
sibility. This also includes any affiliate
of the lessee that utilizes the geo-
thermal resource to generate elec-
tricity, in a direct utilization process,
or to recover byproducts, or any affili-
ate that transports lease production.

Like-quality lease products means
lease products that have similar chem-
ical, physical, and legal characteris-
tics.

Marketable condition means lease
products that are sufficiently free from
impurities and otherwise in a condition
that they will be accepted by a pur-
chaser under a sales contract typical
for the field.

Minimum royalty means the minimum
amount of annual royalty as specified
in the lease or in applicable leasing
regulations that the lessee must pay
after commencement of geothermal
production in commercial quantities.

No sales means the utilization or dis-
posal of geothermal resources without
the benefit of a sale.

Person means any individual, firm,
corporation, association, partnership,
consortium, or joint venture (when es-
tablished as a separate entity).

Plant tailgate electricity means the
amount of electricity in kilowatthours
generated by the powerplant exclusive
of plant parasitic electricity, but inclu-
sive of any electricity generated by the
powerplant and returned to the lease
for lease operations. Plant tailgate
electricity should be measured at, or
calculated for, the high voltage side of
the transformer in the plant switch-
yard.

Point of utilization means the power-
plant or direct utilization facility in
which the geothermal resource (steam
or hot water) is utilized.

Reasonable alternative fuel means a
conventional fuel (such as coal, oil,
gas, or wood) that would normally be
used as a source of heat in direct utili-
zation operations.

Secretary means the Secretary of the
Department of the Interior or any per-
son duly authorized to exercise the
powers vested in that office.

Selling arrangement means the indi-
vidually contracted arrangements
under which sales or dispositions of
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geothermal resources are made, includ-
ing sales or dispositions of byproducts
and electricity sales where the lessee
generates electricity from lease geo-
thermal production.

Spot market price means the price re-
ceived under any sales transaction
when planned or actual deliveries span
a short period of time, usually not ex-
ceeding 1 year.

Wheeling means the transmission of
electricity from a powerplant to the
point of delivery.

§ 206.352 Valuation standards for elec-
trical generation.

(a) The value of geothermal resources
produced from leases subject to this
subpart and used to generate elec-
tricity shall be determined pursuant to
this section.

(b)(1)(i) The value of geothermal re-
sources that are sold pursuant to an
arm’s-length contract shall be the
gross proceeds accruing to the lessee,
except as provided in paragraphs
(b)(1)(ii) and (b)(1)(iii) of this section.
The lessee shall have the burden of
demonstrating that its contract is
arm’s-length. The value that the lessee
reports for royalty purposes is subject
to monitoring, review, and audit.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred, either directly or
indirectly, from the buyer to the seller
for the geothermal resource. If the con-
tract does not reflect the total consid-
eration, MMS may require that the
geothermal resource sold pursuant to
that contract be valued in accordance
with paragraph (d) of this section.
Value shall not be less than the gross
proceeds accruing to the lessee, includ-
ing any additional consideration re-
ceived.

(iii) If MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, MMS
shall require the geothermal resource
to be valued pursuant to paragraph (d)

of this section, and notification pro-
vided to MMS in accordance with para-
graph (e)(3) of this section. If MMS de-
termines that the value may be unrea-
sonable, MMS will notify the lessee and
give the lessee an opportunity to pro-
vide written information justifying the
lessee’s value.

(2) The MMS may require a lessee to
certify that the provisions in its arm’s-
length contract include all of the con-
sideration to be paid by the buyer, ei-
ther directly or indirectly, for the geo-
thermal resource.

(c)(1) The value of geothermal re-
sources subject to this section that are
sold under a non-arm’s-length contract
shall be determined in accordance with
the first applicable of the following
paragraphs:

(i) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract provided that
those gross proceeds are not less than
the gross proceeds derived from or paid
under the lowest-priced available com-
parable arm’s-length contract for sales
of geothermal resources to the lessee-
affiliate’s same powerplant (the ‘‘mini-
mum value’’). If the gross proceeds
under the lessee’s non-arm’s-length
contract are less than the ‘‘minimum
value’’ under available comparable
arm’s-length contracts, or if there are
no available comparable arm’s-length
contracts, value will be determined by
the weighted average of the gross pro-
ceeds established under arm’s-length
contracts for the sale of significant
quantities of geothermal resources to
the same powerplant. Available con-
tracts will mean contracts in the pos-
session of the lessee, the lessee’s affili-
ate, or MMS. In evaluating the com-
parability of arm’s-length contracts for
the purposes of these regulations, the
following factors shall be considered:
Time of execution, duration, terms,
quality of the geothermal resource,
volume, dedication to the same power-
plant, and other factors that may be
appropriate to reflect the value of the
resource;

(ii) The value determined by the geo-
thermal netback procedure. Under the
geothermal netback procedure, the les-
see’s reasonable actual costs for the
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generation and transmission of elec-
tricity shall be deducted from the les-
see’s gross proceeds received for the
sale of electricity to determine the
value of the geothermal resource.
Transmission deductions shall be de-
termined pursuant to § 206.353 of this
part. Generating deductions shall be
determined pursuant to § 206.354 of this
part; or

(iii) A value determined by any other
reasonable valuation method approved
by MMS.

(2) Value determinations made pursu-
ant to this paragraph are subject to the
notification requirements of paragraph
(e) of this section.

(d)(1) The value of geothermal re-
sources subject to this section that are
not subject to a sales transaction (‘‘no
sales’’ geothermal resources) but are
instead utilized directly by the lessee
in its own powerplant for the genera-
tion and sale of electricity shall be de-
termined in accordance with the first
applicable of the following paragraphs:

(i) The weighted average of the gross
proceeds established in arm’s-length
contracts for the purchase of signifi-
cant quantities of geothermal re-
sources to operate the lessee’s same
powerplant. In evaluating the accept-
ability of arm’s-length contracts, the
following factors shall be considered:
Time of execution, duration, terms,
volume, quality of resource, and such
other factors as may be appropriate to
reflect the value of the resource;

(ii) The value determined by the geo-
thermal netback procedure. Under the
geothermal netback procedure, the les-
see’s reasonable actual costs for the
generation and transmission of elec-
tricity shall be deducted from the les-
see’s gross proceeds received for the
sale of electricity to determine the
value of the geothermal resource.
Transmission deductions shall be de-
termined pursuant to § 206.353 of this
part. Generating deductions shall be
determined pursuant to § 206.354 of this
part; or

(iii) A value determined by any other
reasonable valuation method approved
by MMS.

(2) Value determinations made pursu-
ant to this paragraph are subject to the
notification requirements of paragraph
(e) of this section.

(e)(1) Pursuant to subpart H of 30
CFR part 212, the lessee shall retain all
data relevant to the determination of
royalty value, particularly where the
value is determined pursuant to para-
graph (c) or (d) of this section. Such
data shall be subject to review and
audit, and MMS will direct a lessee to
use a different value if it determines
that the reported value is inconsistent
with the requirements of these regula-
tions.

(2) Upon request, lessees shall make
available to authorized MMS rep-
resentatives or to other authorized per-
sons any and all contracts for the sale
or other disposition of the lease pro-
duction; contracts for the sale, genera-
tion, and/or transmission of electricity
attributable to lease production; and
any arm’s-length sales and other data
for like-quality production sold, pur-
chased, or otherwise obtained by the
lessee from the field as may be nec-
essary to support a value determina-
tion.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c) or (d) of this section. The no-
tification shall be by letter to the MMS
Associate Director for Royalty Man-
agement or his/her designee. The letter
shall identify the valuation method to
be used and contain a brief description
of the procedure to be followed. The no-
tification required by this paragraph is
a one-time notification due no later
than the end of the month following
the month the lessee first reports roy-
alties on a Form MMS–2014 using a
valuation method authorized by para-
graph (c) or (d) of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on that dif-
ference computed pursuant to 30 CFR
218.302. If the lessee is entitled to a
credit, MMS will provide instructions
for the taking of that credit.

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

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion for royalty purposes be less than
the gross proceeds accruing to the les-
see where geothermal resources are di-
rectly sold.

(i) The lessee is required to place geo-
thermal resources in marketable condi-
tion and to deliver geothermal re-
sources to the powerplant at no cost to
the Federal lessor. Where the value es-
tablished pursuant to this section is
determined by a lessee’s gross pro-
ceeds, that value shall be increased to
the extent that the gross proceeds have
been reduced because the purchaser, or
any other person, is providing certain
services the cost of which ordinarily is
the responsibility of the lessee to place
the geothermal resource in marketable
condition or deliver it to the power-
plant.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to the contract. If the lessee
makes timely application for a price
increase or benefit allowed under its
contract but the purchaser refuses and
the lessee takes reasonable measures,
which are documented, to force pur-
chaser compliance, the lessee will owe
no additional royalties unless or until
monies or consideration resulting from
the price increase or additional bene-

fits are received. This paragraph shall
not be construed to permit a lessee to
avoid its royalty payment obligation in
situations where a purchaser fails to
pay, in whole or in part or timely, for
a quantity of geothermal resources.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding as against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(l) Certain information submitted to
MMS to support value determinations
is exempted from disclosure by the
Freedom of Information Act, 5 U.S.C.
552, or other Federal law. Any data
specified by law to be privileged, con-
fidential, or otherwise exempt will be
maintained in a confidential manner in
accordance with applicable law and
regulations. All requests for informa-
tion about determinations made under
this subpart are to be submitted in ac-
cordance with the Freedom of Informa-
tion Act regulations of the Depart-
ment, 43 CFR part 2.

§ 206.353 Determination of trans-
mission deductions.

(a) Where the value of geothermal en-
ergy is determined by the geothermal
netback procedure pursuant to para-
graphs (c)(1)(ii) and (d)(1)(ii) of § 206.352
of this subpart, a transmission deduc-
tion shall be subtracted from the les-
see’s gross proceeds received for the
sale of electricity to determine the
plant tailgate value of the electricity.
The transmission deduction consists of
either or both of two components:

(1) Transmission line costs as deter-
mined pursuant to paragraph (b) of this
section, and

(2) Wheeling costs if the electricity is
transmitted across a third-party’s
transmission line under an arm’s-
length wheeling agreement. Trans-
mission deductions are subject to the
limitation prescribed in paragraph (c)
of this section.

(b)(1) Transmission-line costs shall
be based on the lessee’s actual costs as-
sociated with the construction and op-
eration of a transmission line for the
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purpose of transmitting electricity at-
tributable and allocable to the lessee’s
powerplant utilizing Federal geo-
thermal resources. The monthly trans-
mission line cost component of the
transmission deduction is determined
by multiplying the annual trans-
mission line cost rate (in dollars per
kilowatthour) by the amount of elec-
tricity delivered for the reporting
month. The transmission line cost rate
shall be redetermined annually at the
beginning of the same month of the
year in which the transmission line
was placed into service, the same
month of the year in which the power-
plant was placed into service, or, at the
lessee’s option, at a time concurrent
with the beginning of the lessee’s an-
nual corporate accounting period; Pro-
vided, however, the period selected
must coincide with the same period
chosen for the generating deduction
pursuant to § 206.354(b)(1). After a de-
duction period is chosen, the lessee
may not later elect to use a different
deduction period without MMS ap-
proval.

(2) Allowable transmission-line costs
include operating and maintenance ex-
penses, overhead, and either deprecia-
tion and a return on undepreciated cap-
ital investment in accordance with
paragraph (b)(2)(iv)(A) of this section,
or a cost equal to the capital invest-
ment in the transmission line multi-
plied by a rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those costs for depreciable as-
sets, including costs of delivery and in-
stallation of capital equipment, that
are an integral part of the trans-
mission line. A return on capital in-
vested in the purchase of real estate for
transmission facilities may be allowed
provided that the lessee demonstrates
the necessity for such purchase, the
purchased land is not on a Federal geo-
thermal lease, and MMS approves the
deduction; the rate of return shall be
the same rate determined in paragraph
(b)(2)(v) of this section.

(i) Allowable operating expenses in-
clude operations supervision and engi-
neering, operations labor, materials, ad
valorem property taxes, rent, supplies,
and any other directly allocable and

attributable operating expenses that
the lessee can document.

(ii) Allowable maintenance expenses
include maintenance of the trans-
mission line, maintenance of equip-
ment, maintenance labor, and other di-
rectly allocable and attributable main-
tenance expenses that the lessee can
document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the transmission line is
an allowable expense. State and Fed-
eral income taxes and severance taxes
and other fees, including royalties, are
not allowable expenses.

(iv) To compute costs associated with
capital investment, a lessee may use
either depreciation with a return on
undepreciated capital investment, or a
return on capital investment. After a
lessee has elected to use either method,
the lessee may not later elect to
change to the other alternative with-
out MMS approval.

(A) To compute depreciation, the les-
see must use a straight-line deprecia-
tion method based on the expected life
of the geothermal project, usually the
term of the electricity sales contract
or other depreciation period acceptable
to MMS. A change in ownership of a
transmission line shall not alter the
depreciation schedule established by
the original lessee-owner for purposes
of computing transmission line costs.
With or without a change in ownership,
a transmission line shall be depre-
ciated only once. The rate of return
used to compute the return on
undepreciated capital investment shall
be determined pursuant to paragraph
(b)(2)(v) of this section.

(B) To compute a return on capital
investment, the allowed cost shall be
the amount equal to the allowable cap-
ital investment in the transmission
line multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(v) of this section. No allowance
shall be provided for depreciation. This
alternative shall apply only to trans-
mission lines first placed into service
on or after March 1, 1988.

(v) The rate of return shall be 2 times
Standard and Poor’s industrial BBB
bond rate. The rate of return shall be 2
times the monthly average rate as pub-
lished in Standard and Poor’s Bond
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Guide for the first month of the annual
deduction period and shall be effective
during the following deduction period.
The rate shall be redetermined annu-
ally at the beginning of the same
month beginning the annual deduction
period chosen pursuant to paragraph
(b)(1) of this section.

(3) Transmission-line cost rates, de-
termined annually, are computed by di-
viding the sum of the operating, main-
tenance, overhead, and capital costs by
the annual amount of delivered elec-
tricity.

(4) For new transmission lines, the
lessee’s costs for the first deduction pe-
riod shall be based on estimated ex-
penses (including overhead) for operat-
ing and maintaining the transmission
line. For subsequent deduction periods,
the transmission line costs shall be es-
timated based on the lessee’s actual op-
erating and maintenance expenses for
the previous period adjusted for de-
creases or increases that the lessee
knows will affect the deduction in the
current period.

(c) Under no circumstances shall the
transmission deduction plus the gener-
ating deduction determined pursuant
to § 206.354 of this subpart reduce the
royalty value of the geothermal re-
source to zero.

(d)(1) If the actual transmission de-
duction determined at the end of the
annual reporting period is less than the
amount the lessee estimated and used
in the netback procedure during the re-
porting period, the lessee shall be re-
quired to pay additional royalties ret-
roactive to the first month of the re-
porting period, plus interest computed
pursuant to 30 CFR 218.302. If the ac-
tual transmission deduction is greater
than the amount applied in the
netback calculation, the lessee shall be
entitled to a credit.

(2) Lessees must submit corrected
Forms MMS–2014 to reflect adjust-
ments to royalty payments in accord-
ance with MMS instructions.

(e)(1) All transmission deductions are
subject to review, audit, and adjust-
ment. When necessary or appropriate,
MMS may direct a lessee to modify its
estimated or actual transmission de-
duction and adjust royalty values ac-
cordingly.

(2) Pursuant to subpart H of 30 CFR
part 212, the lessee must maintain all
data and records supporting its trans-
mission deduction, including wheeling
and other transmission-related agree-
ments. These data and records must be
made available to MMS and other au-
thorized personnel upon request, and
shall be maintained in a confidential
manner in accordance with applicable
laws and regulations pursuant to
§ 206.352 of this subpart.

(f) A one-time refund of royalties
equal to the royalty amount of actual
dismantlement costs attributable to
the transmission line that are in excess
of actual income attributable to the
salvage of the transmission line will be
allowed at the completion of the dis-
mantlement and salvage operations.

§ 206.354 Determination of generating
deductions.

(a) Where the value of geothermal en-
ergy is determined by the geothermal
netback procedure pursuant to para-
graphs (c)(1)(ii) and (d)(1)(ii) of § 206.352
of this subpart, that value shall be de-
termined by deducting the lessee’s rea-
sonable actual costs incurred to gen-
erate electricity from the plant tail-
gate value of the electricity (usually
the transmission-reduced value of the
delivered electricity). Generating de-
ductions are subject to the limitation
prescribed in paragraph (c) of this sec-
tion.

(b)(1) Generating costs shall be based
on the lessee’s actual annual costs as-
sociated with the construction and op-
eration of a geothermal powerplant.
The monthly generating deduction is
determined by multiplying the annual
generating cost rate (in dollars per
kilowatthour) by the amount of plant
tailgate electricity measured (or com-
puted) for the reporting month. The
generating cost rate is determined
from the annual amount of plant tail-
gate electricity and must be redeter-
mined annually at the beginning of the
same month of the year in which the
powerplant was placed into service or,
at the lessee’s option, at a time concur-
rent with the beginning of the lessee’s
annual corporate accounting period;
Provided, however, the period selected
must coincide with the same period
chosen for the transmission deduction

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00108 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



113

Minerals Management Service, Interior § 206.354

pursuant to § 206.353(b)(1). After a de-
duction period is chosen, the lessee
may not later elect to use a different
deduction period without MMS ap-
proval.

(2) Allowable generating costs in-
clude operating and maintenance ex-
penses, overhead, and either deprecia-
tion and a return on undepreciated cap-
ital investment in accordance with
paragraph (b)(2)(iv)(A) of this section,
or a cost equal to the capital invest-
ment in the powerplant multiplied by a
rate of return in accordance with para-
graph (b)(2)(iv)(B) of this section. Al-
lowable capital costs are generally
those costs for depreciable assets, in-
cluding costs of delivery and installa-
tion of capital equipment, that are an
integral part of the powerplant or are
required by the design specifications of
the power conversion cycle. A return
on capital invested in the purchase of
real estate for a powerplant site may
be allowed provided that the lessee
demonstrates the necessity for such
purchase, the purchased land is not on
a Federal geothermal lease, and MMS
approves the deduction; the rate of re-
turn shall be the same rate determined
in paragraph (b)(2)(v) of this section.
The costs of gathering systems and
other production-related facilities are
not allowed.

(i) Allowable operating expenses in-
clude operations supervision and engi-
neering, operations labor, materials, ad
valorem property taxes, rent, supplies,
auxiliary fuel and/or utilities used to
operate the powerplant during down
time, and any other directly allocable
and attributable operating expense
that the lessee can document.

(ii) Allowable maintenance expenses
include maintenance of the powerplant,
maintenance of equipment, mainte-
nance labor, and other directly alloca-
ble and attributable maintenance ex-
penses that the lessee can document.

(iii) Overhead directly attributable
and allocable to the operation and
maintenance of the powerplant is an
allowable expense. State and Federal
income taxes and severance taxes, in-
cluding royalties, are not allowable ex-
penses.

(iv) To compute costs associated with
capital investment, a lessee may use
either depreciation with a return on

undepreciated capital investment, or a
return on capital investment. After a
lessee has elected to use either method,
the lessee may not later elect to
change to the other alternative with-
out MMS approval.

(A) To compute depreciation, the les-
see must use a straight-line deprecia-
tion method based on the life of the
geothermal project, usually the term of
the electricity sales contract or other
depreciation period acceptable to
MMS. A change in ownership of a pow-
erplant shall not alter the depreciation
schedule established by the original
lessee-owner for computing the gener-
ating costs. With or without a change
in ownership, a powerplant shall be de-
preciated only once. The rate of return
used to compute the return on
undepreciated capital investment shall
be determined pursuant to paragraph
(b)(2)(v) of this section.

(B) To compute a return on capital
investment, the allowed cost shall be
the amount equal to the allowable cap-
ital investment in the powerplant mul-
tiplied by the rate of return deter-
mined pursuant to paragraph (b)(2)(v)
of this section. No allowance shall be
provided for depreciation. This alter-
native shall apply only to powerplants
first placed into service on or after
March 1, 1988.

(v) The rate of return shall be 2 times
Standard and Poor’s industrial BBB
bond rate. The rate of return shall be 2
times the monthly average rate as pub-
lished in Standard and Poor’s Bond
Guide for the first month of the annual
deduction period and shall be effective
during the following deduction period.
The rate shall be redetermined annu-
ally at the beginning of the same
month beginning the annual deduction
period chosen pursuant to paragraph
(b)(1) of this section.

(3) Generating cost rates, determined
annually, shall be computed by divid-
ing the sum of the operating, mainte-
nance, overhead, and capital costs by
the annual amount of plant tailgate
electricity.

(4) For new powerplants, the lessee’s
generating costs for the first deduction
period shall be based on estimated ex-
penses (including overhead) for operat-
ing and maintaining the powerplant.
For subsequent deduction periods, the
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generating costs shall be estimated
based on the lessee’s actual operating
and maintenance expenses for the pre-
vious period adjusted for decreases or
increases that the lessee knows will af-
fect the deduction in the current pe-
riod.

(c) Under no circumstances shall the
generating deduction plus the trans-
mission deduction determined pursuant
to § 206.353 of this subpart reduce the
royalty value of the geothermal re-
source to zero.

(d)(1) If the actual generating deduc-
tion determined at the end of the an-
nual reporting period is less than the
amount the lessee estimated and used
in the netback procedure during the re-
porting period, the lessee shall be re-
quired to pay additional royalties ret-
roactive to the first month of the re-
porting period, plus interest computed
pursuant to 30 CFR 218.302. If the ac-
tual generating deduction is greater
than the amount applied in the
netback calculation, the lessee shall be
entitled to a credit.

(2) Lessees must submit corrected
Forms MMS–2014 to reflect adjust-
ments to royalty payments in accord-
ance with MMS instructions.

(e)(1) All generating deductions are
subject to review, audit, and adjust-
ment. When necessary or appropriate,
MMS may direct a lessee to modify its
estimated or actual generating deduc-
tion and adjust royalty values accord-
ingly.

(2) Pursuant to subpart H of 30 CFR
part 212, the lessee must maintain all
data and records supporting its gener-
ating deduction. These data and
records must be made available to
MMS and other authorized personnel
upon request, and shall be maintained
in a confidential manner in accordance
with applicable laws and regulations
pursuant to § 206.352 of this subpart.

(f) A one-time refund of royalties
equal to the royalty amount of actual
dismantlement costs attributable to
the powerplant that are in excess of ac-
tual income attributable to the salvage
of the powerplant will be allowed at
the completion of the dismantlement
and salvage operations.

§ 206.355 Valuation standards for di-
rect utilization.

(a) The value of geothermal resources
produced for leases subject to this sub-
part and used in direct utilization proc-
esses shall be determined pursuant to
this section.

(b)(1)(i) The value of geothermal re-
sources that are sold pursuant to an
arm’s-length contract shall be the
gross proceeds accruing to the lessee,
except as provided in paragraphs
(b)(1)(ii) and (b)(1)(iii) of this section.
The lessee shall have the burden of
demonstrating that its contract is
arm’s-length. The value that the lessee
reports for royalty purposes is subject
to monitoring, review, and audit.

(ii) In conducting these reviews and
audits, MMS will examine whether or
not the contract reflects the total con-
sideration actually transferred either
directly or indirectly from the buyer to
the seller for the geothermal resource.
If the contract does not reflect the
total consideration, MMS may require
that the geothermal resource sold pur-
suant to that contract be valued in ac-
cordance with paragraph (d) of this sec-
tion. Value shall not be less than the
gross proceeds accruing to the lessee,
including any additional consideration
received.

(iii) If MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the geothermal resource because of
misconduct by or between the con-
tracting parties, or because the lessee
otherwise has breached its duty to the
lessor to market the production for the
mutual benefit of the lessee and the
lessor, MMS shall require the geo-
thermal resource to be valued pursuant
to paragraph (d) of this section and in
accordance with the notification re-
quirements of paragraph (e) of this sec-
tion. When MMS determines that the
value may be unreasonable, MMS will
notify the lessee and give the lessee an
opportunity to provide written infor-
mation justifying the lessee’s value.

(2) The MMS may require a lessee to
certify that its arm’s-length contract
provisions include all of the consider-
ation to be paid by the buyer, either di-
rectly or indirectly, for the geothermal
resource.
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(c)(1) The value of geothermal re-
sources subject to this section that are
sold under a non-arm’s-length contract
shall be determined in accordance with
the first applicable of the following
paragraphs:

(i) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract provided that
those gross proceeds are not less than
the gross proceeds derived from or paid
under the lowest-priced available com-
parable arm’s-length contract for sales
of geothermal resources to the lessee-
affiliate’s same direct utilization facil-
ity (the ‘‘minimun value’’). If the gross
proceeds under the lessee’s non-arm’s-
length contract are less than the ‘‘min-
imum value’’ under available com-
parable arm’s-length contracts, or if
there are no available comparable
arm’s-length contracts, value will be
determined by the weighted average of
the gross proceeds established under
arm’s-length contracts for the sale of
significant quantities of geothermal re-
sources to the same direct utilization
facility. Available contracts will mean
contracts in the possession of the les-
see, the lessee’s affiliate, or MMS. In
evaluating the comparability of arm’s-
length contracts for the purposes of
these regulations, the following factors
shall be considered: Time of execution,
duration, terms, quality of the geo-
thermal resource, volume, dedication
to the same direct utilization facility,
and other factors that may be appro-
priate to reflect the value of the re-
source;

(ii) The equivalent value of the least
expensive, reasonable alternative en-
ergy source (fuel). The equivalent
value of the least expensive, reasonable
alternative energy source shall be
based on the amount of thermal energy
that would otherwise be used by the di-
rect utilization process in place of the
geothermal resource. That amount of
thermal energy (in Btu’s) displaced by
the geothermal resource shall be deter-
mined by the equation

thermal energy displaced =

h h density volume

efficiency factor
in out−( ) × × ×0 133681. ,

where hin is the enthalpy in Btu’s/lb at
the utilization facility inlet (based on
measured inlet temperature), hout is the
enthalpy in Btu’s/lb at the facility out-
let (based on measured outlet tempera-
ture), density is in lbs/cu ft based on
inlet temperature, the factor 0.133681
(cu ft/gal) converts gallons to cubic
feet, and volume is the quantity of geo-
thermal fluid in gallons produced at
the wellhead or measured at an ap-
proved point. The efficiency of the al-
ternative energy source shall be 0.7 for
coal and 0.8 for oil, natural gas, and
other fuels derived from oil and natural
gas, or an efficiency factor proposed by
the lessee and approved by MMS. The
methods of measuring resource param-
eters (temperature, volume, etc.) and
the frequency of computing and accu-
mulating the amount of thermal en-
ergy displaced shall be determined and
approved by BLM; or

(iii) A value determined by any other
reasonable valuation method approved
by MMS.

(2) Valuations made pursuant to this
paragraph are subject to the notifica-
tion requirements of paragraph (e) of
this section.

(d)(1) The value of geothermal re-
sources subject to this section that are
not subject to a sales transaction but
are instead used by the lessee in its
own direct utilization facility (‘‘no
sales’’ geothermal resources) shall be
determined in accordance with the first
applicable of the following paragraphs:

(i) The weighted average of the gross
proceeds established in arm’s-length
contracts for the purchase of signifi-
cant quantities of geothermal re-
sources to operate the lessee’s same di-
rect utilization facility. In evaluating
the acceptability of arm’s-length con-
tracts, the following factors shall be
considered: Time of execution, dura-
tion, terms, volume, quality of re-
source, and such other factors as may
be appropriate to reflect the value of
the resource;

(ii) The equivalent value of the least
expensive, reasonable alternative en-
ergy source (fuel). The equivalent
value of the least expensive, reasonable
alternative energy source shall be
based on the amount of thermal energy
that would otherwise be used by the di-
rect utilization process in place of the
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geothermal resource. That amount of
thermal energy (in Btu’s) displaced by
the geothermal resource shall be deter-
mined by the equation

thermal energy displaced =

h h density volume

efficiency factor
in out−( ) × × ×0 133681. ,

where hin is the enthalpy in Btu’s/lb at
the utilization facility inlet (based on
measured inlet temperature), hout is the
enthalpy in Btu’s/lb at the facility out-
let (based on measured outlet tempera-
ture), density is in lbs/cu ft based on
inlet temperature, the factor 0.133681
(cu ft/gal) converts gallons to cubic
feet, and volume is the quantity of geo-
thermal fluid in gallons produced at
the wellhead or measured at an ap-
proved point. The efficiency of the al-
ternative energy source shall be 0.7 for
coal and 0.8 for oil, natural gas, and
other fuels derived from oil and natural
gas, or an efficiency factor proposed by
the lessee and approved by MMS. The
methods of measuring resource param-
eters (temperature, volume, etc.) and
the frequency of computing and accu-
mulating the amount of thermal en-
ergy displaced shall be determined and
approved by BLM; or

(iii) A value determined by any other
reasonable valuation method approved
by MMS.

(2) Valuations made pursuant to this
paragraph are subject to the notifica-
tion requirements of paragraph (e) of
this section.

(e)(1) Pursuant to subpart H of 30
CFR part 212, the lessee shall retain all
data relevant to the determination of
royalty value, particularly where the
value is determined pursuant to para-
graph (c) or (d) of this section. Such
data shall be subject to review and
audit, and MMS will direct a lessee to
use a different value if it determines
that the reported value is inconsistent
with the requirements of these regula-
tions.

(2) Upon request, lessees shall make
available to authorized MMS rep-
resentatives or to other authorized per-
sons any and all contracts for the sale
or other disposition of the lease pro-
duction, and any arm’s-length sales
and other data for like-quality produc-
tion sold, purchased, or otherwise ob-

tained by the lessee from the field as
may be necessary to support a value
determination.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c) or (d) of this section. The no-
tification shall be by letter to the MMS
Associate Director for Royalty Man-
agement or his/her designee. The letter
shall identify the valuation method to
be used and contain a brief description
of the procedure to be followed. The no-
tification required by this paragraph is
a one-time notification due no later
than the end of the month following
the month the lessee first reports roy-
alties on a Form MMS–2014 using a
valuation method authorized by para-
graph (c) or (d) of this section.

(f) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on that dif-
ference computed pursuant to 30 CFR
218.302. If the lessee is entitled to a
credit, MMS will provide instructions
for the taking of that credit.

(g) The lessee may request a value
determination from MMS. In that
event, the lessee shall propose to MMS
a value determination method and may
use that method in determining value,
for royalty purposes, until MMS issues
its decision. The lessee shall submit all
available data relevant to its proposal.
The MMS shall expeditiously deter-
mine the value based upon the lessee’s
proposal and any additional informa-
tion MMS deems necessary. In making
a value determination, MMS may use
any of the valuation criteria consistent
with this subpart. That determination
shall remain effective for the period
stated therein. After MMS issues its
determination, the lessee shall make
adjustments in accordance with para-
graph (f) of this section.

(h) Notwithstanding any other provi-
sion of this section, under no cir-
cumstances shall the value of produc-
tion, for royalty purposes, be less than
the gross proceeds accruing to the les-
see where geothermal energy is di-
rectly sold.
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(i) The lessee is required to place geo-
thermal resources in marketable condi-
tion and to deliver geothermal re-
sources to the direct utilization facil-
ity at no cost to the Federal lessor.
Where the value established pursuant
to this section is determined by a les-
see’s gross proceeds, that value shall be
increased to the extent that the gross
proceeds have been reduced because the
purchaser, or any other person, is pro-
viding certain services the cost of
which ordinarily is the responsibility
of the lessee to place the geothermal
resource in marketable condition or to
deliver it to the direct utilization facil-
ity.

(j) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to the contract. If the lessee
makes timely application for a price
increase or benefit allowed under its
contract but the purchaser refuses and
the lessee takes reasonable measures,
which are documented, to force pur-
chaser compliance, the lessee shall owe
no additional royalties unless or until
monies or consideration resulting from
the price increase or additional bene-
fits are received. This paragraph shall
not be construed to permit a lessee to
avoid its royalty payment obligation in
situations where a purchaser fails to
pay, in whole or in part or timely, for
a quantity of geothermal resources.

(k) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(l) Certain information submitted to
MMS to support value determinations
is exempted from disclosure by the
Freedom of Information Act, 5 U.S.C.
552, or other Federal law. Any data
specified by law to be privileged, con-

fidential, or otherwise exempt will be
maintained in a confidential manner in
accordance with applicable laws and
regulations. All requests for informa-
tion about determinations made under
this subpart are to be submitted in ac-
cordance with the Freedom of Informa-
tion Act regulation of the Department,
43 CFR part 2.

[56 FR 57276, Nov. 8, 1991; 57 FR 12376, Apr. 9,
1992]

§ 206.356 Valuation standards for by-
products.

(a) The value of geothermal byprod-
ucts, including commercially
demineralized water, shall be deter-
mined pursuant to this section, less ap-
plicable byproducts transportation al-
lowances determined pursuant to
§§ 206.357 and 206.358 of this subpart.

(b)(1)(i) The value of byproducts that
are sold pursuant to an arm’s-length
contract shall be the gross proceeds ac-
cruing to the lessee, except as provided
in paragraphs (b)(1)(ii) and (b)(1)(iii) of
this section. The lessee shall have the
burden of demonstrating that its con-
tract is arm’s-length. The value that
the lessee reports for royalty purposes
is subject to monitoring, review, and
audit.

(ii) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred, either directly or
indirectly, from the buyer to the seller
for the byproducts. If the contract does
not reflect the total consideration,
MMS may require that the byproducts
sold pursuant to that contract be val-
ued in accordance with paragraph (c) of
this section. Value may not be less
than the gross proceeds accruing to the
lessee, including any additional consid-
eration received .

(iii) If MMS determines that the
gross proceeds accruing to the lessee
pursuant to an arm’s-length contract
do not reflect the reasonable value of
the production because of misconduct
by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, MMS
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shall require that the byproduct pro-
duction be valued pursuant to para-
graph (c) of this section and in accord-
ance with the notification require-
ments of paragraph (d) of this section.
If MMS determines that the value may
be unreasonable, MMS will notify the
lessee and give the lessee an oppor-
tunity to provide written information
justifying the lessee’s reported byprod-
uct value.

(2) The MMS may require a lessee to
certify that the provisions in its arm’s-
length contract include all of the con-
sideration to be paid by the buyer, ei-
ther directly or indirectly, for the by-
product.

(c) The value of byproducts that are
sold pursuant to a non-arm’s-length
contract or that are utilized by the les-
see (no sales), except demineralized
water used for the benefit of the lease
pursuant to paragraph (b)(2) of § 202.351
of this subpart, shall be determined in
accordance with the first applicable of
the following paragraphs:

(1) The gross proceeds accruing to the
lessee pursuant to a sale under its non
arm’s-length contract (or other disposi-
tion by other than an arm’s-length
contract), provided that those gross
proceeds are not less than the gross
proceeds derived from or paid under the
lowest-priced available comparable
arm’s-length contract for sales, pur-
chases, or other dispositions of like-
quality byproducts in the field or, if
necessary to obtain a representative
sample, from the same area (the ‘‘mini-
mum value’’). If the gross proceeds
under the lessee’s non-arm’s-length
contract are less than the ‘‘minimum
value’’ under available comparable
arms length contracts, or if there are
no available comparable arm’s-length
contracts, value will be determined by
the weighted average of the gross pro-
ceeds established under arm’s-length
contracts for the sale of like-quality
products in the field or, if necessary to
obtain a representative sample, from
the same area. Available contracts will
mean contracts in the possession of the
lessee, the lessee’s affiliate, or MMS. In
evaluating the comparability of arm’s-
length contracts for the purposes of
these regulations, the following factors
shall be considered: Field or area,
price, time of execution, duration,

terms, quality of the byproduct, vol-
ume, market or markets served, and
other factors that may be appropriate
to reflect the value of the byproduct;

(2) Other relevant matters including,
but not limited to, published or pub-
licly available spot-market prices, or
information submitted by the lessee
concerning circumstances unique to a
particular lease operation or the
saleability of certain byproducts; or

(3) A netback method or any other
reasonable method used to determine
value.

(d)(1) Pursuant to subpart H of 30
CFR part 212, the lessee shall retain all
data relevant to the determination of
royalty value, particularly where the
value is determined pursuant to para-
graph (c) of this section. Such data
shall be subject to review and audit,
and MMS will direct a lessee to use a
different value if it determines that the
reported value is inconsistent with the
requirements of these regulations.

(2) Upon request, lessees shall make
available to authorized MMS rep-
resentatives or to other authorized per-
sons any and all contracts and/or in-
voices for the sale or other disposition
of the byproducts, and any arm’s-
length sales and other data for like-
quality production sold, purchased, or
otherwise obtained by the lessee from
the field or other area as may be nec-
essary to support a value determina-
tion.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graph (c) of this section. The notifica-
tion shall be by letter to the MMS As-
sociate Director for Royalty Manage-
ment or his/her designee. The letter
shall identify the valuation method to
be used and contain a brief description
of the procedure to be followed. The no-
tification required by this paragraph is
a one-time notification due no later
than the end of the month following
the month the lessee first reports roy-
alties on a Form MMS–2014 using a
valuation method authorized by para-
graph (c) of this section, and each time
there is a change in a method under
paragraph (c) of this section.

(e) If MMS determines that a lessee
has not properly determined value, the
lessee shall pay the difference, if any,
between royalty payments made based
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upon the value it has used and the roy-
alty payments that are due based upon
the value established by MMS. The les-
see shall also pay interest on that dif-
ference computed pursuant to 30 CFR
218.302. If the lessee is entitled to a
credit, MMS will provide instructions
for the taking of that credit.

(f) The lessee may request a value de-
termination from MMS. In that event,
the lessee shall propose to MMS a
value determination method and may
use that method in determining value,
for royalty purposes, until MMS issues
its decision. The lessee shall submit all
available data relevant to its proposal.
The MMS shall expeditiously deter-
mine the value based upon the lessee’s
proposal and any additional informa-
tion MMS deems necessary. In making
a value determination, MMS may use
any of the valuation criteria consistent
with this subpart. That determination
shall remain effective for the period
stated therein. After MMS issues its
determination, the lessee shall make
the adjustments in accordance with
paragraph (e) of this section.

(g) Notwithstanding any other provi-
sions of the section, under no cir-
cumstances shall the value of byprod-
ucts for royalty purposes be less than
the gross proceeds accruing to the les-
see, less applicable byproduct transpor-
tation allowances determined pursuant
to §§ 206.357 and 206.358 of this subpart.

(h) The lessee is required to place the
byproducts in marketable condition at
no cost to the Federal Government.
Where the value established pursuant
to this section is determined by a les-
see’s gross proceeds, that value shall be
increased to the extent that the gross
proceeds have been reduced because the
purchaser, or any other person, is pro-
viding certain services the cost of
which ordinarily is the responsibility
of the lessee to place the byproducts in
marketable condition.

(i) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-

ments shall be in writing and signed by
all parties to the contract, and may be
retroactively applied to value byprod-
ucts, for royalty purposes, for a period
not to exceed 2 years, unless MMS ap-
proves a longer period. If the lessee
makes timely application for a price
increase allowed under its contract but
the purchaser refuses and the lessee
takes reasonable measures, which are
documented, to force purchaser compli-
ance, the lessee will owe no additional
royalties unless or until monies or con-
sideration resulting from the price in-
crease are received. This paragraph
shall not be construed to permit a les-
see to avoid its royalty payment obli-
gation in situations where a purchaser
fails to pay, in whole or in part or
timely, for a quantity of byproducts.

(j) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding against the Federal Govern-
ment or its beneficiaries until the
audit period is formally closed.

(k) Certain information submitted to
MMS to support valuation proposals,
including byproduct transportation al-
lowances pursuant to §§ 206.357 and
206.358 of this subpart, is exempted
from disclosure by the Freedom of In-
formation Act, 5 U.S.C. 552. Any data
specified by the act to be privileged,
confidential, or otherwise exempt shall
be maintained in a confidential manner
in accordance with applicable laws and
regulations. All requests for informa-
tion about determinations made under
this subpart are to be submitted in ac-
cordance with the Freedom of Informa-
tion Act regulation of the Department,
43 CFR part 2.

§ 206.357 Byproduct transportation al-
lowances—general.

(a) Where the value of byproducts has
been determined at a point off the geo-
thermal lease, unit, or participating
area, MMS shall allow a deduction in
determining value, for royalty pur-
poses, for the lessee’s reasonable, ac-
tual costs incurred to:

(1) Transport the byproducts from a
Federal lease, unit, or participating
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area to a sales point or point of deliv-
ery that is off the lease, unit, or par-
ticipating area; or

(2) Transport the byproducts from a
Federal lease, unit, or participating
area, or from a geothermal utilization
facility to a byproduct recovery facil-
ity when that byproduct recovery facil-
ity is off the lease, unit, or participat-
ing area and, if applicable, from the re-
covery facility to a sales point or point
of delivery off the lease, unit, or par-
ticipating area. Costs for transporting
geothermal fluids from the lease to the
geothermal utilization facility, wheth-
er on or off the lease, shall not be in-
cluded in the transportation allowance.

(b) Under no circumstances shall the
byproduct transportation allowance
authorized by paragraph (a) of this sec-
tion reduce the value of the byproducts
under any selling arrangement to zero.

(c)(1) When byproducts are trans-
ported from a lease, unit, participating
area, or geothermal utilization facility
to a byproduct recovery facility, the
lessee is not required to allocate trans-
portation costs between the quantity
of marketable byproducts and the re-
jected waste material. The byproduct
transportation allowance shall be au-
thorized for the total production that
is transported. Byproduct transpor-
tation allowances shall be expressed as
a cost per unit of marketable byprod-
ucts transported.

(2) For byproducts that are extracted
on the lease, unit, or participating
area, or at the geothermal utilization
facility, the byproduct transportation
allowance shall be authorized for the
total production that is transported to
a point of sale off the lease, unit, or
participating area. Byproduct trans-
portation allowances shall be expressed
as a cost per unit of byproduct trans-
ported.

(3) Transportation costs shall be au-
thorized as allowances only when the
transported byproduct is sold, deliv-
ered, or otherwise utilized by the lessee
and royalties are reported and paid.

(d) Byproduct transportation allow-
ances are subject to monitoring, re-
view, and audit. If, after a review and/
or audit, MMS determines that a lessee
has improperly determined a byproduct
transportation allowance authorized by
this section, then the lessee shall pay

any additional royalties plus interest
determined in accordance with 30 CFR
218.302, or shall be entitled to a credit
without interest.

(e) If byproducts produced from Fed-
eral and non-Federal leases are com-
mingled for transportation, lessees
shall not disproportionately allocate
transportation costs to Federal lease
production.

(f) Upon request, the lessee shall
make available to authorized MMS rep-
resentatives or to other authorized per-
sons all transportation contracts and
all other information as may be nec-
essary to support a byproduct transpor-
tation allowance.

(g) Byproduct transportation allow-
ances are to be reported as separate
lines on Form MMS–2014.

§ 206.358 Determination of byproduct
transportation allowances.

(a) Arm’s-length contracts. (1) For
transportation costs incurred by a les-
see pursuant to an arm’s-length con-
tract, the transportation allowance
shall be the reasonable, actual costs in-
curred by the lessee for transporting
the byproducts under that contract,
subject to monitoring, review, audit,
and possible future adjustments. The
MMS’s prior approval is not required
before a lessee may deduct costs in-
curred under an arm’s-length transpor-
tation contract.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration paid, MMS may re-
quire that the byproduct transpor-
tation allowance be determined in ac-
cordance with paragraph (b) of this sec-
tion.

(3) If MMS determines that the con-
sideration paid pursuant to an arm’s-
length byproduct transportation con-
tract does not reflect the reasonable
value of the transportation because of
misconduct by or between the con-
tracting parties, or because the lessee
otherwise has breached its duty to the
lessor to market the production for the
mutual benefit of the lessee and the
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lessor, MMS shall require that the by-
product transportation allowance be
determined in accordance with para-
graph (b) of this section. When MMS
determines that the value of the trans-
portation may be unreasonable, MMS
will notify the lessee and give the les-
see an opportunity to provide written
information justifying the lessee’s
transportation costs.

(4) Where the lessee’s payments for
transportation under an arm’s-length
contract are not established on a dol-
lars-per-unit basis, the lessee shall con-
vert whatever consideration is paid to
a dollar value equivalent for the pur-
poses of this section.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length
transportation contract or has no con-
tract, including those situations where
the lessee performs transportation
services for itself, the byproduct trans-
portation allowance shall be based
upon the lessee’s reasonable actual
costs. All byproduct transportation al-
lowances deducted under a non-arm’s-
length or no-contract situation are
subject to monitoring, review, audit,
and possible future adjustment. Prior
MMS approval of byproduct transpor-
tation allowances is not required for
non-arm’s-length or no-contract situa-
tions.

(2) The byproduct transportation al-
lowance for non-arm’s-length or no-
contract situations shall be based upon
the lessee’s actual costs for transpor-
tation during the reporting period, in-
cluding operating and maintenance ex-
penses, overhead, and either deprecia-
tion and a return on undepreciated cap-
ital investment in accordance with
paragraph (b)(2)(iv)(A) of this section,
or a cost equal to the capital invest-
ment in the transportation system
multiplied by the rate of return in ac-
cordance with paragraph (b)(2)(iv)(B) of
this section. Allowable capital costs
are generally those for depreciable as-
sets, including costs of delivery and in-
stallation of capital equipment, that
are an integral part of the transpor-
tation system. A return on capital in-
vested in the purchase of real estate to
locate the byproduct transportation fa-
cilities may be allowed provided that
the lessee demonstrates the necessity
for such purchase, the purchased land

is not on a Federal geothermal lease,
and MMS approves the deduction; the
rate of return shall be the same rate
determined in paragraph (b)(2)(v) of
this section.

(i) Allowable operating expenses in-
clude operations supervision and engi-
neering, operations labor, fuel, utili-
ties, materials, ad valorem property
taxes, rent, supplies, and any other al-
locable and attributable operating ex-
penses that the lessee can document.

(ii) Allowable maintenance expenses
include maintenance of the transpor-
tation system, maintenance of equip-
ment, maintenance labor, and other di-
rectly allocable and attributable main-
tenance expenses that the lessee can
document.

(iii) Overhead attributable and allo-
cable to the operation and mainte-
nance of the transportation system is
an allowable expense. State and Fed-
eral income taxes and severance taxes
and other fees, including royalties, are
not allowable expenses.

(iv) To compute costs associated with
capital investment, a lessee may use
either paragraph (b)(2)(iv)(A) or
(b)(2)(iv)(B) of this section. After a les-
see has elected to use either method for
a transportation system, the lessee
may not later elect to change to the
other alternative without MMS ap-
proval.

(A) To compute depreciation, the les-
see must use a straight-line deprecia-
tion method based on, as appropriate,
either the life of equipment or the life
of the geothermal project that the
transportation system services. After
an election is made, the lessee may not
change methods. A change in owner-
ship of a transportation system shall
not alter the depreciation schedule es-
tablished by the original transporter/
lessee for purposes of the allowance
calculation. With or without a change
in ownership, a transportation system
shall be depreciated only once. Equip-
ment shall not be depreciated below a
reasonable salvage value. The rate of
return used to compute the return on
undepreciated capital investment shall
be determined pursuant to paragraph
(b)(2)(v) of this section.

(B) To compute a return on capital
investment, the allowed cost shall be
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the amount equal to the allowable cap-
ital investment in the transportation
system multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(v) of this section. No allowance
shall be provided for depreciation.

(v) The rate of return shall be Stand-
ard and Poor’s industrial BBB bond
rate. The rate of return shall be the
monthly average rate as published in
Standard and Poor’s Bond Guide for the
first month of the annual reporting pe-
riod for which the allowance is applica-
ble and shall be effective during the re-
porting period. The rate shall be rede-
termined at the beginning of each sub-
sequent transportation allowance re-
porting period.

Subpart I—OCS Sulfur [Reserved]

Subpart J—Indian Coal

SOURCE: 61 FR 5481, Feb. 12, 1996, unless
otherwise noted.

§ 206.450 Purpose and scope.
(a) This subpart prescribes the proce-

dures to establish the value, for roy-
alty purposes, of all coal from Indian
Tribal and allotted leases (except
leases on the Osage Indian Reservation,
Osage County, Oklahoma).

(b) If the specific provisions of any
statute, treaty, or settlement agree-
ment between the Indian lessor and a
lessee resulting from administrative or
judicial litigation, or any coal lease
subject to the requirements of this sub-
part, are inconsistent with any regula-
tion in this subpart, then the statute,
treaty, lease provision, or settlement
shall govern to the extent of that in-
consistency.

(c) All royalty payments are subject
to later audit and adjustment.

(d) The regulations in this subpart
are intended to ensure that the trust
responsibilities of the United States
with respect to the administration of
Indian coal leases are discharged in ac-
cordance with the requirements of the
governing mineral leasing laws, trea-
ties, and lease terms.

§ 206.451 Definitions.
Ad valorem lease means a lease where

the royalty due to the lessor is based

upon a percentage of the amount or
value of the coal.

Allowance means an approved, or an
MMS-initially accepted deduction in
determining value for royalty pur-
poses. Coal washing allowance means
an allowance for the reasonable, actual
costs incurred by the lessee for coal
washing, or an approved or MMS-ini-
tially accepted deduction for the costs
of washing coal, determined pursuant
to this subpart. Transportation allow-
ance means an allowance for the rea-
sonable, actual costs incurred by the
lessee for moving coal to a point of sale
or point of delivery remote from both
the lease and mine or wash plant, or an
approved MMS-initially accepted de-
duction for costs of such transpor-
tation, determined pursuant to this
subpart.

Area means a geographic region in
which coal has similar quality and eco-
nomic characteristics. Area boundaries
are not officially designated and the
areas are not necessarily named.

Arm’s-length contract means a con-
tract or agreement that has been ar-
rived at in the marketplace between
independent, nonaffiliated persons with
opposing economic interests regarding
that contract. For purposes of this sub-
part, two persons are affiliated if one
person controls, is controlled by, or is
under common control with another
person. For purposes of this subpart,
based on the instruments of ownership
of the voting securities of an entity, or
based on other forms of ownership:
ownership in excess of 50 percent con-
stitutes control; ownership of 10
through 50 percent creates a presump-
tion of control; and ownership of less
than 10 percent creates a presumption
of noncontrol which MMS may rebut if
it demonstrates actual or legal control,
including the existence of interlocking
directorates. Notwithstanding any
other provisions of this subpart, con-
tracts between relatives, either by
blood or by marriage, are not arm’s-
length contracts. MMS may require the
lessee to certify ownership control. To
be considered arm’s-length for any pro-
duction month, a contract must meet
the requirements of this definition for
that production month, as well as when
the contract was executed.
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Audit means a review, conducted in
accordance with generally accepted ac-
counting and auditing standards, of
royalty payment compliance activities
of lessees or other interest holders who
pay royalties, rents, or bonuses on In-
dian leases.

BIA means the Bureau of Indian Af-
fairs of the Department of the Interior.

BLM means the Bureau of Land Man-
agement of the Department of the Inte-
rior.

Coal means coal of all ranks from lig-
nite through anthracite.

Coal washing means any treatment to
remove impurities from coal. Coal
washing may include, but is not lim-
ited to, operations such as flotation,
air, water, or heavy media separation;
drying; and related handling (or com-
bination thereof).

Contract means any oral or written
agreement, including amendments or
revisions thereto, between two or more
persons and enforceable by law that
with due consideration creates an obli-
gation.

Gross proceeds (for royalty payment
purposes) means the total monies and
other consideration accruing to a coal
lessee for the production and disposi-
tion of the coal produced. Gross pro-
ceeds includes, but is not limited to,
payments to the lessee for certain serv-
ices such as crushing, sizing, screening,
storing, mixing, loading, treatment
with substances including chemicals or
oils, and other preparation of the coal
to the extent that the lessee is obli-
gated to perform them at no cost to
the Indian lessor. Gross proceeds, as
applied to coal, also includes but is not
limited to reimbursements for royal-
ties, taxes or fees, and other reimburse-
ments. Tax reimbursements are part of
the gross proceeds accruing to a lessee
even though the Indian royalty inter-
est may be exempt from taxation. Mon-
ies and other consideration, including
the forms of consideration identified in
this paragraph, to which a lessee is
contractually or legally entitled but
which it does not seek to collect
through reasonable efforts are also
part of gross proceeds.

Indian allottee means any Indian for
whom land or an interest in land is
held in trust by the United States or

who holds title subject to Federal re-
striction against alienation.

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

Lease means any contract, profit-
share arrangement, joint venture, or
other agreement issued or approved by
the United States for an Indian coal re-
source under a mineral leasing law
that authorizes exploration for, devel-
opment or extraction of, or removal of
coal—or the land covered by that au-
thorization, whichever is required by
the context.

Lessee means any person to whom the
Indian Tribe or an Indian allottee
issues a lease, and any person who has
been assigned an obligation to make
royalty or other payments required by
the lease. This includes any person who
has an interest in a lease as well as an
operator or payor who has no interest
in the lease but who has assumed the
royalty payment responsibility.

Like-quality coal means coal has simi-
lar chemical and physical characteris-
tics.

Marketable condition means coal that
is sufficiently free from impurities and
otherwise in a condition that it will be
accepted by a purchaser under a sales
contract typical for that area.

Mine means an underground or sur-
face excavation or series of excavations
and the surface or underground support
facilities that contribute directly or
indirectly to mining, production, prep-
aration, and handling of lease products.

MMS means the Minerals Manage-
ment Service of the Department of the
Interior.

Net-back method means a method for
calculating market value of coal at the
lease or mine. Under this method, costs
of transportation, washing, handling,
etc., are deducted from the ultimate
proceeds received for the coal at the
first point at which reasonable values
for the coal may be determined by a
sale pursuant to an arm’s-length con-
tract or by comparison to other sales
of coal, to ascertain value at the mine.
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Net output means the quantity of
washed coal that a washing plant pro-
duces.

Person means by individual, firm,
corporation, association, partnership,
consortium, or joint venture.

Selling arrangement means the indi-
vidual contractual arrangements under
which sales or dispositions of coal are
made to a purchaser.

Spot market price means the price re-
ceived under any sales transaction
when planned or actual deliveries span
a short period of time, usually not ex-
ceeding one year.

§ 206.452 Coal subject to royalties—
general provisions.

(a) All coal (except coal unavoidably
lost as determined by BLM pursuant to
43 CFR group 3400) from an Indian lease
subject to this part is subject to roy-
alty. This includes coal used, sold, or
otherwise disposed of by the lessee on
or off the lease.

(b) If a lessee receives compensation
for unavoidably lost coal through in-
surance coverage or other arrange-
ments, royalties at the rate specified in
the lease are to be paid on the amount
of compensation received for the coal.
No royalty is due on insurance com-
pensation received by the lessee for
other losses.

(c) If waste piles or slurry ponds are
reworked to recover coal, the lessee
shall pay royalty at the rate specified
in the lease at the time the recovered
coal is used, sold, or otherwise finally
disposed of. The royalty rate shall be
that rate applicable to the production
method used to initially mine coal in
the waste pile or slurry pond; i.e., un-
derground mining method or surface
mining method. Coal in waste pits or
slurry ponds initially mined from In-
dian leases shall be allocated to such
leases regardless of whether it is stored
on Indian lands. The lessee shall main-
tain accurate records to determine to
which individual Indian lease coal in
the waste pit or slurry pond should be
allocated. However, nothing in this sec-
tion requires payment of a royalty on
coal for which a royalty has already
been paid.

§ 206.453 Quality and quantity meas-
urement standards for reporting
and paying royalties.

(a) For leases subject to § 206.456 of
this subpart, the quality of coal on
which royalty is due shall be reported
on the basis of percent sulfur, percent
ash, and number of British thermal
units (Btu) per pound of coal. Coal
quality determinations shall be made
at intervals prescribed in the lessee’s
sales contract. If there is no contract,
or if the contract does not specify the
intervals of coal quality determina-
tion, the lessee shall propose a quality
test schedule to MMS. In no case, how-
ever, shall quality tests be performed
less than quarterly using standard in-
dustry-recognized testing methods.
Coal quality information shall be re-
ported on the appropriate forms re-
quired under 30 CFR part 216.

(b) For all leases subject to this sub-
part, the quantity of coal on which
royalty is due shall be measured in
short tons (of 2,000 pounds each) by
methods prescribed by the BLM. Coal
quantity information shall be reported
on appropriate forms required under 30
CFR part 216 and on the Report of
Sales and Royalty Remittance, Form
MMS–2014, as required under 30 CFR
part 210.

§ 206.454 Point of royalty determina-
tion.

(a) For all leases subject to this sub-
part, royalty shall be computed on the
basis of the quantity and quality of In-
dian coal in marketable condition
measured at the point of royalty meas-
urement as determined jointly by BLM
and MMS.

(b) Coal produced and added to stock-
piles or inventory does not require pay-
ment of royalty until such coal is later
used, sold, or otherwise finally disposed
of. MMS may ask BLM or BIA to in-
crease the lease bond to protect the
lessor’s interest when BLM determines
that stockpiles or inventory become
excessive so as to increase the risk of
degradation of the resource.

(c) The lessee shall pay royalty at a
rate specified in the lease at the time
the coal is used, sold, or otherwise fi-
nally disposed of, unless otherwise pro-
vided for at § 206.455(d) of this subpart.
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§ 206.455 Valuation standards for
cents-per-ton leases.

(a) This section is applicable to coal
leases on Indian Tribal and allotted In-
dian lands (except leases on the Osage
Indian Reservation, Osage County,
Oklahoma) which provide for the deter-
mination of royalty on a cents-per-ton
(or other quantity) basis.

(b) The royalty for coal from leases
subject to this section shall be based
on the dollar rate per ton prescribed in
the lease. That dollar rate shall be ap-
plicable to the actual quantity of coal
used, sold, or otherwise finally disposed
of, including coal which is avoidably
lost as determined by BLM pursuant to
43 CFR part 3400.

(c) For leases subject to this section,
there shall be no allowances for trans-
portation, removal of impurities, coal
washing, or any other processing or
preparation of the coal.

(d) When a coal lease is readjusted
pursuant to 43 CFR part 3400 and the
royalty valuation method changes
from a cents-per-ton basis to an ad va-
lorem basis, coal which is produced
prior to the effective date of readjust-
ment and sold or used within 30 days of
the effective date of readjustment shall
be valued pursuant to this section. All
coal that is not used, sold, or otherwise
finally disposed of within 30 days after
the effective date of readjustment shall
be valued pursuant to the provisions of
§ 206.456 of this subpart, and royalties
shall be paid at the royalty rate speci-
fied in the readjusted lease.

§ 206.456 Valuation standards for ad
valorem leases.

(a) This section is applicable to coal
leases on Indian Tribal and allotted In-
dian lands (except leases on the Osage
Indian Reservation, Osage County,
Oklahoma) which provide for the deter-
mination of royalty as a percentage of
the amount of value of coal (ad valo-
rem). The value for royalty purposes of
coal from such leases shall be the value
of coal determined pursuant to this
section, less applicable coal washing
allowances and transportation allow-
ances determined pursuant to §§ 206.457
through 206.461 of this subpart, or any
allowance authorized by § 206.464 of this
subpart. The royalty due shall be equal

to the value for royalty purposes mul-
tiplied by the royalty rate in the lease.

(b)(1) The value of coal that is sold
pursuant to an arm’s-length contract
shall be the gross proceeds accruing to
the lessee, except as provided in para-
graphs (b)(2), (b)(3), and (b)(5) of this
section. The lessee shall have the bur-
den of demonstrating that its contract
is arm’s-length. The value which the
lessee reports, for royalty purposes, is
subject to monitoring, review, and
audit.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects the total consideration
actually transferred either directly or
indirectly from the buyer to the seller
for the coal produced. If the contract
does not reflect the total consider-
ation, then MMS may require that the
coal sold pursuant to that contract be
valued in accordance with paragraph
(c) of this section. Value may not be
based on less than the gross proceeds
accruing to the lessee for the coal pro-
duction, including the additional con-
sideration.

(3) If MMS determines that the gross
proceeds accruing to the lessee pursu-
ant to an arm’s-length contract do not
reflect the reasonable value of the pro-
duction because of misconduct by or
between the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and the lessor, then MMS
shall require that the coal production
be valued pursuant to paragraphs
(c)(2)(ii), (c)(2)(iii), (c)(2)(iv), or (c)(2)(v)
of this section, and in accordance with
the notification requirements of para-
graph (d)(3) of this section. When MMS
determines that the value may be un-
reasonable, MMS will notify the lessee
and give the lessee an opportunity to
provide written information justifying
the lessee’s reported coal value.

(4) MMS may require a lessee to cer-
tify that its arm’s-length contract pro-
visions include all of the consideration
to be paid by the buyer, either directly
or indirectly, for the coal production.

(5) The value of production for roy-
alty purposes shall not include pay-
ments received by the lessee pursuant
to a contract which the lessee dem-
onstrates, to MMS’ satisfaction, were
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not part of the total consideration paid
for the purchase of coal production.

(c)(1) The value of coal from leases
subject to this section and which is not
sold pursuant to an arm’s-length con-
tract shall be determined in accord-
ance with this section.

(2) If the value of the coal cannot be
determined pursuant to paragraph (b)
of this section, then the value shall be
determined through application of
other valuation criteria. The criteria
shall be considered in the following
order, and the value shall be based
upon the first applicable criterion:

(i) The gross proceeds accruing to the
lessee pursuant to a sale under its non-
arm’s-length contract (or other disposi-
tion of produced coal by other than an
arm’s-length contract), provided that
those gross proceeds are within the
range of the gross proceeds derived
from, or paid under, comparable arm’s-
length contracts between buyers and
sellers neither of whom is affiliated
with the lessee for sales, purchases, or
other dispositions of like-quality coal
produced in the area. In evaluating the
comparability of arm’s-length con-
tracts for the purposes of these regula-
tions, the following factors shall be
considered: price, time of execution,
duration, market or markets served,
terms, quality of coal, quantity, and
such other factors as may be appro-
priate to reflect the value of the coal;

(ii) Prices reported for that coal to a
public utility commission;

(iii) Prices reported for that coal to
the Energy Information Administra-
tion of the Department of Energy;

(iv) Other relevant matters includ-
ing, but not limited to, published or
publicly available spot market prices,
or information submitted by the lessee
concerning circumstances unique to a
particular lease operation or the sal-
ability of certain types of coal;

(v) If a reasonable value cannot be
determined using paragraphs (c)(2)(i),
(c)(2)(ii), (c)(2)(iii), or (c)(2)(iv) of this
section, then a net-back method or any
other reasonable method shall be used
to determine value.

(3) When the value of coal is deter-
mined pursuant to paragraph (c)(2) of
this section, that value determination
shall be consistent with the provisions

contained in paragraph (b)(5) of this
section.

(d)(1) Where the value is determined
pursuant to paragraph (c) of this sec-
tion, that value does not require MMS’
prior approval. However, the lessee
shall retain all data relevant to the de-
termination of royalty value. Such
data shall be subject to review and
audit, and MMS will direct a lessee to
use a different value if it determines
that the reported value is inconsistent
with the requirements of these regula-
tions.

(2) An Indian lessee will make avail-
able upon request to the authorized
MMS or Indian representatives, or to
the Inspector General of the Depart-
ment of the Interior or other persons
authorized to receive such information,
arm’s-length sales and sales quantity
data for like-quality coal sold, pur-
chased, or otherwise obtained by the
lessee from the area.

(3) A lessee shall notify MMS if it has
determined value pursuant to para-
graphs (c)(2)(ii), (c)(2)(iii), (c)(2)(iv), or
(c)(2)(v) of this section. The notifica-
tion shall be by letter to the Associate
Director for Royalty Management or
his/her designee. The letter shall iden-
tify the valuation method to be used
and contain a brief description of the
procedure to be followed. The notifica-
tion required by this section is a one-
time notification due no later than the
month the lessee first reports royalties
on the Form MMS–2014 using a valu-
ation method authorized by paragraphs
(c)(2)(ii), (c)(2)(iii), (c)(2)(iv), or (c)(2)(v)
of this section, and each time there is
a change in a method under paragraphs
(c)(2)(iv) or (c)(2)(v) of this section.

(e) If MMS determines that a lessee
has not properly determined value, the
lessee shall be liable for the difference,
if any, between royalty payments made
based upon the value it has used and
the royalty payments that are due
based upon the value established by
MMS. The lessee shall also be liable for
interest computed pursuant to 30 CFR
218.202. If the lessee is entitled to a
credit, MMS will provide instructions
for the taking of that credit.

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

(g) Notwithstanding any other provi-
sions of this section, under no cir-
cumstances shall the value for royalty
purposes be less than the gross pro-
ceeds accruing to the lessee for the dis-
position of produced coal less applica-
ble provisions of paragraph (b)(5) of
this section and less applicable allow-
ances determined pursuant to §§ 206.457
through 206.461 and § 206.464 of this sub-
part.

(h) The lessee is required to place
coal in marketable condition at no cost
to the Indian lessor. Where the value
established pursuant to this section is
determined by a lessee’s gross pro-
ceeds, that value shall be increased to
the extent that the gross proceeds has
been reduced because the purchaser, or
any other person, is providing certain
services, the cost of which ordinarily is
the responsibility of the lessee to place
the coal in marketable condition.

(i) Value shall be based on the high-
est price a prudent lessee can receive
through legally enforceable claims
under its contract. Absent contract re-
vision or amendment, if the lessee fails
to take proper or timely action to re-
ceive prices or benefits to which it is
entitled, it must pay royalty at a value
based upon that obtainable price or
benefit. Contract revisions or amend-
ments shall be in writing and signed by
all parties to an arm’s-length contract,
and may be retroactively applied to
value for royalty purposes for a period
not to exceed two years, unless MMS
approves a longer period. If the lessee
makes timely application for a price
increase allowed under its contract but
the purchaser refuses, and the lessee
takes reasonable measures, which are
documented, to force purchaser compli-
ance, the lessee will owe no additional
royalties unless or until monies or con-

sideration resulting from the price in-
crease are received. This paragraph
shall not be construed to permit a les-
see to avoid its royalty payment obli-
gation in situations where a purchaser
fails to pay, in whole or in part or
timely, for a quantity of coal.

(j) Notwithstanding any provision in
these regulations to the contrary, no
review, reconciliation, monitoring, or
other like process that results in a re-
determination by MMS of value under
this section shall be considered final or
binding as against the Indian Tribes or
allottees until the audit period is for-
mally closed.

(k) Certain information submitted to
MMS to support valuation proposals,
including transportation, coal washing,
or other allowances pursuant to
§§ 206.457 through 206.461 and § 206.464 of
this subpart, is exempted from disclo-
sure by the Freedom of Information
Act, 5 U.S.C. 522. Any data specified by
the Act to be privileged, confidential,
or otherwise exempt shall be main-
tained in a confidential manner in ac-
cordance with applicable law and regu-
lations. All requests for information
about determinations made under this
part are to be submitted in accordance
with the Freedom of Information Act
regulation of the Department of the In-
terior, 43 CFR part 2. Nothing in this
section is intended to limit or diminish
in any manner whatsoever the right of
an Indian lessor to obtain any and all
information as such lessor may be law-
fully entitled from MMS or such les-
sor’s lessee directly under the terms of
the lease or applicable law.

§ 206.457 Washing allowances—gen-
eral.

(a) For ad valorem leases subject to
§ 206.456 of this subpart, MMS shall, as
authorized by this section, allow a de-
duction in determining value for roy-
alty purposes for the reasonable, actual
costs incurred to wash coal, unless the
value determined pursuant to § 206.456
of this subpart was based upon like-
quality unwashed coal. Under no cir-
cumstances shall the washing allow-
ance and the transportation allowance
authorized by § 206.461 of this subpart
reduce the value for royalty purposes
to zero.
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(b) If MMS determines that a lessee
has improperly determined a washing
allowance authorized by this section,
then the lessee shall be liable for any
additional royalties, plus interest de-
termined in accordance with 30 CFR
218.202, or shall be entitled to a credit,
without interest.

(c) Lessees shall not disproportion-
ately allocate washing costs to Indian
leases.

(d) No cost normally associated with
mining operations and which are nec-
essary for placing coal in marketable
condition shall be allowed as a cost of
washing.

(e) Coal washing costs shall only be
recognized as allowances when the
washed coal is sold and royalties are
reported and paid.

§ 206.458 Determination of washing al-
lowances.

(a) Arm’s-length contracts. (1) For
washing costs incurred by a lessee pur-
suant to an arm’s-length contract, the
washing allowance shall be the reason-
able actual costs incurred by the lessee
for washing the coal under that con-
tract, subject to monitoring, review,
audit, and possible future adjustment.
MMS’ prior approval is not required be-
fore a lessee may deduct costs incurred
under an arm’s-length contract. How-
ever, before any deduction may be
taken, the lessee must submit a com-
pleted page one of Form MMS–4292,
Coal Washing Allowance Report, in ac-
cordance with paragraph (c)(1) of this
section. A washing allowance may be
claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4292 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the washer for the washing. If the con-
tract reflects more than the total con-
sideration paid, then MMS may require
that the washing allowance be deter-
mined in accordance with paragraph (b)
of this section.

(3) If MMS determines that the con-
sideration paid pursuant to an arm’s-

length washing contract does not re-
flect the reasonable value of the wash-
ing because of misconduct by or be-
tween the contracting parties, or be-
cause the lessee otherwise has breached
its duty to the lessor to market the
production for the mutual benefit of
the lessee and the lessor, then MMS
shall require that the washing allow-
ance be determined in accordance with
paragraph (b) of this section. When
MMS determines that the value of the
washing may be unreasonable, MMS
will notify the lessee and give the les-
see an opportunity to provide written
information justifying the lessee’s
washing costs.

(4) Where the lessee’s payments for
washing under an arm’s-length con-
tract are not based on a dollar-per-unit
basis, the lessee shall convert whatever
consideration is paid to a dollar value
equivalent. Washing allowances shall
be expressed as a cost per ton of coal
washed.

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length con-
tract or has no contract, including
those situations where the lessee per-
forms washing for itself, the washing
allowance will be based upon the les-
see’s reasonable actual costs. All wash-
ing allowances deducted under a non-
arm’s-length or no contract situation
are subject to monitoring, review,
audit, and possible future adjustment.
Prior MMS approval of washing allow-
ances is not required for non-arm’s-
length or no contract situations. How-
ever, before any estimated or actual
deduction may be taken, the lessee
must submit a completed Form MMS–
4292 in accordance with paragraph (c)(2)
of this section. A washing allowance
may be claimed retroactively for a pe-
riod of not more than 3 months prior to
the first day of the month that Form
MMS–4292 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.
MMS will monitor the allowance de-
duction to ensure that deductions are
reasonable and allowable. When nec-
essary or appropriate, MMS may direct
a lessee to modify its actual washing
allowance.

(2) The washing allowance for non-
arm’s-length or no contract situations
shall be based upon the lessee’s actual
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costs for washing during the reported
period, including operating and main-
tenance expenses, overhead, and either
depreciation and a return on
undepreciated capital investment in
accordance with paragraph (b)(2)(iv)(A)
of this section, or a cost equal to the
depreciable investment in the wash
plant multiplied by the rate of return
in accordance with paragraph
(b)(2)(iv)(B) of this section. Allowable
capital costs are generally those for de-
preciable fixed assets (including costs
of delivery and installation of capital
equipment) which are an integral part
of the wash plant.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the wash
plant; maintenance of equipment;
maintenance labor; and other directly
allocable and attributable maintenance
expenses which the lessee can docu-
ment.

(iii) Overhead attributable and allo-
cable to the operation and mainte-
nance of the wash plant is an allowable
expense. State and Federal income
taxes and severance taxes, including
royalties, are not allowable expenses.

(iv) A lessee may use either para-
graph (b)(2)(iv)(A) or (b)(2)(iv)(B) of
this section. After a lessee has elected
to use either method for a wash plant,
the lessee may not later elect to
change to the other alternative with-
out approval of MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the wash plant services,
whichever is appropriate, or a unit of
production method. After an election is
made, the lessee may not change meth-
ods without MMS approval. A change
in ownership of a wash plant shall not
alter the depreciation schedule estab-
lished by the original operator/lessee
for purposes of the allowance calcula-
tion. With or without a change in own-
ership, a wash plant shall be depre-

ciated only once. Equipment shall not
be depreciated below a reasonable sal-
vage value.

(B) MMS shall allow as a cost an
amount equal to the allowable capital
investment in the wash plant multi-
plied by the rate of return determined
pursuant to paragraph (b)(2)(v) of this
section. No allowance shall be provided
for depreciation. This alternative shall
apply only to plants first placed in
service or acquired after March 1, 1989.

(v) The rate of return shall be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn shall be the monthly average rate
as published in Standard and Poor’s
Bond Guide for the first month of the
reporting period for which the allow-
ance is applicable and shall be effective
during the reporting period. The rate
shall be redetermined at the beginning
of each subsequent washing allowance
reporting period (which is determined
pursuant to paragraph (c)(2) of this sec-
tion).

(3) The washing allowance for coal
shall be determined based on the les-
see’s reasonable and actual cost of
washing the coal. The lessee may not
take an allowance for the costs of
washing lease production that is not
royalty bearing.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those washing allowances specified
in paragraphs (c)(1)(v) and (c)(1)(vi) of
this section, the lessee shall submit
page one of the initial Form MMS–4292
prior to, or at the same time, as the
washing allowance determined pursu-
ant to an arm’s-length contract is re-
ported on Form MMS–2014, Report of
Sales and Royalty Remittance. A Form
MMS–4292 received by the end of the
month that the Form MMS–2014 is due
shall be considered to be received time-
ly.

(ii) The initial Form MMS–4292 shall
be effective for a reporting period be-
ginning the month that the lessee is
first authorized to deduct a washing al-
lowance and shall continue until the
end of the calendar year, or until the
applicable contract or rate terminates
or is modified or amended, whichever is
earlier.

(iii) After the initial reporting period
and for succeeding reporting periods,
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lessees must submit page one of Form
MMS–4292 within 3 months after the
end of the calendar year, or after the
applicable contract or rate terminates
or is modified or amended, whichever is
earlier, unless MMS approves a longer
period (during which period the lessee
shall continue to use the allowance
from the previous reporting period).

(iv) MMS may require that a lessee
submit arm’s-length washing contracts
and related documents. Documents
shall be submitted within a reasonable
time, as determined by MMS.

(v) Washing allowances which are
based on arm’s-length contracts and
which are in effect at the time these
regulations become effective will be al-
lowed to continue until such allow-
ances terminate. For the purposes of
this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) MMS may establish, in appro-
priate circumstances, reporting re-
quirements that are different from the
requirements of this section.

(2) Non-arm’s-length or no contract. (i)
With the exception of those washing al-
lowances specified in paragraphs
(c)(2)(v) and (c)(2)(vii) of this section,
the lessee shall submit an initial Form
MMS–4292 prior to, or at the same time
as, the washing allowance determined
pursuant to a non-arm’s-length con-
tract or no contract situation is re-
ported on Form MMS–2014, Report of
Sales and Royalty Remittance. A Form
MMS–4292 received by the end of the
month that the Form MMS–2014 is due
shall be considered to be timely re-
ceived. The initial reporting may be
based on estimated costs.

(ii) The initial Form MMS–4292 shall
be effective for a reporting period be-
ginning the month that the lessee first
is authorized to deduct a washing al-
lowance and shall continue until the
end of the calendar year, or until the
washing under the non-arm’s-length
contract or the no contract situation
terminates, whichever is earlier.

(iii) For calendar-year reporting peri-
ods succeeding the initial reporting pe-
riod, the lessee shall submit a com-
pleted Form MMS–4292 containing the
actual costs for the previous reporting

period. If coal washing is continuing,
the lessee shall include on Form MMS–
4292 its estimated costs for the next
calendar year. The estimated coal
washing allowance shall be based on
the actual costs for the previous period
plus or minus any adjustments which
are based on the lessee’s knowledge of
decreases or increases which will affect
the allowance. Form MMS–4292 must be
received by MMS within 3 months after
the end of the previous reporting pe-
riod, unless MMS approves a longer pe-
riod (during which period the lessee
shall continue to use the allowance
from the previous reporting period).

(iv) For new wash plants, the lessee’s
initial Form MMS–4292 shall include
estimates of the allowable coal wash-
ing costs for the applicable period. Cost
estimates shall be based upon the most
recently available operations data for
the plant, or if such data are not avail-
able, the lessee shall use estimates
based upon industry data for similar
coal wash plants.

(v) Washing allowances based on non-
arm’s-length or no contract situations
which are in effect at the time these
regulations become effective will be al-
lowed to continue until such allow-
ances terminate. For the purposes of
this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) Upon request by MMS, the lessee
shall submit all data used by the lessee
to prepare its Forms MMS–4292. The
data shall be provided within a reason-
able period of time, as determined by
MMS.

(vii) MMS may establish, in appro-
priate circumstances, reporting re-
quirements which are different from
the requirements of this section.

(3) MMS may establish coal washing
allowance reporting dates for individ-
ual leases different from those speci-
fied in this subpart in order to provide
more effective administration. Lessees
will be notified of any change in their
reporting period.

(4) Washing allowances must be re-
ported as a separate line on the Form
MMS–2014, unless MMS approves a dif-
ferent reporting procedure.
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(d) Interest assessments for incorrect or
late reports and failure to report. (1) If a
lessee deducts a washing allowance on
its Form MMS–2014 without complying
with the requirements of this section,
the lessee shall be liable for interest on
the amount of such deduction until the
requirements of this section are com-
plied with. The lessee also shall repay
the amount of any allowance which is
disallowed by this section.

(2) If a lessee erroneously reports a
washing allowance which results in an
underpayment of royalties, interest
shall be paid on the amount of that un-
derpayment.

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.202.

(e) Adjustments. (1) If the actual coal
washing allowance is less than the
amount the lessee has taken on Form
MMS–2014 for each month during the
allowance form reporting period, the
lessee shall be required to pay addi-
tional royalties due plus interest com-
puted pursuant to 30 CFR 218.202, retro-
active to the first month the lessee is
authorized to deduct a washing allow-
ance. If the actual washing allowance
is greater than the amount the lessee
has estimated and taken during the re-
porting period, the lessee shall be enti-
tled to a credit, without interest.

(2) The lessee must submit a cor-
rected Form MMS–2014 to reflect ac-
tual costs, together with any payment,
in accordance with instructions pro-
vided by MMS.

(f) Other washing cost determinations.
The provisions of this section shall
apply to determine washing costs when
establishing value using a net-back
valuation procedure or any other pro-
cedure that requires deduction of wash-
ing costs.

§ 206.459 Allocation of washed coal.

(a) When coal is subjected to wash-
ing, the washed coal must be allocated
to the leases from which it was ex-
tracted.

(b) When the net output of coal from
a washing plant is derived from coal
obtained from only one lease, the quan-
tity of washed coal allocable to the
lease will be based on the net output of
the washing plant.

(c) When the net output of coal from
a washing plant is derived from coal
obtained from more than one lease, un-
less determined otherwise by BLM, the
quantity of net output of washed coal
allocable to each lease will be based on
the ratio of measured quantities of coal
delivered to the washing plant and
washed from each lease compared to
the total measured quantities of coal
delivered to the washing plant and
washed.

§ 206.460 Transportation allowances—
general.

(a) For ad valorem leases subject to
§ 206.456 of this subpart, where the
value for royalty purposes has been de-
termined at a point remote from the
lease or mine, MMS shall, as author-
ized by this section, allow a deduction
in determining value for royalty pur-
poses for the reasonable, actual costs
incurred to:

(1) Transport the coal from an Indian
lease to a sales point which is remote
from both the lease and mine; or

(2) Transport the coal from an Indian
lease to a wash plant when that plant
is remote from both the lease and mine
and, if applicable, from the wash plant
to a remote sales point. In-mine trans-
portation costs shall not be included in
the transportation allowance.

(b) Under no circumstances shall the
washing allowance and the transpor-
tation allowance authorized by § 206.456
of this subpart reduce the value of coal
under any selling arrangement to zero.

(c)(1) When coal transported from a
mine to a wash plant is eligible for a
transportation allowance in accordance
with this section, the lessee is not re-
quired to allocate transportation costs
between the quantity of clean coal out-
put and the rejected waste material.
The transportation allowance shall be
authorized for the total production
which is transported. Transportation
allowances shall be expressed as a cost
per ton of cleaned coal transported.

(2) For coal that is not washed at a
wash plant, the transportation allow-
ance shall be authorized for the total
production which is transported.
Transportation allowances shall be ex-
pressed as a cost per ton of coal trans-
ported.
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(3) Transportation costs shall only be
recognized as allowances when the
transported coal is sold and royalties
are reported and paid.

(d) If, after a review and/or audit,
MMS determines that a lessee has im-
properly determined a transportation
allowance authorized by this section,
then the lessee shall pay any addi-
tional royalties, plus interest, deter-
mined in accordance with 30 CFR
218.202, or shall be entitled to a credit,
without interest.

(e) Lessees shall not disproportion-
ately allocate transportation costs to
Indian leases.

§ 206.461 Determination of transpor-
tation allowances.

(a) Arm’s-length contracts. (1) For
transportation costs incurred by a les-
see pursuant to an arm’s-length con-
tract, the transportation allowance
shall be the reasonable, actual costs in-
curred by the lessee for transporting
the coal under that contract, subject to
monitoring, review, audit, and possible
future adjustment. MMS’ prior ap-
proval is not required before a lessee
may deduct costs incurred under an
arm’s-length contract. However, before
any deduction may be taken, the lessee
must submit a completed page one of
Form MMS–4293, Coal Transportation
Allowance Report, in accordance with
paragraph (c)(1) of this section. A
transportation allowance may be
claimed retroactively for a period of
not more than 3 months prior to the
first day of the month that Form
MMS–4293 is filed with MMS, unless
MMS approves a longer period upon a
showing of good cause by the lessee.

(2) In conducting reviews and audits,
MMS will examine whether the con-
tract reflects more than the consider-
ation actually transferred either di-
rectly or indirectly from the lessee to
the transporter for the transportation.
If the contract reflects more than the
total consideration paid, then MMS
may require that the transportation al-
lowance be determined in accordance
with paragraph (b) of this section.

(3) If MMS determines that the con-
sideration paid pursuant to an arm’s-
length transportation contract does
not reflect the reasonable value of the
transportation because of misconduct

by or between the contracting parties,
or because the lessee otherwise has
breached its duty to the lessor to mar-
ket the production for the mutual ben-
efit of the lessee and the lessor, then
MMS shall require that the transpor-
tation allowance be determined in ac-
cordance with paragraph (b) of this sec-
tion. When MMS determines that the
value of the transportation may be un-
reasonable, MMS will notify the lessee
and give the lessee an opportunity to
provide written information justifying
the lessee’s transportation costs.

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

(b) Non-arm’s-length or no contract. (1)
If a lessee has a non-arm’s-length con-
tract or has no contract, including
those situations where the lessee per-
forms transportation services for itself,
the transportation allowance will be
based upon the lessee’s reasonable ac-
tual costs. All transportation allow-
ances deducted under a non-arm’s-
length or no contract situation are
subject to monitoring, review, audit,
and possible future adjustment. Prior
MMS approval of transportation allow-
ances is not required for non-arm’s-
length or no contract situations. How-
ever, before any estimated or actual
deduction may be taken, the lessee
must submit a completed Form MMS–
4293 in accordance with paragraph (c)(2)
of this section. A transportation allow-
ance may be claimed retroactively for
a period of not more than 3 months
prior to the first day of the month that
Form MMS–4293 is filed with MMS, un-
less MMS approves a longer period
upon a showing of good cause by the
lessee. MMS will monitor the allow-
ance deductions to ensure that deduc-
tions are reasonable and allowable.
When necessary or appropriate, MMS
may direct a lessee to modify its esti-
mated or actual transportation allow-
ance deduction.

(2) The transportation allowance for
non-arm’s-length or no contract situa-
tions shall be based upon the lessee’s
actual costs for transportation during

VerDate 25<JUN>98 12:11 Aug 05, 1998 Jkt 179117 PO 00000 Frm 00128 Fmt 8010 Sfmt 8010 Y:\SGML\179117T.XXX pfrm04 PsN: 179117T



133

Minerals Management Service, Interior § 206.461

the reporting period, including operat-
ing and maintenance expenses, over-
head, and either depreciation and a re-
turn on undepreciated capital invest-
ment in accordance with paragraph
(b)(2)(iv)(A) of this section, or a cost
equal to the depreciable investment in
the transportation system multiplied
by the rate of return in accordance
with paragraph (b)(2)(iv)(B) of this sec-
tion. Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.

(i) Allowable operating expenses in-
clude: Operations supervision and engi-
neering; operations labor; fuel; utili-
ties; materials; ad valorem property
taxes; rent; supplies; and any other di-
rectly allocable and attributable oper-
ating expense which the lessee can doc-
ument.

(ii) Allowable maintenance expenses
include: Maintenance of the transpor-
tation system; maintenance of equip-
ment; maintenance labor; and other di-
rectly allocable and attributable main-
tenance expenses which the lessee can
document.

(iii) Overhead attributable and allo-
cable to the operation and mainte-
nance of the transportation system is
an allowable expense. State and Fed-
eral income taxes and severance taxes
and other fees, including royalties, are
not allowable expenses.

(iv) A lessee may use either para-
graph (b)(2)(iv)(A) or paragraph
(b)(2)(iv)(B) of this section. After a les-
see has elected to use either method for
a transportation system, the lessee
may not later elect to change to the
other alternative without approval of
MMS.

(A) To compute depreciation, the les-
see may elect to use either a straight-
line depreciation method based on the
life of equipment or on the life of the
reserves which the transportation sys-
tem services, whichever is appropriate,
or a unit of production method. After
an election is made, the lessee may not
change methods without MMS ap-
proval. A change in ownership of a
transportation system shall not alter
the depreciation schedule established
by the original transporter/lessee for

purposes of the allowance calculation.
With or without a change in ownership,
a transportation system shall be depre-
ciated only once. Equipment shall not
be depreciated below a reasonable sal-
vage value.

(B) MMS shall allow as a cost an
amount equal to the allowable capital
investment in the transportation sys-
tem multiplied by the rate of return
determined pursuant to paragraph
(b)(2)(B)(v) of this section. No allow-
ance shall be provided for depreciation.
This alternative shall apply only to
transportation facilities first placed in
service or acquired after March 1, 1989.

(v) The rate of return shall be the in-
dustrial rate associated with Standard
and Poor’s BBB rating. The rate of re-
turn shall be the monthly average as
published in Standard and Poor’s Bond
Guide for the first month of the report-
ing period of which the allowance is ap-
plicable and shall be effective during
the reporting period. The rate shall be
redetermined at the beginning of each
subsequent transportation allowance
reporting period (which is determined
pursuant to paragraph (c)(2) of this sec-
tion).

(3) A lessee may apply to MMS for ex-
ception from the requirement that it
compute actual costs in accordance
with paragraphs (b)(1) and (b)(2) of this
section. MMS will grant the exception
only if the lessee has a rate for the
transportation approved by a Federal
agency for Indian leases. MMS shall
deny the exception request if it deter-
mines that the rate is excessive as
compared to arm’s-length transpor-
tation charges by systems, owned by
the lessee or others, providing similar
transportation services in that area. If
there are no arm’s-length transpor-
tation charges, MMS shall deny the ex-
ception request if:

(i) No Federal regulatory agency cost
analysis exists and the Federal regu-
latory agency has declined to inves-
tigate pursuant to MMS timely objec-
tions upon filing; and

(ii) The rate significantly exceeds the
lessee’s actual costs for transportation
as determined under this section.

(c) Reporting requirements. (1) Arm’s-
length contracts. (i) With the exception
of those transportation allowances
specified in paragraphs (c)(1)(v) and
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(c)(1)(vi) of this section, the lessee
shall submit page one of the initial
Form MMS–4293 prior to, or at the
same time as, the transportation al-
lowance determined pursuant to an
arm’s-length contract is reported on
Form MMS–2014, Reports of Sales and
Royalty Remittance.

(ii) The initial Form MMS–4293 shall
be effective for a reporting period be-
ginning the month that the lessee is
first authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until the applicable contract or rate
terminates or is modified or amended,
whichever is earlier.

(iii) After the initial reporting period
and for succeeding reporting periods,
lessees must submit page one of Form
MMS–4293 within 3 months after the
end of the calendar year, or after the
applicable contract or rate terminates
or is modified or amended, whichever is
earlier, unless MMS approves a longer
period (during which period the lessee
shall continue to use the allowance
from the previous reporting period).
Lessees may request special reporting
procedures in unique allowance report-
ing situations, such as those related to
spot sales.

(iv) MMS may require that a lessee
submit arm’s-length transportation
contracts, production agreements, op-
erating agreements, and related docu-
ments. Documents shall be submitted
within a reasonable time, as deter-
mined by MMS.

(v) Transportation allowances that
are based on arm’s-length contracts
and which are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate. For the purposes
of this section, only those allowances
that have been approved by MMS in
writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) MMS may establish, in appro-
priate circumstances, reporting re-
quirements that are different from the
requirements of this section.

(2) Non-arm’s-length or no contract. (i)
With the exception of those transpor-
tation allowances specified in para-
graphs (c)(2)(v) and (c)(2)(vii) of this
section, the lessee shall submit an ini-

tial Form MMS–4293 prior to, or at the
same time as, the transportation al-
lowance determined pursuant to a non-
arm’s-length contract or no contract
situation is reported on Form MMS–
2014, Report of Sales and Royalty Re-
mittance. The initial report may be
based on estimated costs.

(ii) The initial Form MMS–4293 shall
be effective for a reporting period be-
ginning the month that the lessee first
is authorized to deduct a transpor-
tation allowance and shall continue
until the end of the calendar year, or
until the transportation under the non-
arm’s-length contract or the no con-
tract situation terminates, whichever
is earlier.

(iii) For calendar-year reporting peri-
ods succeeding the initial reporting pe-
riod, the lessee shall submit a com-
pleted Form MMS–4293 containing the
actual costs for the previous reporting
period. If the transportation is con-
tinuing, the lessee shall include on
Form MMS–4293 its estimated costs for
the next calendar year. The estimated
transportation allowance shall be
based on the actual costs for the pre-
vious reporting period plus or minus
any adjustments that are based on the
lessee’s knowledge of decreases or in-
creases that will affect the allowance.
Form MMS–4293 must be received by
MMS within 3 months after the end of
the previous reporting period, unless
MMS approves a longer period (during
which period the lessee shall continue
to use the allowance from the previous
reporting period).

(iv) For new transportation facilities
or arrangements, the lessee’s initial
Form MMS–4293 shall include esti-
mates of the allowable transportation
costs for the applicable period. Cost es-
timates shall be based upon the most
recently available operations data for
the transportation system, or, if such
data are not available, the lessee shall
use estimates based upon industry data
for similar transportation systems.

(v) Non-arm’s-length contract or no
contract-based transportation allow-
ances that are in effect at the time
these regulations become effective will
be allowed to continue until such al-
lowances terminate. For purposes of
this section, only those allowances
that have been approved by MMS in
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writing shall qualify as being in effect
at the time these regulations become
effective.

(vi) Upon request by MMS, the lessee
shall submit all data used to prepare
its Form MMS–4293. The data shall be
provided within a reasonable period of
time, as determined by MMS.

(vii) MMS may establish, in appro-
priate circumstances, reporting re-
quirements that are different from the
requirements of this section.

(viii) If the lessee is authorized to use
its Federal-agency-approved rate as its
transportation cost in accordance with
paragraph (b)(3) of this section, it shall
follow the reporting requirements of
paragraph (c)(1) of this section.

(3) MMS may establish reporting
dates for individual lessees different
than those specified in this paragraph
in order to provide more effective ad-
ministration. Lessees will be notified
as to any change in their reporting pe-
riod.

(4) Transportation allowances must
be reported as a separate line item on
Form MMS–2014, unless MMS approves
a different reporting procedure.

(d) Interest assessments for incorrect or
late reports and failure to report. (1) If a
lessee deducts a transportation allow-
ance on its Form MMS–2014 without
complying with the requirements of
this section, the lessee shall be liable
for interest on the amount of such de-
duction until the requirements of this
section are complied with. The lessee
also shall repay the amount of any al-
lowance which is disallowed by this
section.

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

(3) Interest required to be paid by
this section shall be determined in ac-
cordance with 30 CFR 218.202.

(e) Adjustments. (1) If the actual
transportation allowance is less than
the amount the lessee has taken on
Form MMS–2014 for each month during
the allowance form reporting period,
the lessee shall be required to pay addi-
tional royalties due plus interest, com-
puted pursuant to 30 CFR 218.202, retro-
active to the first month the lessee is
authorized to deduct a transportation

allowance. If the actual transportation
allowance is greater than the amount
the lessee has estimated and taken dur-
ing the reporting period, the lessee
shall be to a credit, without interest.

(2) The lessee must submit a cor-
rected Form MMS–2014 to reflect ac-
tual costs, together with any payment,
in accordance with instructions pro-
vided by MMS.

(f) Other transportation cost determina-
tions. The provisions of this section
shall apply to determine transpor-
tation costs when establishing value
using a net-back valuation procedure
or any other procedure that requires
deduction of transportation costs.

§ 206.462 Contract submission.
(a) The lessee and other payors shall

submit to MMS, upon request, con-
tracts for the sale of coal from ad valo-
rem leases subject to this subpart.
MMS must receive the contracts with-
in a reasonable period of time, as speci-
fied by MMS. Lessees shall include as
part of the submittal requirements any
contracts, agreements, contract
amendments, or other documents that
affect the gross proceeds received for
the sale of coal, as well as any other in-
formation regarding any consideration
received for the sale or disposition of
coal that is not included in such con-
tracts. At the time of its contract sub-
mittals, MMS may require the lessee to
certify in writing that it has provided
all documents and information that re-
flect the total consideration provided
by purchasers of coal from ad valorem
leases subject to this subpart. Informa-
tion requested under this section may
include contracts for both ad valorem
and cents-per-ton leases and shall be
available in the lessee’s offices during
normal business hours or provided to
MMS at such time and in such manner
as may be requested by authorized De-
partment of the Interior personnel.
Any oral sales arrangement negotiated
by the lessee must be placed in a writ-
ten form and be retained by the lessee.
Nothing in this section shall be con-
strued to limit the authority of MMS
to obtain or have access to information
pursuant to 30 CFR part 212.

(b) Lessees and other payors shall
designate, for each contract submitted
pursuant to this section, whether the
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contract in arm’s-length or non-arm’s-
length.

(c) A lessee’s or other payor’s deter-
mination that its contract is arm’s-
length is subject to future audit to ver-
ify that the contract meets the criteria
of the arm’s-length contract definition
in § 206.251 of this subpart.

(d) Information required to be sub-
mitted under this section that con-
stitutes trade secrets and commercial
and financial information that is iden-
tified as privileged or confidential shall
not be available for public inspection
or made public or disclosed without the
consent of the lessee or other payor,
except as otherwise provided by law or
regulation.

§ 206.463 In-situ and surface gasifi-
cation and liquefaction operations.

In an ad valorem Federal coal lease is
developed by in-situ or surface gasifi-
cation or liquefaction technology, the
lessee shall propose the value of coal
for royalty purposes to MMS. MMS will
review the lessee’s proposal and issue a
value determination. The lessee may
use its proposed value until MMS
issues a value determination.

§ 206.464 Value enhancement of mar-
ketable coal.

If, prior to use, sale, or other disposi-
tion, the lessee enhances the value of
coal after the coal has been placed in
marketable condition in accordance
with § 206.456(h) of this subpart, the les-
see shall notify MMS that such proc-
essing is occurring or will occur. The
value of that production shall be deter-
mined as follows:

(a) A value established for the feed-
stock coal in marketable condition by
application of the provisions of
§ 206.465(c)(2) (i) through (iv) of this
subpart; or,

(b) In the event that a value cannot
be established in accordance with para-
graph (a) of this section, then the value
of production will be determined in ac-
cordance with § 206.456(c)(2)(v) of this
subpart and the value shall be the les-
see’s gross proceeds accruing from the
disposition of the enhanced product, re-
duced by MMS-approved processing
costs and procedures including a rate
of return on investment equal to two
times the Standard and Poor’s BBB

bond rate applicable under
§ 206.458(b)(2)(v) of this subpart.

PART 207—SALES AGREEMENTS OR
CONTRACTS GOVERNING THE
DISPOSAL OF LEASE PRODUCTS

Subpart A—General Provisions

Sec.
207.1 Required recordkeeping.
207.2 Definitions.
207.3 Contracts made pursuant to new form

leases.
207.4 Contracts made pursuant to old form

leases.
207.5 Contract and sales agreement reten-

tion.

Subpart B—Oil, Gas and OCS Sulfur,
General [Reserved]

Subpart C—Federal and Indian Oil
[Reserved]

Subpart D—Federal and Indian Gas
[Reserved]

Subpart E—Solid Minerals, General
[Reserved]

Subpart F—Coal [Reserved]

Subpart G—Other Solid Minerals
[Reserved]

Subpart H—Geothermal Resources
[Reserved]

Subpart I—OCS Sulfur [Reserved]

AUTHORITY: 5 U.S.C. 301 et seq.; 25 U.S.C. 396
et seq.; 25 U.S.C. 396a et seq.; 25 U.S.C. 2101 et
seq.; 30 U.S.C. 181 et seq.; 30 U.S.C. 351 et seq.;
30 U.S.C. 1001 et seq.; 30 U.S.C. 1701 et seq.; 31
U.S.C. 3716 et seq.; 31 U.S.C. 9701; 43 U.S.C.
1301 et seq.; 43 U.S.C. 1331 et seq.; and 43 U.S.C.
1801 et seq.

SOURCE: 53 FR 1225, Jan. 15, 1988, unless
otherwise noted.

Subpart A—General Provisions

§ 207.1 Required recordkeeping.

(a) The information collection and
recordkeeping requirements contained
in this part have been approved by
OMB under 44 U.S.C. 3501 et seq. and as-
signed OMB Clearance Number 1010–
0061. The information collected will be
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