UNBUNDLING
BASIC 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 ONRR Unbundling Cost Allocations
 Resources
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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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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.

Regs: 30 § CFR 1206.152(i), 1206.174(h)
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Clicker Question!!

How familiar are you A. Very familiar
with the marketable Somewhat familiar

condition rule? C. | have very little
familiarity with this

-

T ' topic
D. This is my first
exposure to this topic
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What Is The Marketable
Condition Rule?

ONRR’s Definition of Marketable Condition

Marketable Condition is defined as
“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 1206.151, 1206.171

Industry Compliance Accurate Revenues & Data [ Professionalism & Integrity



Common Elements of
Marketable Condition

These elements of our marketable condition equation are defined

Compression: the process of raising the
pressure of the gas {

Gathering: the movement of lease
production to a central accumulation |
and/or treatment point on the lease, '
unit, or communitized area, or to a
central accumulation or treatment point
off the lease, unit, or communitized area
as approved by the BLM or BSEE
operations personnel for onshore and
OCS leases, respectively

Regs: 30 § CFR 1206.151, 1206.171
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Common Elements of
Marketable Condition

Marketability generally includes all processes that improve the salability of
the product—functions that give the oil or gas its “value”

Dehydration: removing water vapor from
the product stream.

Sweetening: this step involves the removal
or reduction of hydrogen sulfide (H,S)
and/or carbon dioxide (CO,). These
components are sometimes referred to as
“acid gas” or “sour gas,” and this process
encompasses the removal of these items
from the product stream

11
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Gathering and
Transportation

* Industry considers everything prior to the
plant as gathering

* ONRR’s definitions:

e Gathering is from wellhead to central
accumulation point (CAP), which the majority of
the time is the royalty measurement point*

* Transportation is everything from the CAP to the

plant*

e Can also be downstream of the plant as well
*This language is a paraphrase of the regulations and not actually 12

regulatory text.
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TRANSPORTATION VS
PROCESSING

Transportation System: Gas (unprocessed or residue) or gas
plant products moved from a central accumulation point to the
processing plant, which may include field compression,
mechanical separation, sweetening, and dehydration.*

Processing: Any process designed to remove elements or

compounds from gas, which may include adsorption, absorption,
or refrigeration.™

*This language is a paraphrase of the regulations and not actually regulatory
text. 13
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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

14
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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

15
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Non-Arm’s-Length

e |sthe processing non-arm’s length?

e For unbundling, lessee must use actual costs —
actual capital costs and actual operating costs
e Separate them into allowed and disallowed costs

e Able to take an allowance from the transportation
and processing costs to determine the royalty due

16

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

e |s this an arm’s-length agreement with the
processor?

e For unbundling, lessee must use actual costs —
contract charges
e Figure out allowed and disallowed portions

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

17

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

Royalty due =

[volume x unit value x royalty rate] - allowances

Where does unbundling come In?
Allowances!
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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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e Marketable condition applies

e Cannot deduct compression, sweetening, or
dehydration unless it exceeds marketable
condition

e A portion can be allowed if marketable condition
is exceeded

20
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Marketable Condition =900 psig s the field compressor allowed?
No!
Field Compressor

From CAP To Gas Plant

Inlet Pressure = 60 psig Discharge Pressure = 500 psig

CAP = Central Accumulation Point 21
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f_% Transportation Example #2

Marketable Condition = 900 psig Is the field compressor allowed?

Field Compressor Partially

To Gas Plant

From CAP

Inlet Pressure = 200 psig Discharge Pressure = 1,000 psig

How much is allowed?

Discharge Pressure — Marketable Condition 1,000 — 900

X100 =12.5%

22

) X 100 =
Discharge Pressure — Inlet Pressure 1,000 - 200
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£ Transportation Example #3
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Marketable Condition = 900 psig Are the compressors allowed?
Partially Allowed 100% Allowed
Field Compressor #1 Field Compressor #2
From CAP To Gas Plant
2777 1,000 psig 1,300 psig

How much of compressor 1 is allowed?

Discharge Pressure — Marketable Condition X 100 = 1,000-900 y 190 = 10%

Discharge Pressure 1,000

23
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.% Transportation Example #4
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Marketable Condition = 1,000 psig Are the compression costs allowed?
) Field " Field Dehydrator
ompressor Compressor #2 /_\
From CAP |
100 psig 500 psig 1,100 psig
To Gas
Disallowed Partially Allowed Plant
_ 1,000 psig
How much of compressor #2 is allowed? v
D!scharge Pressure — Marketable Condition X 100 = 1,100 —1,000 % 100 = 16.67%
Discharge Pressure — Inlet Pressure 1,100 - 500
CAP = Central Accumulation Point 24
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/“’} Transportation Example -
-/ Dehydration
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Marketable Condition = 7 Ibs H,O Per MCF

Field Field

Dehydrator
Compressor #1 Compressor #2 /_\
From CAP |
50 Ibs H,O 35 Ibs H,O
Per MCF Per MCF
To Gas
Plant
10 Ibs H,O
. ? I 2
Are the dehydration costs allowed? No! v Per MCF
CAP = Central Accumulation Point 25
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Processing allowance covomentc Pan
means a deduction in el —-_ ) |
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determining royalty value l -~ ©)
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costs the lessee incurs for | '-[ |

. L
processing gas. I_:._

Industry Compliance Accurate Revenues & Data ° Professionalism & Integrity



Processing Plants

e May contain (but not limited to):
* |Inlet separation
* Inlet compression
e Condensate Stabilization
e Sweetening
 Dehydration
e Cryogenic/Refrigeration Separation
* Boosting Compression

27
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Residue

Sweetening

Dehydration

Boosting
Compression

dh

Cryogenic
Separation

NOTE: This is an example L NGls, 28
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I Condensate must be
Gas Vapor

stabilized to meet the Reid
2 Vapor Pressure (RVP) specs

volatile of a condensate pipeline or

truck. This is a cost of
placing the condensate
into marketable condition,
Stabilized and is also not deductible
condensate as a cost of processing.

29
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Allowed It

Depends!

e Refrigeration e Mechanical

Separation * Inlet Separation
* Cryogenic Compression e Condensate

Separation * Dehydration Stabilization
e Joule Thomson \ ® Sweetening e Boosting

Units Compression
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J Plant Example
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Production Wells Marketable Condition = 1,000 psig

Field /\/\/\

Compression Residue
Cryogenic Gas
Gas Plant 1,000
PSIg

Plant Equipment:
Inlet Separation

Inlet Compression
Dehydration
Cryogenic Separation

o Boosting Compression
NOTE: This is an example 31
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ONRR UCA — Toca Gas Plant

Toca Plant '
coST ALLOY ithern Natural Gas Company
- Toca Plant Cnstz ::::cation - Gas deliz\r:;:d to the Sokhern Natural Gas Company #hd the 2 0 1 1 2 0 1 2
Allowed Costs 78% 78%
Disallowed Cost 22% 22% 0 0
Isallowe OS51s = = 78 /ﬂ 84 )/0
Fuel Allowed 78% 78% 22% 16%
Fuel Disallowed 22% 22%
100% 100% 0 0,
These UCAs are based on the most current information available (see "Disclaimer for<g 100 /é 1 00 ’I/D
78% 84%
22% 16%
100% 100%

* Why does the allowed and disallowed UCA change from 2011 to 20127
There was a change in marketable condition in 2012 32
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Using a UCA

Royalty due = [volume x unit value x royalty rate] - allowances

NGL Sales Value $525,000
Total Bundled Processing Cost $70,000
Toca UCA Allowed 84%
Royalty Rate 16 2/3%

Total Bundled Processing Cost x UCA Allowed = Allowed Processing Cost
$70,000 x 84% = $58,800

Allowed Processing Cost x Royalty Rate = Total Processing Allowance
$58,800 x 16 2/3% = $9,800

NGL Sales Value x Royalty Rate = Royalty Value Prior to Allowances
$525,000 x 16 2/3% = $87,502

Royalty Value Prior to Allowances — Processing Allowance = Royalty Due
$87,502 - $9,800 = $77,702 33
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w4 U.S. Department of the Interior

About  Valuation Reporting/Paying Compliance Indian Services

ne / Unbundling Cost Allocations (UCAs)

Unbundling Cost Allocations (UCASs)

Standardized UCAs Related Pages

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

e for more information.

Specific Transportation System/Gas Plant UCAs:

OMRR 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. ONRR publishes UCAs for 2011 and 201 2.

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

Show 1 v | entries Search Table:

Name with Document Link 'lm Operator Location Doc Date 34

Plant Andeavor Logistics Wy 02/12/2018

Industry Compliance Accurate Revenues & Data Professionalism & Integrity



a0 Office of Natural Resources Revenue
=4 U.S. Department of the Interior

About Valuation Reporting/Paying Compliance Indian Services
Inbundling / Unbundling Methodology

Unbundling Methodology

ndian Gas Index Below are examples of how to calculate Undbundling Cost Allocations (UCAs), These are not the
' only methods by which the UCAs may be calculated. Other methods may be used provided they

Related Pages

are in accordance with appropriate regulations. Regardless of the method used to Unbundle, you

are still subject to audit. :
i Methodology & Reporter
Letters
References
bk At « How to Calculate a Transportation UCA R
I Unbundling ) : i i x no ;
s - t E Hneering Dat =] 1
. tofA i st Data Need: For assistance or
questions &
Reporter Letters or go to the |
™ akt 1 G lUsed E A » 3 Pipeline to the Point of Sale [ — (1218/2014) for more
= . 1 5 P e A h : information,
] — (1VE/2010)
- i Ju
— {1OF7/2009)
Examples for applyling UCAs are provided with each UCA Document on the Ma ou * main 35

page.

Industry Compliance Accurate Revenues & Data Professionalism & Integrity



£+
‘R
T
57
-*]
%]
T
"‘IFJ
A

Honw2E

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

36

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

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

37
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