UNBUNDLING
ADVANCED TOPICS

ONRR Royalty Valuation
Lakewood, CO August 2019
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Disclaimer
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The statements or opinions expressed in this presentation
and in any discussions do not necessarily represent the

views of the Office of Natural Resources Revenue or the
Department of the Interior.
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| Clicker Question

How does unbundling make you feel?
A. Excited

B. Curious

C. Anxious

D. Confused

E. Frustrated
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How long have you been working with oil and
gas royalty reporting?

A. 0—2 Years

B. 2—5Years

C. 5—10 Years

D. Over 10 Years
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AGENDA

e What is unbundling?
e Marketable Condition

* Allowances
* Transportation
* Processing

e Examples

e Other Methods
e Method Reviews

* ONRR Unbundling Cost
Allocations
e FAQs
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Clicker Question

Who needs to unbundle? Lessee’s with:

A. POP sales contracts

B. Non-arm’s-length transportation and/or
processing contracts

C. Fee based transportation and/or processing
contracts

D. AandC
E. All of the above
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WHAT IS UNBUNDLING?

Unbundling Is the process of taking gas transportation
and/or processing fees and determining the allowed
and disallowed costs for royalty reporting and
payment.
e For gas products only

 Residue gas, NGLs, Condensate

e Includes Coal Bed Methane
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4 Why Do We Unbundle?

e Marketable Condition Rule

 The lessee must place gas in marketable condition and
market the gas for the mutual benefit of the lessee and the
lessor at no cost to the Federal Government.

e ONRR’s Marketable Condition Definition

e “lease products which are sufficiently free from
impurities and otherwise in a condition that will
be accepted by a purchaser under a sales contract
typical for the field or area.”

Regs: 30 § CFR 1206.152(i), 1206.174(h); 1206.151, 1206.171
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Options

e Use an ONRR Unbundling Cost Allocation
(UCA) if there is one

e Come up with a reasonable unbundling
method

e Take no allowances
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+ How Do You Unbundle?
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* You need to:
e Determine marketable condition
e Separate all fees

e Transportation, processing, and fractionation
 Determine the allowed portion of fees charged for

transportation, field compression, sweetening,
dehydration, processing, and fractionation

e Gather information on transportation and processing
facilities
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Non-Arm’s-Length versus
Arm’s-Length

« Non-arm’s-length agreements
e Lessee to use actual capital and operating costs

e Arm’s-Length agreements
e Lessee to use actual contract charges

e Both types of agreements need to:

e Figure out allowed and disallowed portions

e The lessee should only take allowances based on
the allowed portion of the costs

11

Regs: 30 § CFR 1206.151 Definition “Affiliate” and “Arm’s Length Contract”
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ALLOWANCES

* Allowances should not include any costs associated

with marketing or placing the production into
marketable condition

e Allowable costs should be allocated across all the
products being transported

 May not deduct costs for moving lease production
that is not royalty bearing
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Clicker Question!
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If gas is in marketable condition at the wellhead (pressure, water content, and acid
gas), what pipeline segments are disallowed?

Central
Accumulation Point A/\/\ /\/\/\
Gas Plant Fractionation
Y-Grade Facility
(| )
|
Segment A Segment B Segment C

A. Segment A D. Segments B & C
B. Segment B E. All of the above
C. Segment C

13
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Marketable Condition = 1,000 psig

Compressor 1

100 psig

500 psig

Are any of the compressors allowed?

Compressor 2

From CAP

|
-

Disallowed

CAP = Central Accumulation Point

1,000 psig

Compressor 3

1,800 psig .

(.
-

Disallowed

(I
) To Plant

Allowed
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% Transportation Example #2
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Marketable Condition = 1,000 psig Is either compressor allowed? No!

Compressor #1

From CAP

500 psig ) 1,000 psig

Compressor #2

CAP = Central Accumulation Point 15
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- Transportation Example #3
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Marketable Condition = 1,000 psig Which compressors are allowed?
Compressor #1 Compressor #3
800 psig
’I/OA 9
: 1,20
50 psig 1,800 psig
Compressor #2 Compressor #4
From
CAP 800 psig N

™

How much of compressors #3 and #4 are allowed?

D!scharge Pressure — Marketable Condition X 100 = 1,200 — 1,000 X 100 = 50%
Discharge Pressure — Inlet Pressure 1,200 - 800

CAP = Central Accumulation Point 16
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" PROCESSING ALLOWANCES
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Processing allowance covomentc Pan
means a deduction in el —-_ ) |

. . 4@_——&
determining royalty value l -~ ©)
for the reasonable, actual A & ==
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costs the lessee incurs for | '-[ |

. L
processing gas. I_:._
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e Can there be a published ONRR UCA and a
company using a different UCA? Yes!

e« A company can come up with a reasonable
method for calculating a UCA

18
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* (Gas composition
 Found on plant statement
under Analysis
e Shows gas composition in
mol percent

Industry Compliance Accurate Revenues & Data

Where Do | Start?

Gas Analysis

Component mol %
Helium 0.0000
Nitrogen 1.2040
Carbon Dioxide 4.1508
H,S 0.2510
Other Inerts 0.0000
Methane 66.8754
Ethane 14.5632
Propane 6.5470
Iso Butane 0.9510
Nor Butane 2.0000
Iso Pentane 0.7555
Nor Pentane 0.8698
Hexane + 1.8323
Total 100.0000
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Where to Find Marketable
Condition

e Marketable Condition Definition

e “lease products which are sufficiently free from
impurities and otherwise in a condition that will
be accepted by a purchaser under a sales contract
typical for the field or area.”

e Could be found in FERC tariffs for the mainline
pipeline

 There may be multiple pipelines delivered to out
of a plant. Ask processor which pipelines your gas
is delivered to

20
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FERC Tariff

Colorado Interstate Gas Company, L.L.C. Part IV: GT&C

FERC Gas Tanff Section 3 - Quality

Second Revised Volume No. | Version 7.0.0
3. QUALITY

3l Specifications. Unless otherwise agreed pursuant to Sections 3.2 and 3.3 below, Shipper
warrants that Gas Tendered hereunder at each Point of Receipt and Point of Delivery will
comply with the following quality specifications:

(a) Atapressure of 14.73 p.s.ia. and a temperature of 60 degrees Fahrenheit, such Gas
shall not contain more than:

(1) .25 grain of hydrogen sulphide per 100 cubic feet,
(11) 5 grains of total sulphur per 100 cubic feet,

(111) 10 parts per million (0.001 percent) by volume of oxygen; however, this
oxygen quality specification shall not apply at Point(s) of Delivery on the
Valley Line and its supporting blending operations (see Section 3.5 below
for oxygen specifications applicable to the Valley Line and its supporting
blending operations,)

(1v) 3.0 percent by volume of carbon dioxide,
(v) 7 pounds of water vapor per million cubic feet at Point(s) of Receipt and

Point(s) of Delivery within the states of Kansas, Oklahoma, and Texas and 5
nounds of water vapor per million cubic feet in all other states.

21
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* Look at the transportation system

* |s there field compression?
e Length of pipeline to the processing plant and size

 What are the pressures from the wellhead to the
processing plant inlet?

e |s there dehydration or sweetening?

22
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Processing Plant

e What type of plant is it?
e Cryogenic, lean oil, propane refrigeration, etc
What is the size of the plant?

* |sthere boosting compression?

St
St
St
St

nere inlet compression?
nere condensate stabilization?
nere sweetening?

nere dehydration?

e |s there Glycol dehydration and/or mole sieve?

23
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Processing Plant

What processing plant information is needed for unbundling?

Gas Plant Equipment Allowed/Disallowed

Inlet Separation Disallowed
Condensate Stabilization Disallowed
Amine Treatment (Sweetening) It depends
Dehydration It depends
Cryogenic Allowed

Boosting Compression Disallowed

NOTE: Plants may have other equipment than listed in example above.

24

Industry Compliance Accurate Revenues & Data Professionalism & Integrity



Handout — Exercise #1
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e Based on the specifications, what equipment is
allowed?

* Cryogenic Separation
e Dehydration

* |s acid gas treating is allowed?
e This is where assumptions come in

e Come up with a reasonable method and assumptions

25
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Handout — Exercise #2

 What transportation equipment is allowed?
* Piping costs

 What plant equipment is allowed?
e Inlet Compression

e Acid Gas Treating? Maybe. Depends on gas composition

e Dehydrator? Maybe. Depends on gas composition. Assume

field dehydration gets it to 7Ibs/MMBtu
 Turboexpander

e Demethanizer

e What if acid gas treating is charged separately?
 Would be left out of unbundling

26
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Handout Exercise #2

* How do we calculate the

UCA? Equipment Charge
e Assume treating charged lletocparation e
separately Inlet Compression
* Fee based contract Dehydration
e Charges are broken down Cryo
* Allowed charges Boosting Compression $0.10

e $0.03 +5$0.08 + $0.20 = $S0.31
 What if we didn’t know this breakdown?
e Costs for your equipment, ask for breakdowns, look for
publicly available information

*Note: These charges are just an example and not actual charges %
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 FERC Tariffs:
https://etariff.ferc.gov/TariffList.aspx

e EPA website: https://www.epa.gov/
 Trade Journals
e Books

28
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e Methods reviewed by Royalty Valuation Team C
e Company may submit an unbundling method
for review proactively

* RV Team C can provide guidance
o Still subject to audit

e Method submitted by auditors

* Provide guidance to auditors

29
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| Method Reviews
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e What do we look for?

* Contracts

e Statements

e Assumptions made

e Analysis

e Supporting documentation

30
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ONRR UNBUNDLING
CosT ALLOCATIONS (UCAS)

Office of Natural Resources Revenue Follow Us: €D D O

! U.S. Department of the Interior

About  Valuation Reporting/Paying Compliance Indian Services

e / Unbundling Cost Allocations (UCAs)

Unbundling Cost Allocations (UCASs)

Standardized UCAs Related Pages

OMRR now provides simplified UCAs for certain gas plants and geographic locations, please see the Unbundling Home

= for more information.

Specific Transportation System/Gas Plant UCAs:

ONRR also calculates UCAs for specific transportion systems and gas plants. See the table below
Unbundling for published UCAs,

How to use specific transportation system/gas plant UCAs

1. ONRR publishes UCAs for 2010.

2. You use 2010 UCAs to estimate 2011, 2012, and 2013,

3. OMRR publishes UCAs for 2011 and 2012,

4. ¥ou replace estimated values for 2011 and 2012 (there is no change for 2013)
5. ¥ou use 2012 (maost current) UCAs for future reporting period estimates.

Show 1 v | entries Search Table:
Plant Andeavor Logistics Wy 02/12/2018

https: //www onrr.gov/unbundling/index.htm

Industry Compliance Accurate Revenues & Data Professionalism & Integrity



How ONRR Calculates UCAs

e Collect data on gas plant from operator

* Process Flow Diagrams, Equipment Specifications,
Gas Specifications

* Use engineering software to model the gas
plant

e Use replacement cost data for equipment
e Separate into disallowed and allowed equipment

 Determine fuel usage for equipment
e Separate into disallowed and allowed equipment

32
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ONRR UCA — Chipeta Gas
Plant

CHIPETA GAS PLANT
UNBUNDLING COST ALLOCATION
CHIPETA PLANT COST ALLOCATION
YEAR 2012 2013 2014 2015 2016 2017 2018
Allowed Costs 62% 62% 62% 62% 62% 62% 62%
Disallowed Costs 38% 38% 38% 38% 38% 38% 38%
100% 100% 100% 100% 100% 100% 100%
Fuel Allowed 62% 62% 62% 62% 62% 62% 62%
Fuel Disallowed 38% 38% 38% 38% 38% 38% 38%
100% 100% 100% 100% 100% 100% 100%'
Electricity Allowed 3% 3% 3% 3% 3% 3% 3%
Electricity Disallowed 97% 97% 97% 97% 97% 97% 97%
100% 100% 100% 100% 100% 100% 100%

* Note that electricity has a separate UCA

33
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Disallowed Fees

e Marketing Fees
 Low Volume

e Treating Fees/Off Specification Gas Fees

 May be partially allowed based on marketable
condition

e |f separate fee, doesn’t have to be unbundled

 If CO, or H,S are sold, royalty is due and a
processing allowance may be taken

34
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Standardized UCAs

e UCA based on the geographic area and technology

Like plant-specific UCAs, lessees are not required to use Standardized UCAs. ONRR provides them as a convenience to simplify
reporting. Lessees may calculate their allowances within the terms of their lease and the Federal Oil and Gas Royalty Simplification

and Fairness Act of 1996. The unbundled processing fee that lessees claim may be subject to ONRR’s review and audit.

Standardized Standardized

Plant UCA Standardized Plant Fuel UCA Standardized Fuel Publication
Location Technology (Allowed) UCA (Disallowed)  (Allowed) UCA (Disallowed) Date Example
Sanjuan  N/A 42% 58% 31% 69% 9/13/2018 San Juan
Basin Basin

Example

Green N/A 52% 48% 55% 45% 9/13/2018 Green
River River Basin
Basin Example
Offshore Cryogenic  65% 35% 25% 75% 10/18/2016 Cryo
(GOM)* Example
Offshore Lean-Qil 80% 20% 80% 20% 10/18/2016 Lean Oil
(GOM)* Example

* The Standardized UCA may not be applicable to leases that fall under Section 6 of the Outer Continental Shelf Leasing Act. Lessees

35

are responsible for understanding what is deductible under the terms of their leases.
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FAQS

e If there is a published plant specific UCA, can |
use that UCA for a different plant?

 No

e What should | do if there is a plant specific
UCA and a standardized UCA for my basin?

* You can use either

36
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Options

e Use an ONRR Unbundling Cost Allocation
(UCA) if there is one

e Come up with a reasonable unbundling
method

e Take no allowances

37
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Questions

You can also submit questions to:
ONRRUNBUNDLING@ONRR.GOV

38
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