UNITED STATES DEPARTMENT OF THE INTERIOR
MINERALS MANAGEMENT SERVICE

NTL No. 2010-N03 Effective Date: March 25, 2010
Expiration Date: March 25, 2015

NOTICE TO LESSEES AND OPERATORS OF FEDERAL OIL AND GAS LEASES
IN THE OUTER CONTINENTAL SHELF

Guidelines for Royalty Relief Under 30 CFR Part 203

This Notice to Lessees and Operators (NTL) provides guidelines that apply to the revised
regulations for pre-production or expansion project royalty relief which we published in the
Federal Register on November 18, 2008 (73 FR 69490) and supersedes NTL 2002-N02. Due to
the new regulations, Appendix | which pertains to the existing royalty relief application and
evaluation procedure used for certain deepwater leases in the Gulf of Mexico, now applies to
leases offshore Alaska as well.

Under 30 CFR Part 203, certain lessees may apply to MMS for a suspension of royalty payments
or a reduced royalty rate by submitting a complete application. We describe the specific data
elements, parameters, reports and computer model or spreadsheets required in a complete
application in two separate Appendices to this NTL. They also explain the procedures we will
follow for evaluating applications and implementing royalty relief. These appendices are:

Appendix I: GUIDELINES FOR THE APPLICATION, REVIEW, APPROVAL, AND
ADMINISTRATION OF THE ROYALTY RELIEF FOR DEVELOPMENT AND
EXPANSION PROJECTS, September 2009 and

Appendix IlI: GUIDELINES FOR THE APPLICATION, REVIEW, APPROVAL, AND
ADMINISTRATION OF ROYALTY RELIEF FOR END-OF-LIFE LEASES, September
2009.

These Appendices originally helped implement the section of the Deep Water Royalty Relief Act
that applied to certain leases issued before 1996. Subsequent amendments to the regulations use
this original application and evaluation process for other lease groups as well. The basic process
described in these original guidelines remains the same, even if they may not always reflect this
expanded program focus.

You should carefully review a copy of the appropriate guidelines if you intend to request royalty
relief. They will help you structure your application to expedite our evaluation.

You can download the guidelines from the MMS website. They, along with the computer model
or spreadsheet that you will need to prepare an application, are available at
http://www.mms.gov/econ/econROYDW.htm under the subheadings for Case-by-Case Relief
and RSVP for an application for royalty relief in deepwater or offshore Alaska or at
http://www.mms.gov/ntls/ for an End-of-Life application.




If you have any questions on this NTL, you may contact Marshall Rose (703) 787-1538.

Paperwork Reduction Act of 1995 Statement: This NTL and its guidelines provide
clarification, description, or interpretation of requirements contained in 30 CFR Part 203. The
Office of Management and Budget has approved the collection of information required by these
regulations and assigned OMB Control Number 1010-0071. This NTL and its guidelines do not
impose additional information collection requirements that would be subject to the Paperwork
Reduction Act of 1995.

Dated: M ﬁ W

Chris Oynes
MAR 25 00 Associate Director for
Offshore Energy and Minerals Management
Attachments:
Appendix T

Appendix 1T
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Recovery of Costs

According to Federal policy and statute, we charge you a fee for applying for royalty
suspension volumes to recover our cost of processing your applications. The
Administrative Procedures Act (31 U.S.C. 9701) and Office of Management and Budget
Circular A-25 require that we recover our costs when we provide services that confer
special benefits or privileges to identifiable non-Federal recipients. Processing of
applications for royalty relief clearly falls within this mandate.

Furthermore, our collection of such fees is specifically authorized by the Omnibus
Appropriations Bill (PL. 104-134, 110 Stat. 13221, April 26, 1996). The statute provides:
"That beginning in fiscal year 1996 and thereafter, fees for the royalty rate relief
applications shall be established (and revised as needed) in Notices to Lessees, ....for the
costs of administering the royalty rate relief authorized by 43 U.S.C. 1337 (a) (3)."

We may issue a notice to lessees and operators (NTL), updating NTL 98-5N, to provide
more detailed information on the royalty relief application fees and when and how you
must make payments. We will revise the NTL periodically to reflect our cost experience
and to provide other information necessary for the administration of this program.
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ROY is the net royalty that you have paid under the existing royalty arrangement, after
determining royalty due and deducting any transportation and processing allowances
(TPA) that you are permitted under regulations at 30 CFR 206 and recent precedents.

NR is your net revenues as defined by: NR = GVP- AC - TPC, where

Gross Value of Products (GVP) is gross proceeds all lease owners receive under arm’s-
length contracts for sale of production in marketable condition. Our Oil and Gas Payor
Handbook, Volume III, Product Valuation gives details on how to compute this GVP as
well as TPA.

In cases where a unit operator serves as the applicant on behalf of multiple payors, he must
illustrate how he calculated GVP, ROY, and TPA on his part of sales. Integral to that
illustration is a careful explanation of the basis for determining the amounts authorized by
regulation at 30 CFR 206 and recent precedents. We will compare those amounts
attributed to other payors on thé lease from operator’s calculation with what they actually
reported to MMS. Where we find material discrepancies, we will request documented
calculations from those payors.

Allowable Costs (AC) is a variable representing the sum of your expenses during the
qualification months that are necessary for the continued operation of your lease. We
follow the cost accounting structure prescribed for Net Profit Share Leases in 30 CFR
220.011 - 220.015 because it describes actual expenditures that benefit the on-going
operation of your lease. Attachment | summarizes costs we consider allowable for end-of-
life royalty relief qualification.

Generally, you may include expenses for operating and maintaining the existing wells and
facilities on your lease and costs for replacement or side track wells completed in the same
producing reservoir because these expenses are necessary for full recovery of the
resources. With the exception of certain rentals described in Attachment 1, you may not
include charges for recovering the capital cost of equipment or reserves (i.e., amortization,
depreciation, depletion) because they are development costs not consistent with an end of
life circumstance.

If you expend funds to place production in salable condition to obtain the GVP used for
royalty calculation, you may include expenses for the requisite treatment activities
(separation, dehydration, stabilization, etc.) that take place prior to the sales point. If these
activities are carried out under an arm’s-length contract with a nonaffiliated plant,
allowable expenses equal the fees you pay for the treatment activities. Otherwise, we only
allow fees in the amount that you can show reflect the actual costs incurred by the affiliated
plant in treating your production. We follow the definition of affiliation (10 percent or
more ownership) used in 30 CFR 206.101. Gas plant processing costs for activities
designed to remove elements or compounds (hydrocarbon and nonhydrocarbon) from gas,



including absorption, adsorption, or refrigeration should be included in the transportation
and processing allowance category described below.

You may also include reasonable portions of joint costs which rightfully should be
allocated to this lease. Joint costs mean any of the cost items listed in Attachment 1 that
benefit this lease and one or more other operations or leases. For instance, costs associated
with producing reservoirs or part of reservoirs in State waters from a facility on a Federal
lease are generally not allowable costs for Federal royalty relief purposes. However, if the
State/Federal parts of the field are unitized, then we may allow the portion of unitized costs
allocated to production from the Federal part of the lease. Because some joint costs may
be difficult to allocate, we also allow you to assign a 5 percent overhead amount to certain

cost items.

As the rule states, we may, in our review and evaluation of your application, disallow
certain costs when we consider them to be unnecessary for the ongoing operation of
your lease.

Transportation and Processing Costs (TPC) is a variable representing the sum of your
reasonable, actual costs for transportation and processing associated with the oil and gas
produced from your lease. TPC is based on the transportation and processing allowance
(TPA) you are permitted under the regulations at 30 CFR 206 and recent precedents. You
should illustrate and explain how you determined the TPA shown on the Report of Sales
and Royalty Remittance (Form MMS-2014) you submitted during the qualifying period. -

The TPA represents the part of your total 7PC incurred to handle the lessor (royalty) share
of the total product. Your 7PC should never exceed your TPA divided by your royalty
rate.

An example helps clarify the calculation for relief qualification.

Suppose GVP = 100, AC = 54, TPA = 2, and the effective royalty rate in the
qualifying months is 1/3. ’

Then, TPC=12/(1/3) = 6; '
ROY = (1/3) * (100 - 6) or = ((1/3) * 100] - 2 = 31.33; and
RS = [31.33/(100 - 54 - 6)] *100 percent = 78.3 percent

If your actual TPC is less than the amount calculated in this way, you should use the actual
amount of your costs, with one exception. The exception is that in cases where you have
approval of the MMS Royalty Management Program to report a tariff approved by the
Federal Energy Regulatory Commission (FERC) in lieu of actual transportation costs, you
may claim the part of the tariff associated with the royalty portion of production as the
transportation allowance. However, for the remaining non-royalty portion of production,
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you must count only the reasonable actual costs, as opposed to any imputed costs or tariffs,
incurred in transportation of the non-royalty portion of your production.

Processing costs can be claimed only for gas plant products, as defined in the regulations.
The processing costs approved by the MMS Royalty Management Program can be claimed
as part of the actual costs associated with the royalty portion of gas plant production. For
the remaining non-royalty portion of the gas plant products, you must count only the actual
costs, as opposed to any imputed costs, incurred in the processing of these products.

D. Form of Relief

Upon qualification, we will reduce the royalty rate to a fixed royalty relief rate of half of the
lease’s effective royalty rate, where the effective royalty rate represents the average royalty
rate applied to the gross production volume during the 12 months included in the qualifying
period. You may still claim the 7PA credit against royalties owed after we grant relief.

If we have given relief to this lease before, the original lease rate may not be the same as the
effective royalty rate. The following example illustrates how to find your effective royalty rate
when more than one fixed rate has applied during the qualifying period.

Suppose that for 4 months production totals 500 (that is, averages 125/month) and one
royalty rate (1/6) applies, and for the other 8 months production totals 2,000 while another

royalty rate (1/3) applies.

The production-weighted average royalty rate over the qualifying period or the effective
royalty rate is {[(500 * (1/6)) + (2,000 * (1/3)))/(500 + 2,000)} * 100 percent = 30
percent, so the royalty relief rate would be 15 percent.

If you operated under a net revenue share royalty system, you must derive an effective royalty
rate for each month by dividing royalties owed by well-head value (GVP - TPC). The
following example illustrates how to find your effective royalty rate for one month when your
royalty was determined by a net revenue or net profit share system.

Suppose your monthly royalty obligation is 50 percent of GVP (of say 3,000) less TPC (of
say 700) and less an allowable operating cost (of say 920).

Your effective royalty rate for the month is {{(0.5 * (3,000 - 700 - 920)))/(3,000 - 700} *
100 percent = 30 percent ‘

The calculation must be repeated for each of the 12 qualifying months and the result for
each month weighted by the production volume in the same month. If the production-
weighted average of your effective royalty rates in all 12 qualifying months worked out to
be 30 percent, your royalty relief rate would again be 15 percent.



The royalty relief rate will apply to production up to the royalty relief volume. 1t is equal to
the monthly average number of barrels of oil equivalent produced over the 12 months in the
qualification period. For natural gas production, 5,620 cubic feet of gas is equivalent to one
barrel of oil.

With the production numbers from the above example, the royalty relief volume would be
(500 + 2,000)/12 = 208.3.

Any monthly volume of production above and up to 2 times the royalty relief volume will bear
royalties at 1.5 times the effective royalty rate. Production above 2 times the relief volume
amount pays the effective royalty rate. The following illustration continues the example.

Suppose production reaches 300 in a month after relief is granted.

You would owe royalties on the first 208.3 at a 15 percent rate, while you would owe
royalties on the remaining 91.7 at a 45 percent rate (1.5 * 30 percent).

You should compute an average royalty rate each month, which serves as the rate for
calculating actual royalties due. You find it by taking the production-weighted average of the
rate associated with production up to the relief volume (equal to % the effective royalty rate),
and the rate associated with additional production (equal to 1.5 times the effective royalty rate
for up to double the royality relief volume and the effective royalty rate for any greater
volume). The following illustration completes the example.

The average royalty rate for a month with production of 300 is {[(208.3 * 0.15) + v(91 ¥
0.45)}/300} * 100 percent = 24.17 percent.

If production climbs to 420, the average royalty rate is {{(208.3 * 0.15) + (208.3 * 0.45)
+ (3.4 *0.3)]} * 100 percent = 30 percent. In effect, the average relief royalty rate
gradually increases (as monthly production) rises to a cap at the pre-relief effective royalty
rate.

E. Suspension of Relief

You owe royalties at the effective royalty rate on all production during any month in which
sweet crude oil and natural gas prices increase by more than 25 percent. You should calculate
the increase as the difference between the current weighted 12 calendar-month rolling average
of NYMEX (New York Mercantile Exchange) and the weighted 12 calendar-month average of
NYMEX prices during your qualification months. The weighting factors for oil and gas are the
percentages of your total production provided by each product during the 12 qualifying
months. In these cases, the effective royalty rate will apply to all your production.
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Suppose you produced an average of 3,500 bbls of oil and 2,810 mcf of gas (with 1.1 MMbtu
per mef) per month during your 12 qualifying months. Converting gas to BOE using a factor
of 5,620 scf/bbl, your production weighting factors are {3,500/[(3,500 + (2,810/5.62)]3 *

100 percent = 87.5 percent oil and 12.5 percent gas.

Suppose over your 12 qualifying months average NYMEX oil prices were $12/bbl and
average NYMEX gas prices were $2 per million Btu. Your base price level is ($12 * 0.875)
+[(2* 1.1) * 0.125] = $10.775/BOE. If average NYMEX prices weighted by these factors
exceed ($10.775 * 1.25) = $13.47/BOE, you would owe royalties at your pre-relief or
effective rate. This happens if the average NYMEX oil price rises to $15/bbi and the average
NYMEX gas price rises to $2.50/MMBtu over the same 12 month period. It also would
happen if the average NYMEX oil price rose to $15.08/bbl and gas prices remained at
$2/MMBtu.

F. Termination of Relief

End-of-Life royalty relief ends in any of three situations.

1.

At any time you may renounce, by written notification to the MMS Regional Director for
your area, the royalty relief granted under these guidelines. After we acknowledge the
change, you will owe royalties at the pre-relief or effective rate as of the next full month
when royalties are due.

Relief ends when your average royalty rate equals the effective rate for 12 consecutive
months. This would happen if prices remain more than 25 percent above their average
level in your qualifying months or if your production is double or more the relief volume
for 12 consecutive months. '

We reserve the right in individual cases to specify activities that will end relief because
they are not compatible with an end-of-life circumstance. If we choose to reserve this right
in your individual case, we will notify you in our letter approving your end-of-life relief
what activities are incompatible with continuation of relief and when relief would

- terminate. Also, we will indicate the terms to which your royalty obligation will revert in

the event such activities occur.

G. Withdrawal of Relief

If we find that you provided false or intentionally inaccurate information that was material to
our granting you relief, you must pay full royalties and late payment interest determined under
30 U.S.C. 1721 on all production on which you used the royalty relief. You may also be
subject to penalties under other provisions of law.





