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Responding to the Oil Price Crisis: An Overview of Onshore and Offshore Federal Royalty Relief
Many upstream exploration and production companies (referred to as E&P Companies in this article) with producing oil and gas leases on federal lands or waters have requested, or considered requesting, royalty relief from the federal government in response to the current oil price crisis. As E&P Companies operating both onshore and offshore continue to grapple with the uncertainty facing the industry, they are seeking to strategically reposition their cost base, and royalty relief represents a potentially material, immediate opportunity to achieve this objective. Below we analyze the legal frameworks for royalty relief on federal onshore lands and offshore waters, including a discussion of possible avenues to consider as well as the significant challenges facing both the federal onshore and offshore royalty relief programs.
Setting the Stage
E&P Companies pay the federal government royalties for the right to extract oil and gas from federal lands and waters. The royalty rate on federal onshore lands has remained unchanged since the passage of the Mineral Leasing Act of 1920 (or MLA) at 12.5%, while offshore federal royalty rates have ranged from 12.5% to 18.75% under the Outer Continental Shelf Lands Act (or OCSLA). From an E&P Company’s point of view, the federal royalty rate is a powerful economic driver, as the royalty rate directly impacts a company’s net entitlement share of oil and gas production. Even a modest reduction in the royalty rate can result in a significant improvement in well economics and in turn, profitability. 
E&P Companies began calling for the Department of Interior (or DOI) to grant royalty relief in early spring of 2020. These calls grew louder as the extent of the global oil price crisis became clear. As Covid-19 roiled financial markets in March 2020, the devastating combination of a sudden drop-off in global oil demand on an already over-supplied oil market and a pre-emptive oil price war between Russia and Saudi Arabia left the industry reeling. E&P Companies responded proactively to the market turmoil. They reinforced their balance sheets and short-term solvency needs, drew down credit lines and revolvers, reduced capital spending, operating expenses and overhead, and cut dividends. Despite these meaningful and well-intended measures, many E&P Companies remain financially vulnerable. As of September 30, 40 E&P Companies have filed for bankruptcy protection in 2020, with aggregate debts exceeding $53 billion dollars. 
Even with the significant challenges facing E&P companies, the DOI has for the time being foreclosed automatic, “blanket” royalty relief; therefore, this article will focus only on royalty relief by application on federal lands and waters. 
Federal Onshore Royalty Relief
The Bureau of Land Management (or BLM) governs, in part, federal onshore oil and gas leasing, managing approximately 700 million acres of onshore subsurface mineral rights. 94% of onshore oil and gas production on federal lands is concentrated in just five states: Colorado, New Mexico, North Dakota, Utah, and Wyoming. 
The MLA grants the BLM authority to offer royalty relief upon a showing that such a reduction “is necessary to promote development of the lease.” 30 U.S.C. § 209. Moreover, administrative regulations of the BLM allow the Secretary of the Interior to “waive, suspend or reduce the rental or minimum royalty or reduce the royalty on an entire leasehold” to “encourage the greatest ultimate recovery of oil or gas and in the interest of conservation.” 43 C.F.R. § 3103.4-1. In response to the significant price depression for oil and gas, in April 2020, the BLM issued guidance explaining how applicants could apply for a one-year term of royalty relief on federal onshore lands. First, applicants must demonstrate their leases are uneconomic at the current royalty rate. Second, applicants must demonstrate that a reduction in the royalty rate would make their leases economic. While the interim guidance did not specify the amount of the anticipated royalty rate reduction, the BLM included an illustrative example under which the applicant’s royalty rate decreased from 12.5% to 0.5%, creating the impression that the BLM would entertain significant reductions. Later, in June 2020, the BLM temporarily removed the second requirement from its April 2020 guidance, thereby requiring that applicants demonstrate only that their leases are uneconomic at the current rate. 
The response was immediate and overwhelming. Over 100 E&P Companies took advantage of the opportunity to apply. Through September 2020, the BLM granted relief on 557 leases in Wyoming, Utah, North Dakota, Colorado, and Montana, collectively, covering approximately 483,000 acres. For successful applicants, the royalty rate now stands in many cases at less than 1%, representing a 90% reduction. Shown below is a state-by-state comparison of onshore royalty relief granted by the BLM under this program as of September 18, 2020.
	State
	Instances of Royalty Relief 
	Affected Acres

	Wyoming 
	406
	336,914.210

	Utah 
	87
	104,066.45

	North Dakota 
	55
	35,283.380

	Montana 
	4
	2,486.960

	Colorado 
	5
	4,377.52

	TOTAL 
	557
	483,128.52


Despite the overwhelming response, the future of the program remains unclear as the BLM removed the above-referenced guidance from its website in June 2020. Consequently, applicants currently applying for royalty relief must demonstrate both that their leases are uneconomic at the current royalty rate and that a reduction in the royalty rate would make their leases economic.
The efficacy of the program is also currently being scrutinized by the United States Government Accountability Office (or GAO). Last month, the GAO reported inconsistencies in the manner in which the BLM field offices evaluated royalty relief applications, noting that many offices had no recent experience processing applications, and in some cases had not processed a royalty relief application in over 25 years. BLM officials contend that the variation in approval rates reflects the geologic and economic conditions faced by E&P Companies in different states. For example, heavier oil in Utah and Wyoming costs more to produce, meaning that E&P Companies can more readily make a convincing case for royalty relief in those states. In contrast, in states like New Mexico, where oil and gas requires less processing, the case for royalty relief may be viewed as less compelling. 
The divergent approaches among the BLM field offices calls into question the long-term effectiveness of the BLM’s royalty relief program. Until the BLM clarifies the status and application requirements under the current onshore royalty relief program, it is unclear whether a meaningful royalty relief program for E&P Companies exists on federal onshore lands. 
Federal Offshore Royalty Relief 
OCSLA governs federal offshore leasing. 43 U.S.C. § 1331-1356. OCSLA authorizes the Secretary of the Interior to issue and administer oil and gas leases, and to collect revenues from E&P Companies’ exploration, development, and production on federal waters, which extend from the states’ offshore boundaries to 200 nautical miles from the shoreline. Within the DOI, the Bureau of Ocean Energy Management (or BOEM) and the Bureau of Safety and Environmental Enforcement (or BSEE), have jurisdiction over 1.76 billion acres on the Outer Continental Shelf, where they manage 8,300 active oil and gas leases.
Oil and gas leases on the Outer Continental Shelf are generally granted under competitive bidding. 43 U.S.C. § 1337(a)(1). OCSLA authorizes the Secretary of Interior to establish a royalty rate when it leases acreage in federal waters for oil and gas development. 43 U.S.C. § 1337. Under the royalty scheme, E&P Companies acquire the right to explore, develop, and produce oil and gas in exchange for agreeing to pay royalties to the federal government, calculated as a percentage of the amount or value of production saved, removed, or sold from the lease. Id.; 43 U.S.C. § 1337(b)(3). 
Notably, BOEM has the authority to grant “automatic” or “programmatic” royalty relief as part of newly issued leases under OCSLA, as amended by the Outer Continental Shelf Deep Water Royalty Relief Act and Energy Policy Act of 2005. For example, the Minerals Management Service, the predecessor agency to BOEM, issued numerous leases from 1996 to 2000 that included automatic relief for initial production up to the first 87.5 million barrels of oil produced on each deepwater lease located in water depths greater than 800 meters. 
In addition to automatic relief, BSEE may grant “discretionary” royalty relief to individual applicants on a lease-by-lease and well-by-well basis, similar to the BLM’s authority under the federal onshore royalty relief program. While BSEE issued regulations and guidance in the mid-1990s which ostensibly allow royalty relief under a multitude of scenarios, the qualifying criteria are extremely narrow, thereby effectively foreclosing E&P Companies’ access to meaningful royalty relief under these regulations except in limited circumstances. See 30 CFR § 203.
In response to the oil price crisis and fueled by criticism that the federal offshore royalty relief program was tied up in bureaucratic entanglements, BSEE published new guidance on April 30, 2020, clarifying how E&P Companies could qualify for “special case” royalty relief under a new discretionary program. BSEE’s stated goal was to process applications without delay. Notwithstanding BSEE’s good faith attempt to improve its program and to mirror the BLM’s progress on royalty relief, BSEE’s new guidance, some of which is set forth below, was equally, if not more, cumbersome than prior policy.  
BSEE’s discretionary program includes a two-step application process. The applicant first must “pre-apply”, and then “apply” by demonstrating it has met the criteria set forth in BSEE’s April 2020 guidance. See 30 CFR § 203.80. The April 2020 guidance, like the BLM’s guidance, requires the lease to be economic but-for receiving royalty relief (e.g., royalty relief must be the linchpin that makes an uneconomic lease become economic); however, the guidance includes many new hurdles, such as requiring applicants to:
· be at significant and imminent risk of failure to meet contractual requirements to the United States of America and other contractual counterparties;
· prove how the requested royalty relief would increase production;
· submit, no later than 60 days following the end of the production month, information as requested in a monthly worksheet, which needs to include summaries of revenues, allowable expenses (as defined in the guidance), and payor allocations;
· acknowledge and attest (via executive officer of the applicant) that the estimates within the monthly worksheet were true, accurate, and correct, and that the accounting of these estimates had been performed consistent with Generally Accepted Accounting Principles (or GAAP); and
· submit, within 120 days after the end of each calendar year quarter during which relief was granted, a post-production true-up report, as prepared by an independent Certified Public Accountant, which must adjust and certify the accuracy of the original or adjusted estimates contained within the monthly worksheet, certify that the post-production true-up report was consistent with GAAP, and certify that the Certified Public Accountant had reviewed and understood BSEE’s definition of “Allowable Expenses.” 
Given the onerous application process, applications for federal offshore royalty relief under the April 2020 guidance were rare—less than 200 “pre-applications” were submitted—in stark contrast to the response in the federal onshore context. In fact, as of October 2020, only one company reportedly received a grant of royalty relief from BSEE under its April 2020 guidance. This company filed for bankruptcy protection in August. In short, no E&P Companies operating on offshore federal waters have actually received federal offshore royalty relief in 2020.
Closing Thoughts
While the full extent of the current oil price crisis facing the oil and gas industry remains to be seen, E&P Companies should carefully consider their options with respect to federal royalty relief in this uncertain time. Although discretionary royalty relief represents a potentially material, immediate opportunity for E&P Companies, significant challenges remain to its application in the onshore context, while royalty relief in the offshore context is very challenging based on the current regulatory framework. 
In offshore, BSEE’s regulatory and policy barriers to royalty relief are extremely high. For offshore royalty relief to come anywhere near the BLM’s onshore royalty relief program in its effectiveness, BSEE will need to first significantly revise or eliminate its pre-application process. With respect to the application itself, BSEE will need to broaden its guidance documents, and reconcile its economic interpretations to align with the actual accounting and financial considerations that are used by E&P Companies and their investors. With respect to BLM’s onshore royalty relief program, the program also faces problems with ensuring a continuous, consistent, and uniform approach to relief across the United States. 
In either context, if the current oil price crisis persists, E&P Companies will need to look for regulatory reform to ensure royalty relief, whether onshore or offshore, represents a predictable and reliable option. In the meantime, E&P Companies operating on federal lands and waters should remain aware of these hurdles to royalty relief under current guidelines. 
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