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losses that are claimed to have taken 
place either before or after the ap-
proved point of royalty settlement.

§ 206.120 How are operating allow-
ances determined? 

MMS may use an operating allow-
ance for the purpose of computing pay-
ment obligations when specified in the 
notice of sale and the lease. MMS will 
specify the allowance amount or for-
mula in the notice of sale and in the 
lease agreement.

§ 206.121 Is there any grace period for 
reporting and paying royalties after 
this subpart becomes effective? 

You may adjust royalties reported 
and paid for the three production 
months beginning June 1, 2000, without 
liability for late payment interest. 
This section applies only if the adjust-
ment results from systems changes 
needed to comply with new require-
ments imposed under this subpart that 
were not requirements under the prede-
cessor rule.

Subpart D—Federal Gas

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

§ 206.150 Purpose and scope. 

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

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

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

(d) The regulations in this subpart 
are intended to ensure that the admin-
istration of oil and gas leases is dis-
charged in accordance with the re-

quirements of the governing mineral 
leasing laws and lease terms. 

[61 FR 5464, Feb. 12, 1996]

§ 206.151 Definitions. 

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

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

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

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

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

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

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

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

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

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

Compression means the process of 
raising the pressure of gas. 

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

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

Field means a geographic region situ-
ated over one or more subsurface oil 
and gas reservoirs encompassing at 
least the outermost boundaries of all 
oil and gas accumulations known to be 
within those reservoirs vertically pro-
jected to the land surface. Onshore 
fields are usually given names and 
their official boundaries are often des-
ignated by oil and gas regulatory agen-
cies in the respective States in which 
the fields are located. Outer Conti-
nental Shelf (OCS) fields are named 
and their boundaries are designated by 
MMS. 

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

Gas plant products means separate 
marketable elements, compounds, or 
mixtures, whether in liquid, gaseous, 

or solid form, resulting from processing 
gas, excluding residue gas. 

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

Gross proceeds (for royalty payment 
purposes) means the total monies and 
other consideration accruing to an oil 
and gas lessee for the disposition of the 
gas, residue gas, and gas plant products 
produced. Gross proceeds includes, but 
is not limited to, payments to the les-
see for certain services such as dehy-
dration, measurement, and/or gath-
ering to the extent that the lessee is 
obligated to perform them at no cost to 
the Federal Government. Tax reim-
bursements are part of the gross pro-
ceeds accruing to a lessee even though 
the Federal royalty interest may be ex-
empt from taxation. Monies and other 
consideration, including the forms of 
consideration identified in this para-
graph, to which a lessee is contrac-
tually or legally entitled but which it 
does not seek to collect through rea-
sonable efforts are also part of gross 
proceeds. 

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

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

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

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

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

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

Net-back method (or work-back meth-
od) means a method for calculating 
market value of gas at the lease. Under 
this method, costs of transportation, 
processing, or manufacturing are de-
ducted from the proceeds received for 
the gas, residue gas or gas plant prod-
ucts, and any extracted, processed, or 
manufactured products, or from the 
value of the gas, residue gas or gas 
plant products, and any extracted, 
processed, or manufactured products, 
at the first point at which reasonable 
values for any such products may be 
determined by a sale pursuant to an 
arm’s-length contract or comparison to 
other sales of such products, to ascer-
tain value at the lease. 

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

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

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

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

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

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

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

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

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

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

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

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

[53 FR 1272, Jan. 15, 1988, as amended at 53 
FR 45084, Nov. 8, 1988; 61 FR 5464, Feb. 12, 
1996; 64 FR 43288, Aug. 10, 1999]

§ 206.152 Valuation standards—un-
processed gas. 

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

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

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

gas attributable to the processing of 
the lessee’s gas. 

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

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

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

(2) Notwithstanding the provisions of 
paragraph (b)(1) of this section, the 
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