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product and processing plant relation-
ship. Natural gas liquids are considered 
as one product. 

(c) The processing allowance deduc-
tion based on an individual product 
may not exceed 662⁄3 percent of the 
value of each gas plant product deter-
mined under § 1206.174. Before you cal-
culate the 662⁄3 percent limit, you must 
first reduce the value for any transpor-
tation allowances related to post-proc-
essing transportation authorized under 
§ 1206.177. 

(d) Processing cost deductions will 
not be allowed for placing lease prod-
ucts in marketable condition. These 
costs include among others, dehydra-
tion, separation, compression upstream 
of the facility measurement point, or 
storage, even if those functions are per-
formed off the lease or at a processing 
plant. Costs for the removal of acid 
gases, commonly referred to as sweet-
ening, are not allowed unless the acid 
gases removed are further processed 
into a gas plant product. In such event, 
you will be eligible for a processing al-
lowance determined under this subpart. 
However, ONRR will not grant any 
processing allowance for processing 
lease production that is not royalty 
bearing. 

(e) You will be allowed a reasonable 
amount of residue gas royalty free for 
operation of the processing plant, but 
no allowance will be made for expenses 
incidental to marketing, except as pro-
vided in 30 CFR part 1206. In those situ-
ations where a processing plant proc-
esses gas from more than one lease, 
only that proportionate share of your 
residue gas necessary for the operation 
of the processing plant will be allowed 
royalty free. 

(f) You do not owe royalty on residue 
gas, or any gas plant product resulting 
from processing gas, that is reinjected 
into a reservoir within the same lease, 
unit, or approved Federal agreement, 
until such time as those products are 
finally produced from the reservoir for 
sale or other disposition. This para-
graph applies only when the reinjection 
is included in a BLM-approved plan of 
development or operations. 

(g) If ONRR determines that you 
have determined an improper proc-
essing allowance authorized by this 
subpart, then you will be required to 

pay any additional royalties plus late 
payment interest determined under 
§ 1218.54 of this chapter. Alternatively, 
you may be entitled to a credit, but 
you will not receive any interest on 
your overpayment. 

§ 1206.180 How do I determine an ac-
tual processing allowance? 

(a) Determining a processing allowance 
if you have an arms’s-length processing 
contract. (1) This paragraph explains 
how you determine an allowance under 
an arm’s-length processing contract. 

(i) The processing allowance is the 
reasonable actual costs you incur to 
process the gas under that contract. 
Paragraphs (a)(1)(ii) and (iii) of this 
section provide a limited exception. 
You have the burden of demonstrating 
that your contract is arm’s-length. 
You are required to submit to ONRR a 
copy of your arm’s-length contract(s) 
and all subsequent amendments to the 
contract(s) within 2 months of the date 
ONRR receives your first report that 
deducts the allowance on the Form 
ONRR–2014. 

(ii) When ONRR conducts reviews and 
audits, we will examine whether the 
contract reflects more than the consid-
eration actually transferred either di-
rectly or indirectly from you to the 
processor for the processing. If the con-
tract reflects more than the total con-
sideration, then ONRR may require 
that the processing allowance be deter-
mined under paragraph (b) of this sec-
tion. 

(iii) If ONRR determines that the 
consideration paid under an arm’s- 
length processing contract does not re-
flect the value of the processing be-
cause of misconduct by or between the 
contracting parties, or because you 
otherwise have breached your duty to 
the lessor to market the production for 
the mutual benefit of you and the les-
sor, then ONRR will require that the 
processing allowance be determined 
under paragraph (b) of this section. In 
these circumstances, ONRR will notify 
you and give you an opportunity to 
provide written information justifying 
your processing costs. 

(2) If your arm’s-length processing 
contract includes more than one gas 
plant product and the processing costs 
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attributable to each product can be de-
termined from the contract, then the 
processing costs for each gas plant 
product must be determined in accord-
ance with the contract. You may not 
take an allowance for the costs of proc-
essing lease production that is not roy-
alty-bearing. 

(3) If your arm’s-length processing 
contract includes more than one gas 
plant product and the processing costs 
attributable to each product cannot be 
determined from the contract, you 
must propose an allocation procedure 
to ONRR. You may use your proposed 
allocation procedure until ONRR issues 
its determination. You are required to 
submit all relevant data to support 
your proposal. ONRR will then deter-
mine the processing allowance based 
upon your proposal and any additional 
information ONRR deems necessary. 
You may not take a processing allow-
ance for the costs of processing lease 
production that is not royalty-bearing. 

(4) If your payments for processing 
under an arm’s-length contract are not 
based on a dollar per unit price, you 
must convert whatever consideration is 
paid to a dollar value equivalent for 
the purposes of this section. 

(b) Determining a processing allowance 
if you have a non-arm’s-length contract 
or no contract. (1) This paragraph ap-
plies if you have a non-arm’s-length 
processing contract or no contract, in-
cluding those situations where you per-
form processing for yourself. 

(i) If you have a non-arm’s-length 
contract or no contract, the processing 
allowance is based upon your reason-
able actual costs of processing as pro-
vided in paragraph (b)(2) of this sec-
tion. 

(ii) All processing allowances de-
ducted under a non-arm’s-length or no- 
contract situation are subject to moni-
toring, review, audit, and adjustment. 
You must submit the actual cost infor-
mation to support the allowance to 
ONRR on Form ONRR–4109, Gas Proc-
essing Allowance Summary Report, 
within 3 months after the end of the 12- 
month period for which the allowance 
applies. ONRR may approve a longer 
time period. ONRR will monitor the al-
lowance deduction to ensure that de-
ductions are reasonable and allowable. 
When necessary or appropriate, ONRR 

may require you to modify your proc-
essing allowance. 

(2) The processing allowance for non- 
arm’s-length or no-contract situations 
is based upon your actual costs for 
processing during the reporting period. 
Allowable costs include 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) that are an integral 
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 that the lessee can docu-
ment. 

(ii) Allowable maintenance expenses 
include maintenance of the processing 
plant, maintenance of equipment, 
maintenance labor, and other directly 
allocable and attributable maintenance 
expenses that you can document. 

(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) You may use either depreciation 
with a return on undepreciable capital 
investment or a return on depreciable 
capital investment. After you elect to 
use either method for a processing 
plant, you may not later elect to 
change to the other alternative with-
out ONRR approval. 

(A) To compute depreciation, you 
may elect to use either a straight-line 
depreciation method based on the life 
of equipment or on the life of the re-
serves that the processing plant serv-
ices, or a unit-of-production method. 
Once you make an election, you may 
not change methods without ONRR ap-
proval. A change in ownership of a 
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processing plant will not alter the de-
preciation schedule that the original 
processor/lessee established for pur-
poses of the allowance calculation. 
However, for processing plants you or 
your affiliate purchase that do not 
have a previously claimed ONRR depre-
ciation schedule, you may treat the 
processing plant as a newly installed 
facility for depreciation purposes. A 
processing plant may be depreciated 
only once, regardless of whether there 
is a change in ownership. Equipment 
may not be depreciated below a reason-
able salvage value. To compute a re-
turn on undepreciated capital invest-
ment, you must multiply the 
undepreciable capital investment in 
the processing plant by the rate of re-
turn determined under paragraph 
(b)(2)(v) of this section. 

(B) To compute a return on depre-
ciable capital investment, you must 
multiply the initial capital investment 
in the processing plant by the rate of 
return determined under paragraph 
(b)(2)(v) of this section. No allowance 
will be provided for depreciation. This 
alternative will apply only to plants 
first placed in service after March 1, 
1988. 

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

(3) Your processing allowance under 
this paragraph (b) must be determined 
based upon a calendar year or other pe-
riod if you and ONRR agree to an alter-
native. 

(4) The processing allowance for each 
gas plant product must be determined 
based on your reasonable and actual 
cost of processing the gas. You must 
base your allocation of costs to each 
gas plant product upon generally ac-
cepted accounting principles. You may 
not take an allowance for the costs of 
processing lease production that is not 
royalty-bearing. 

(c) Reporting your processing allow-
ance. (1) If ONRR requests, you must 
submit all data used to determine your 
processing allowance. The data must be 

provided within a reasonable period of 
time, as ONRR determines. 

(2) You must report gas processing 
allowances as a separate entry on the 
Form ONRR–2014. ONRR may approve a 
different reporting procedure for allot-
tee leases, and with lessor approval on 
tribal leases. 

(d) Adjusting incorrect processing al-
lowances. If for any month the gas 
processing allowance you are entitled 
to is less than the amount you took on 
Form ONRR–2014, you are required to 
pay additional royalties, plus interest 
computed under § 1218.54 of this chapter 
from the first day of the first month 
you deducted a processing allowance 
until the date you pay the royalties 
due. If the processing allowance you 
are entitled is greater than the amount 
you took on Form ONRR–2014, you are 
entitled to a credit. However, no inter-
est will be paid on the overpayment. 

(e) Other processing cost determina-
tions. You must follow the provisions of 
this section to determine processing 
costs when establishing value using ei-
ther a net-back valuation procedure or 
any other procedure that requires de-
duction of actual processing costs. 

[64 FR 43515, Aug. 10, 1999, as amended at 73 
FR 15891, Mar. 26, 2008] 

§ 1206.181 How do I establish proc-
essing costs for dual accounting 
purposes when I do not process the 
gas? 

Where accounting for comparison 
(dual accounting) is required for gas 
production from a lease but neither 
you nor someone acting on your behalf 
processes the gas, and you have elected 
to perform actual dual accounting 
under § 1206.176, you must use the first 
applicable of the following methods to 
establish processing costs for dual ac-
counting purposes: 

(a) The average of the costs estab-
lished in your current arm’s-length 
processing agreements for gas from the 
lease, provided that some gas has pre-
viously been processed under these 
agreements. 

(b) The average of the costs estab-
lished in your current arm’s-length 
processing agreements for gas from the 
lease, provided that the agreements are 
in effect for plants to which the lease is 
physically connected and under which 
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