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DEPARTMENT OF THE INTERIOR Becauss of the complexity of the acrpendlx. Commenters are requested to
regulations, and in accordance with identily, by section, the provision of the
Minerala Management Service CONNS'l Wwﬁ?mdmagﬁ N graﬂ Bxdml rule to which a comment is
ngress, ssued a or Notice irected.
30 CFR Parts 202 and 208 of Proposed Rulemaking on Augus! 17,
1687 {52 FR 30778}, which included as an I1. 8pecific Comments Requestod
Revislon of Gas Product Valsation appendix MM5's draft of the final Commentars may comment on all
Regulations and Related Topics regulations. The purpose of the further issues concerning the draft final rules.

AGENGY: Minerals Management Service,
Interior.

ACTION: Second further notice of
proposed rulemaking.

SUMMARY: Tha Minerals Managemant
Service (MMS3] of the Department of the
Interor (DOI) is Issuing this Second
Further Notice of Proposed Rulemaking
1o obtain additional public review and
comments on its gas product valuation
regulations applicable to preduction
from Federal and Indian oil and gas
leases. Attached to this notice as an
app=ndix {s a draft of the gas valustion
regulations in final form, together with a
drall of the preembla for the final rule.

DATE: Comments must be received on or
before November 23, 1887,

ADORESS: Written comments may be
mailed to Minerals Management
Service, Royalty Management Program,
Rules and Procedures, Denver Federal
Center, Building 85, P.O. Box 25165, Mail
Stop 862, Denver, Colorado 80225,
Atlention: Dennis C. Whitcomb.

FOR FURTHER INFORMATION CONTACT:
Dennis C. Whitcomb, Chief, Rules and
Procedures Branch, (303) 231-3432, (FTS)
323-3432.

SUPPLEMENTARY INFORMATION: The
principal authors of this proposed
rulemaking are John L. Price. Scott L.
Eilis, Thomas ], Blair, Stanley ]. Brown,
and William H. Feldmiller of the Royalty
Valuation and Standards Division of the
Royalty Manegement Program (RMP),
Minerals Management Service; Donald
T. Sant. Deputy Associata Director for
Valuation and Aedit, Minerals
Management Service; and Peter |.
Schaumberg of the Office of the
Salicitor. Washington, DC.

L. Introduction

Qn February 13. 1987, 52 FR 4732,
MMS issued a notice of proposed
rulemaking to amend the regulations
governing the valuation of gas from
Federal leases onshore and on the Quter
Continenta) Shelf (OCS), and from
Indian Tribal and allotted leases. During
the public comment peried, MMS
received almost 100 written comments.
In addition, public hearings were held in
Lakewood, Colorado, on April 7, 1887,
and in Houston, Texas, on April 28,
1987. Sixteen persons made oral
presentations at these hearings.
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notice of proposed rulemaking was to

obtain additional public comments

duru:ia short comment period and then
{o make any neceasary revisions to the
final regulations. See Conference Repait
on H.R. 1827, in the Congressfonal
Record of June 27, 1587, pages H5851~
H5668.

The public comment pericd on the
first further notice of proposed
rulemaking was acheduled ta close un
September 2, 1067, but was extended to
September 11, 1887 (52 FR 33247, Sept. 2,
1087}, On September 21, 1887, MMS
issued a Notice of Intent 10 Issue a
Second Further Notice of Proposed
Rulemaking (52 FR 35451), In that
Notice, MMS stated that all comments
received on the Further Notice of
Proposed Rulemaking and the first draft
final rules would be included in the
tulemaking record for this rule, even if
they were received after September 11.

In addition to receiving writtan
communts on the first draft final rules,
MMS held several meetings with
representatives from the States, Indian
lessors, and industry in an effort to
develop s set of regulations which were
scceptable generally to all groups,
though not a rmacea for any one of
them. Each of the groups exhibited a
commendable willingneas to maka
positive contributions to the process
and, whare necessary, o reach
compromises.

As o result of the various meetinga
MMS held with interested groups and
fram MMS's review of the comments,
changes have been made to the draft
final regulations. Some of thess changns
are significant. Also, MMS still has
some issues on which it would like
further technical review and comments
from interested persons before iasuing a
final rule. Therefore, MMS is tasuing this
Secand Further Notice of Proposed
Rulemaking with a revised draft fna)
rule attached.

MMS requesta that commenters not
simply resubmit comments already
provided on the proposed rules or in
response io the first Further Notice of
Proposed Rulemaking with the first draft
final rule attached thereto. All
comments received since publication of
the first proposed rulemaking on
February 13, 1887, will be included in
this rulemaking record. Additional
comments should be directed to the
provisions of the drafl final rula in the
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Howaever, thers sre certain questions on
which MMS specifically would ltke
comments.

In response to suggestions principally
from the States and Indians that MMS
should follow an eggreasive valuation
policy for Federal and Indian leases,
some industry commenters have stated
that MMS shauld teke the royalty in
kind. In other words, if MMS thinks that
the leasee i3 not recaiving proper valua
for its product sales. MMS (or the Indian
lessor) should take the royalty share in
kind and sell it for whatever price it can
get. Although MMS and mos! Indian
lessors do have the option under the
lense to take royalty in kind, MMS
perceives several problems with this
option, particularly s it relates ta gas
{ol! is not & problem because, as
recently as 1880, MMS took almost half
of Federal oil royslties in kind for sale
under the royalty-in-kind program). First
of all, most audit issues relate to prior
periads. One hundred parcent of the
ptoduction already has been disposed of
by the [eases. Thus, it would appear that
the lessor no longer hes the option to
take royalty in kind but must be paid
royalty based on the vaiue of
production. Second, because gas cannot
be readily stored, MMS and Indian
lessors could face marketing problems.
However, if a leagee has a long-term
contract and MMS is aware that
prospectively it will find the leasee's
aale price unacceptable as a royalty
valua, taking royalty in kind is a more
viable option. MMS wouid like
commanters 1o address the feasibility of
& larger scale royalty-in-kind program,
par'icularly for gas.

In the draft finai rules published
August 17, 1887, MMS included certain
extraordinary cost allowances related to
production of gas and gas processing.
Ses §§ 208.152{1), 208.153(i}. and
208.158{d)(2) of the drafl final rule for
gas (52 FR 30778]). Although most
induatry commenters supported these

rovisions and even advocated
Eberalixin,g their application. many Sta‘e
and Indian commenters bellsved that
thess sections should be removed.
Generally, these commenters stated that
the costs included in theae sections
historically had not bean allowed by
MMS as costs necessary to place
production In marketable condition and
it was inappropriate to &llow them now.



MMS has retained the threw secilons
in the draft final rules attached hereto
s an appendix. However, MM3 still
uncertuin whether thess sections d
be retained cgly the fnal t::;lu. thic.?mmh
are specifl osted on {ssun.

In tha daﬂniﬂmf “arm’
contract” included in § 208151 of the
draft fina] roles, MMS states that
“+ ¢ * contracts batween relatives,
either by blood or by marriage, are not
arm's-length contracts.” Some
commenters thought that the term
“relatives” nesded to be limited because
a distant relationship should not cause a
contract to be considered a non-arm's-
length contract. MMS requests
comments on whether soma practical
Umit can be placed on the term

“relative.”

The Further Notics of Proposed
Rulemaking of August 17, 1987 (52 FR
30778), apecifically requested comments
on certain broader iasues, as follows:

FodanlkeghtulVolummfmdmmmlwihopoagdkuiu vy
valuation regulaticits, published in xique sftaations rether than
elsewhers i today’s Federal Register. ::uh ﬂm!w:m.-aunda the existing
1L Other lasues ons.

The draft regulations refer 08 form gt bt Lo et e
for mlwrh:dunfo:ﬂm (Form views, or arguments with respect to this
MMS-4296) ¢ notice. All comments must be received
tllowsnces (Fotm 106} M80y 1y 55 b, af the day specified In the
review é‘:"m nn: : °l W: o tgnm DATE section to the appropriate address
the rules. Co iuoflh.fm-ms incicated in the ADORESS section of this

uasted trol:n MMS ; lnbmimtgm a preamble and should be identified on
o ¢ the outside envelope and on documents
request to the address tadln.lhe subamitted with the designation

In the d::cﬂﬁ m ,ﬁ‘.’,"fﬁgﬂr‘, many Ravision of Gas Royalty Valuaton
references to audits and the. closing of ~ Regulations and Related Topica.” All
audit pariods. MMS intends to issue comments received by the MMS will be
hn'ih;‘ gnitcilelllinn on t‘h‘ai closing of audit '“mgluﬁm“a?m.? ui:l Room
mmm.:ﬁomwwm be glf!fu.ctgd. Center, Lakewood, Colorado, between

Thers ars many sections of the drafi the hours of &:00 a.m. and 4:00 p.m.,
final reguhltiom whlt;hthm duplicative.  Monday through Friday.

For exampla, ma vision
relat'e):il topca!cul;go: of :rla,.rn‘;porlat:on Regulatory Flexibility Act
and processing allowances are identical. Because this rule primerily

Besides specific comments on the drafi
final rule, MMS also requests commentsrs to
address whether or not there are additional
requirements or approaches which would
tmprove the royalty payment process. The
MMS batlieves it has developed a set of rules
which will lead to the proper payment of
roysities, but given the interest and concerns
raised by this rulemaking, MMS wonld liks to
learn of a!l approaches which will reduca
underpeyments and minimize any abuse in
payment and collecon of royalties. NIMS
would specifically like comments on the
ability of avditors o determine compliznce
with thase regulations. MMS also would like
commenters o address the extent to which
these draft rules are responaive to concerna
regarding royalty underpayments identifled
in the Linowes Commisslon Report and
reports of the Congress, the Ganera!
Accounting Office and the Department's
Qffice of Inspector Genarsl.

While MMS recetved many comments
on provisions of the draft final rule
which bear upon these broader issues, it
did not receive any comments
specifically addressing the issues
themselves. However, MMS alao
received requests to extend the
comment period to allow more time to
prepars and submit comments on one or
more of thesa isaues. To emphasize ita
interest in these issues, MMS is again
specifically asking for comments on
these broader issues and believes that,
averzll, the time allowed from August
17, 1627, to the close of the current
commant period should be sufficient for
thal purpose.

MMS also would like additional
comment on cerfain {ssues related (o
allowances for some post-production
coats and issues related to allocation of
transpartation costs among products.
See the Second Further Notice of
Proposed Rulemaking for the ol
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Likewise, the transportation all.wance
rules for oil and gas are the sarie. As
another exampls, the valuation rules in
§§ 200.152 and 200.153 for prutssed and
unprocessed gas have virtually identical
provisions. MM3 prepared the rules in
this manner at the request of the Royalty
Management Advisory Committes,
which wanted completely separate rules
for the various Howuever, the
rules as drafted are very long and could
be streamlined. Also, duplicative
provisions make maintenance of the
rules more difficult since care muat ba
taken to change all correspanding
provisions. Therefore, MMS specifically
would like comment on whether the

final rulea should be consclidated where
practicable.

IV. Procedural Mattars

The Department of the Interior (DOI)
has determined that thia document la not
a major rule and doss not require &
regulatory impact analysis under
Executive Order 12291, This proposed
rulemaking is to consolidate Fadera) and
Indian gas royalty valuation regulations;
to clulf; DO gas royalty valuation
policy and gas tranaportation and
processing allowance policy; and to
provide for conaistant royalty valuation
policy among all leasable minerals.
Becausa the proposed rule principally
consolidates and streamlines existing
regulations for consistent application,
there are no significant additional
requirements or burdens placed upon
small business entities,

Lesases reporting requirements will be
approximately $250,000. All gas sales
contracts will be required to
submitted only upon requast, or only in
support of a ieasee’s vaiugtion proposal
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consolidetes and streamlines existing
regulationa for consistent application,
there are no algnificant additicnal
requirements or burdens placed upon
small business entities as a result of
implementation of thia rule. Therafare,
2‘? DOI han ':l&ltami::d that this
emaking not have a significant
economic effect on a substantial number
of small entities and does not require &
regulatory flaxibil'ty anaiysis under the
Regulatory Flexibility Act (8 U.S.C. 001
et seq.).
Paperwork Reduction Act of 1900

The information collection and
recordkeeping ments located at
§5 206.157 and 2068.159 of thiy rule have
been approved by the Office of
Muanagement and Budgst ander 44 L1.S.C
3501 et aeq. and asaigned clearance
number 1010~0075.

National Environmental Policy Act of
1909

It is heraby determined that this
relemaking does not constitute a major
Federal action significantly affecting the
quality of the human environment and a
detailed statement pursuant to 102{2)(C)
of the National Environmental Policy
Act of 1960 {42 U.S.C. 4332(2}(C]}) is not
required.

Lixt of Bubjects
30 CFR Part 202

Coal. Conlinantal shalf, Geothermal
energy, Government contracts, Indian
lands, Mineral royalties, Natural gas.
Petroleum, Public lands-mineral
resources, Reporting and recordkesping
requirements.



gsionsgovering b veusten o
ations ] ation ol
gus from Fegzml and Indian leases.
These regulations will apply
proapectivaly to gas production on or

after the effective date specified in the
DAYES section of this preamble,

1. Purpose and Background

The MMS has revised the current
regulations rding the valuation of
£83 to sccomplish the follewing:

(1) Clarification and reorganization of
the existing regulations at 30 CFR Parts
202 and 206

{2} Creation of regulations consistent
with the present organizational structure
of the Department of the Interiar (DOI).

3) Placement of the gaa royalty
valuation regulations in a format

compatible with the valuation
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o o 1507, Sixioen peravims medearal
Coul, Coutinental shelf, Geothermal 1967, persons mede

tnargy. Government u:.}f.mm Indian Pm‘.ﬂm at these hnr‘lnst.

lands, Mineral royslties, Natural gas, Becausa of the camplexity of the

Petroleum, Public lands-mineral MMB’I ﬁ““:‘g:;ﬂ‘:‘lﬂ%‘m‘md‘ﬁn‘; with

:;?_,mmml:,_l g and seping C?nmum fssued a furkhtr notice

Of propos emaking on t17,
Date: Outober 19, 1067, 1967 (52 FR 776) which included as an

1. Steven Griles, appendix MM3's draft of the final

Assistant Secretary—Lond and Minerals regulations. The purpose of the further

Management. notice of proposed rulemaking was to

Appendix—Draft Final Rule v.:;:tain further p;:)g:d oomc:inla:t duri‘ ng nl:

ort comment and then to make

DEPARTMENT OF THR INTERIOR any necessary revisions to the final

Minersls Management Service ﬁnlationt& S&c Conference Rl;port D:f
Parts 1827, e Congressional Raco.

30 R 202 and 208 of June 27, 1967, pages H5651-H5608,

Revision of Gas Royalty Valuation @ public comment period on the

Regulations and Related Topics first further notice of proposed

Agency: Minerals Management Service  rulemaking was scheduled to close on

(MMS), Interior.
Action: [Draft] Final rule.

Summary: This ralemaking provides for
the amendment and clarification of
regulations govemning valustion of gas
for royalty computation purposes. The
amended and ciarified ations
govarn the methods by which value is
determined when computing gas
~syalties and net profit shares under
Federa) [onshore and QOutar Continental
Shelf) and Indian [Tribal and allotted)
oil ano gas leases {except leases on the
(Osage Indian Reservation, Osage
County, Oklahoma).

Effective date: February 1, 1988
[tentative].

For Further information cantact: Dennis
C. Whitcomb. Chief, Rules and
Procedures Branch, {303) 231-3432, (FTS)
328-3432.

Supplamentary information: The
principal authors of this rulemaking ars
John L. Price, Scott L. Elits, Thomas .
Bluir, Stanley ]. Brown, and Witliam H,
Feldmiller of the Royalty Valuation and
Standards Divizion of the Royalty
Management Program (RMP), Minerals
Management Sarvice: Donald T. Sant,
Deputy Associate Director for Valuation
and Audit, Minerals Management
Sarvice; and Peter . Schaumberg of the
Office of the Solicitor, Washington, DC.

1. Introduction

On February 13, 1987, 52 FR 4732,
MMS issued a notice of proposed
rulemaking to amend the regulations
governing the valuation of gas from
Fuaderal leases onshore and on the Outer
Continental Shelf (OCS), and from
Indisn Tribal and allotted leases. During
the public comment period. MMS
received almost 100 writtan comments.
In addition, public hearings were held in
Lakewood, Colorado. on Apeil 7, 1087,
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September 2, 1987, but was extended to
September 11, 1967 (52 FR 33247, Sept. 2
16687). On September 21, 1637, MMS
fssued & Notice of Intent to Issue a
Second Further Notice of Proposed
Rulomaking (52 FR 35451). In that
Notice, MMS stated that all comments
received ou the Further Notice of
Proposed Ruleaaking and the firat draft
final rules would be included in the
rulemaking record for this rule, even if
they were received after September 11.

In addition to receiving written
commaenta on the first draft final rules,
MMS held seversl meetings with
representatives from the States, Indian
lezzors, and Industry in an effort to
develop » set of ations which were
accaptab. : generally to all groups,
though not a Fanmea for any one of
them. Each ol the groups exhibited a
commendably willingness to make
positive contributions to the process
and, whare necessary, to reach
compromises.

{Tentative: In a further effort to ensure
that all of tha interested constituencies
had » fuli and fair opportunity to
comment upon the gas veluation rules
following the saveral mestings and
MMS's review of the writtan comments,
MMS {ssued & second further notice of
m rulemaking and second draft

rules. B3 FR .. (October
1667). Public comments ware recalved
for 30 days.)

The MMS has considered carefully sl
of th:‘rublio comments received during
this process, which Included
draft rules and input from the Royalty
Management A Committes

o posed rul“' w:}:
notices of pro o wi
draft final rules. A complete account of
the RMAC process s Included in the
preamble to the proposed reguiations
{ssued in Fehruary 1987. Bazed on ita
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ations for all leasable minerals.
(4) Clarification that royalty is to be
ald on all consideration received by
2aseay, esa applicable allowances, for
roduction removed or aold from the
sana.

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

A number of sections have beer
renumbered and/or moved to a new
subpart. Sections 202.160, 202.151,
202,152, 206,150, 2068.151, and 208,152
have been revised. In addition,

§§ 200.159, 200.154, 206.155, 2068.158,
200.157, 200,158, and 208.155 have been
added :0 Subpart D of Part 208,

Several general provisioas which
relats to both oil and gas have haen
added to Part 202. These provisions are
included in the final rula to anend the
oil valuation regulations recently
published by the Department {—_ FR

1987).

This ruls applies prospectively to gas
production on ar after the effective date
of this rule, It superaedes all existing gas
royalty valuation directives contained in
numerous Secretarial, Minerals
Management Service, and .S
Geological Survey Conservation
Divislon (now Bux"thnu of Land
Managemant, Onshore Operations)
orders, directives, regulations, snd
Notices to Lessses (NTL) issued over
paat years, particularly NTL-5 (42 FR
22810, May 4, 1977, as amended; 51 FR
28750, July 25. 1688). Specific guidelinas
governing reporting requiremsnts
consistent with these new gas valuation
regulations will be incorporated into the
MMS Payor Handbook,

For the conveniance of il and gas
lessees, re, and the public, the
following chart summarizes the effocts
of these rules.




Federal Reglster [ Vol. 52, No. 208 | Friday, October 28, 1067 [ Proposed Rules

Paguiviion dhenges

Descriphont

L
1 702,100, 204.53, et I01.00

M,
New § 202150, 20215, and 202.152 are added Yo

Subpant
208,10, 208,153, 206154, J0R.188, IURL.100, 200157, AOR.190, and 2ORVD we

added & Subparte A and D of Pert 200

Sacions FOR190, 102151 and 00152 wider Svtpart D are fedesignaind aa New
raapoively,

Reamovels:
Becont 208.108 and 208107 are rermoved om Bubptrt G of Part B0 e i
Adeors:

I hate SecUONR.

D o Pan 100 Now

| Thees roqurements hane bien Inocrporiind inde § 202,190 andt 208 181,

Thest new secticns Jrovide e veluplion siardyds and roosdres and ideniiy owable
oo Jor rarmpirielion and procssling 15 be deduchkd rom pes royalty valus.

The rules in § 208.150 expressly
racognize that whare the provisions of
any Indian lease, or any statate or treaty
affecting Indian leases, are inconaistent
with the regulations, then tha laase term,
statute, or treaty governs to tha extent of
the inconsistency, The sama principle
applies to Faderal leases.

A separalte gas definitiona section
applicabla to the royalty valuation of
gaa is included in this rulamaking in Part
208. All definitions contained under
each subpart of Part 208 will be
applizable 1o the regulations contained
in Parts 202, 203, 207, 210, and 241,

111, Responsa to General Comments
Received on the Proposed Gas Valuation
Regulations and Related Topics

The notice of proposed n:lemeking for
the amendment and clarification of
regulations governing valuation of gas
for royslty camputation purposes was
published in the Federal Register on
February 13, 1887 {52 FR 4732). This was
followed by a er Notica of
Proposed Rulemaking {32 FR 30778, Aug.
17, 1987}, and a Sacond Further Notice of
Proposad Rulemaking (52 FR
1887). Over 150 comments were
received from interested persous
including Indian lessors, the States, and
industry.

The indian commenters included
iribal groups, a tribal council, and
Indian trade groups. Various
government agencies, including State
entities, Federal agencies, State
associalions, State Govarnors, and local
governments also commeanted. Industry
commanters included ol and gas
companies, individual commenters, and
severa] industry trade graupa.

Many commenters made comments on
the basic issues and principles
underlying the proposed rulemaking
without eddressing specific sectiona of
the Empond regulations. but addressing
the basic premise underlying the
propoaed valuation mathodology.

The respondents were gene?ﬂly
composed of two groups, with industry
generally on one side and States,
Indians. and local governments an the
other. [ndustry generally endorsed the
basic principles under! the proposed
regulations. Althaugh the Industry
commentars objected to many of the
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specific provisions of the
rules, they stated generally that a
market-oriantad approach based on
gross proceeds from arm's-length
contracts would fulflll MMS's goals of
creating roytlty certainty, fairness, and
long-term revenue maximization. Bome
industry commenters advocated the
adoption, in total, of the Royalty
Management Advisory Commitiee
{RMAC) Gas Panel's recommendations
as the only proper solution to the
valuation issue. States, Indians, and
local governments, on the other hand,
generally objected to the basic premise
of the proposed valuation methodology
that gross proceeds from arm’s-length
contracts represent valua. They alsc
objected to other parts of the proposed
regulations for a variety of reasons.
The generel comments raissd by
ndustry, States, and Indians may be
categorized similarly to those raised
with respect ta the ol valuation
regulations: (1) Acceptance of gross
proceeds an arm's-length contract,
or the benchmark, ae the value for
royalty purposes: (2) deduction of
transportation costs: [3) | mandates
and responsibilities to Indiane; (4)
complexity and obscurity of regulations
and definitions; and (5) sconomic
|mpacts, Bacause the ganeral insues
raised end MMS's responses thareto are
a0 similar, MMS hereby incorporates the
discussion in the Genaral Comments
portion of Section LI of the Preamble to
the final oil vatuation regulations {—
FR__ 1967) us if fully and
completely set forth herein.

IV. Section-by-8ection Analysls and
Response to Comments

Comments were not received on every
saction of the proposed regulations.
Therefore, {f those sections were not
changed significantly from the proposal,
there generally is no further discussion
in this preambls. The praamble to the
proposed regulation {52 FR 473%, Feb. 13,
1887) may be consulted for a full
description of the purposs of those
muorﬁ F:irnotl;u sections, utr}ilu; "
preamble will address .
xlcm to mc{!h the ﬂn:lﬁl::;lo was

anged ® proposal or, in some
inatances. from the draft final rules.
Again, a complets discussion of the
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applicable sections may be found in the
preamble to the proposed regulation.

The mineral lessing laws require that
the Secretary receive a royalty on the
"value of production™ from minerals
produced from Federal lands, but value
is a word without precise definition,
"Men have all but driven themselves
mad in an sffort to definitixe its
mes " Andrewy v. Commissioner of
Internal Revenve, 138 F.2d 314,317 [2nd
Cir. 1043). The word “valua” has
sometimes been modified by the words
“fair market”, although the mineral
leeaing law provislons on “value of
production” do not Include these words.
But these adjectives do not really clarify
the word vaine. The word “fafr” can
modify the word value as in “fair value™
or it can modify the word market as in
“falr market.” The term “fair value" may
not be interpreted the sama as the “fair
market” value. The term fair market
valus, howwver, hag been generally
accepted to be the price recaived by a
willing and knowledgeable saller not
obligated to sell from a and
know! able buyer not obligated to
buy. W knowledgeable, and
obligated are again adjectives which are
not {erms of preciss definition, Thess
general concepts, however, wers atill the
genaral principles which ware followed
in drafting these regulations on
valuation of production for the purpose
of calculating royalties. The genera!
presumption is that persons buying or
seiling products from Federal and Indian
laanes are wi knowledgeable, and
not obligated to buy or sell. Becauss the
U.S. economy is built upon a system in
which individuals are provided the
opportunity to advance their individual
aslf interest, this scemsto be a
reasonable presumption. This system
and its reliance on self-motivated
individuala to engage in transactions
which are to thair own beat intersat,
therefore, is a comerstone of the
regulations.

The purpose of the reguletions (s to
defins the value of production, for
royalty p for production from
Federal and Indain landa. Value can be
determined in differsnt ways, and these
rules explain how value is to be
established in differant circumstances.
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Value In thesa regulations genarally ia
detarmined by prices sat by individuals
of opposing economic interests
transacling business between
themsalvgs. Prices received for the sale
of products from Federal and Indlan
leases pursuant to arm's-length
contracts are often accepted as value for
royalty purposes. However, aven for
some arm's-le contracts, contract
prices may not be used for value
purposes if the lease terma provide for
other measures of value (such as Indian
leases) or when there is a reason to
suapect the bona fide nature of &
particular transaction. Even the
alternative valuation methods, however,
are datermined by raference to prices
received by individuals buying or sell}
like-quality products in the same genel:ﬁ
area who have opposing economic
interests. Also, in no tnstance can value
he less than the amount received by »
lessee in a particular transaction.

Section 202.150 Royully on gas.

Indian commenters recommended that
paragraph [a) should provide
specifically that Indlan lessors, as well
as MMS, have the right to require
paymaent in kind for royaltles due on
production.

MMS Rasponge: Mos! Indian lesaors
have the zuthority te require payment in
kind for royalties dus on production. To
the extent the lease terms »o provide,
the lessor may take its royelty in kind.
However, hacause requests (o take
ro ah{ in kind maf involve operational
difficulties for the lesses, as well ag a
change in accounting and reporting
procedures necessary for MMS to
properly monitor royalty obligations,
MMS will continue to administer such
requests. Tharelarse, if an Indian lessor
wants royalty in kind. ho or she must
contact MMS. The MMS then will make
arrangemants with the lessea for the (n-
kind paymant.

The MMS also has added a provision
clarifying that, when royalties are paid
in value, the royalties due are equal ta
the valua, for royalty purposes,
multiplied by the royalty rate.

Section 202.150(b)

Tha MMS received many industry
comments llalir:? tha! unavoidably
flared gas should be axampt from
royalty requirements. Commenters
stated that {.-a definition of the term
“unavoidably lost" should be
incorporated in § 208.151, Definitions.
The commenters also recommended that
thin paragraph address the procedures
for obtaining parmission to uss gas off-
lease for the benelit of the lease.

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

Industry commenters 8lso atated that
on-lease or off-leass royalty-free gas use
should also include gas used In post-
Emducﬁon operations, including

ooating residue gas delivery preasura
and other operations incidental to
marketing, because this gas {s used for
the benefit of the lease.

One Induatry commenter
recommended the inclusion of the
following languags: "Gas usad for the
beneflt of the lease {s royalty free. which
includes gas used in lease equipment
located on a platform or in & central
facility serving multiple leases. Such
platform or centeal facility may be
located on a lease other than the one
physicallz providing gas used.”

One industry commenter did not agree
that the standard for royalty lability
detailed in this paregraph is consiatent
with section 308 of tha Federal Oil and
Gas Royalty Management Act of 1982
{(FOGRMA), 30 U.8.C. 1758, which limita
royalty liability to loss or waste owing
to negligence or noncompliance with
operational requirements.

Two industry commenters proposed
thet MMS consider expansion of the
clause to include all gas used “on or off
a lusan as long as it is for the banalit of
the fease.”

Industry commentears endorsed MMS's
decision that gas used offlease for the
benefit of the lease is royalty-free when
such use is permitted by the appropriats
agency.

Some Indian commenters also
recommended that any royalty-free use
of ges be subject to prior approval to
ensure that production from Indian
laases ia not disproportionately used in
1o n}ys-fne operations.

L Responss: The determination of
whethar or not gas has been
unavaidably or avoidably loat and
whather or not gas usad is royalty-free
{whather uaad offlaase or onlease) are
oparational matters covared by the
appropriate regulations of the Bureau of
Land Mlnagemml (BLM} and MMS for
onshore and offshora operations,
reapectively. Tha BLM's requirements
ars governed by the provisions of Notice
of Lassees and Operators No. 4A, The
MMS'as requiremants are governad by
the provisions of OCS Order No. 11.
Therefore, although theas comments
raised many substantive lasues, they are
nat praperly addressed in thia
rulemaking. The MM does not balieve
that prior approval for royaity-free use
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of gas is warranted because most leases,
by their apeclfic terms, allow royaity-
frae use of gas and 11 is a matter which
wiil be reviewed during audits to
prevent abuse.

Proposed § 202.150{b)(2}, which
addressed royalty-free use of gas for
Yeases committed to unit or
communitization agreements, has been
expanded in the final ruleu to also cover
production facilities handling production
from more than one leasc with the
approval of the appropriate agency.
Although MMS ia satisfied that this
isaue is an operational matter governed
sufficiently by the appropriate operation
of the unit agreement or
communitization agreement and BLM's
and MMS's regulations, the number of
comments received regarding this issue
led MMS to believe that reiterating
these operational requirements was

advisable, Thia regulation simply
provides that a disproportionats share
of the fuel consumed at a production
facility serving multiple leases may not
be sllocated to an individual lease
without incurring a royaliy obligetion on
a portion of the fuel.

One industry commenter was strongly
{n agreement with § 202.150(b}(3} of the
pruposed rules, which recognixzes the
provisions of Indiun lsases that are
inconsiatant with the regulations.

Jne Indian commenter stated that this
paregraph may not act to the benefit of
Indlan lesseas unlass MMS makes a
speciflc raquirement by inatruction,
manual releases, or notices (o lessees
with respact to the specific valuation
guidelines to be applied.

MMS Response: The provisions of
proposed § 202.150(b)(3) ware adopted
in the final rules § 202.150(b)(3}. In most
inatances, the valuation regulations will
apply equally to bath Federal and
Indlan laases. This section covers any
leases which may be inconaistent with
the regulations. The final regulalions
recognize the primacy of statutes,
treatias, and oil and gaa leases and
pravide a means for dealing with apecisl
valuation requirsments for both Indian
&nd Federal leases.

Section 202.150(c)

Section 202.150{c) was proposed as
§ 206.150{d). It provides that |{f ths BLM
(for onshore leases) or MMS (for
offshore leases) datermines that gas was
avoidably lost or wasted, then the value
of that gas will be determined in
accordance with Part 208. This section
aleo applies to gas drained from onshore
leanes tor which BLM determinas that
compensetory royalty is due.

One industry commenter stated that
the tarm “avoidabla" indicates that such
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losses could have been anticipated and
climinated and that serious charges like
these ahould be dogumented and
proven. not merely nssumed afler the
luss has boen reported, Therelore, the
commenter tnkaes exception to thia
requtation,

MMS Rosponse: Avoidably last
doterminations are handled by
personnel respansible for lease
manugement operations, BLM onshore
and MMS offshore, and are not a
valunlion issue. Any operator or lasaze
thnt BLM ar MMS notilies ol an
ivoidible loss determination has the
right to appeal the datermination if it is
bolinved to be unjust or unfair,

One Indian commentar atatod that
pavment should be due for the entire
vilue, and nol just the royalty portion of
gas thut is determined o have been
.in-nidably lost or wasted from Indian

[LHIS N

One indusiry commenter stated thal It
should be made clear in (his provision
that the amount due for avoidably lost
gas should be & royalty value and not
the Yoln} value [100 percent).

MAMS Response: The MMS policy for
offshore leases is to assess only royalty
for gus determined to have been
avoidably last. "This alzo s BLM's policy
{or onshore louses for gas avoidably lost
on and aflter October 22, 1984, This date
iv the effective date of BLM's revised
regulations at 43 CFR 3162.7-1{d) {¢9 FR
37356, September 21, 1984}, whic
included the provision for royelly on
nvoidably lost gas in accordance with
section 308 of FOGRMA, 30 U.8.C. 1756,
The MMS and the BIM balieve that
collection of royalty provides an
ellective deterrent lo wasting ges.

Seetion 202.150(d}

Suctlon 202.450(d] was proposed us
§ 200.150(e) and requires royulties to be
piid on ingurnncs componaation for
unuvoidubly lost gus,

Several industry commenters stated
tha! tu require a lessee lo pay royalties
on any compensuiion received “through
insurance coverage or other
arrangements for gas unavoidably lost (a
unfair.” They staied that insurance
procecds are no! received for the sale of
production und should nat be subject o
sharing with the lessor. Thoy believe,
however, that iT MMS insials on
ollecting a porilon of such proceeds,
the tiost of such insurance caverage
should he ullowed as 4 deduction from
rovully,

The MMS removed the insurance
campensation section from the first drafl
{inal rule. Many Indian and State
commenters thought this change was
untfnir, stating that If the lessee was
compensated for the production, the
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!Tluor should then recelve its royalty
share.

MMS Response: Tha MMS has
reinstated this provision in the final
rules. Howaever, royalties ave dus only if
the lessee receives insurance
compensalion from a third person, No
royalty is due where the lcsses self
inaures,

Section 202.150(e}

Several indusiry commenters opposed
{ 202.130(e), which was proposed as
§ 202.130{¢}. They questioned the
autherity to require other non-Fadaral/
Indian legsecs o pay royaliies on lesaes
on which they ara not the lesse s,
According (o the commenters, this could
present gas balancing problems where
praduction taken by a lessee falls below
that lossee's production entitlement,
Those commenters suggesied that
propased § 202.150(c] fails to recognize
the marketing aspects of production,

MMS Response: Section 202.150(e) of
the final rules states that all production
atiributable to a Fedaral or Indian lease
under the terms of the agreemant is
subject to the royally payment and
reporting requirements of Tiitle 30 of the
Code of Federal Regulations even if an
agreement participant aclually taking
the production is not the leases of the
Federal or Indian lease. Most important,
hawever, § 202.150{e} requires that the
value, for royalty purposes, of this
production be determined in accordance
with 30 CFR Part 208 under the
clrcumatances involved in the actual
dispoailion of the production. As an
example, if & Federal leasee does not
soll or otherwise dispose of ita allocable
shate of unit production, it will ba sgld
or otherwise disposed of by ana of tha
ather unit participants. If one of the unit
rarllaipanu other than the Federal
essee transports unprocessed gas lo a
sales point off the unit aron under an
arm'sslength transportation agreement
and then sells the gas under an arm'ss
length sales contract, the value, for
rayally purpases, will ba that
participant's gross proceeds leas the
coats of transportation incurred under
the arm's-length trangportation
agreement, This provision does not
address ihe jasue of whet participant
muat roport and pay the royalties; it enly
addresses the issue of valuation.

Through these rules, MMS does not
require non-Federa! and non-Indian
lesgees to conform ta thess regulations
{or valuing production. The MMS mersly
hes required that the lessee must
determine its royalty liabiiity in
accordance with the other interest
owners' contracls or cheedl aslongan
those royalties comply with these value
regulations, Any gas belancing problem
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that may exist because of interest
owners taking more than their
entillement is a maller o be setlled by
the agreement members.
Two indusiry commenters alsa siated
that the foreseeable resulls of this
aragraph include: “* * * (1) chronic
nle payments of royalties: (2)
inconsistent AFS and PAAS reporting:
(3) difficully in determining proper
royally values where the overproduced
waorking intereat owners dispose of
production pursuant o non-arm's-length
iransactions; and (4) excossive
accounting and administrative costs for
MMS and all working {nterest owners.”
MMS Respanse: The MMS bellaves
that leasees will be able to comply with
the requirements of the regulations.
Some industry commenters
recommended that puying and reporting
royaltics be actomplished solely on the
basis of sales, According to these
comments, because royallies will have
been paid on total sales from the leases,
{hore should be no decroasa in royalty
payments due over the life of the Jcase
through the use of the sales approach.
AIMS Response: Puying and reporting
royalty aulef; on the basis of sales
would not conform to the requirements
of the federally approved agreement or
the terms of the lease. Therefore. it is
no! an acceplable procedure.

Section 202.151 Royally on processed
gos.

Saction 202.151{a)

Two Indusiry commenters
recommended delating the word
“reasonable” before the words “actunl
cosis" in paragraph [a) because the
lessee should be able to deduct actual
cosis from the procassed gas valus,

MMS Respanse: Tha MMS's policy s
to allow “reasonable” aclual costs
incurred by tha leasee for proceasing
lease production, The MMS does not
believe that it should share in
unrcasanable costs and has not adopted
this suggestion.

Sectlon 202.181(b)

Several industry commenters stated
that an allowance lor boosting residue
gos should be allowed undar paragraph
(b) for operation of the processing plant,
The rationale was that cosis assoclated
with this process ars incutred a3 a rasult
of processing and should not be
regarded as costs necessary to place the
gas in markatable condition.

MMS Response: The regulations

onerally maintain the MMS's policy
that the leasen i requited to condition
the production for markel. The cost for
boosting residue gas Is considered as a
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cosl necesaary to place the gas in
marketable conditlon, and will not b an
allowabla deduction.

Three industry commenters
recommended deteting the word
“reasonable” before the words
"0 amount of residue gas * ¢ "
and allow aclual amounts of residue gas
roynalty frae, Indian commeniers ware
concerned that the regulation should
specily that residue ges could not be
disproporiionately charged to their
leases royatty free.

MMS Response: Histarlcally, MMS's
policy has been lo allaw a reasonable
smount of residua gas to be ro,vallY free
for the operation of a processing plant,
In most instances the actun! amounts of
residue gas vaed are considered to be
renaonable, However, the Rnal rule
specifies that only a leass's
proportionate share of the resicue gas
nocessary for the operation of the

rocesaing plant may be altowed royalty

ree. Although adopled in response o
the concerns of Indian commenters, this
provision is cqually applicable to all
Pederal and Indian leases.

Section 202.151(c)

Twa industry commenters sirongly
endorsed the language sat forth in
paragraph {c).

One Indian commenter stated that
** * * the Secrelary should not retain
unilaterad authority to authorize the
royalty-{teq reinjection of residue gas or
gus plant products from Indian
production into unil nreas or
communitized areas.” The
recommendation was that the volume of
rayulty-froe reaidue gnn or gas planl
products which can be reinjected Into a
unit aren should be limited 1o the rativ
of leane production to latal unit
production multiplied by the volume of
unii production reinjected.

One indusiry commenlet requeated
clarification that the use of the word
“reinjection” ncludes criginal injection,
In addition, the commenter
recommended delation of the
qualificetion ** * * when the
reinjection {s included In a plan of
development or operations and the plan
haa recetved BLM or MMS
approval, * * * “ because the recovery
must be paid for entirely by the lesses.

AMS Response: The BLM or MMS for
onshoca or offshore operations,
respectively, has the authority to
approve the plan of development or
operations. The issue regarding
reinjection of residue gus or gas plant

roducty i & matter which la addressed
y the appropriate cperational
regulations of BLM and MMS.

The MMS received a comment
regarding the requirement for dual
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accounting in § 206,133, That commentet
stated that dual accounting should be
required in all cases where gas is

rocessed from onshote Federal and
ndian leases, becausa that is the only
way 10 ensure that royalty is pald on
that portion of the gas Mroam leaving
the leass which becomes e liquid during
the transmission of the gas o the piani.
These Kiquids are commenly referred lo
aa drip condensate. The commenter
pointed oul that In many instances the
company transporiing the gan retains
these liquide and the |eases makes no
royalty payment for this portion of the
produciion removed {rom the Federa! or
(ndian lesre.

MMS Responss: Ay the commentor
properly pointed out, royalty la due on
all gas produstion remaved from the
lease, including any gas which becomes
a liguid during tranamisslon to a gas
plant. When gas iz said at the lease and
the leases does not retain or exercise the
right to process the gas, the total gaa
preduction temoved (rom the lease ia

roperly accounted for at that point,

us, lhe issue of royalty on drip
condensale Is not Involved in these
instances.

When gas ia processed by the lesses,
any portion of the gas remaoved from the
leags which becomes a liquid during
lransmission lo a gas plant must be
aucounted for to properly define the
value of the tota} ﬁu praduction
removed from the leaye upon which
royally is dus. Although MMS is not
adopling the recommendation to regquire
dual accounting in all cases where gas is
procetsed, MMS {s modifying the final
riles in § 202,151 and § 208.153 to
spocify this requiremant, Therefore, it is
being made clear that the viluo of gas
which iz processod by a leszee must
include the combined valuns of the
residue gas, all gas plant products and
any condensate recoverod downstream
of the point of royally selilement

without reaarting ta processing,

Section 202,152 Standards for
reporiing and paying royalties on gas.

Section 202.132(a)

One indusiry commenter
recommended that the phrase il the Biu
value is required pursuant to the lessee’s
contract” be added to the end of the tast
sontence of paragraph (a}{2). Thia
commenist stated that Btu menaurement
is an expensive process and ahould not
be required periodically unless
neceasary,

One Federal agency commenter stated
that the frequency of Btu measurement
be required quarterly, If not monthly, if
not covered by the lessen's contract.
This commenter stated that there are
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many slluations which may require
more [raquent monitoring of the Bty
heeting value lo asaure proper
assesament of gas royaliies,

MAMS Response: The Bty measurement
is necestaty in determining the proper
valua of tha gas {or roynity purposes. In
addition, the LM onaiorn and MMS
OCS gperations regulations require
periodic Btu meanurements.

Saction 202.152(h)

One indusiry and ona Fedoral agency
commentat suggested that the words
“whore applicable” be added st the end
of paragraph {b)(2). They stated that
when the production is composed of
cachan diaxide, nitrogen, or helium there
will be no applicable Btu value.

MAIS Response: This regulation hus
boen modified in the fnal rale to tead o
follows: “Carbon dloxide (CO4). nitragon
[Na), helium [t1e). residue gas. and any
other gas markeled as a separate
product shall ba reported by using the
same stendards specified in paragraph
(a)." The concern expressed regarding
Btu values for nanhydrocarbon gases is
resolved by the inclusion of the words
“where applicable" {n the finat rule for
patagraph ta).

Regarding paragraph (b)l4), one
Indian commenter stated that if sulfur is
sold in a unit other than a long ton, the
lasaee ghoutld be allowed to report it to
MMS and to Indian leasors in that unit.

MM1S Regponse: The unit {or reporting
sulfur volumes must be standardized for
mporllnﬁ gurposu. The most common
unit used by industry for reporiing sulfur
ia the long lon. A aimple arithmetic
formula can be used to converl & unique
salos unit to long lone.

Section 206.150 Purpose and scope.
Section 208.150(a}

Several commenters suggested that
Indian and Foderal lands are disstmilar
and dorerve appacate freatment whon
valuntion and other gas production
matters are under consideration. They
tecommend that soparate regulutions be
promulgated for Indian leases.

MMS Response: The MMS believes
that because these regulations provide
for a reasonable and appropriate value
far royalty purposes, completely
saparate rules for Federal and Indian
lonses generally are unnecesanry. The
regulations in § 206.130{b) recognize the
primacy of terms of statutas. treaties,
and oil and gas leagas which pravige
tpecial valuation requicements far both
Federal and Indian leases. In addition.
certain addilional provisions applicable
only la Indian leases have been
included in these regulations.
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The MMS has added @ general
statement that the purpose of thia
subpuort is (o establish the value of
praduction for reyalty purgoses
consistent with the mineral lnasing laws
antl other applicable laws and lease
leims.

Section 208.150(h)

One industry commentor suggested
the addition of the phrase “in the even!
thut nuy term of an approved existing
unit or communitizalion agreement is
incunsistent with the final rele, then
such agreement will govern 1o the extent
ul the incansisteney.”

AIALS Response: Section 18 of the
stundaed Federal form of a unit
ngrecment states: “The lerms.,
conditions. and provisions of all leases,
subleases. and other coniracts relating
to exptoration, drilling, development or
vperation for il or gas on lands
committed to this agreement are hereby
expressly modified and amended to the
extent necessary to make the same

conform to the provisions hereof * * *°

‘Therefore, the offercd language is
unnecessary owing to this exiating unit
agreement provision.

One Indian commenter suggested the
addition of the phrase “provisions of
Titte 25 of the Cadoe of Foders!
Regulations will supersede the
provisions of this part, to the extent of
any inconsistency.”

AMS Response: The valuation
regulations which wern in Title 28 of the
Code of Federal Regulations are
identical 1o the provisions of many
indian leases, Therefore, these final
roguintions woeuld cover any
inconaistencies with lease terms if thero
were any. Moreover, BIA has amended
the valuation regulations in 25 CFR
simply 1o refer to the MMS valuation
regulitions, See 52 FR 31918, Aug. 24,
1anr.

ladian commenters recommanded that
where provisions of uny Indian lease. or
any stulute or treaty nf‘fec!ing Indian
lvuses, ns stated or as interpreted by the
courts, are inconaistent with the
regulations, then the lease, statute or
treaty, of conrt interpretation would
govern to the extent of the
inconsisiency.

MAS Response: This suggestion was
not adopted begause it was not
vonsidered necossary. If the regulations
ure inconsistent with the requirements
ol uny court decision, the court decision
would take precedence.

One commenter suggested that MMS

intlude in this section reference to

seltiement agreemants resuliing from
administrative ot judicial litigation. It
wis pointed out that some sattlement
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agreemaent provisions may vary from the
regulations,

IMS Response: The MMS has made
the suggested changs in the final rules
because the texms of a settlement of
administrative or judicial litigation will

gavern,
Section 208.150{c)

One industry commenter requested
that consideration be given to the
establishment of a “statuts of
limitations™ for MMS audit and
adjustment purposes. This commenter
suggesied that a B-year period be
adopted which would commence with
the tiling of the lessee’s reyalty report. It
was also suggested that a provision be
included for the lessee and MMS to
mutually agree to waive the limitation
for specilic incidents and liems under
appeal or before the courts, but it should
never apply in cases of fraud. This
would partially relieve both the lessce
»nd MMS of records archiva)
reaponsibility and the associated costs,
which are significant. Alao, the
limitation goes well beyond the cost-
effective pertod for conducting normal
compliance and followup audits. The
suggested statule of limitations could be
similar in concept and language as that
useqd by the Internal Revonue Service.

MAMS Response: The MMS performa
all audits in accordance with 36 CFR
217.50. Any limitetion such as that
sugﬁuled would properlg be included in
a rulemaking to amend that section of
the regulations. Therefore. it s beyond
the scope of this rulemaking. The MMS
has modified the provisios in the final
rule to make it clear that this provision
applies to payments made directly to
indian Tribes or allottees aa well as
those mace to MMS either for Federal or
Indian leases. The MMS will address the
istue of audit closure slzewliere.

Section 208.150{d)

The MMS received many comments
from Indiana that this section should
specifically reference the Secretary's
trust responsibilities to the Indians.

MMS Response: The MMS has
incorporaled the suggeated change.

Sectlion 208.150(s)

The MMS received a comment from
an Alaska Native Corporation stating
that MMS should not make the new
regulations applicable to the
proportionate share of production which
corresponds to an Alaska Native
Corporalion’s proportionate share of
leanas acquired under section 14(g) of
the Alaska Native Claims Settlement
Act, 43 US.C. 1613(g). Under section
14(g). a native corporation can acquire
all or part of the lease. The commenter's
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point was that at the tima a
proportionate interest in a lease is
acquired, the native corporation had an
expeciation of what royalties it would
receive, and it would be inequitable for
MMS 1o modify that expectation for
leases or portions of leases which MMS
does not even own,

MMS Response: The MMS agrees
with the comment. Therelore,
regulalions, guidelines, and Notices to
Lessees in elfect on the date that an
Alaska Nalive Corporation acquired any
proportionate interest in a lease will
continue to apply to thal intarest,

Seclion 208,151 Definitions.

“Allowance"—One industry
commenter suggested that the proposed
definition be modified as follows:
“Processing allowance means an
allowance {or processing gas: L.e., an
authorized or an MMS-accepted or-
approved deduction for the costs of
processing gas determinad pursuant to
%1 208.158 and 208.159." The sume
commenter stated further that
“Transportation aliowance means an
alowance for moving unprocessed gas,
residue gas, or gas plant production to a

oint of sale or point of delivery remote

rom the lease, unit area, communitized
area, or processing plant: |.e., an
suthorized or an MMS-accepled or-
approved deduction for transportation
costs, determined pursuant to §§ 206.158
and 208.157." This commenler
recommended deleting the phrase “for
the reasonable, actual costs incurred by
the lessee.”” The method of dotermining
the allowance should bs addresaed in
the regulation zetling forth the
calculation method, not in the definition
of allowance. If MMS adopis
comparable arm's-length transportation
and processing costs a3 a benchmark for
non-arm's-length coniracta, the ebove
cited phrase could be incorrect in
certain inslances.”

A few industry and one Indian
commenter stated that cartain terms
incorpotated in the definition are
sub ective in nature. Qne industry
commenter slated; "The New Rules do
nol draw a clear, objective line batween
cos's that may be deducied and coats
tha may not be deducted, What is
‘remote’? What is ‘fleld gathering'?" Two
industry commenters want the word
“reascnable” deleted in the definition of
“processing allowance and
tranaportation allowance.”" They believe
that the “Lesses should be entitled to
deduct actual cost of processing and
transpariation. 'Reasonable’ implies that
the deduction may be something lass
than actual." One Indian commenter
stated: "* * * the use of the lerms
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accepted and approved call Into regulations implementing section change.” Another industry commanter

question important issues regarding tha
relationship of the acceptance o
approvatl with later audit. We assume
that acceptance would not preclude
later audit review and disallowance or
modification when justified.” One
industry commenter suggested deleting
the words “remote Irom" and replacing
them with “off." The commenter
“believes what is really intended by the
phrase ‘remote from’ is 10 cover
transportation o sales and dalivery
points off the lease.”

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

MMS Response: The final rule
includes some modifications to the
proposed language. It should be noted
that processing and (ransportetion
allowances ara “accepted” aubjsct to
review and/or audit. The MMS also has
deleted the phrase “remote from the
lease™ and replaced it with the phraze
“off the lease™ for clarification that any
transporiation ofl the lease, except
gathering (see definition below). is
eligible for an aliowance.

“Area"—0One indusiry commenter
staled that “'Arca’ should be mare
pnciul{ deflined so thut there are
reascnable limils to how large an "area’
is. In addition, for the sake o
clarificalion, the waords ‘or pmducing
unit’ should be inserted after *oil and/or
gna fleld® * ¢+

MMS Response: For royalty
compuialion purposes, the definition of
“area"” must remain flexible so that i1
may be applied to diverse situations.
The sixe of an “area™ may vary with
each specilic royalty valuation
dotermination for ga.

“Arm's-length Contract"=The
proposed definition of “arm's-length
contract" was addrossed by a large
number of Stale, Indian, and {ndustry
commentlers.

Many commenters stated that the
proposed definition of arm's-length
contract was 80 reatrictive that many
perfectly valid arm's-length transactions
may f{ail to qualify, thus potentially
rendoring this key element of tha
benchmark system meaningloss. Theso
commenters suggesied that MMS should
adop! u definition of “affillated person™
based on conlrol versus mere ownership
of stock. They stated that in order to
climinate this problem, the underlying
language should be deleted in favor of
language already adopted by BLM in its

S-02199%  OO1D(0ON22-OCT-27-14:40:18)

2{a)(2){A) of the Minerals Lands Leasing
Act of 1620 (MLLA). The rule, 43 CFR
3400.0-5{rt)(3), added by 31 FR 43910,
43922 (1988), specifies that:

Controlied by or under common
control with, based on the instruments
of ownership of he voting securities of
an entity, means:

(i) Cwnarship in excess of 50 percent
constilutes conirgh

(ii) Ownership of 20 through 50
percent creates a presumplion of
control; and

(it} Ownership of less than 20 percent
creates a J:mumptlon of noncontrol.

One indusiry tomraantet further
recommended that "* * * MMS alsc
adopt a 5% awnership threshold, below
which thers {e an absolute presumplion
of noncontrol which is not subject to
rebuttal, The 5% thrashold {s taken from
the Invesimen! Companies Act{* * *}
which establishes that there is no
effective affiliation between parties
when direct or indlrect ownership of
voting stock Is balow 5%,

Oue industry commantar staled:
“Addmonlllr. for those companies in
which there {s & delinite controlling
interest, a transagtion should still be
treated as arm’s-longth if the contrelling
corapany ia tegulated by a regulatory
ngency who cggm\m rates ot tariils
charged to third parties.”

Many Induatry commenters
recommended changing MMS'a
reference from “persuns” to “pariles.”
One of thess commenters stalsd that
“Involvement in one or more joint
operations with & competitor should not
be viewed as materially ailecting the
arm's-length nature of (ransactions
between the firms. However, the
reference to ‘joint venture' in the
definition of ‘parson,' which is
referenced in the proposed definition of
arm's-length contract, could be
improperly conatrued as including
normal joint oil feld operationa
conducted under tha terma of Joint
cperating or simtlar agreemenia. Jalnt
operations clearly involve no
interlocking ownarship of the
instruments of voling securities as
belween the flrma, Joint operations are
undertaken to accomplish effective
reservolr management. 1o aatialy
spacing requiremants, or lo aharo the
enormous cotts involved in certain OCS
and frontier areas,"”

One industry commentet was
concerned that: “The proposed language
does not clarify at what time affiliation
is to be determined. Is it when the
contract is otiginally sxecuted or some
subsequent time during the torm of the
contract? In the current climate of
mergers and acquisitions, affiliation may
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stated that, although the definition of
“arm's-length contract” is well writlen.
any tdditionel language elaborating on
the state of being affiliated should be
delated because it would allow auditors
to reject too many arm's-length
contracts.

One State commenter stated that “The
definition of ‘arm's-length contract i
clearly deflicient because it is limited to
formal affiliation or common ownership
interests between the contracting
parties. The agsumption behind
accepting arm's-length contract prices is
that those prices will refllect market
valus. Tha definition proposed by MMS
ignores the fact that parties may have
contrectual or other tolationships or
understandings which would cause them
to price gea below its value, especially if
the benelit of the reduced royaity
burden can be shared by means of the
gas sales contract.” One Indlan
commenter questioned ™* * * whether
there are any truly arm's-length
telationships in today's market wiich
would make an arm's-length valuation
method valid. We are particularly
concerned that the arm's-length label
eaaontially foracloses any sorutiny by
MMS of the value reported by the
lessee.” Ona State/Indian association
stated that nonalfiliation does not
guarantee arm's-langth: “For example,
grrangements between families [via
blood, kinship, heir, or marringe) offer
similar conditiona for influencing
proceeds subject to royalty.”

Two State commenters, one State/
industry assoclation, one Indian. and
one Indian trade group are of the
opinion, as expressed by one
commenler, that: "MMS's desire for an
‘almost purely objective’ teat provides 4
tolally inadequate justification for giving
away the power to prevent manipulation
af the pubﬂc‘u royulties.” Theao
commenters conclude thal: "The
definition as proposed {s not workable
evon though it is abjective.” They
suggest that MMS's definition in the
dra niulauonl presented to the RMAC
would allow more legally accurate
results:

Arm 's-length contract means a coniract or
agreemant that has been reely artived at in
the open marketplace between independent,
nonaffiliated partiea of adverse economic
interoat not involving any consideration ather
than the sale, processing, and/ot
tranaportation of leate products. and
prudently negotiated under the facts and
clrcumstances exiating at that time.

Some Indian and State tommonters
agreed that, aa one commenter phraaed
it “The adverse economic Intetest and
open market requirements have long
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been slandard criteria for delermining
the arm's-length nature of contracts.
These criterin have allowsd for an
accurite line of demarcation between
arm's-length and non-arm’s-length.”

One State commenter supplied the
following queations to be asked to test
the urm's-length nature of a contract:
*{11 Is there an individual who is &
Iwsurd member, officer, partner or
emplovee of one of the contracting
purtivs. and nlzo a hoard member.
officer or empluyee of the other? (2)
Wha. if any, other commercial
relationships exist or are being proposed
hietween the huyer and seller? {3} s
thers: uny family relationship between
the buyver and seller? {4) 1a there any
uthur special relationship between the
partics 1o the gas sales contract?”

Rused on the numerous comments
concerning the originally proposed
definition. MMS included in the first
draft finad rule a definition which
adopted the “control™ language found in
the BIM's regulations at 43 CFR 3400.0-
5(te)la9) quoted abave. In respanse to
thuse communters who believed that
parties to an arm's-length cortract musi
have adverse economic interests, MMS
included In the first dealt final rule
definition » provision which reguired
that. 1o be arm's-length, a conlract must
reflect the Aotal consideration actually
rranslerred from the buyer to the seller
ecither directly or indirectly. For
example, If the pariies to the contract
agrewd that the price for gas from o
Federal or Indian lease would be
reduced in exchange for a bonua price o
e puid for other production from u fee
leane, MMS would not treat thal
rontract as arm's-longth.

Muny of the comments on the first
draft final rule again focused on the
definition of arm'a-length contract, Moat
af the industry commenters thought that
the reference ta “reflocta the total
consideration actunlly transferred
tirently or Indirectly ¥rom the buyer (o
the seller” did not beleng in the
definition of nrm's-length coniract.
Rather. they stated that it properly
should bo dealt with as a “gross
proveeds™ issue The States and Indians
commented that a reference to adverse
ecunomic interosts still was necessary.
They niso thought that there must be &
requirement of a free and open market.
Pinally. the States and Indiana thought
that MMS should lower the control
threshold 1o 10 percent and that MMS
shuuld have more flexibility to rebut
presumptions of noncontrol. Many of
these commontars also thought that the
rules should state that the lessce has the
burden of demonsirating thal its
contract is arm's-length.
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MMS Response: The MMS has
adopted many of the suggested changes
to the definition. The MMS agrees that
the “total consideration” lasuc is
properly & gross procecds matter that
does not reflect the alfilialion of the
purties. Thus, that phrase has been
deleted from the arm's-length contract
definition and the matier dealt with
under the deflnition of “gross proceeds™.
The MMS did not adopt the concept of
“freq and open market" bacause that
cancepl is highly subjective, However,
MMS did include & requiremant that the
contract be arrived at “in the
matketplace” in support of the concept
that an arm's-length contract must be
betwoen nonafliliated persons. Also. in
furtherance of that concept, MMS
included a provition that an arm's-
length contract must be belwoen
peraons with opposing cconomic
interests regarding that contract which
means that the partiea are acting in their
economic self-intercat. Thus, although
the parties may have common interests
elaewhere. their interests must be
oppasing with respect to the contract in
issue. The MAMS has not reduced the
contro] threshold to 10 percent, although
it #hould be undersiood that MMS can
rebut preaumptions of noncontrol
between 0 and 20 percent.

Many commenters thought that
MMS’s inclusion of joint venture in the
definition of “person” improperly
narrowed the definition of arm's-length
contract, These commantora have
misconstrued MMS's intent. The
definition of “person” includes joint
ventures becausa there are inslances
where joint ventures are established as
acparale antities. In those situations. if &
party with a controlling intereat in the
joint venture buys production from the
foint venture entity, that coniract i non-
arm's-length. However. MMS is aware
that it alsa is common for companies to
Ioimly contribute resources to develop u
case and then share the produttion
Fmporllunnlely. In a sltvation whare

our totally unaffillated companies share
the production. if one of the companies
buys all of the production frem the other
thres, those three contracts would be
considered arm's-length. The company's
purchase from its affiliate, of course,
would be non-arm's-length.

‘The MMS also has included in the
arm's-length definition a provision
whereby if one person has less thun a
zo-?emn\ interest in another peraon
which creates a prasumption of
noncontral, MM3 can rebut that
rmumptiun if it demonsirates actual or
egal control, including the existence of
interlocking directorates. For example,
there may be situations where

FA70LEMT..{10.32)..0-08-87

ownetship of 5 percent of a very large
corporation could give a peraon
sulficient control to direct the activities
of that corporation. Where there [s
evidence of actual centrol, MMS can
rabut the presumption of noncontrol,

Finally, in responas 1o those
commenters who believed that the
lessae has the burden of demonatrating
that its contract is arm's-length, MMS
has included such a provision in the
valuailon aections. See
§§ 200.152{b){1}(i) and 208.1583 {(b){1){1).

The MMS may roquite a lesses to
certify ownership in certain sitaations,
Documents that controllers or financial
accounting departments of individua!
companies it with the Securitias and
Exchange Commission concerning
tignificant changes in awnerthin cavet
be made available to MMS upon
roquest,

‘The final rule alsa providea that to be
considered arm's-lengih for any specific
production month, a contract mus! meet
the definition's requirements for that
production month as well as when the
contract was executed.

“Audit"—One Industry commenter
expresacd concern aver MMS's
interpratation of what constilutes an
audit: “MMS's use of terms such as
‘review,' ‘examination, rather than
‘audit.’ arbitrarily climinates the
lessees to offaet overpayments an
underpayments discovered during the
coutse »f an audit.” This commenter
beliaves that &an account reconciliation
by MMS should be termed an audit.

One Indian commenter did not
disagree with the delinttion but thought
that the processed information available
{o MMS ia not adequate to perform
tharough audits. “Qur view of the
definition of audit is academic because
the MMS will accept payment tepotis
without review in l?ze future as in the
pusl, unless resources and personnel are
pro:idud by the Tribe to accomplish the
task,”

One industry commanter atated that
the review and resolution of exceptions
processed by MAMS's automated sysiems
conatitutes auditing by mail. The
industry lakes exception to this
procedure.

MMS Response: The MMS has
simplified the deflnition of “audit™ as
follows: “Audit means a review,
conducted in accordance with generally
accepted accounting and auditing
standards, of royalty payment
compliance activities of leaseen or gther
intorest holders who png ro{alttn.
rents, or bonuses on Federal and Indian
leases.”

“Comptession"—0One lndualrx
commenter suggested delating the

ht of
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delinition because the term does not
require an explanation,

'MS Response: The MMS belleves
that the definition should be retained
because it clarifies a tarm used in the
regulations.

“Field“—One indusiry commenter
suggested adding the underlined
language 10 clarily that thia dafinition ia
for royally purposes: “Field means, for
purposes of oil and gas royalty, a
geographic region * * * "

MMS Response: The additional
language pmmcl by the commanter is
unnacessary una the underlying
premiae of all the definitions contained
in § 208,151 la that they are for royalty
purposes.

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

MMS Response: The MMS believes
that the definition adequately and
correctly defines tha lerm “gas” In
language which Is accepted by the ofl
and gas indusiry.

“Gas Plant Products"—One industry
corunenter stated that the phrase
“excluding residue gas” should be
deleted from this paragraph. According
to this commenter, “Residue gas is a
manulactured product as that term has
been used by Federal courts in the
royalty context. See U.S. v. General
Petroleum: California v, Seaton affirmed
Californiav. Udall * * * Il gas s
processed. or manufactured there ia no
rationat basia for limiting the deduction
of manulacturing cotts against the value
of only gas plant products cther than
residue”

One industry commenter suggested,
"t * * we think the word *nitrogen’
should be excluded from the definition
cf ‘Gas Plant Products' sirce some
natural gas is high in this component.
and there is currently a small or
nonexistent market for small amounts of
nitregen. Purchesers have traditionally
downgraded the price for high nitrogen
gus, and if producers have to bear
additfona! royalty as well, they may
elect to shut in or plug wells due to poor
economics.”

MMS Response: The MMS does not
agree that the phrase “excluding residue
gas” should be deleted from this
paragraph. Historically, no processing
allowance haa been allowed to be
applied against the residue gas, and
MMS generally has retained this
position in the final rule. The MMS has
also concluded that the defiidtion should
not be modilied to excluds nitrogen. The
MMS hag, howsver, included in
§ 208.158{d) a provision for an
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axtraordinary processing allowance for
atypical types of gas production
operzlions,

“Gathering"=-MMS recelved
numercus comments from industry
concerning the phrass “or 1o a central
accumulation or lreatment point off the
lease, unit or communitized area as
spproved by BLM or MMS OCS
opetations personnel for onshore and
0OCS leases, respectively,” These
commenters stated that the phrase was
unclear and that it should be removed
from the definition.

MMS Responss: The definltion has
been retained intact. The operational
Femire hat & Josss place sl product

ate ace ction
in a marketable condition, if
econamically feasible, and that a lesaee
praperly measure all production in a
manner acceptable to the authorized
officials of those agencies. Unless
specilically approved otherwise, the
requiremants of the regulations must be
met prior to the production leaving the
lease. Therefore, when approval has
been granted for the removal of
production frota & Jeass, unit, or
communitized area for the purposes of
treating tha production or accumulaling
production for delivery to a purchaser
prior lo the requirements of the
operationa!l regulations having been mat,
MMS does not believe that any
sllowances should be granied for costs
incurred by a lesaee in theae insiances.

“Gross Procecds"—MMS received &
large number of comments on this
definfticn.

Three Indlen, gue State, and ane
State/Indian assoclation commenter
supported the definition and urged MMS
to retain the entitlement concept despite
pressures to the contrary. A Slats
commenter stated that “MMS hes
correcily resisted lesses efforts to
exclude the royelty owner from sharing
in soma kinds of consideration. such as
severance tax reimbursement and take
ot pay payments.” This commenter
ecommendad ctarilylng the First
sentence by amending It as follows:
“Gross &meeds (for royalty ‘xurpom)
meaans the total monies and the volue of
other consideration paid or given to {an
aofl] and gas lessee, or monies and the
value of other considerations 10 which
such lesses {s entitled, for the
disposition of gas." The commenter
stated that “These additions are
necessary bacauss when ‘consideration’
is not in the form of ‘monies’ it s
necessary to determine its value.”

Many industry commenters cpposed
the definition of “gross 3" s
propossed because they bellaved it is toa
expansive and contrary to the
provisions of the Mineral Lands Leasing
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Act and the OCS Lands Act. Instead,
they proposs the following: “Gross
proceeds ({or royalty payment purposes)
means the conslderation accrued to the
leagee for production removed or sold
from Federal, Indlan Tribal or Indian
allotted leases.” One commenter stated
further that “Such definition is
unambiguous, furthering the MMS'y
desire for certainty in its regulations.
Reimbursement for production-related
costs and take-or-pay payments are
currently being litigated. If it is
evantually determined that rayalty is
owed on such payments such definition
will not have to be modified. On the
other hand, the proposed delinition will
have to be amended if industry is
successful in {ts claima that royalty is
not due on such amounts.” One industry
commenter proposed adopting the
dafinition of “gross proceeds” endorsed
by a majority of the RMAC Gas Panel. It
reads: "* * * all consideration due and
payable to the lessee for the sale of gas
and processed gas products, less any
applicable allowances for
transportation, processing and other
post production expenses.”

Several of the lndu:h'-jy commeniers
disagreed with the entitlement language
contained in the originally proposed
definition. Their concerns are
represented by the following statement
{rom one of the comments: “Proceeds
have long been defined and understood
to mean the conatderation, money or the
monetary equivalent of other
nonmonetary consideration ectually
received by a lessee. The MMS'
sxpantive definition of proceeds,
Including monles to which a lesses is
entitled, makes product valuation
uncertain and subjective. This
uncetiainty and subjectivity arises
because: (1) The meaning of entitlement
is not clearly understood. noris it a
clearly defined legal tarm; (2] lessees do
not know how either they or MMS will,
or should, apply this atandard: and {3)
the required steps which a lesses must
take to secure entitlements to
consideration are unknown. It will put
MMS into the businesa of second
guessing lesaee’s business transactions.
To minimize this second guessing
problem of uncertainty we recommend
the concept of entitlemant be eliminated
from further consideration.” One
industry commenter was concerned that
“a lessee would be requited to pay
royalties on montes tr which it is
entitled, not on what {s received or on
what is settled for as & matter of
compromise.” In order (o add more
certainty to the cancept of
“entitlement,” ona commenter suggested
“a simple statement to the effect tha!
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MMS expects to be indemnified againat
the negative consequences of a lessee
sleeping on its clear cut vncontested
conlract rights should suffice.”

Many industry commenters had the
opinion, as one commenter phraased it,
thal “Federal statutes, regulations, and
leases do not require leasees to pay
royalty on reimbursements received for
post-production services.” Seversl
commenters believed that “the claim for
royalty on production-related coat
reimbursements received by a leasee
pursuant lo the FERC's Order No. 94
sories is patticularly insppropriate”
One commenter stated that “a demand
for royalties on Order No. 94 violates
the royalty clause of the MLA, the
OCSLA, as well as MMS's gwn
regulations implementing these statutes,
for at least two reasons. First, these
reimbursements do not result from the
production of gas but from services
petformed by the producer subsequent
1o production. Second, such
reimbursementz are nol consideration
for production that is sold or removed
and are thus ontside the scope of the
toyalty clause. Consequently, the MMS'
proposal to include production-telated
cos! reimbursements in the definition of
groas proceeds is simply \/rong™
Another industry commenter “strongly
asserts the producer's right to decuct all
post-production costs invalved in
marketing gas. Purther tax
reimbursements shou. . be exempt from
royalty.” Finally, one industry
commenter stated that “all post-
production costs should be shared by
leszor and lessee because such costa
enhance the value of the production for
the benefit of both lessor and lessee.”

Many industry anc a few individua!
commenters responded o the inclusion
of take-or-pey paymenta in the
definilion of “gross proceeds.” The
consensus among these commenters is
that MMS has no lawful reason or
authorization to collect royalties on
take-or-pay payments. One commenter
stated that “the typical take-or-pay
~lause in a contract between the lesses
and the gas purchaser requires the
purchaser to pay for the specified
minimum quantity of gas for each
contract year. Whenever the gay
purchaser takes less than the contract
minimum for a particular year, the
purchaser is required to make a take-or-
pay paymen! 1o the lesses. The purpose
of take-gr-pay payments is to guarantee
the leasee a steady cash-flow, regardless
of the level of actual production, to meet
its operation and maintenance costs.
The payments are not for production;
indeed, they are made in Heu of taking
production. Consequently, to the extent
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the leasee receives take-or-pay
payments thers is no gas production or
sals because the gas remains in the
ground.”

Severa! industry commenters
recommended the increased use of "in-
kind" royalty clauses to resolve good
faith royalty disputes. One indus
commenter atated “indeed, the ‘in-kind'
standard should be considered as the
measure of product ‘value,’ wherea

and the MMS, oc u State
auditor under a delegation of nuthority,
disagree gver whether & contract is
‘arm's . O gveT Tontrach
‘entitlements.’ the gas should be taken
‘in-kind.' by volume al the wellhead.
This means that the royalty owner must
assum2 all subsequent costs of
narketing the gas.”

MNS Response: In the draht final rule,
MMS included a definition which was
only slightly different than the proposal.

n this final rule, MMS has again made a
slight modification, beluw,
The MMS retained the intent of tha

preposed language because gross
proceeds 1o which a lessee i3 “entitled”
moans those prices and/or benefits t¢
which it is legally entitled under the
tertos of the contract. I a lexses fiily to
take proper or timely action lo receive
prices or berefits to which it iz entitled
under the contracl, it must pay royalty
at a value based upra that

obiainable price or beneliy, uniess the
contract is amended or revised. Asis
discussed more fully below, gross
proceeds under arm's-length contracts
are & principal determinant of value,
The MMS cannot adopt that standard
and then not require lessees to pay
royalties in accordance with the express
terms of those contracts. It is MM3's
intent that the definition be expansive o
include all consideration flowing from
the buyer to the seller for the gas,
whether that consideration {3 in the form
of money ot any other form of value.
Lesaecs cannot avoid their royalty
obligctions by keeping & part of their
agreement outside the four comers of
the contract, Moreover, as noted earlier,
many commenters stated that the “total
considerstion™ concept properly
belonged as part of gross proceeds, not

in the definition of arm’s-length cantoact,

Therefore, MMS has purposefully
drafted the gross proceeds dalinition to
be expansive and thus include all types
of consideraticn flowing from the buyer
1o the seller, Toward that end, MMS has
replaced the word “paid” wsed in the
draft final ruls with the term “accruing.”
There may be certain types of
considerations which are not actually
paid by the buyer 10 the seller, but from
which the selter benefits. The term
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“gccruing™ ensures that all such
consideration is considered gross
proceeds.

Costs of production and post-
production costs are lease obligations
which the lesses muat perform at no coat
to the Federal Government or Indian
owner. The services listed in the
delinition are all benefits that a lessee
may receive under the terms of the
contract and are considered part of the
value, for royalty purposes, for the

roduction remaved or sold from the
ease.

Tiis MMS's poaition that take-or-pay
payments are part of the gross proceeds
mguing to a lessee upon which royalty
is due.

The MMS retains the exclusive right
to determine when it will accept “in
kind" production in fulfiliment of &
lezaen’s royalty obligation.

“Lease"—QOne Indian commenter
stated the following: “Inclusion of any
contract profit-sharing arrangement,

joint venture or ather agreement in the
termn lease as opposed to a more
standardized BIA form lease may cause
confusion. Most joint ventures and
profit-sharing arrangements confain
provistons on payment of
expenses and division of revenues.”
bembroe ::wpmm This definition must
to cover any t
that may be issved or approved E; the
United States for either Federal or
Indian jands.

“Leass products"—One industry
commenter stated: “Lease products
definition should be deleted as it
eliminates the important and necessary
distinction between raw gas and
manufactured products. Use of the
phrases ‘gos’ and ‘gas plant products’ is
preferable as It serves to make this
distinction.”

MMS Response: The MMS believes
that this uefinition is appropriate and
currect and docs not e!'minate any
distinction between raw gas and
manufactured products. The definition
of the terms “gas" and “gas plant
products” will be retalned in the
dafinitions paragraph.

“Lesaea™—Seversai industry
representatives and trade groups
commented that the propoved definition
uf "lessee” is too broad. One commenter
stated that ‘;a:.hl drlftnd.;t.lwuuld include
any person who pays toyalties.
notwithstanding the fact that such
payurs may have no contractual
cbligation to the lessor to make royalty
payments. Thus, under the proposed
definition, the voluntary royalty remitter
would become subject to all of the
royalty valuation obligations impozed
on lessees and would consequently.
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becotme directly Bable for any considered in determining like-quality circumstances. The lesses, for its own
infractions of the l—pﬁuuou reporting oL However, tha ) profit and for that of Its lessor, must be
and payment regulations, a result which  characleristics of gas intended to be abla to evaluate potential benefits and
is not sanctioned by existing statutory considersd under this definition are costs ender each circumstance without
law. To be consistent with that law, limited to categories under NGPA and being bound by what the lessor may
industry suggesty that MMS substituls the price regulated or deregulated status  consider “typical® foc the fleld or ares.
for its definition ol “leases™ the one of the gas. Tha MMS does not believe Fuzthermors, the term

which is contained in section 3(7) of the
Fedetal Ol and Gas Royalty
Management Act [FOGRMAJ}, 30 US.C.
1702(7F

“Lessee™ means any perscn g whom the
United States, an indian Tribe. or an Indisn
allottes, isques a Jense. o 20y person who
has been assigned an obligation ko make
nrdt)wolhumnqdndbyﬂn

Mml of these commenters favored
this definition because “the statutory
definitirn includes persons who have
bee;'i:;ed l‘l,?i;:e or who h:n been‘
ass. ang tion to meke royalty
nr other payments required by the lesse.
The gas proposal would mﬁnuy
expand the definition to incl
person who bhas mnmedanoblislﬂon
to make such payments.”

Cue industry commenter
recommended adding the phuu "for
royalty payment purposes” directly after
the word "Lessee™ for the purpose of
clarity. "We do naot believe it is the
intent of that a lexsee be able
1o diveat himpelf of all lease obligations
by scmeone tlse merely aszuming
royalty responsibility.”

regarding

consistency with the definition found In
FOGRMA and, therefore, has replaced
the ward “sssumed” with the word

“assigned.” It should be specifically
noted that the term “assigned.” as oyed
it this Pari, is restricted to the
aisigniment of an ohliglﬁnn to make
royalty or ather payments by
the lezse. It is in no way related to lease

anisnmenu approved through the
MM, BLM or BIA.

“Like-quality lease products”—Some
Indian commenters recommended
deleting any reference to
characteristicy from this tion. Th
feh Ea({ by uslnug:egll ?lhmctcrhtlc:
gas e e-quality gas many
elements wvﬁd used 1o differentiate
gas in such & wanner as to lower gas
values. They were concerned that gas
soid in intrastate commerce would not
be considered as being Like-quality to
gas sold in inierstate commerce. They
felt that such distinction would be
contrary io court rulings. Further, the
Indian commenters felt that gas should
te considered only on its chemical and
physical charactsristics.

MMS Response: The MMS believes
that legal characteristics of gas must be

SQI199 - 00IKDON22-OCT-37-144327)

that mbdngNCPmtocoﬁu of gasor

compating regula! ted gas
is ressonable when ty
gas for royalty Witkout such

distinction, gas that is price regulated at
levels below $1.00 per MME*a might be
used to demonstrate the lccepubﬂity of
a price for gas that should be compared
fo gas selling for prices in excess of
$2.00 per MMBtu under market-sensitive
mhdmddmht&mhduﬂ
price controls, Similar problems could
resnllby hr-lmrquhud;uwﬂh

plqualiﬂuunduthaum
of NGPA. For example, batween January
1. 1088, and [uly 1, 1987, all wella
ander NGPA section 103
under section 103{c). However,
h:gﬂmmdlﬂm!mﬂmgmm
section and a provision that dtrea"uhted
certain section 103 Regarding the
dhﬁmﬁonbetwm’l.:mhumd
intersiate saley, it has not been MMS's
mcﬁmahltinlmdedtobnmdu
thess regulations, to Incorporate
the markat chosen by a lessen in the
definition of like-quality gas {unless
adoptedulnquhmenlbyNGPAin

mﬁ.l;'iﬁ‘"mum-

ter suggested changing
tln definition to "erktubh Condition
means condition table to the
purchaser under its contract”

Onc industry commenter suggested

the words “ond/or transporter™
e word “purchaser™ in the
dnﬁnition.

One industry commenter stated that
phirases suck as “sufficiently free from
impurities” and “z contract typical for
the field or area™ are subjective and

ambiguous. The commentnr stated that
“All references to ‘marketable condition’
should be dropped in the final
regulations. instead, the reguiations
should nﬂe:xl‘éhl distinction between
production and post-production costs
and clearly allow the lessew with an
arm’s-length contract to decduct post-
production costs.”

One industry commenter gtated that
“The definivion of ‘marketable
condition' is problematic because it
s¢ems (o set up a notmative standard
for the condition of & producl. when in
fact products may be sold ina
nrietyotmd!ﬁm We

stould be requlnd to meet a
lpecinc set of processing criteria in all

F4701.FMT..{18.32)..8-06-87

cal’, what was typical 20 years ago
t ceriainly I not typical now: yet
thete is no reference in this definition to
the need for contracts to be fairly
contemporanegus in order to ba
comparable. The definition set forth in
the report of RMAC's Gas Working

xl ia far preferable to the propooed
MMS The MMS believes
that the definition {s clear, concise, and
squitable. The definition is not subject

to manipulation, as one commenter
stated. Furthermore, the suggestion that
a uniform standard be developed for
what ls “marketable” is onreslistic
because the gat markatplace is dynamic.
The definition, as written, allows MMS
the latitads to apply the concept of
“marketable” in a fair and correct
manner, now and in futurs gas markets.
the MMS has not made any
changes to the proposed definition.

The MMS received sevaral comments
that sales to marketing affiliates who
then resell the gas to third persoms
should nat be treated under the mles as
non-amm's-! sales. The MMS has
addressed this issue In the valoauen
rules, discussed below, and is including
a definition of marksting affiliste as an
atﬂllnteofmle‘;:uwhmfmwﬁmu
to acquire Jessee's production
and to market that production.

*Net-back Method™—COrne industry
commenter recommended deleting the
second aentence of the delinition
because the procedure for performing a
net-back calculstion cannot be
adequately sxplained in one sentence.
Angther industry commenter believed
that the reference to net-back method
needs clarification. A net-hack is simply
a means fot reconstructing the value of
18 to the well and hes nothing to do
with valuing the disposition of the gas at
a point remote from the well.

& uently, & net-back ’”3&“" can
another valuation criterion to arrive at
the value at the wall™

One industry comienter stated the
follarving about the delinition: "It is
vague because there is no explanation of
what ‘working back’ means: it is overly
beoad because the first ‘use’ of virtoally
all 7us is downsiream from the lease. In
addition, excluosive reliance on coats,
however ‘costs’ are determined. may
well undarstate the value added to
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production by dawnstream value-
enhancement activities.”

One State commenter stated that “the
definftion is internally inconsisteit
because it declares the net-back
method' to be a method for
‘unprocessed gas’ which is first sold
downstream of, among other things,
‘processing plants.' One of these
refl er;;mn n‘ﬁe ue dehtuil. to preserve
consistency. concept iz vague
because no standard {s provided for
determining what is meant by the
phrase ‘first alternative point which can
be used for value detertnination.”
determined that the

definition
of net-back was toa d-it applied to
any situation whers lease production is

sold at a point remote from the lease.
The MMS's intent is that a pet-back
method be used for valuation primarily
:hm‘ ‘f:;!;l ?‘f the leasa product has
! is necessary ta start
with the sales prices of the changed
product and deduct transportation and
processing costs. An example would be
where gas production from a Federal
lease is used on leasn to generate
electricity which is then sold. If the
value of the gas cannaot be determined
through application of the first three
ben in the regulations {see
§ 208.152{c}). then a net-back method
would Involve with the sale
price of the alectricity and deducting the
costs of generation and transportation,
thus back to a value at the
lease. In the draft final rule, MMS used
the phrase “ultimate proceeds™ to try
and refer to the downstream product.
Many commenters thought the term
would result in MMS doing a net-back
from the furlhest downstream product,
even 1o the point of “Stainmaster
Carpet™ or “model airplanes.” This was
nat MMS's inteat. Therefors, the tesm
“ultimate” has been delsted and a
reference included to starting the net-
back &t the first point at which
reasonable values for any product may
be determined by comparison to other
sajes of such products. Thus, if there are
five different stages of chemical or fiber
products batween raw gas n
and “Stainmaster Carpet,” If the vajue
of the second product can be determined
through com with sales of other
such in the same market, MMS
waould begin the net-back from that
product, not from the t.
“Nat Quipyt™~-Onse try
commenter recommends “substituting
the phrase ‘actoally extracts’ for

5-021999  CO1XUOYA2-OCT-£7-14:43:.00)

addition. The phrase “actually extracts”
could be interpreted as meaning
something different than “is produced.”

*Person"—One indestry commenter
recommended replacing the word “firm™
m:dh “company” in the interest of

ty.
Several industry commenters
mﬂl the opinion that if the
tion is not altered “then inclesion
of joint venture In the definition of
person could be extendad to oil and gas
joint venture operations and further
narrow the definition of an arm.
transaction by clouding the issues of
control and ton. The sale of
bydrocarbons produced through foint
venture operations should not be
to be other than arm’s-length
use the individual parties and not
the ‘joint venture’ are e for
making thelr own sales of their share of
the production. One industry
commenter stated that the solution to
the problem is ‘o delets the term “joint
venturs" from the definition. Another
industry commenter proposed the
Iollowing definition: “Person means any
individual, firmn, corporation,
association, partnership, consartium, ar
joint venture. For purposes of this
definition, association, parinership,
consortium or joint venture shall not
inclade any relationahip or arrangement
resulting from persons entering {nto any
foin} operating agreement, production
sharing agreement, farm-cut or farm-in
agreement, or agreement or
contracts found in the oil 2nd
gas industey for the cooperative
loration of mineral resources.”
Response: The MMS's
modification to the definition of arm's-
length contract to includa the “control”
language should satisfy the problems
fdentified in the comments. Therefore,
MMS will retain the proposed definition
of "person” in the firal role.

“Posted Price"—One industry
commentier stated that the word
“posted” {3 an outdated term which

ould be deleted and that the followirz
underiined language should be added to
the definition. “Posted price means the
price in the field, nat of all deductions.
zs ed in & publizly
a bla * * * price builstin or orice
nolices available cs part of normal
business

commenter also stated thut, “if gas price
bulletins becorre circulated, it
may be that soma may not
pablish a price bulletin as that term is
normally used in the industry, bat will

FEOLEMT..{10.32)..8-08-87

provide and make avaflabls price
quotations or notices to any operator
l(;:;l:} desiring to do business with the

MMS Response: The MMS has
revised the definition in the final mle.
For clarification purposes, the word
*condition” replaces the word “quality”
whic, follows the word “marketable™ in
the “wst sentence. The phrase "net of all
deductions” has been modified to read
*net of all adjustments.” As used in this
definition., the term “adjusiments” refers

gas plan! prodocts for quality
adjaatments. Adjcstnents for location
also may be taken Into actount where
appropriats,

“Processing“—Two industry
commenters recommended “that a
clarifying :kt;tmﬂl.:n bs includu{d to
recognize that a plant may be loczted on
the lessee's Federal/Indian leave. L &

is located on a leass, than any
of the ‘field processes’, as got out in the
definition, may wall be an integral part
of the plant process and consequently
must be comiodnered elﬂ;;nh of
procmsing.” One Industry commenter
suggested that the following sentence be
jnserted between the proposed second
and third sentences: “However, these

will be considered as

if they are included as en

inherent part of the procesa to separate
the produced gas into ges plant products
and residue gas.” Two industry
commenters recommended “The
addition of the word ‘fractionation’ at
the end of the first sentence.
Fractionation is a plant process and an
allowance should be granted as is
currenily allowed by MMS.»

One Federal agency commenter stated
that 