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FOREWORD

The basic purpose of this bulletin is o set forth what is considered by the industry in general
to be the most equitable basis for the determination of values to be used in connection with well
cost adjustments. This is necessitated by the tremendous increase in the various unitizarions taking
place for which no definite precedent has heretofore been established. The determination of values
are normally required as the result of ownership changes which usually occur as the result of onc
of the following:

1. Change to size of a unit either voluntarily or to conform to edicts of a Regu-
latory Body.

2. Recompletion of a well in a different zone or formation.
3. Muliple completion of well in zonc or zones of different ownership.

4. Failure to obtain production in original objective zone and completion of well in
zone of different ownership.

§. The creation of Fieldwide or Reservoir Units.

Prior to execution of the Unit Operating Agreement, the value of che unit well should be
agreed upon and written into the agreement. In the creation of Veluntary Units it is recognized
that because of other considerations such as obsolete equipment, prior production, secondary recov-
ery, reservoir. peculiaritics erc., it might be desirable to negotiate a stipulated amount or even to
contribute intangibles and/or tangible equipment co the unit.

Well cost, as discussed herein, consists of subsurface equipment, wellhead and wellhead equip-
ment and the associated intangible costs through the Xmas Tree. The lease production equipment,
including installation costs, should be treated scparately in the negotiations and in most instances
should be adjusted in accordance wich the Accounting Procedure atcached to the Operating Agree-
ment. In sote instances the nature of the operations may dictate handling wellhead, wellhead
equipment and tubing as sepatate items. For example, a single completion well being dualled,
requiring  the Xmas Trec to be changed out for a dual tree and the single string tubing to be changed
out for a dual string. ’

The following suggestions are for use as guide lines only. No attempt has been made o include
a suggested solution for all of che contingencies that may occur. It is also recognized that there
may be more than onc equitable solution to cach problem. In these instances alternate suggestions
have been included.

P.&a3
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INTANGIBLE DRILLING COSTS

Intangible Drilling Costs are defined as those expenditures which are non-recoverable and as ..
such have no salvage value. For the purpose of this bulletin material icems classified as non-
controllable in the Marterial Classification Manual most reccncly recommended by the Council of
Pctroleum Accountants Society of North America should be included as intangible coses. Intan-
gible Drilling Costs are incurred in drilling and preparing wells for the production of oil and gas.
Incangible costs notmally end at the first down stream-connection on che wellhead, and gencrally
include the following expenses:

DRILLING ROADS,. CANALS AND LOCATIONS

B e . POWER, FUEL AND WATER
T ot MATERIAL AND SUPPLIES
Company Tools Bits and Equipment Rental
Drilling Mud 2nd Chemicals
LABOR Other
Company
Contract SPECIALIZED SERVICES
, Well Surveys and Test Services
AUTOMOTIVE EXPENSE Cementing Casing
Automobile Shooting, Acidizing and Perforating
Truck and Service Equipment Squeeze Jobs '

OTHER INTANGIBLE DRILLING COSTS

Geological and Engineering

Districr Expense

Administrative Overhead

Loss and Damage

Vacation, Sickness and ocher Employee Benefits
Orther Costs

A. DETERMINATION OF INTANGIBLE DRILLING COSTS

1. The operators’ historical actual recorded cost is the preferred basis to be used in determ-
ining the one-hundred per cent amount to be allocated. Alvernaze mechods are as follows:

(a) Fixed or agreed sum. This amount would be an arbicrarily assigned amounc accept-
able by all parties concerned and would be used as the cost only when the operators’
actual recorded cost is either unavailable, unrealistic or unaccepeable.

(b) No Value. This method requires no allocation of costs. In using this method it
would be pre-determined chat each party has contributed a comparable base cost.
A no value basis would normally be used in the creation of voluntary Ficldwide or
Reservoir Units, which have been fully developed.

2. When operators’ actual cost is used, it should be noted that these costs include in addition -,
to the direct expenses incurred, allowances for operators’ District Expense and Adminis-
trative Overhead, Disttice ¢xpense would be calculated in accordance with the operators’

TOTAL P.04
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nornal practice of allocating thesa. expenses, _Administracive Overhead: oe Combined

7 Fixed: Raget should be the amounc charged dx:-;om: accauns-if the propeety: fae which.

the cost adjusemenc is being made was originally joiatly owned. 1 the propercy for
which the cost adjustment is being made was net eriginally joindy owned, Administradve
Overhezd or Combined Fixed Rates shanld be ealeulated ap the prevziling rate for che
ares in. which the unitizasion or change of ownesship is raking place. Also included
would be any costs incurred in drilling halow the unitized farmmon s R maximum

‘ depth of one hundred feer. =

Expunses incurred far cataia Specizlized Services in farmadons ather chan che unitized
formation should be axcluded, Such Specialized Services could include eleceric logy, drill
slem tusts, coring, shooting, acidizing, parforacing, squesze jobs, etc.

When operntors’ actual cost ir wsed such cost should be amartized. The proferred hasis
is che unit of producrion mechad. This factar is determined by a fraction of which rhe
aumeracar is past production and the denominatar is past productinn plus estimaced fu.
ture rescrves.

in the svenc hork il sod gas are praduced from the unic well, then this method of
amectizavion should be amended ts use 2 hasis of value rather chan umic af production.
As an alternare, n steaighe line mechod may be used. This factor i3 derermined by a
feaction of which the numerator is che mumber of years produced and the denominator
is the number of vears produced plus che eztimated rennining ymrs of production,

v

B. ALLOCATION OF INTANGIBLE DRILLING COSTS

This partion ef the bulletin pertains ta cie allocarion or assaciation of costs tw a partian of
the well commiian to specificd zones of operacinn. .

1.

The preferred merhod for the allocasion of casts becwesn zones is from a derailed analysis
of actual cxpendicures when pracrical, wrilizing well, drilling and accounting records.
Othur avceptable methods are s fallows:

fay A dnlling day radio. Tlis aczor for sach zone iz determined by o fraction af which

che numerarar s the number of davs drilled :hrt..ugh thar zane ind the deaominacor

s the ezl aumber of drilling Jdays spenc on the 3edl, beginning on she date zhe well

is spudded and cerminating wher the rig is refensed. |t it desirable to climinzee from
this allocation all expenditures known o be applicable @ wpecific prddu'clng formatians
any} could include eleatsic Jups, drill stem twests, coring, shooting, 1c1d1zxr_1_g. perforae-
ing. squzn.u_lnbsl_gc_a This would n*"r-'sxc:uc The elimination of the applicsble days

“required to perform such function, Far an illuscrarion, suppme 3 well campleted in
three znnes renuired 75 dnlhng_dny:.u the time from spud date o the bise of the
first zone, plus the time required to log and ser the production strmg of casing,
ameunted 1o 27 d-l)gs, this zone woultl recrive an allgcation of 27/75 or 36% of the
intangible deilling coscs. 1f che time reqmrcd to drill from che- busc of che firse zone
o the base of the second zone tack eleven days, rhis zane would receive an alloza-
tien of 10478 ar 1§%. I the vime required to drill from the base of the second
sone co the base of the chird zone Quk 7 days, chis zone would ruceive au allocation
of 37/7% ar 437%

{by A drilling (aoeage ratio, This facter for cach zone i derermined by i fraction of
which the numerator {1 che foorage drilled thraugh. thee zone and che denominster
if che intal foocage driiled far. she encire well. It i desirable to elimindee from chis
atlacatian all expenditures known ro Be applicable to a-specifie: producing formation

—d —
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and could include elecrric lngs. dnll stem :ests, canng, shacmng, acidizing, perfaras-
ing, squeeze jobs, ete..

Foc an Mluseratian, tuppose we“ campleled in tbrm zanes Wad dnllr.-d wm a :uul'

depth of $4,000 frer. 1( the foatage from surface thraugh the ficsc zonc was 12,000
fecr, chis zone would reevive 12.000/14, 088 pe BS.72%% af che inrangible drifling
coats. If the foorage from the botram of che firse zone l:h:nugh the sacond zamu
was 1,000 feet, this zone would receive "1,000/14,000 or 7.14% If the footage
from che boctom of the second=zon: through the chird zane was 1,000 fect, chis
zoue would also receive 1,000/14,000 or 7,145,

Afcer the costs have been zilocated to the xones by one of the methods described above,
assuming there are three zanes, these costs should be shared by the owners in the follow-
ing mannsr;

{a) Applicable coits ulcnnﬁed with che zane from the 2urface ta the bace af che ficst pea-
ducing foemarien should be allocated equally ra all forsmrions with the owners in
pach Fforrmavion standing rheir proporcionace shate based on thzir respacrive intecest in
each foemstion.

(b} Applicable coses idencified wich the zome herween the base of che firsc producing
formarion and the base of the sccond producing formation should be allacated equally
ta 31| Eormartions, belaw the base of the first formation with the owners in each forma-
tign standing cheir proportionate share based on ctheir respeceive interese in each
farmarcian.

(c) Applicable costs identified with che area below the base of the sccond producing
formudan will be charged to the deeper formacion.

TANGIBLE COSTS

ing and complering 7 well through che Xmas Tree and which, are ordinarily considered to have

:Q\ Tangible Drilling Coses are dafined a5 chose marereial jrems insralled in connectios wich dall-

salvage value, regardless of whecher such frems may actually be salvaged aftsr chey are inseailed.
Such materials are clamsified 1s concrolluble in the Material Classification Manual mose recencly
cecommenided by the Council of Petroleum Accountants Sociery af Nacth Ameriea.

A, DETERMINATION OF TANGIBLE COSTS

L.

BASE PRICE

(1) Acrual recorded cmst reduced by & depreciatian facror ser forth ju Z below. Some
cnmpaniet price material ta theic 1007 properties as well as jeine propercies an a
current markee hasis, therofore, actual racorded eote would be approprizes, However,
some companies price material o theie 100 properrics an a depeeciaced or averzge
cosc basis, cherefore the basis in {b) ar () below. mighe ba marc equitable.

(k) Current Marker (New) value ar date of inztallation reduced by # depreciation ficror
set fureh in 2 below,

(¢} Currenc Macker (New) value ac darelaf unitization zeduesd by z depreciation faccor
set forth in 2 belaw,

IDEPRECIATION
Depruciztivn should be limited t such anwount s a3 re preduss 3 value of equipment in

an_amaunt nec o be fwss than the salvage value after deducring che cost ef salvage.

—_ —
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(2) Unic of preduction. method. The amount of depreciation is determined by 3 fractien
‘af whith the nuinezator i past praditction “and the ‘deneminator s~ pase production

plus escimated futuce ruserves. Tn the evenc borh oil and gas-are produced from the
unie well, then this method of depreciztion shauld be amended to use 2 basis of value
rather than unit of production.

(k) Straight line method. The amount of depreciation is determined by 2 fraction of
which che numeratar iz the pusiber of years produced and rhe denominatar is the
numbzr of years the well produced plus the estimared remaining years of praducrion,

(¢) Apreed condition percentage.

B. ALLOCATION OF TANGIBLE COST
T —

Tn most unitizacions it will be necessary for the aperater wo allocate the equipment serving
the unit nnd/or unite in the same wellbore on an cquirable basis. Due to deep drilling in some
wells, laeger, heavier and morc expensive casing, and in soms ¢ases 3 prorection string may
be ser in che well thar would nat have heen requiced had che weil baen drilled to che unit
sand anly. ‘[o actempt te adjust for this sicuation brings up many problems and would re-
quire an estiwate of the rangible a5 well as che incangible cost for a hypethetical well o the
unit sand which i3 nut recomimended. Since the uperntor assumed all the risks of drilling che
well and the nen-aperator has usually henefited from chis, it is supgested that no adjusement
be made far chese coses in determining the value af the uniz well.

To assuce adequate: penerrazion through the unic sand, in most adjustments rhe deprhy of »
unic is considersd o he 100" belaw che base of ehe unic sand. The toral depth of the weil
may he slightly greater chan the 100" and in chese cases it is suggesred thar the adjusement in-
clude caral depeh. A string of casing may consisc of casing of differunt weights and grades set
at various depehs, but for the purpoie of making sn allecadon to the unic the voeal average
cast of the zaving sering should b used.

Agsuming thrae zampledans iy o zingle wefl Sore, the zost sf taagible weil squipment should
be ailacated ar {cllows:

1. CASING

{a) Toeal average case of the casing fram the surface 1o the base cf the fu'st Zone should
bie allocased eqmlly 5o slt zonus. in che wellhure. ™

Lo N
(b} Taral: yverage cost af the casing ‘from che base of the first zane ta the basa of the
secand zone should be allocared equ;”y o che sacmld and chird’ zoncs.'

{v) Total avemge cost of the casing from_the base of the scepnd Zone to che base of che
chird zone thould be allocaced cnurzlir ta tha thied zone.

o S ——

WELLHEAD

Waltheaq ‘nd wellhead equiprnent chraugh :he Xmas Tres should b= allocarad squally
‘oo all praduzmg farmarions served.

'P.oE
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TUBING

In thos instances when each unit rservoir is pruduced nhrnngh i sq:mtc s:rmg of rube
ing then aach unic will be chacged with the respective tubing sering. In chose instances
when ona unic reservoir i3 produced rlu-ough the casing rthen the toeal cost of the tubing
will be shared proportionacely by the units served with the appropiate ndiustmmt far
tubing bc!ow the mdmdunl unie re::r\.mrs

T1ngxbl: cun:rullable equipment nov spcctﬂ:‘\u) mmtmngd above should be allocated on an
equitahle baiis o the zone ar zores served.

CONDITIONS OF UNITIZATION

Follawing are the conditions fur which che detsrmicution of values for well cose adjusoneacs
may be required:

1.

2.

Seeaighe up lease well ar wells to unit in same regerveir,

A, Originally drilled as 100 or jnine well —

{1) Noz produced from unit sand.

{2) Produced from unic sand.

A. Revision of an existing unit from 1007; ownorship to joint,

B, Revision of an existing [oint unizx — samu pzrms, different interest, or briag in addi-
rivnal incerest.

. Single well completion dualled subsequently into unic reservoir original campletian remains

1009 2nd unic completion becumes joint,
Dua!l cempletion — one or mare complétions unirized.
Single completion depleted and vecampleced in higher unirized ceservairs,
Single campletioss degleted and diilled drcper o unitized seservoir,
N~ Co s .
ey ofple mewarfed nfs wmipized resecvorr
Single completion <depleted and recampleted for injection sr disposal well for unic

Dry hoie recompicted for injection o disposal well for unic,

Operator furnish subsrituse well 1o supplement preducrion from 2 unit on rental basis,

INFORMATION TO BE FURNISHED TO
NON-OPERATORS BY OPERATOR

Upan completion of the evaluatian of the unic well 3nd prier o the szecadon of che Unis

Opezating  Agreemens, she following infurmatian siauld be furnished by the eperzrer to il non~
upcratoty:

Al
a.

Copy af well recard oc well completian renare.

{rerrized priced lis¢ of tangible conrrollable squipment and basis of pricing, depraciation

—f—

K]




0CT-20-2004 WED UE 50 PM FINLEY RESOURCES FAX NO. 817 338 1938 P. 06

AL TR T PR A [« D P =PI} . gs

and sllpeation. The- teell zauxpm:nr. chrough che Xmas Tree is sublcc: ta verification by an e
audit af che operatar’s well recurds and 3n-inventery. ' SRS
C. Summary of intangible cost by eype uf expenditure with 1 brief statement as co how rhe

casts were determined, depreciated and allocaeed.

D. Brief daily ceaume of drilling opematians including mud weights.

CONCLUSION

Tt is balieved that the mosz common conditians of unidzations may be resolved by the recom-
mendations sct forth above, and the 2ccoupaants role in che negotiation of unir operating ugrea-
ments braught to a timely conclusion.

Owners of waorking incereses in new units formed should be charged their proportionate share
ef the agreed well value based on their cespective interest in the unit; snd the selling owners shonld
be credited wich cheir proportionate intersst aold,

The unit speracor should act a1 a callection and disbursing sgenc for all parties wich appropriace
procection suthorized By the operating agreemenc. So #s nmor to place an undwe herden on the
operatar, purchasers of an interest should remit prompily after being billed and the operaror should
male payment to scllens immediately after receiving payment from all puschasers, All future ac-
counting for che unit should be governed by the provisions of the operaring agrzement sntercd
inta berween the parries, :

“ap,



