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of all liquid products (excluding waste
products with no value).

(2) You may not claim an allowance
for the costs of transporting lease pro-
duction that is not royalty-bearing.

(3) You may propose to MMS a cost
allocation method on the basis of the
values of the products transported.
MMS will approve the method unless it
is not consistent with the purposes of
the regulations in this subpart.

(c) If your arm’s-length transpor-
tation contract includes both gaseous
and liquid products, and the transpor-
tation costs attributable to each prod-
uct cannot be determined from the con-
tract, then you must propose an alloca-
tion procedure to MMS.

(1) You may use your proposed proce-
dure to calculate a transportation al-
lowance until MMS accepts or rejects
your cost allocation. If MMS rejects
your cost allocation, you must amend
your Form MMS–2014 for the months
that you used the rejected method and
pay any additional royalty and interest
due.

(2) You must submit your initial pro-
posal, including all available data,
within 3 months after first claiming
the allocated deductions on Form
MMS–2014.

(d) If your payments for transpor-
tation under an arm’s-length contract
are not on a dollar-per-unit basis, you
must convert whatever consideration is
paid to a dollar-value equivalent.

(e) If your arm’s-length sales con-
tract includes a provision reducing the
contract price by a transportation fac-
tor, do not separately report the trans-
portation factor as a transportation al-
lowance on Form MMS–2014.

(1) You may use the transportation
factor in determining your gross pro-
ceeds for the sale of the product.

(2) You must obtain MMS approval
before claiming a transportation factor
in excess of 50 percent of the base price
of the product.

§ 206.111 How do I determine a trans-
portation allowance under a non-
arm’s-length transportation ar-
rangement?

(a) If you or your affiliate have a
non-arm’s-length transportation con-
tract or no contract, including those
situations where you or your affiliate

perform your own transportation serv-
ices, calculate your transportation al-
lowance based on your or your affili-
ate’s reasonable, actual transportation
costs using the procedures provided in
this section.

(b) Base your transportation allow-
ance for non-arm’s-length or no-con-
tract situations on your or your affili-
ate’s actual costs for transportation
during the reporting period, including:

(1) Operating and maintenance ex-
penses under paragraphs (d) and (e) of
this section;

(2) Overhead under paragraph (f) of
this section;

(3) Depreciation under paragraphs (g)
and (h) of this section;

(4) A return on undepreciated capital
investment under paragraph (i) of this
section; and

(5) Once the transportation system
has been depreciated below ten percent
of total capital investment, a return on
ten percent of total capital investment
under paragraph (j) of this section.

(c) Allowable capital costs are gen-
erally those for depreciable fixed assets
(including costs of delivery and instal-
lation of capital equipment) which are
an integral part of the transportation
system.

(d) Allowable operating expenses in-
clude:

(i) Operations supervision and engi-
neering;

(ii) Operations labor;
(iii) Fuel;
(iv) Utilities;
(v) Materials;
(vi) Ad valorem property taxes;
(vii) Rent;
(viii) Supplies; and
(ix) Any other directly allocable and

attributable operating expense which
you can document.

(e) Allowable maintenance expenses
include:

(i) Maintenance of the transportation
system;

(ii) Maintenance of equipment;
(iii) Maintenance labor; and
(iv) Other directly allocable and at-

tributable maintenance expenses which
you can document.

(f) Overhead directly attributable and
allocable to the operation and mainte-
nance of the transportation system is
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an allowable expense. State and Fed-
eral income taxes and severance taxes
and other fees, including royalties, are
not allowable expenses.

(g) To compute depreciation, you
may elect to use either a straight-line
depreciation method based on the life
of equipment or on the life of the re-
serves which the transportation system
services, or a unit-of-production meth-
od. After you make an election, you
may not change methods without MMS
approval. You may not depreciate
equipment below a reasonable salvage
value.

(h) This paragraph describes the basis
for your depreciation schedule.

(1) If you or your affiliate own a
transportation system on June 1, 2000,
you must base your depreciation sched-
ule used in calculating actual transpor-
tation costs for production after June
1, 2000, on your total capital invest-
ment in the system (including your
original purchase price or construction
cost and subsequent reinvestment).

(2) If you or your affiliate purchased
the transportation system at arm’s
length before June 1, 2000, you must in-
corporate depreciation on the schedule
based on your purchase price (and sub-
sequent reinvestment) into your trans-
portation allowance calculations for
production after June 1, 2000, beginning
at the point on the depreciation sched-
ule corresponding to that date. You
must prorate your depreciation for cal-
endar year 2000 by claiming part-year
depreciation for the period from June
1, 2000 until December 31, 2000. You
may not adjust your transportation
costs for production before June 1, 2000,
using the depreciation schedule based
on your purchase price.

(3) If you are the original owner of
the transportation system on June 1,
2000, or if you purchased your transpor-
tation system before March 1, 1988, you
must continue to use your existing de-
preciation schedule in calculating ac-
tual transportation costs for produc-
tion in periods after June 1, 2000.

(4) If you or your affiliate purchase a
transportation system at arm’s length
from the original owner after June 1,
2000, you must base your depreciation
schedule used in calculating actual
transportation costs on your total cap-
ital investment in the system (includ-

ing your original purchase price and
subsequent reinvestment). You must
prorate your depreciation for the year
in which you or your affiliate pur-
chased the system to reflect the por-
tion of that year for which you or your
affiliate own the system.

(5) If you or your affiliate purchase a
transportation system at arm’s length
after June 1, 2000, from anyone other
than the original owner, you must as-
sume the depreciation schedule of the
person who owned the system on June
1, 2000.

(i)(1) To calculate a return on
undepreciated capital investment, mul-
tiply the remaining undepreciated cap-
ital balance as of the beginning of the
period for which you are calculating
the transportation allowance by the
rate of return provided in paragraph
(i)(2) of this section.

(2) The rate of return is the indus-
trial bond yield index for Standard and
Poor’s BBB rating. Use the monthly
average rate published in ‘‘Standard
and Poor’s Bond Guide’’ for the first
month of the reporting period for
which the allowance applies. Calculate
the rate at the beginning of each subse-
quent transportation allowance report-
ing period.

(j)(1) After a transportation system
has been depreciated at or below a
value equal to ten percent of your total
capital investment, you may continue
to include in the allowance calculation
a cost equal to ten percent of your
total capital investment in the trans-
portation system multiplied by a rate
of return under paragraph (i)(2) of this
section.

(2) You may apply this paragraph to
a transportation system that before
June 1, 2000, was depreciated at or
below a value equal to ten percent of
your total capital investment.

(k) Calculate the deduction for trans-
portation costs based on your or your
affiliate’s cost of transporting each
product through each individual trans-
portation system. Where more than
one liquid product is transported, allo-
cate costs consistently and equitably
to each of the liquid products trans-
ported. Your allocation must use the
same proportion as the ratio of the vol-
ume of each liquid product (excluding
waste products with no value) to the
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volume of all liquid products (exclud-
ing waste products with no value).

(1) You may not take an allowance
for transporting lease production that
is not royalty-bearing.

(2) You may propose to MMS a cost
allocation method on the basis of the
values of the products transported.
MMS will approve the method if it is
consistent with the purposes of the reg-
ulations in this subpart.

(l)(1) Where you transport both gas-
eous and liquid products through the
same transportation system, you must
propose a cost allocation procedure to
MMS.

(2) You may use your proposed proce-
dure to calculate a transportation al-
lowance until MMS accepts or rejects
your cost allocation. If MMS rejects
your cost allocation, you must amend
your Form MMS–2014 for the months
that you used the rejected method and
pay any additional royalty and interest
due.

(3) You must submit your initial pro-
posal, including all available data,
within 3 months after first claiming
the allocated deductions on Form
MMS–2014.

§ 206.112 What adjustments and trans-
portation allowances apply when I
value oil using index pricing?

When you use index pricing to cal-
culate the value of production under
§ 206.103, you must adjust the index
price for location and quality differen-
tials and you may adjust it for certain
transportation costs, as specified in
this section.

(a) If you dispose of your production
under one or more arm’s-length ex-
change agreements, then each of the
conditions in this paragraph applies.

(1) You must adjust the index price
for location/quality differentials. You
must determine those differentials
from each of your arm’s-length ex-
change agreements applicable to the
exchanged oil.

(i) Therefore, for example, if you ex-
change 100 barrels of production from a
given lease under two separate arm’s-
length exchange agreements for 60 bar-
rels and 40 barrels respectively, sepa-
rately determine the location/quality
differential under each of those ex-
change agreements, and apply each dif-

ferential to the corresponding index
price.

(ii) As another example, if you
produce 100 barrels and exchange that
100 barrels three successive times
under arm’s-length agreements to ob-
tain oil at a final destination, total the
three adjustments from those ex-
changes to determine the adjustment
under this subparagraph. (If one of the
three exchanges was not at arm’s
length, you must request MMS ap-
proval under paragraph (b) of this sec-
tion for the location/quality adjust-
ment for that exchange to determine
the total location/quality adjustment
for the three exchanges.) You also
could have a combination of these ex-
amples.

(2) You may adjust the index price
for actual transportation costs, deter-
mined under § 206.110 or § 206.111:

(i) From the lease to the first point
where you give your oil in exchange;
and

(ii) From any intermediate point
where you receive oil in exchange to
another intermediate point where you
give the oil in exchange again; and

(iii) From the point where you re-
ceive oil in exchange and transport it
without further exchange to a market
center, or to a refinery that is not at a
market center.

(b) For non-arm’s-length exchange
agreements, you must request approval
from MMS for any location/quality ad-
justment.

(c) If you transport lease production
directly to a market center or to an al-
ternate disposal point (for example,
your refinery), you may adjust the
index price for your actual transpor-
tation costs, determined under § 206.110
or § 206.111.

(d) If you adjust for location/quality
or transportation costs under para-
graphs (a), (b), or (c) of this section,
also adjust the index price for quality
based on premia or penalties deter-
mined by pipeline quality bank speci-
fications at intermediate commingling
points or at the market center. Make
this adjustment only if and to the ex-
tent that such adjustments were not
already included in the location/qual-
ity differentials determined from your
arm’s-length exchange agreements.
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