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Royalty Valuation | Consistent answers to complex questions
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DISCLAIMER

This presentation is for
training and educational
purposes only and is
provided as a

courtesy. Nothing in this
presentation should be
construed as legal

advice. You must comply
with all applicable laws and
regulations.
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ONRR VISION

To deliver
excellence in
public service as
the nation’s most
trusted steward of
natural resources
revenue.
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TEST YOUR CLICKERS!

Who’s here?

A. Royalty reporter (I input the ONRR Form-2014
data)

Company royalty liaison or manager
Attorney / legal representation

. Member of the press
Other

Mmoo ®
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
 Reporting

e Guidance

* Hot Topics
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2016 RULE TIMELINE

May 2011

Advanced notice
of proposed
rulemaking

December 2016

Industry files
lawsuit

Industry Compliance

January 2015

Proposed rule

February 2017

ONRR postpones
implementation

Accurate Revenues & Data

July 2016

Final rule with
effective date
January 1, 2017

April 2017

CA and NM file
lawsuit
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2016 RULE TIMELINE

April 2017 April 2017 August 2017

Proposed Rule CA and NM Final Rule
Full Repeal File Suit Full Repeal

March 2019 June 2019 November 2019

CA Court ONRR Issues ONRR Extends
Reinstates Rule Reporter Letter Deadline
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AGENDA

e 2016 Rule Timeline
 Key Changes
e Gas Valuation
e QOil Valuation
 Reporting

e Guidance

* Hot Topics
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NEW RULE KEY CHANGES

Changes to both oil and gas
 Consolidated definitions
e Added, modified, and removed some definitions
 Rescinded Deep Water Policy
e |Instituted default provision
* Transportation
e Disallowed pipeline loss in non-arm’s-length transportation
e All transportation costs reported as allowances (no
“transportation factors”)
e Removed provision allowing lessees to exceed 50% limit
e Adjusted Standard & Poor’s BBB bond rate multiplier from 1.3to 1
e C(Clarified guidance and determination practices
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NEW RULE KEY CHANGES

Changes to gas only
e Removed gas non-arm’s-length valuation benchmarks -
value is now based on:
o Affiliate’s first arm’s-length sale or
* |ndex-based option
 Expanded application of processed gas valuation and
reporting
* Removed provision allowing lessees to exceed the 66 %3 %
processing-allowance limit
e Removed extraordinary processing allowance provision
e Removed accounting for comparison

* This symbol means a provision is new or changed in the 2016 Rule.
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VALUATION REGULATIONS

iﬁ(BO CFR Part 1206 new citations

 Consolidated Definitions: § 1206.20
e Federal Oil: § 1206.100-1206.119
e Federal Gas: § 1206.140-1206.165

Final rule available here:

https://www.onrr.eov/Laws R D/FRNotices
/PDFDocs/43338.pdf

eCFR — Not current!
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https://www.onrr.gov/Laws_R_D/FRNotices/PDFDocs/43338.pdf

CONCEPTS THAT DIDN’T CHANGE

e Royalty Equation
 Volume
e Unit Value
 Royalty Rate
e Allowances
e Most definitions remained the same
e Arm’s Length vs Non-Arm’s Length
e Affiliation
* Opposing economic interests
e @Gross Proceeds
e Best measure of market value for arm’s-length sales
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CONCEPTS THAT DIDN’T CHANGE

e Marketable Condition

e Lessee must place production into marketable
condition at no cost to the federal lessor

 Transportation and Processing Allowances

e Lessee may take a deduction for its reasonable, actual
costs of transporting oil and gas and processing gas

e Arm’s-length allowances based on contract charges

 Non-arm’s-length allowance based on initial capital
investment, depreciation, operating & maintenance
costs, overhead, rate of return

e Beneficial Use, Pipeline Fuel, and Plant Fuel
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AREA

Area means a geographic region at least as large as the
limits of an oil and/or gas field, in which oil/or gas lease
products have similar quality and economic
characteristics. Area boundaries are not officially
designated and the areas are not necessarily named.

¢ Removed the words “legal characteristics”

% ¢ Added the second sentence clarifying that area
boundaries are not officially designated and that the
areas are not necessarily named

* Does not change the definition or application of
marketable condition

Regs: 30 CFR § 1206.20 14
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DEFAULT PROVISION

Before S After
1206.152(b)(1)(iii) If the ONRR determines 1206.143(c) ONRR may decide your value
that the gross proceeds accruing to the under § 1206.144 if... the gross proceeds
lessee....do not reflect the reasonable accruing to you... do not reflect
value of the production because of reasonable consideration because:

misconduct.... Or because the lessee... has (1) There is misconduct ...
breached its duty to the lessor to market  (2) You have breached your duty to

the production.... then ONRR shall require market.... ONRR may consider a sales
that the gas production be valued price unreasonably low if it is 10
pursuant to paragraph (c)(2) or (c)(3) of percent less than the lowest

this section reasonable measures of market price...

(3) ONRR cannot determine if you
properly valued your gas....
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v DEFAULT PROVISION

Default provision clarifies the Secretary’s authority to
determine value
* ONRR intends to use the default provision in very

specific cases where we cannot determine proper royalty
values through standard procedures

* ONRR may use the default provision for any of the
following reasons including, but not limited to:

e Failure to provide documents, including signed
written contracts

e Misconduct

* Breach of your duty to market the commodity for the
mutual benefit of yourself and the lessor
Regs: 30 CFR §§ 1206.20, 1206.104, 1206.143 16
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w DEFAULT PROVISION

The default provision can be applied in two different ways:

1. Lessee proposes a 2. ONRR determines the
valuation method for valuation method for
ONRR to review. the lessee.

Example — valuing royalty- Example — the lessee fails
bearing flared gas when to provide documentation
the index-based option when under audit

does not apply
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SIGNED CONTRACT

All contracts, contract
revisions or amendments
must be in writing and
s signed by all the parties to

those contracts, revisions
or amendments.

e Sales contracts

* Transportation

contracts
e Processing contracts

Regs: 30 CFR §§ 1206.104(g), 1206.143(g) 18
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w MISCONDUCT

Misconduct means any failure to perform a duty owed
to the United States under a statute, regulation, or
lease, or unlawful or improper behavior, regardless of
the mental state of the lessee or any individual
employed by or associated with the lessee.

e Separate from civil penalty violations

e Different from the concepts in the civil penalty rules —
here, no intent is required to be considered
misconduct

e Valuation mechanism only

Regs: 30 CFR § 1206.20 19
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BREACH OF DUTY TO MARKET

v¢ Sales price
e 10 percent lower

¢ Allowances
e 10 percent higher

Regs: 30 CFR §§ 1206.104, 1206.110, 1206.143, 1206.152, 1206.159 20
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v DEFAULT PROVISION

When ONRR determines the value of your oil,
gas, or allowances, we may consider any relevant
information, including:

e Like-quality production in same or nearby fields or
areas

e Like-quality production refined or processed
in/from the same area

e Public sources or market information

e Information from royalty reports (ONRR-2014) or
production reports (ONRR-4054)

 Applicable transportation or processing costs

Regs: 30 CFR §§ 1206.105, 1206.144 21
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ALLOWANCES

Allowance Limits

 50% transportation LI Remaining Revenue Percentage
e 66 2/3% processing i Allowance
e Combination of 100%

transportation and -

processing allowance

cannot exceed 99% of 50%

the value of the product

25%
*- You may no longer
exceed these limits 0% | |
Transportation Processing
Allowance Allowance
Regs: 30 CFR §§ 1206.110, 1206.152, 1206.159 22
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GATHERING

Gathering means the movement of lease production to
a central accumulation or treatment point on the lease,
unit, or communitized area, or to a central accumulation
or treatment point off of the lease, unit, or
communitized area that BLM or BSEE approves for
onshore and offshore leases, respectively, including any
movement of bulk production from the wellhead to a
platform offshore. *

e Effect:

 For onshore production — no change
 For offshore deep water production — effectively
rescinds the MMS Deep Water Policy

Regs: 30 CFR § 1206.20 23
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SUBSEA GATHERING

Allowable transportation begins 2253-2017
after the central accumulation
(or treatment) point (CAP)

Pre-2017
CAP
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SUBSEA GATHERING

With the rescission of the MMS Deep Water
Policy, what offshore movement is allowed?

Legend:

(8 teterar [T)-atera @ Wel
Production
platform
with royalty

=) measurement

T point
.J' Gajhering Pipelines
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
 Reporting

e Guidance

* Hot Topics
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FEDERAL GAS VALUATION
30 CFR §§ 1206.140 - 1206.165
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GAS VALUATION

Gas
|
| |
Processed Unprocessed
| | | |
Arm’s Non-Arm’s Arm’s Non-Arm'’s
Length Length Length Length
[ : ] [ : ]

Minimum 2-year election Minimum 2-year election

Gross GP for 15t arm’s- Index-based Gross GP for 15t arm’s- Index-based
proceeds length sale option proceeds length sales option
| | | |
Allowances Allowances Allowances Allowances
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GAS BASICS

Unprocessed Gas Processed Gas
 Only valuing one e Valuing multiple
commodity (wet gas) commodities and multiple
on a S/Mcf or product codes:
S/MMBtu basis and e Pipeline condensate (PC 05)
one product code: * Pipeline fuel (PC 15)
* Unprocessed gas  Coalbed methane (PC 39)
(PC04) or e Residue gas (PC 03)
* Coalbed methane « NGLs (PC 07)
PC 39
( ) e Possibly others (plant inlet
scrubber, CO,, sulfur, etc)
Regs: 30 CFR §§ 1206.141, 1206.142 29
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GAS BASICS

e |f your first sale is arm’s-length,

base your value on gross Processed
proceeds |
. . . | |
75( If your first sale is to an affiliate, — ——
n-Arm-s
you must elect one of the ms ©
Length Length

following options:
e Gross proceeds under your Minimum 2-year election

affiliate’s arm’s-length sale or Gross | | GPfor 1arm's- | | Index-based
. . proceeds length sale option
* |Index-based valuation option . |
Allowances Allowances
Regs: 30 CFR §§ 1206.141, 1206.142 30
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GAS BASICS —
NO SALE SITUATION

3% If some of your gas is used,
lost, unaccounted for, or
retained as a fee under the
terms of a sales or service
agreement, that gas will be
valued for royalty purposes
using the same royalty
valuation method for
valuing the rest of the gas
that you do sell.

Regs: 30 CFR §§ 1206.141(d), 1206.142(e) 31
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CLICKER QUESTION

Your transporter, Frank’s Pipeline and Coffee
Company, retains gas that Frank uses for
compressors along the pipeline and to run his
espresso machine in Carlsbad. How do you value
the PC 15 that Frank keeps under your contract?

A. Use the same method you’re using for the rest
of your gas under that contract.

B. Use the index-based option.

C. Weren’t the indexes negative? For this month
let’s say 23 cents sounds about right.
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GAS BASICS —
NO SALE SITUATION

*- If you do not have a
written contract or if your
gas is not sold but you are
required to pay royalties
(vented or flared gas), you
must value it using the
index-based option

e If avalid index price
point is not available,
value is determined
under the default
provision

Regs: 30 CFR §§ 1206.141(e), 1206.142(f) 33
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ACCOUNTING FOR COMPARISON

3K o Accounting for comparison (dual accounting)
provision removed for Federal gas

e Lease terms still dictate dual accounting
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UNPROCESSED GAS

If the value of your gas is based
oh unprocessed gas and you
sell it before it’s processed, you
must report and value it as
unprocessed gas:

e Unprocessed gas (PC 04)

 Unprocessed gas volume x unit
price

Regs: 30 CFR § 1206.141 35
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PERCENTAGE-OF-PROCEEDS
(AND SIMILAR) CONTRACTS

If the value of your gas is based on processed
products, you must report and value it as
processed gas. This includes:

s ¢ Arm’s-length POP contracts previously reported as
unprocessed gas (PC 04)

s ¢ Gas sales based on processed products even when
the sales point is before processing occurs

Regs: 30 CFR § 1206.142 36
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CLICKER QUESTION

You sell unprocessed gas at arm’s length at the
wellhead and your contract provides that you are
paid on a percentage of the purchaser’s proceeds
for your NGLs and on an index for the residue gas
recovered from your volume. How do you value
your production?

A. Use the OGOR volume and the residue gas price.
B. Use the index-based option.

C. Report 03, 07, 15, and 05, and value under the
contract.
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TRANSPORTATION

ALLOWANCES

e Your allowance should only include costs associated

with moving the gas to a sales point away from the
lease

* You may not deduct costs associated with marketing
or placing the gas into marketable condition

Regs: 30 CFR §§ 1206.152 - 155 38
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OTHER GAS TOPICS
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GAS PIPELINE CASH-OUTS

* You should pay royalty on over-delivered
volumes sold to the pipeline under a cash-out

program

Over-Delivered Gas Under-Delivered Gas
The pipeline purchases gas You purchase gas from the
from you pipeline

Does not affect royalty - value
should not be deducted or
netted from gross proceeds

Royalty is due - value should
be included in gross proceeds

Regs: 30 CFR §§ 1206.141(b)(4), 142(c)(4) 40
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GAS PIPELINE CASH-OUTS

e Value is the price the pipeline pays you under
the transportation contract for volumes within
the tolerance, even if your imbalance volume
was outside the tolerance

. Net Imbalance | Percentage of
 For example, if your over- Percentage | Index Price
deli d vol 70 0-5% 100%
eljivere volume was (0] >5 - 10% 85%
of the total, you would >10 - 15% 75%

_ : o >15 - 20% 60%
still value it at 100% of >20% 50%
the Index Price, not 85%
Regs: 30 CFR §§ 1206.141(b)(4), 142(c)(4) 41
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KEEPWHOLE CONTRACT

Keepwhole contract means a processing agreement
under which the processor delivers to the lessee a
guantity of gas after processing equivalent to the
guantity of gas that the processor received from the
lessee prior to processing, normally based on heat
content, less gas used as plant fuel and gas
unaccounted for and/or lost.

 This includes, but is not limited to,
agreements under which the processor retains
all NGLs that it recovered from the lessee’s gas

Regs: 30 CFR § 1206.20 42

Industry Compliance ° Accurate Revenues & Data ° Professionalism & Integrity



KEEPWHOLE CONTRACTS

Plant Inlet Plant Outlet
NGLs
Residue
an:
All residue
For example, gas producer For example, gas producer
delivers at plant inlet: receives at plant tailgate:
« 1,000 MMBtu « 1,000 MMBtu
« 1.32 MMBtu/Mcf « 1.08 MMBtu/Mcf
 Composed of:  Composed of
* 80 % Methane * 92 % Methane
8 % Ethane 7 % Ethane
7 % Propane 1% Propane +

e 50 Butanes +
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CLICKER QUESTION!

How should gas under a keepwhole contract
be valued and reported to ONRR?

A.  Asunprocessed gas

B. As processed gas
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KEEPWHOLE CONTRACTS

e Valued and reported as Processed Gas
e Volume
 You must calculate the volume of NGLs recovered by the
gas plant
 You must calculate the residue gas volume
e Guidelines for calculating these volumes are in the
August 21, 2018 Reporter Letter
i\(o Value
e If you sell other NGLs from that lease, you can use that as
the basis for value
e If you do not sell other NGLs from that lease, you must

use the index-based option
Regs: 30 CFR § 1206.142 45
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KEEPWHOLE CONTRACTS

Processing allowance (scenario 1)

e When you sell other NGLs and use that as the basis for
your value, the processing allowance is the difference in
value between the NGLs kept by the plant and the make-
up gas you received. For example:

Example Assumptions: Processing Allowance (PA) Calculation:

NGL Volume = 2,000 gal PA = (NGL value — make-up gas value) x UCA x RR
NGL Price = $0.50/gal PA = ((2,000 x $0.50) — (200 x $3.00)) x 60% x 12.5%
MMBtu Equiv = 200 MMBtu PA = ($1,000 - $600) x 60% x 12.5%

Gas Price = $3.00/MMBtu PA = $30

UCA (Allowed %) = 60%

Royalty Rate (RR) = 12.5%

Regs: 30 CFR § 1206.142(e) 46
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KEEPWHOLE CONTRACTS

Processing allowance (scenario 2)

e When you do not sell other NGLs and must
determine the value using the index-based
option, you:

* Should not take any processing allowance
because allowable processing costs are
incorporated in the index-based method

Do not have to determine which plant
services are allowed and which are not (no
unbundling)

Regs: 30 CFR § 1206.142(f) 47
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INDEX-BASED OPTION
NON-ARM’S-LENGTH SALES
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YA ¢ WHAT CHANGED?

* ONRR eliminated the previous benchmarks
used to value non-arm’s-length sales

e With January 1, 2017 production, you must
choose one of the following:

e Gross proceeds under your affiliate’s first arm’s-
length resale or

* Elect to use the index-based option

Regs: 30 CFR §§ 1206.141, 1206.142 49
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YAWVHAT IS THE INDEX OPTION?

 You may elect to use the index-based option
to value your unprocessed or residue gas

* No unbundling required
 Report 2014 lines using OINX Sales Type Code

 The index you choose must be in an ONRR-
approved publication
e Platts Inside FERC’s Gas Market Report
e Natural Gas Intelligence Bidweek Survey
e Argus Natural Gas Americas

Regs: 30 CFR §§ 1206.141(c), 1206.142(d) 50
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w NON-ARM’S-LENGTH SALES

Can | use the index-based option for my gas
sales?
| sell my gas at arm’s length — No

e | sell/transfer my gas to an affiliate who sells it at
arm’s length — Yes

My affiliate or another person sell(s) my gas under
multiple arm’s-length contracts — Yes

The index option must be used for two
consecutive years after your election

Regs: 30 CFR §§ 1206.141, 1206.142 51
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CLICKER QUESTION!

The BLM just informed me that the gas flared on my
lease was avoidably lost. The pipeline taking my gas
to market is constrained and | am unable to
transport or otherwise remove gas from the lease. |
know | must value the gas for royalty purposes.
How do | value my gas?

A. Use the sales value your neighbor receives for
his/her gas.

B. Use the index-based option.

C. Use the price you pay for natural gas to heat
your home.
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YA ¢ INDEX OPTIONS

1. | can transport my gas to only one index
point
* You must use the highest reported bidweek price

for that index price point for the production
month

Regs: 30 CFR §§ 1206.141(c)(1)(i), 1206.142(d)(1)(i) 53
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YA ¢ INDEX OPTIONS

2. | can transport my gas to multiple index
points
* You must use the highest reported bidweek price

between the points, regardless of constraints for
the month

Constraint means a reduction in, or elimination
of, gas flow, deliveries, or sales required by the
delivery system

Regs: 30 CFR §§ 1206.141(c)(1)(ii), 1206.142(d)(1)(ii) 54
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YA ¢ INDEX OPTIONS

3. | can transport my gas to a pipeline but it has
sequential index points

* You must use the first index point at or after your
gas enters the pipeline

Regs: 30 CFR §§ 1206.141(c)(1)(iii), 1206.142(d)(1)(iii) s
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CLICKER QUESTION!

If | can transport my gas to multiple index points, but sell
my gas under an arm’s-length contract at a price that is
lower than the highest reported bidweek price between
the points, what is the value of my gas?

A. The highest reported bidweek price between the
points

B. The price at which | sold my gas because the pipeline
was constrained

My gross proceeds under the arm’s-length contract
None of the above

© O

Industry Compliance ° Accurate Revenues & Data ° Professionalism & Integrity



WHAT DEDUCTIONS CAN | TAKE?

* To account for transportation, you may take a
deduction from the high index price:

e Deduct* 5% for the OCS Gulf of Mexico (regardless
of water depth)

e Deduct™ 10% for all other areas (includes OCS
Alaska and California)

e Do not report a separate transportation allowance

* These deductions have a floor of 10¢/MMBtu and a ceiling of 30¢/MMBtu

Regs: 30 CFR §§ 1206.141(c)(1)(iv), 1206.142(d)(1)(iv) 57
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EXAMPLE:

YA ¢
ONLY ONE INDEX POINT

| have a producing lease in the Wind River Basin.
How do | value and report my gas?

* You must elect to CIG, Rockies
use one of the
approved bidweek
publications for Lease

Colorado Interstate | 0491806580
Gas (CIG) Rockies

* You can deduct ) |
o - Gathering Pipeline
10% of the high Interstate
index price Pipeline
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EXAMPLE:

YA ¢
ONLY ONE INDEX POINT

| have a producing lease in the Wind River Basin.
How do | value and report my gas?

e Elected Platts Inside FERC’s Gas Market Report

Index Low  High
CIG, Rockies 244 2.43 (2.45

High Index Price - 10%* = Price
$2.45 -($2.45x10%) =S52.21

* 10% shall not fall below 10¢ or exceed 30¢
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EXAMPLE:
MULTIPLE INDEX POINTS

| have a producing lease in the San Juan Basin that | can

transport to multiple price points at the Blanco Hub.

How do | value and report my gas?

El Paso, San Juan
* You must elect to Transwestern, San Juan Basin
use one of the

approved bidweek
publications

e Each month, you
must use the
highest index
prices regardless of
constraints

*

Lease
082079114A

Gathering Pipeline
Interstate Pipeline
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EXAMPLE:

VX ¢
MULTIPLE INDEX POINTS

| have a producing lease in the San Juan Basin. How
do | value and report my natural gas?

e Elected Platts Inside FERC’s Gas Market Report
Index Low  High

El Paso, San Juan 262 254 270

Transwestern, San Juan Basin 2.56 2.52 (2.72
High Index Price - 10%* = Price
$2.72 ~ ($2.72 x 10%) = $2.45

* 10% shall not fall below 10¢ or exceed 30¢
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X EXAMPLE:
SEQUENTIAL INDEX POINTS

| have a producing lease in the Gulf of Mexico that has

sequential hubs. How do | value and report my gas?
~ . Zone 6

e Elect to use one
of the approved

bidweek
publications for
the high Transco Zone 3 Zone 4
Zone 1 price ! ome 2 |
Zone 1 | I
Transco

Lease

Interstate Pipeline 0540081200 5262
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" EXAMPLE:
SEQUENTIAL INDEX POINTS

| have a producing lease in the Gulf of Mexico.
How do | value and report my gas?

e Elected Platts Inside FERC’s Gas Market Report

Index Low  Hiah
Transco, zone T 2.84 284 (2.86

High Index Price -5%* = Price
$2.86 — (S2.86 x 5%) =5$2.72

* 5% shall not fall below 10¢ or exceed 30¢
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WEXCLUDED GAS INDEX POINTS

ONRR will exclude any natural gas index point if
it does not meet the following criteria as
provided in the approved publications:

* Volume must be at or greater than 25,000

MMBtu/day and at least five trades in each
individual month

e This criteria must be met for seven out of twelve
of the months of the year preceding election

* For questions on gas index points, contact:
msarequests@onrr.gov
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https://mail.google.com/mail/?view=cm&fs=1&tf=1&to=msarequests@onrr.gov

INDEX-BASED OPTION
NGLS
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SWHAT IS THE INDEX M ETHOD?

You may elect to use the index-based option to
value your NGLs only if you have a non-arm’s-
length sale

* No unbundling required
 The index must be in an ONRR-approved publication:

1. Oil Price Information Service (OPIS)
2. Platts Oilgram Price Report Price Average Supplement

e The same index method must also be used for two
consecutive years after your election

Regs: 30 CFR § 1206.142 (d)(2) 66
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WHAT AREAS ARE

VX ¢
APPLICABLE?

If actual sales of NGLs that

the plant processing your ./Conway
gas recovers are made using

NGL prices in an ONRR-

approved commercial price

bulletin, then you may be

eligible to elect the index-

based option Geismar/Sorrento

Mont Belvieu ./

Napoleonville
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WHAT AREAS ARE

YA ¢
APPLICABLE?

Some typical sales for NGLs produced from
processing plants in:

* New Mexico 2 Mont Belvieu, TX
 Wyoming 2> Mont Belvieu, TX or Conway, KS

e Gulf Coast (GOM production) = Mont Belvieu,
Napoleonville, and Geismar/Sorrento
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%VHAT DEDUCTIONS CAN | TAKE?

You may reduce your index-based value by a
theoretical processing allowance (per gallon)
and transportation and fractionation (T&F) fee*

______|GOM____|NewMexico | OtherAreas _

Processing allowance 10¢ / gal 15¢ / gal 15¢ / gal
T&F Fee 5¢ / gal 7¢ / gal 12¢ / gal
Total 15¢ / gal 22¢ / gal 27¢ [ gal

*Any changes to these fees will be posted online at onrr.gov
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EXAMPLE:
PRICE CALCULATION

| have a producing lease in the San Juan Basin. How do |
value and report my NGLs?

*

e Step 1: Identify the publication and price

e Step 2: Identify the correct adjustments for processing
and T&F

e Step 3: Calculate the Index-Based Price for each
component

e Step 4: Multiply the Index-Based Price by the volume
of each component

e Step 5: Sum the volumes for the NGL sales volume and
the values for the NGL sales value
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EXAMPLE:

YA ¢
PRICE CALCULATION

| have a producing lease in the San Juan Basin.
How do | value and report my NGLs?

Purity Propane | Normal Iso-Butane | Natural
Ethane (C2) | (C3) Butane (nC4) | (iC4) Gasoline (C5+)

Step 1=» July 2016 Prices (S/gal) $0.19 $0.47 $0.62 $0.66 $0.94
Step 2=» Adjustment ($/gal) $0.22 $0.22 $0.22 $0.22 $0.22
Step 3=» Index-Based Price (S/gal) S0.00 S0.25 S0.40 S0.44 S0.72

Produced NGLs (gal) 6,000 3,000 1,000 700 1,600
Step 4=» Vvalue (S) S0 $750 $400 $308 $1,152

Note! You should not reduce the value of any NGL component
below zero. So, instead of -$0.03/gal, you should use $0.00.
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EXAMPLE:

YA ¢
PRICE CALCULATION

| have a producing lease in the San Juan Basin.
How do | value and report my NGLs?

Step 5 — calculate your total NGLs sales volume and
sales value:

e Total NGLs produced (gal) = 12,300
e Total NGL sales value = 52,610
e Royalty value = 52,610 x 12.5% = $326.25
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WHAT IF | HAVE VOLUME

YA ¢
REDUCTIONS?

If any natural gas or NGLs are used, lost,
unaccounted for, or retained as a fee you must
use the same valuation method as your other
gas or NGLs to report and pay royalties

e Field fuel

* Line loss

e Sales/service

agreement fees

Regs: 30 CFR § 1206.142(e) 73
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YA ¢ ONRR.GOV

WWWwW.onrr.gov

Federal Gas Index Option:
* Approved publications

* Transportation and fractionation (T&F) fees

* Index price point criteria

Questions? royaltyvaluation@onrr.gov
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
 Reporting

e Guidance

* Hot Topics
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FEDERAL OIL VALUATION
30 CFR §§ 1206.100 - 1206.119
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OIL VALUATION

Oil
. | B
Arm’s-length exchange
Choose Choose
Arm’s - - — = Ok == = Non-Arm’s
Length Minimum Non-arm’s-length sale or Minimum Length
2-year transfer, then arm’s-length 2-year
election - L/ election
sale
| | |
California, Rocky Everywhere
Alaska Mountains else
I I I
Gross proceeds
| ANS AL sales/purchases NYMEX w/roll
| or NYMEX w/o roll |
Adjustments |
Adjustments Adjustments
Adjustments
Regs: 30 CFR §§ 1206.101, 1206.102 77
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OIL VALUATION:
ARM’S-LENGTH

Arm’s

Length e Generally accept

gross proceeds
under arm’s-length
sales contracts

Gross proceeds

Adjustments

Regs: 30 CFR § 1206.101 78
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OIL VALUATION:
ARM’S-LENGTH

Qil
e R N
Arm’s-length exchange
Arm’s Choose o Choose Non-Arm’s
Lensth -l ) T T T Length
8 Minimum Non-arm’s-length sale or Minimum
2-year transfer, then arm’s-length 2-year
election ~ sale < election

* If you sell or transfer oil to an affiliate and the
aftiliate sells arm’s length, or if you dispose of the
oil under an arm’s-length exchange, you can make
an election to value:

1. based on gross proceeds from the arm’s-length sale
or exchange; or

2. use non-arm’s-length valuation (election no more
frequently than every 2 years)

Regs: 30 CFR § 1206.101 79
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OIL VALUATION:
NON-ARM’S-LENGTH

Three Regions Valuation Methods

e Other states
e Quter Continental Shelf (OCS)
e *Four Corners region of CO & UT

California or Alaska ANS average spot price
Rocky Mountain Region Arm’s-length sales/purchases
o MT, ND SD, WY, CO*, & UT* OR
) ik lr * R Ao NYMEX without the roll
’;f *{if\_?h{ﬁ%“ (2-year election)
[N [ | ‘1{,.'"’{.{‘__,
F T e
it )
Rest of the country NYMEX with the roll

Regs: 30 CFR § 1206.102
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OIL VALUATION - ADJUSTMENTS

When you determine value using NYMEX or ANS spot
prices, you may adjust for:

* Value between lease and market center
* Transport costs or location differential
(cannot take both for the same segment)

e Value between market center and

Cushing (for NYMEX)

e Location (exchange) differential or published
differentials
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LOCATION DIFFERENTIAL

Location differential means an amount paid or received
(whether in money or in barrels of oil) under an

exchange agreement that results from differences in location
between oil delivered

in exchange and oil received

in the exchange. A location

differential may represent all

or part of the difference

between the price received

for oil delivered and the price

paid for oil received under a

buy/sell exchange agreement.

Regs: 30 CFR § 1206.20 82
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LOCATION DIFFERENTIALS

* No change from previous regulations

e Apply to:
1. Arm’s-length dispositions of oil under an
exchange agreement
2. Non-arm’s-length dispositions of Federal

oil valued under an index option
(NYMEX or ANS)

Regs: 30 CFR §§ 1206.20, 1206.106, 1206.113 83
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LOCATION DIFFERENTIALS VS.
TRANSPORTATION FACTORS

Transportation Factors Location Differentials

Eliminated from the Defined in 30 CFR § 1206.20

regulations

Related to actual Not actual transportation
transportation costs costs

Reduces the contract price Either published, or based on
paid to seller a buy/sell or exchange

agreement (+ or -)
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CLICKER QUESTION!

Does this pricing clause include a transportation
factor or differential?

O A price equal to Drill Bit Oil Company’s Posting for WTI,
Gravity Deemed 40 degrees, EDQ, plus the average Argus
mean quotation for "P-Plus WTI" for the applicable trading
month, plus or minus the difference between Argus WTI
Cushing and WTI Midland quotations for the applicable
trading month...

A. Transportation factor
B. Differential
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CLICKER QUESTION!

How about if your contract includes this

language?

O ...less two tenths of 1 percent for pipeline loss
allowance, less transportation as listed on

Exhibit C...
A. Transportation factor

B. Differential
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OIL VALUATION EXAMPLE

© _ ~ . |1) Use NYMEX with
© e = = =~ - theroll = $45/bbl

3) Use actual eXChange N /' Cuéhing',' o5
| agreement for adjustment = [ Value .. =" . el T
Adjustment, Too e
| 8275/bbl dusmeiy o,
4) Use actual bl NM— }\f/_,m_ 2) No actual exchange to

-----

costs of * &
transportation = Trans'port‘

$1.25/bbl Artesia, NM

.. ) Cushing, so use the
\Fxchange // - | published WTI Differential
7 . .. . |=-%$3.50/bbl

Value for Royalty Purposes:

4o - ($3.50+$2.75)}= $38.75/bbl

— /Trans[oortation AIIowance}

$1.25 =$1.25/bbl

87
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QUALITY ADJUSTMENTS

When determining value using
NYMEX or ANS spot prices, you may
adjust for:

 Quality - use exchange agreements
or quality banks at the market
center. If there are none, use:

e Gravity tables in pricing bulletins

e Sulfur differential of 5¢ per 0.1
percent

Industry Compliance ° Accurate Revenues & Data
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QUALITY BANK ADJUSTMENTS

 Use Transaction Code 13 to report quality
adjustments (gravity and/or sulfur) between the lease
and the pipeline

 Quality adjustments may include
payments made from or to a gravity
and/or sulfur bank

* |f you receive payments from the pipeline,
report it as a positive value on Form
ONRR-2014

* If you incur charges, report the payments
made to the pipeline as a negative value

Industry Compliance ° Accurate Revenues & Data ° Professionalism & Integrity



FEDERAL OIL & GAS
ALLOWANCES
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TRANSPORTATION ALLOWANCE
CHANGES

e Specific costs:
e Clearly allow arm’s-length hurricane surcharge fees
e Disallow non-arm’s-length pipeline losses
e Clearly disallowed boosting compression
* Non-arm’s-length allowance calculations
e Aligned oil and gas regulations

e Adjusted rate of return multiplier to 1 instead of 1.3

e Eliminated transportation factors
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TRANSPORTATION FACTORS

What is (was) a transportation

factor?

 The previous rules (1988-
2016) allowed you to report
your gross proceeds net of
transportation when your
arm’s-length sales contract
included a provision that
decreased the price you
received by transportation
costs
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TRANSPORTATION FACTORS

Where your arm’s-length
sales contract includes an
adjustment to the price
you are paid for costs of
transportation, you will
now report the full price
and include the
transportation costs in
your transportation
allowance
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TRANSPORTATION FACTORS

< How does the elimination of transportation
factors affect my gas reporting?

 Transportation and fractionation (T&F) fees — report
transportation and fractionation (processing)
separately unless you elect to use the index-based
option for your non-arm’s-length transactions

e Other contracts — including those with transportation
factors — report transportation
costs as allowances
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EXAMPLE:
TRANSPORTATION FACTORS

SCENARIO: Under your arm’s-length contract, the
purchaser pays you the Mont Belvieu price less
actual T&F for your NGLs. The T&F is not reported on
your gas plant statement or identified in the contract.

What should you do?

First, subtract what you are paid from the Mont
Belvieu price to calculate the T&F, then:

e Talk to your plant/purchaser and get a
breakdown, or

e Come up with a reasonable allocation based on
available data
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EXAMPLE:

TRANSPORTATION FACTORS

SAME SCENARIO: Under your arm’s-length contract,

the purchaser pays you the Mont Belvieu price less
actual T&F for your NGLs. The T&F is not reported on
your gas plant statement or identified in the contract.

You separated the transportation and processing
costs. How should you report?

 You may include the allowable fractionation costs
in your processing allowance for PC 07

 You may include the allowable transportation
costs in your transportation allowance for PC 07
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ARM’S-LENGTH
NO WRITTEN CONTRACT

If you have no written and
signed contract for the
transportation of your oil or
gas, ONRR may use the default
provision, which requires you
to propose a method to ONRR
to determine your
transportation allowance

Regs: 30 CFR § 1206.111(d) 97
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Information you need to get started:

s ¢ Initial capital investment
e Estimated salvage value

Y% o Standard & Poor’s Average Monthly 15 Year BBB
Corporate Bond Yield Index rate

 Annual operating, maintenance, and overhead
costs
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Decide which method to use:

e Depreciation and return on
undepreciated capital
e Straight-line depreciation
schedule
e Unit-of-production depreciation
schedule
e Return on initial capital
investment
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
* Reporting

e Guidance

* Hot Topics

100
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SALES TYPE CODES

e Why do we use Sales Type Codes?
e Audit and compliance
e Economic analysis
e Revenue data

e Relates to sales contract, NOT
transportation or processing
contract

e Multiple sales methods =
multiple lines

101
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SALES TYPE CODES

Code Name

Use ARMS when the first disposition of your Federal oil

Arm s-length
or gas production is an arm's-length sale.
) ¢ Use NARM when you value your Federal oil or gas
: production based on your affiliate's gross proceeds
Non-arm's- .

NARM length under its arm's-length sale. Do not use NARM when
you are valuing your production under an index-based
option.

Use OINX when you value your Federal oil or gas
Index

production using an index-based option.

102
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SALES TYPE CODES

Code Name o

When you aggregate production from multiple properties

and then sell or exchange your oil, gas, or gas plant
products under multiple contracts, you should use POOL.

Pooled sales : . : : .
In a pooling situation, you will determine value by
computing a weighted average of the prices for all arm’s-
length sales at all downstream sales outlets.
Arm's-length

This sales type code is no longer in use for Federal

percentage of ,
production.

proceeds

Non-arm's-length
? This sales type code is no longer in use for Federal

percentage of ,
production.

proceeds

103

Industry Compliance Accurate Revenues & Data Professionalism & Integrity



SALES TYPE CODES

Code Name g

Hold for Default If ONRR values your production using the default
Provision method, ONRR will assign you an AG sales type code.

104
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CHANGES TO UP-FRONT EDITS

. Warning
Edit Message Status Change From 2016
* APOP Sales
Type Code is

only allowed for

9750 N/A ONRR will eliminate this edit.
Federal leases
with Product
Code 04
> ¢ After 01/01/2017, there will no longer be
Allowance exceptions to the 50 percent transportation
9751 exceeds Fatal  allowance limit or the 662/, processing allowance
regulation limit limit. This edit also applies to extraordinary

processing cost allowance approvals.

105
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CHANGES TO UP-FRONT EDITS

Warning

Edit Message Status

Change From 2016

X Separate
Transportation

and/or Processing When you value your Federal gas production

New Allowances are &g;il:z i using the index-based option under 30 CFR

s aap:):0 not permitted for N Fafél 1206.141 or 142, you may not take a separate
this sales transportation or processing allowance.
type/product
code combination

e You will no longer be able to use APOP and NPOP

for Federal Gas. After 01/01/2017, lessees must
report arm's-length percentage-of-proceeds
contracts as ARMS and non-arm's-length

percentage-of-proceeds contracts as either NARM
or OINX.

Tentative: Please Initially a
use ARMS, Warning,
NARM, or OINX  then Fatal

New
Edit TBA
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
 Reporting

e Guidance

* Hot Topics

107
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VALUATION GUIDANCE &
DETERMINATIONS

Regulations 1988-2016 Regulations 2017-

 No distinction between *° Clear distinction between
valuation guidance and valuation guidance and
valuation determinations valuation determinations

e Determinations for some *- Determinations signed by the
commodities were binding Assistant Secretary — Policy,
on industry but not ONRR Management and Budget

e Determinations for other (ASPMB) are binding on ONRR
commodities were binding and industry

on ONRR but not industry i\@ Clearly lists the information you
need to provide to receive a

determination
Regs: 30 CFR §§ 1206.108, 1206.148 108
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VALUATION GUIDANCE

Who: Royalty Valuation
What: Non-binding, consistent, supported by case law, statute, and

regulations, case specific

When: |deally before you are contacted by
ONRR compliance teams

Where: royaltyvaluation@onrr.gov

Why: Timely and in-depth knowledge

of regulations & policy, includes cites to
case law & regulations, case specific

How: Email (preferred), phone call, letter

Regs: 30 CFR §§ 1206.108, 1206.148 109
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VALUATION GUIDANCE

Valuation Guidance

Quicker turnaround

Answers to your questions
about the statutes or
regulations

Never binding on you or
ONRR

Always case specific

Available at
royaltyvaluation@onrr.gov

Regs: 30 CFR §§ 1206.108, 1206.148

Industry Compliance
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VALUATION DETERMINATIONS

Valuation Determinations

 You submit a proposed
valuation method &
supporting information

e A determination may be
approved or guidance
may be issued

e Determinations signed by
ASPMB are binding on
you and ONRR

Regs: 30 CFR §§ 1206.108, 1206.148 111
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AGENDA

e 2016 Rule Timeline
e Key Changes
e Gas Valuation
e QOil Valuation
 Reporting
e Guidance
 Hot Topics

112
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DEPRECIATION GUIDELINES

s for
transportation
pipelines only

Begins when the
% Has the same asset is placed

rules for oil vs gas in service

Depreciation

Must be
supported with
appropriate
documentation

Must be based
on actual costs —
not estimates

113
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NEGATIVE GAS PRICES
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NEGATIVE GAS PRICES

* You may not reduce the value of gas for
royalty purposes below zero

 Forthcoming guidance on how to report on
form ONRR-2014

 Check your information to make sure the price
IS not negative because of disallowed
marketable condition costs

* Do not net costs in your sales value

115
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DISCLAIMER

This presentation is for
training and educational
purposes only and is
provided as a

courtesy. Nothing in this
presentation should be
construed as legal

advice. You must comply
with all applicable laws and
regulations.

116
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QUESTIONS ANYTIME

>

royaltyvaluation@onrr.gov

117
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EXAMPLE: ARM’S-LENGTH

Federal Lease

1,000
MMBtu

BLM or BSEE-
Approved Royalty
Measurement Point

PROCESSED GAS

90 MMBtu used
for fuel to run the
compressor

10 MMBtu 2,000 gal
L&U NGLs
—
900 MMBtu
enters plant
800 MMBtu
residue gas
118
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EXAMPLE: ARM’S-LENGTH
PROCESSED GAS

Assumptions:
Measured roy volume
Residue sold
Residue price

NGLs sold

NGL price

NGL shrink

= 1,000 MMBtu
= 800 MMBtu
= $4.00/MMBtu
= 2,000 gal

= $1.00/gal
=100 MMBtu

More assumptions:
Transport Fuel
Line Loss
Transport charge
UCA (allowed %)
Plant Fuel

Royalty Rate

=90 MMBtu
=10 MMBtu

= $0.40/MMBtu
= 30%

= 0 MMBtu
=12.5%

Royalty Reporting

Prod Sales Vol
Code

03 800 MMBtu
07 2,000 gal
15 100 MMBtu

Sales Value

$3,200
$2,000
$400

Roy Val Before Transport

Allow Allow

S400 See Next Pg
$250 See Next Pg
S50 See Next Pg

Roy Val After
Allow

See Next Pg
See Next Pg

See Next Pg
119
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EXAMPLE: ARM’S-LENGTH
PROCESSED GAS

Calculation of Total Transportation Allowance:

Pre-plant Transportation
Line Loss =10 MMBtu x $4.00
Allowable Fuel =90 MMBtu x $4.00 x 30%

Total Transportation

= 1,000 MMBtu x $0.40 x 30% =$120 x 12.5% =$15

=$40x 12.5% =$5.00
=$108 x 12.5% = $13.50

=$268 x 12.5% = $33.50

Allocation of Total Transportation Allowance:
PC 03 =800/1,000 x $33.50 = $26.80
PC 07 =100/1,000 x $33.50 =$ 3.35
PC 15 =100/1,000 x $33.50 =$ 3.35

Assumptions:

10 MMBLtu lost (L&U) in transportation
Fuel = 90 MMBtu

Gas Price = $4.00/MMBtu

Pre-plant Transportation = $0.40/MMBtu
UCA (allowed %) = 30%

NGL Shrink = 100 MMBtu

No plant fuel

No NGL transportation or fractionation

Royalty Reporting

Prod Sales Vol Sales Value
Code

03 800 MMBtu $3,200

07 2,000 gal $2,000

15 100 MMBtu S400

Roy Val Before Transport

Roy Val After

Allow Allow Allow

$400 $26.80 $373.20
$250 S 3.35 $246.65
S50 S 3.35 S 46.65

120
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

Wellhead Information Component Settlement

Mcf MMBtu Theoretical Allocated Contract %  Settlement Price Value
Gross WH 2,458 3,013 Ethane (gal) 5,739 2,684 85 2,282 $0.194 $443
Field Deducts 130 162 Propane (gal) 2,547 2,039 85 1,733 $0.810 $1,404
Net Delivered 2,328 2,851 Iso-Butane (gal) 431 368 85 313 $1.365 $427
N-Butane (gal) 780 647 85 550 $1.262 $694
Pentanes + (gal) 1,421 1,166 85 991 $2.050 $2,031
Subtotal 10,919 6,904 5,868 $4,999

Residue Settlement
Allocated Settlement
Net Delivered Residue Allocated Plant Net Residue Net Residue Residue Residue

(MMBtu) (MMBtu) Fuel (MMBtu) (Mcf) (MMBtu) Contract % (MMBtu) Price Value

2,851 2,044 122 1,698 1,922 85 1,634 $3.139 $5,129

Assumptions: Please note: in an

e all transportation, including fuel, is not allowed effort to save space,

* the 15% retained by the plant is for services in the plant, 40% of which is this example does

I d includi | fuel not incorporate the
allowed, including plant fue royalty rate.

 the NGL prices are not reduced for transportation or fractionation charges 121
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POP 9.22

		Wellhead Information								Component Settlement

				Mcf		MMBtu								Theoretical		Allocated		Contract %		Settlement		Price		Value

		Gross WH		2,458		3,013						Ethane (gal)		5,739		2,684		85		2,282		$0.194		$443

		Field Deducts		130		162						Propane (gal)		2,547		2,039		85		1,733		$0.810		$1,404

		Net Delivered		2,328		2,851						Iso-Butane (gal)		431		368		85		313		$1.365		$427

												N-Butane (gal)		780		647		85		550		$1.262		$694

												Pentanes + (gal)		1,421		1,166		85		991		$2.050		$2,031



												Subtotal		10,919		6,904				5,868				$4,999



		Residue Settlement

						Net Delivered (MMBtu)				Allocated Residue (MMBtu)		Allocated Plant Fuel (MMBtu)		Net Residue (Mcf)		Net Residue (MMBtu)		Contract %		Settlement Residue (MMBtu)		Price		Residue Value

						2,851				2,044		122		1,698		1,922		85		1,634		$3.139		$5,129





Keepwhole

		C1		1.01		0.8		0.808

		C2		1.7697		0.08		0.141576

		C3		2.5161		0.07		0.176127

		C4		3.8		0.05		0.19

								1.315703

		C1		1.01		0.92		0.9292

		C2		1.7697		0.07		0.123879

		C3		2.5161		0.01		0.025161

		C4		3.8				0

								1.07824





POP 9.20

		Wellhead Information								Component Settlement

				Mcf		MMBtu								Theoretical		Allocated		Contract %		Settlement		Price		Value

		Gross WH		2,458		3,013						Ethane (gal)		5,739		2,684		85		2,282		$0.194		$443

		Field Deducts		130		162						Propane (gal)		2,547		2,039		85		1,733		$0.810		$1,404

		Net Delivered		2,328		2,851						Iso-Butane (gal)		431		368		85		313		$1.365		$427

												N-Butane (gal)		780		647		85		550		$1.262		$694

		Wellhead BTU		(14.73D)		1.2258						Pentanes + (gal)		1,421		1,166		85		991		$2.050		$2,031



												Subtotal		10,919		6,904				5,868				$4,999



		Residue Settlement

		Net Delivered (MMBtu)		Shrink (MMBtu)		Theoretical Residue (MMBtu)				Allocated Residue (MMBtu)		Allocated Plant Fuel (MMBtu)		Net Residue (Mcf)		Net Residue (MMBtu)		Contract %		Settlement Residue (MMBtu)		Price		Residue Value

		2,851		602		2,249				2,044		122		1,698		1,922		85		1,634		$3.139		$5,129





NARM Transport UOP

		Depreciation and Return on Undepreciated Capital (Unit of Production)

		Initial Capital Investment						$   4,000,000

		Salvage Value						$   400,000

		Depreciable Capital Investment						$   3,600,000

		Depreciation Volume						6,000,000



		Year		Production Volumes		Initial Capital Investment		Unit of Production Depreciation		Undepreciated Capital		S&P BBB Bond Rate		BBB Bond Rate Multiplier		Return on Undepreciated Capital		Operating, Maintenance, Overhead		Total Annual Allowance (before royalty rate)

		2017		400,000		$   4,000,000		$   240,000		$   3,760,000		4.0%		1.0		$   150,400		$   100,000		$   490,400

		2018		900,000		$   4,000,000		$   540,000		$   3,220,000		5.0%		1.0		$   161,000		$   100,000		$   801,000

		2019		800,000		$   4,000,000		$   480,000		$   2,740,000		5.0%		1.0		$   137,000		$   100,000		$   717,000

		2020		750,000		$   4,000,000		$   450,000		$   2,290,000		5.0%		1.0		$   114,500		$   100,000		$   664,500

		2021		600,000		$   4,000,000		$   360,000		$   1,930,000		5.0%		1.0		$   96,500		$   100,000		$   556,500

		2022		550,000		$   4,000,000		$   330,000		$   1,600,000		5.0%		1.0		$   80,000		$   100,000		$   510,000

		2023		550,000		$   4,000,000		$   330,000		$   1,270,000		5.0%		1.0		$   63,500		$   100,000		$   493,500

		2024		450,000		$   4,000,000		$   270,000		$   1,000,000		5.0%		1.0		$   50,000		$   100,000		$   420,000

		2025		400,000		$   4,000,000		$   240,000		$   760,000		5.0%		1.0		$   38,000		$   100,000		$   378,000

		2026		300,000		$   4,000,000		$   180,000		$   580,000		5.0%		1.0		$   29,000		$   100,000		$   309,000

		2027		300,000		$   4,000,000		$   180,000		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   300,000

		2028		200,000		$   4,000,000		$   -		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   120,000

		2029		200,000		$   4,000,000		$   -		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   120,000

								$   3,600,000





NARM Transport St-Ln

		Depreciation and Return on Undepreciated Capital (Straight-Line)

		Initial Capital Investment						$   4,000,000

		Salvage Value						$   400,000

		Depreciable Capital Investment						$   3,600,000

		Depreciation Schedule						10 years



		Year		Production Volumes		Initial Capital Investment		Unit of Production Depreciation		Undepreciated Capital		S&P BBB Bond Rate		BBB Bond Rate Multiplier		Return on Undepreciated Capital		Operating, Maintenance, Overhead		Total Annual Allowance (before royalty rate)

		2017		400,000		$   4,000,000		$   360,000		$   3,640,000		4.0%		1.0		$   145,600		$   100,000		$   605,600

		2018		900,000		$   4,000,000		$   360,000		$   3,280,000		5.0%		1.0		$   164,000		$   100,000		$   624,000

		2019		800,000		$   4,000,000		$   360,000		$   2,920,000		5.0%		1.0		$   146,000		$   100,000		$   606,000

		2020		750,000		$   4,000,000		$   360,000		$   2,560,000		5.0%		1.0		$   128,000		$   100,000		$   588,000

		2021		600,000		$   4,000,000		$   360,000		$   2,200,000		5.0%		1.0		$   110,000		$   100,000		$   570,000

		2022		550,000		$   4,000,000		$   360,000		$   1,840,000		5.0%		1.0		$   92,000		$   100,000		$   552,000

		2023		550,000		$   4,000,000		$   360,000		$   1,480,000		5.0%		1.0		$   74,000		$   100,000		$   534,000

		2024		450,000		$   4,000,000		$   360,000		$   1,120,000		5.0%		1.0		$   56,000		$   100,000		$   516,000

		2025		400,000		$   4,000,000		$   360,000		$   760,000		5.0%		1.0		$   38,000		$   100,000		$   498,000

		2026		300,000		$   4,000,000		$   360,000		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   480,000

		2027		300,000		$   4,000,000		$   -		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   120,000

		2028		200,000		$   4,000,000		$   -		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   120,000

		2029		200,000		$   4,000,000		$   -		$   400,000		5.0%		1.0		$   20,000		$   100,000		$   120,000

								$   3,600,000





Return on Initial Capital

		Return on Initial Capital Investment

		Initial Capital Investment						$   4,000,000



		Year		Production Volumes		Initial Capital Investment		Unit of Production Depreciation		S&P BBB Bond Rate		BBB Bond Rate Multiplier		Return on Initial Capital		Operating, Maintenance, Overhead		Total Annual Allowance (before royalty rate)

		2017		400,000		$   4,000,000		$   -		4.0%		1.0		$   160,000		$   100,000		$   260,000

		2018		900,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2019		800,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2020		750,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2021		600,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2022		550,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2023		550,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2024		450,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2025		400,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2026		300,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2027		300,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2028		200,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000

		2029		200,000		$   4,000,000		$   -		5.0%		1.0		$   200,000		$   100,000		$   300,000










EXAMPLE: POP (AND SIMILAR)
CONTRACTS

 What information or numbers do you need to
find or calculate from your gas plant

statement?

Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
? ? ? ? ? ?

? ? ? ? ? ?

? ? ? ? ? ?
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

e Product codes and sales volumes

Product codes: Sales volumes:

PC 03 (residue gas) PC 07 = 6,904 gallons

PC 07 (NGLS) PC 15 = 130 Mcf and 162 MMBtu
PC 15 (pipeline fuel)

Royalty Reporting

Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
03 ? ? ? ? ?

07 6,904 N/A ? ? ?

15 130 162 ? ? ?
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

 Product codes and sales volumes
Residue sales volumes (MMBtu): Residue Sales Volumes (Mcf)
PC 03 = Net Residue + Disallowed Fuel PC 03 = Net Residue + Disallow Fuel
PC 03 =1,922 + (122 x 60%) PC 03 =1,698 + ((122 /1.1319) x 60%)
PC 03 =1,995 MMBtu PC 03 =1,763 Mcf
Royalty Reporting
Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
03 1,763 1,995 ? ? ?
07 6,904 N/A ? ? ?
15 130 162 ? ? ?
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

e Sales values

Residue gas sales value: Pipeline fuel sales value:
PC 03 = sales MMBtu x sales price PC 15 = sales MMBtu x sales price
PC 03 =1,995 x $3.139 PC 15 =162 x $3.139
PC 03 = $6,262 PC 15 = $509
Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
03 1,762 1,995 $6,262 ? ?
07 6,904 N/A ? ? ?
15 130 162 $509 ? ?
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

e Sales values

NGLs Sales value:
PC 07 = Gross up net value to 100%
PC 07 = $4,999 / 85%

PC 07 = $5,881
Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
03 1,762 1,995 $6,262 ? ?
07 6,904 N/A 5,881 ? ?
15 130 162 $509 ? ?
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EXAMPLE: POP (AND SIMILAR)
CONTRACTS

* Processing allowance

Total Processing Allowance (PA):
PA = (% NGL value retained + % residue value retained) x UCA Please note: in an
PA = (($4,999 / 85% x 15%) + ($5,129 / 85% x 15%)) X 40% e apos ™
PA = ($882 + $905) x 40% Tl pate the
PA = $715
Product Sales Sales Sales Value Transportation Processing
Code Volume MMBtu Allowance Allowance
03 1,762 1,995 $6,262 $0.00 N/A
07 6,904 N/A S$5,881 $0.00 $715
15 130 162 S509 $0.00 N/A
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Information you need to get started:

s ¢ Initial capital investment
e Estimated salvage value

Y% o Standard & Poor’s Average Monthly 15-Year BBB
Corporate Bond Yield Index rate

 Annual operating, maintenance, and overhead
costs

128

Industry Compliance ° Accurate Revenues & Data ° Professionalism & Integrity



NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Decide which method to use:

e Depreciation and return on
undepreciated capital

e Straight-line depreciation
schedule

e Unit-of-production depreciation
schedule

e Return on initial capital
Investment

129

Industry Compliance ° Accurate Revenues & Data ° Professionalism & Integrity



NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 1: Depreciation and Return on
Undepreciated Capital (Straight-Line)

* |nitial Capital Investment = $4,000,000
e Estimated Salvage Value = 5400,000

e Time = 10 years
 S&P BBB rate = 5.00%

e Annual O&M (+ overhead)= $100,000
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 1: Depreciation and Return on
Undepreciated Capital (Straight-Line)

Depreciation (annually for 10 years)

Dep = Depreciable Capital / Total Years
Dep = $3,600,000/ 10 yr
Dep = $360,000

* You may include this amount in your allowance each year,
independent of the volume produced, subject to the 50%
transportation allowance limit

e Re-calculate this annual amount if your capital investment or the
estimated life of the equipment changes
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 1: Depreciation and Return on
Undepreciated Capital (Straight-Line)

Return on Undepreciated Capital

RUC (year 2) = Undepreciated Capital x Rate of Return (BBB Bond rate)
RUC (year 2) = ($4,000,000 - $360,000) x 5.0%

RUC (year 2) = $3,640,000 x 5.0%

RUC (year 2) = $182,000

e The rate of return is 1.0 times the S&P BBB bond rate

* When the asset is depreciated to the salvage value, you may continue
deducting the rate of return on the salvage value
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 1: Depreciation and Return on
Undepreciated Capital (Straight-Line)

Total Allowance (Year 2)

Total = (Depreciation + RUC + O&M) x Royalty Rate
Total = ($360,000 + $182,000 + $100,000) x 12.5%
Total = $642,000 x 12.5%

Total = $80,250

* You may report estimates throughout the year, but must true-up to
actual costs after year-end
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 1: Depreciation and Return on
Undepreciated Capital (Straight-Line)

Total Allowance (after fully depreciated)

Total = (Return on Salvage Value + O&M) x Royalty Rate
Total = (($400,000 x 5%) + $100,000) x 12.5%

Total = ($20,000 + $100,000) x 12.5%

Total = $120,000 x 12.5%

Total = $15,000

* If you choose to use a salvage value of $0.00, then you would
depreciate the asset to $0.00, and cannot take a return on salvage
value after the asset is fully depreciated
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

* |nitial capital investment = $4,000,000

e Estimated salvage value = 5$400,000

* Volume (proved reserves) = 6,000,000 bbl
* Year 1 production = 300,000 bbl
 S&P BBB rate = 5.00%

e Annual O&M (+ overhead)= $100,000
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

Calculate the Unit-of-Production Rate (used for depreciation)

Rate = Depreciable Capital / Volume (usually proved reserves)
Rate = $3,600,000 / 6,000,000 bbl
Rate = 0.6 $/bbl

e If you are moving non-royalty-bearing products (royalty relief, water,
CO,, etc) in the pipeline, you should allocate to them a portion of the
cost but should not deduct it

e Re-calculate the rate if your capital investment or proved reserve
estimate changes
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

Apply the Unit-of-Production Rate to Calculate Depreciation

Dep (year 1) = Rate x Volume
Dep (year 1) = 0.6 x 300,000 bbl
Dep (year 1) = $180,000

e Continue applying this rate to your royalty-bearing volume each
month until fully depreciated

e Using a rate in this manner allows you to deduct depreciation in line
with your production. For example, if your production is higher, your
depreciation will be higher too.
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

Return on Undepreciated Capital

RUC (year 1) = Undepreciated Capital x Rate of Return (BBB Bond rate)
RUC (year 1) = $4,000,000 x 5.0%
RUC (year 1) = $200,000

e The rate of return is 1.0 times the S&P BBB bond rate

* When the asset is depreciated to the salvage value, you may continue
deducting the rate of return on the salvage value
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

Total Allowance (Year 1)

Total = (Depreciation + RUC + O&M) x Royalty Rate
Total = ($180,000 + $200,000 + $100,000) x 12.5%
Total = $480,000 x 12.5%

Total = $60,000

* You may report estimates throughout the year, but must true-up to
actual costs after year-end
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 2: Depreciation and Return on
Undepreciated Capital (Unit-of-Production)

Total Allowance (after fully depreciated)

Total = (Return on Salvage Value + O&M + Overhead) x Royalty Rate
Total = (($400,000 x 5%) + $100,000) x 12.5%

Total = ($20,000 + $100,000) x 12.5%

Total = $120,000 x 12.5%

Total = $15,000

* If you choose to use a salvage value of $0.00, then you would
depreciate the asset to $0.00, and cannot take a return on salvage
value after the asset is fully depreciated
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 3: Return on Initial Capital Investment

* |nitial Capital Investment = $4,000,000
e S&P BBB rate = 5.00%
e Annual O&M (+ overhead)= $100,000
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 3: Return on Initial Capital Investment

Return on Initial Capital Investment (annually)

Return = Initial Capital Investment x Rate of Return (BBB Bond rate)
Return = $4,000,000 x 5.0%
Return = $200,000
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NON-ARM’S-LENGTH
ALLOWANCE CALCULATION

Example 3: Return on Initial Capital Investment

Total Allowance (annually)

Total = (Return on Initial Capital + O&M) x Royalty Rate
Total = ($200,000 + $100,000) x 12.5%

Total = $300,000 x 12.5%

Total = $37,500

* You may continue deducting the return on initial capital investment for
the life of the asset
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