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FOREWORD

This Accounting Guideline was developed to explain the most common types of arrangements that
involve payout accounting, associated cost recovery and some of the contractual provisions that affect
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FARMOUTS/FARMINS, PENALTY INTEREST, NET PROFITS INTEREST AND NET
REVENUE INTEREST

I. GENERAL

Joint exploration and development of oil and gas properties is conducted under several types of
agreements. This accounting guideline explains the most common types of arrangements that involve
payout accounting, associated cost recovery and some of the contractual provisions that affect payout
situations. This document also seeks to provide guidelines for the suggested content of the accounting
provisions, as well as the accounting and cost reporting normally required for these operations.

Accounting Procedures are an essential part of these agreements and the accounting must meet the
requirements of the agreement. The actual agreement and the accounting procedures governing an
operation are required to determine the proper accounting and reporting procedures, including timing.
This guideline is meant to aid in the reporting process of the agreement. Also note that an Operating
Procedure and the associated Accounting Procedure are used whenever there are two or more Working
Interest Owners anticipated either before payout or after payout.

This guideline was developed taking into consideration the various CAPL Operating Procedures, the
1989 PJVA Task Force Report- Well Payout Calculation, the PASC 1991 Bulletin # 2(Guide to
Accounting and Reporting for Farmouts/Farmins, Net Profits Interests and Carried Interests), the 1997
CAPL Farmout & Royalty Procedure, the 1997 CAPL Overriding Royalty Procedure and the COPAS
Accounting Guide # 13 (Accounting for Farmouts/Farmins, Net Profits Interest and Carried Interest-
Revised July 15,2004).

II.  DEFINITIONS

Notwithstanding that the governing agreement may have different definitions, for the purpose of this
Guideline, the following words and phrases shall have the respective meanings, namely:

ÒCarried InterestÓ means an owner or lessee of the petroleum and natural gas rights who does not
participate in the exploration and/or development of the property and assumes no liability for its share of
the costs or risk associated with the activity or operation.

ÒConvertible Overriding Royalty (GORR or ORR)Ó Ð means an Overriding Royalty subject to a
Farmout/Farmin agreement that allows for a change from the Overriding Royalty position to a working
interest after Payout and requires an election per the agreement.

ÒFacility FeesÓ means fees for services provided such as gathering, transportation, processing or other
production handling, as applicable:

a) if not owned by the Party, the costs and expenses paid by the Owner or Farmee to third
parties for Facility Usage under a bona fide armÕs length arrangement  or

b) if the Party is an Owner, the cost of Facility Usage of a facility owned by the  Party (or its
affiliate), equal to a fee (comprised of both operating and return on capital components) in
accordance with either of below:
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 i. the fee chargeable to a third party for comparable use under a bona fide usage
agreement or

 ii. in all other circumstances, a fee sufficient to cover such use of facilities, where the
capital recovery component of that fee provides a reasonable rate of return on the
capital investment of the owner(s) of those facilities (Farmee may use the PJVA
Jumping Pound Ð 2005 methodology as a guideline or the most current replacement
thereof) and where the operating cost component will be calculated and assessed in the
same manner as the operating costs are calculated and paid amongst the owners of that
facility.

ÒFacility UsageÓ means the PartyÕs use of facilities beyond those included in Equipping Costs or
described in Clauses 10.13 or 10.14 for an Independent Operation under a CAPL Operating Procedure to
make merchantable and to deliver to market Petroleum Substances produced from an earning or non-
consent or penalty well.  It includes, as applicable, the gathering, compression, treatment, processing and
transportation or other handling of those Petroleum Substances but excludes in all instances any
adjustments for transportation costs made in the determination of the Market Price.

ÒFarmeeÓ means the party acquiring a working interest in certain lands from a Farmor in consideration
for the conduct of a work program prescribed by the agreement respecting those lands and the FarmorÕs
working interest therein. ÒFarmorÓ means the party transferring a working interest in certain lands to a
Farmee in   consideration for the conduct of a work program prescribed by the agreement respecting
those lands and the FarmorÕs working interest therein. .

ÒFarmout/Farmin Ó means an agreement through  which petroleum and or natural gas or other mineral
operating rights (working interest) or a portion thereof in certain lands, are transferred  from a Farmor to
a Farmee  in consideration for such other party conducting a work program prescribed by the agreement
respecting those lands and the FarmorÕs working interest therein.

ÒIndependent OperationÓ means an operation proposed to be conducted under the Independent
Operations Provisions

"Independent Operations Provisions" mean those provisions of an agreement under which a proposed
operation may be conducted on behalf of fewer than all Working Interest Owners if the operation is not
approved to be conducted jointly for the account of all of them

ÒNet Profits InterestÓ means a non-operator receives a stated percentage of the net profits as defined in
the agreement.  This net profits calculation includes the capital cost of the drilling, completing and
equipping offset by the net revenues from the sale of product less the operating costs.

ÒNet Revenue InterestÓ means a non-operator receives a stated percentage of the net revenue as
defined by the agreement.  This net revenue does not include the capital costs incurred as part of the
work program.

ÒNon-Participating Owner Òmeans a Working Interest Owner that elects to not participate in a project
or operation for the drilling of any well or at casing point or in any operation proposed by the operator
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and results in an Independent Operation, where the consequence of the election not to participate in that
activity potentially subjects it to a cost recovery, penalty or forfeiture of interest.

ÒOverriding Royalty (GORR or ORR)Ó Ð means an interest carved out of the lesseeÕs working
interest, entitling its owner a fractional interest of the production of Petroleum Substances free of any
capital, production or operating expense. An Overriding Royalty may be created by grant or by
reservation and is normally reserved by the assignor in a Farmout/Farmin agreement.

ÒPayoutÓ means the point at which the revenues received, net of royalties, recognized burdens and
operating expenses including (but not limited to) processing, transportation and any other deductions
permitted under the agreement, from the operation have covered the capital costs incurred and paid by
the owners per the agreement.

ÒPayout StatementÓ means a statement of current activity and cumulative status of Payout based on
applicable capital, revenues, royalties and expenses as required by the agreement.

ÒPenalty InterestÓ means the costs of an operation otherwise attributable to the working interest of a
Non-Participating Owner that are assumed by the Working Interest Owners participating in that
operation.

ÒPetroleum SubstancesÓ means petroleum, natural gas (including natural gas from coal and shale) and
every other mineral or substance for which the title documents grant the right to explore, develop or
produce.

ÒWorking Interest OwnerÓ means a party which holds the right to explore, develop and exploit all or
portion of the petroleum and/or natural gas (or other mineral) rights  in a property.

III.  FARMOUT/FARMIN

1. GENERAL

Basically Farmout/Farmin agreements assign a working interest from the owner (Farmor) to
another party (Farmee) in consideration for the Farmee incurring costs of a prescribed work
program These agreements may be a simple assignment of operating rights to conduct a single
operation or it may be more complex arrangements under which the Farmee has the option to
conduct further operations to earn other interests in other portions of the FarmorÕs holdings. The
agreement might be structured so that the Farmee acquires the FarmorÕs entire working interest in
the applicable lands subject to an Overriding Royalty retained by the Farmor or they might see
further exploration and/or development of the earned lands being managed between the Farmor
and Farmee as Working Interest Owners under the Operating Procedure.  Once the conditions of
the agreement are met, the agreement enters into a second phase.

The Farmor normally retains an economic interest in the earned assigned mineral rights, usually as
an Overriding Royalty or as a reduced working interest after drilling of the test well. The type and
amount of the interest retained by the Farmor is negotiated in the agreement.  It depends on such
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factors as the lease expiration date, the expected degree of risk and the profitability expected in
undertaking the exploration and/or development of the property.

The Farmout/Farmin agreement may entitle the Farmee to recover its costs for drilling, completing
and equipping the well, as well as any operating costs paid out of the net proceeds attributable to
one or all wells drilled on the assigned lands before an election is available for the conversion of a
working interest to the Farmee.  This then entitles the Farmee to all the benefits and obligations of
well ownership in the area to which the conversion pertains (drilling spacing unit). The
Farmout/Farmin agreement commonly has one of the following results:

a. The Farmor may retain an Overriding Royalty on well proceeds.  This Overriding Royalty may
be:
i. non convertible (i.e.: the Farmor stays in the royalty position for the life of the well); or
ii. convertible to a working interest upon Payout of all costs incurred by the Farmee to drill,

complete, equip, tie in and operate the well are offset by the net proceeds from production
of the well.  .

b. The Farmor may have the right to elect, at Payout, as to whether or not to stay in the
Overriding Royalty position or convert the Overriding Royalty to a working interest for the
remaining life of the well;

c. The Farmor may be entitled to a working interest in the well immediately upon drilling to
casing point or completion of the well;

d. The Farmee may be entitled to an immediate partial interest in a well by incurring a specific
percentage of well drilling and completion costs (i.e.: incur 40% of the well costs to earn a
20% interest in the well);

e. Some Farmout/Farmin agreements state that the conversion right exists upon the well
producing a certain volume of petroleum products Ð these are referred to as Ôvolumetric based
payoutsÕ.

f. Some Farmout/Farmin agreements state that the conversion right exists upon the well
producing for a set period of time, after which the well paid out.

2. PROVISIONS

The following items may be included in all Farmout/Farmin Agreements containing a Payout
provision:

a. The Farmee  must keep an accurate record of all charges and credits connected with revenue
and expenditures for each individual well as provided for in the Farmout/Farmin agreement;

b. Audit rights should be described in detail.  The PASC Accounting Procedures  generally state
that the Payout Statement must be in sufficient detail to allow the Farmor to review the
summary data for correctness or challenge the report through an audit;

c. The method of calculating Payout should be defined in the Farmout/Farmin agreement;
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d. Per the agreement, the Farmee must furnish the Farmor with a Payout Statement within the
specified period.  This should include an initial statement upon the well reaching rig release
and all costs being recorded if the well is not to be completed immediately. If the well is
drilled, completed and tied in consecutively, the report would be done based on first
production.  The Payout Statement must be completed at least annually until the well nears
Payout, at which time the report should be monthly.

The 2007 CAPL Operating Procedure sets out more direct guidelines and responsibilities, and
this type of provision seems likely to be included in any update to the 1997 CAPL Farmout &
Royalty Procedure. The Payout Statement must include the following as a minimum:

A. for non-volumetric:
i. each AFE for drilling, completion, recompletion, equip & tie-in and any additional

capital;
ii. all applicable revenues;
iii. all Crown royalties;
iv. all other royalties that are permitted under the agreement for inclusion in the Payout

calculation;
v. operating and maintenance costs including well workovers and other expense items

including Facility Fees;
vi. all applicable incentives, taxes, levies, etc as agreed to by the parties.

B. for volumetric only:
i. the total to be drawn down and the cumulative produced to date.

e. The Farmee is required to notify the Farmor in writing, of the Payout date within a specified
time.  If a conversion option is exercised, the Farmor will  notify the Farmee, in writing of its
election within a specified time;

f. The effective date of the conversion to a working interest should be specified in the
Farmout/Farmin agreement.  Unless otherwise specified, the Payout date must be calculated on
a daily basis during the month of Payout and Payout date established as the specific day upon
which the balance equals zero;

g. All post conversion adjustments must be made on a timely basis or interest charges may apply
as per the agreement.

3. SAMPLE PAYOUT PROVISION

As an example, we are assuming that the Payout agreement defines Payout as:

That date when the Farmee recovers out of the gross proceeds of sale from or allocated to the
FarmeeÕs share of production from the earning well an amount equal to the sum of the FarmeeÕs
share of:
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a. All costs and expense of the drilling,  completion, equipping  and operating for the earning
well and, as applicable, all costs of other operations conducted on that well, less all cash
governmental incentives or grants received by the Farmee and derived from any of those
operations;

b. All payments for the lessor royalty under the title documents and the Overriding Royalty with
respect to the Petroleum Substances for the earning well;

c. All taxes (excluding income and GST taxes) paid by the Farmee from the earning well;

d. All payments of encumbrances applicable to the Petroleum Substances produced from the
earning well; and

e. All facility fees applicable to the Petroleum Substances produced from that earning well.

For the purpose of the Payout calculation, where the Farmee delivers Petroleum Substances in
kind, with respect to payments for the lessor royalty, Overriding Royalty or other encumbrances,
those Petroleum Substances will be deemed to have been sold and paid by the Farmee at a price
equal to the market price (determined when delivered).

4. PAYOUT CALCULATION

Some Farmout/Farmin agreements will have multiple wells drilled as part of the earning, and the
Payout of these wells may be as individual wells or as a pooled Payout.   The agreement would
generally stipulate the manner by which the Payout is calculated.   Payout occurs when the Farmee
recovers one hundred percent of the costs attributable to the assigned well.  If the FarmeeÕs
working interest is less than one hundred percent, the Farmee will need to take its net revenues and
costs and gross up these amounts or perform the calculation on its net basis.  This must be
identified on the Payout Statement.
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WELL ID: Central AB 100/03-03-033-3W4/00

PROJECT #:          123456                                                                                            SPUD DATE:  November 17, 2003
CONTRACT #:      CXXXXXX                                                                    RIG RELEASE DATE:  November 22, 2003
STATUS:                GAS                                                                                          DATE ON PROD:  February 24, 2004

CUMMULATIVE COSTS TO
CAPITAL   AFE# TO DATE PENALTY % RECOVER

DRILLING 04270075 $750,000 100 $750,000
COMPLETION 04290101 $250,000 100 $250,000
EQUIPPING 04350176 $100,000 100 $100,000
TIE IN 04360048 $100,000 100 $100,000

Capital balance $1,200,000

CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION TO LAST REPORT                  ($515,000)

GROSS (REVENUE) LOSS THIS PERIOD - JUNE 1, XXXX TO APRIL 30, XXX                 ($600,000)

LESS: CROWN ROYALTIES 105,000
GORR 0
FREEHOLD ROYALTIES 6,500
OPERATING EXPENSES 65,000
FACILITY FEES 33,000

NET OPERATING (REVENUE) LOSS THIS PERIOD                                                         ($390,500)

CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION                                                ($905,500)

BALANCE TO PAYOUT AS AT APRIL 30, XXXX                                                                                          $294,500

PARTICIPANTS BPO W.I % APO W.I. %

Farmee 100.00 75.00
Farmor 0.00 25.00

Total 100.00 100.00

In this example, the project is a Farmout/Farmin with a convertible Overriding Royalty.  We have
identified all of the capital AFEs involved todate and have come up with a Òcapital balanceÓ.

 Gross revenues are calculated per the OperatorÕs account.
 Crown royalties are per the payment to the crown.
 Freehold royalties are those royalties made for the Joint Account.
 Overriding Royalties are not part of this project. Note that there times where a royalty incurred

by the operator may not be for the Joint Account such as where the operator has agreed to pay
a non-convertible Overriding Royalty that will not be paid by the converting party.  In this
case, the second Overriding Royalty would not be included in the calculation.

 Operating expenses include the overhead allowed per the agreement.



FARMOUTS/FARMINS, PENALTY INTEREST, NET PROFITS INTEREST AND NET REVENUE INTEREST

November 30,2008 Draft for Industry Review and Comment Page 10

 Facility Fees include the cost of processing the product through a facility operated by a third
party or one in which the Farmee has ownership.

IV.  PENALTY INTEREST (NON-CONSENT)

1. GENERAL

A Penalty Interest is created any time a Working Interest Owner(s) of a property assumes a portion
or the total share of the cost and risk attributable to another partyÕs working interest.  This can
result from a specifically expressed contractual provision or an option extended and exercised
under the agreement.

 Most Penalty Interest arrangements are created by parties who elect not to participate under
independent operations provisions as allowed by most operating agreements such as the CAPL
Operating Procedure.  This situation usually exists when a Working Interest Owner elects not to
participate in a well operation such as drilling, completion, equipping or other facilities allowed by
the operating agreement.  A  Penalty Interest is a non-participating interest until the terms of the
relevant agreement are fulfilled.

When an owner elects to become a non-participating party, the cost attributable to the non-
participantÕs interest and the risk of conducting the joint operations are now borne by one or more
parties who elect to undertake the operation.  These owners are referred to as the participating
parties.  The revised interest in the operation for each participating party is split based on the
relative ownership of those electing to participate, entitled and willing to pick up the additional
interest.  The CAPL Operating Procedure typically allows a participating party to participate for
only its working interest, for its proportionate share of all available interest or, in the 1990 and
2007 versions, for its proportionate share of all available interest up to a specified cap on
participating interest share of costs of the operation (versus any cap on total dollar expenditures).

If the Independent Operation results in a dry hole or unsuccessful completion or operation, the
participating parties  may plug or abandon that well or horizon at their sole cost, risk and expense,
after which payout is deemed to have occurred.  If any well drilled or reworked under such
arrangement results in a producer of Petroleum Substances in paying quantities, the participating
parties complete and equip the well to produce at their sole cost and risk and the well is operated
for the account of the participating parties until the well or operation pays out.

When operations are for the drilling of a well by the participating parties, the Non-Participating
Owners typically relinquish all interest in the well, and the production therefrom until payout has
occurred. They are entitled to receive technical information on the well if allowed by the
agreement.  Most agreements contain a cost recovery provision in excess of 100% recovery of the
capital costs, sometimes referred to as a penalty. This is designed to compensate the participating
parties for the technical and commercial risk, the time value of money pending the recovery of
capital and the risk/reward involved in taking on the operation.

 The cost and penalty, if applicable, are recoverable from what would have been the non-
consenting ownersÕ share of production from the well/zone/reservoir.
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2. PAYOUT CALCULATION

Payout occurs when the participating parties receive from production, proceeds after deducting
applicable royalties, transportation costs, operating expenses including well workovers and taxes
(excluding income tax and GST) and all Facility Fees applicable to the produced substances
produced from that earning well equals:

a. The cost and expense of drilling, completion, equipping and tie in costs for the earning well
and, as applicable, all costs of other operations conducted on that well, less all cash
governmental incentives or grants received by the Farmee and derived from any of those
operations; multiplied by the applicable penalty per agreement;

b. Where the Operator delivers Petroleum Substances in kind, those Petroleum Substances will be
deemed to have been sold and paid by the Operator at a price equal to the OperatorÕs Market
Price for the well (determined when delivered) for the purpose of the Payout calculation.  In
the event of more than one participant having picked up the additional interest of the party that
went non-consent, the payout calculation will use the value of the product sold by the Operator
to calculate the revenue and any associated royalties for the payout calculation.

3. PAYOUT STATEMENT

i. Fundamentals

The independent operations provisions of an operating agreement usually provides that within a
specified time after the completion of an independent operation, the Operator of the independent
operation must furnish each Non-Participating owner and each participating owner that picked up
additional interest with a Payout Statement that details the costs in penalty, which may include the
drilling, completion, recompletion, equipping and tie in costs offset by the net revenue for the
period, detailed by revenue, royalties and expenses.

An example of an independent operations clause is the one from the 2007 CAPL Operating
Procedure, Clause 1007:  Penalty if Independent Well Results in Production:

Note as well, Subclause10.15E of the 2007 CAPL Operating Procedure deals with the failure
to deliver statements as:

“Failure to Deliver Statement after Request- A non-Participating Party that does not
receive a cost recovery statement when prescribed by Subclause 10.15A may, by notice
to the Operator of the Independent Operation and the other Participating Parties that
assumed its share of the costs therein, request a statement that complies with the
requirement of that Subclause.  That Non-Participating Party may, by notice to those
Parties, conduct an audit of the cost recovery account if the Operator does not distribute
that statement within 60 days after the issuance of that notice.  Those Participating Parties
will bear the cost of any such audit in the same proportions as they assumed the costs
otherwise applicable to that Non-Participating Party.  If more than one Non-Participating
Party conducts such an audit, they will conduct it simultaneouslyÓ
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PASC has also adopted this in the most recent Accounting Procedure.

ii. Example

Below is an example of partner B in penalty for its 25% share of the well under a 1990 CAPL
Operating Procedure

WELL ID: Central AB 100/03-03-033-3W4/00

PROJECT #:          123456                                                                                                     SPUD DATE:  January 1, 2000
CONTRACT #:      CXXXXXX                                                                           RIG RELEASE DATE:  February 2, 2000
STATUS:                GAS                                                                                                     DATE ON PROD:  January 2006

CUMMULATIVE
CAPITAL AFE# TO DATE PENALTY % BALANCE
DRILLING 04270075 $750,000 300                 $ 2,250,000
COMPLETION 04290101 $250,000 300                 $750,000
EQUIPPING  04350176 $100,000 200 $200,000
TIE IN 40360048 $100,000 200 $200,000

Capital balance                   $ 3,400,000

CUMULATIVE NET OPERATING (REVENUE)  LOSS FROM INCEPTION TO LAST REPORT                           ($515,000)
GROSS REVENUE THIS PERIOD - JUNE 1, XXXX TO APRIL 30, XXX                                       ($600,000)

LESS: CROWN ROYALTIES 105,000
GORR   0
FREEHOLD ROYALTIES   6,500
OPERATING EXPENSES  65,000
FACILITY FEES 33,000

NET OPERATING (REVENUE)  LOSS  THIS PERIOD ($390,500)
CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION                     ($905,500)
BALANCE TO PAYOUT AS AT APRIL 30, XXXX                   $2,494,500

PARTICIPANTS          BPPO W.I % APPO W.I. %
Partner A 100.00 75.00
Partner B 0.00 25.00
Total 100.00 100.00

4. REVERSION OF INTEREST

Subject to the terms of the agreement, if and when the participating parties recover all costs
applicable from the interest of the Non-Participating Owners, the carried or Non-Participating
Owners may now acquire a working interest in the well and the associated production.  Many
agreements provide for an automatic conversion, however 1981  and  1990 versions of the CAPL
Operating Procedure have an election within clause 1007 for which Òeach non-participating party
shall have thirty (30) days following the receipt of such notice within which to elect to accept or
refuse participation in the well, the applicable zones and the production therefrom, provided that
failure of a non-participating party to make an election within such period shall be deemed to be an
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election to accept participation to the extent of its working interest in the spacing unit of the well.Ó
The 2007 CAPL Operating Procedure includes a similar outcome.

Thereafter, the Non-Participating Owner that acquired a working interest in the well shall pay his
proportionate share of the further costs of the operation of the well in accordance with the terms of
the operating agreement and the accounting procedure attached to it.

V. NET PROFITS INTEREST

1. GENERAL

A Net Profits Interest may result from a special lease agreement or a Farmout/Farmin agreement.
With regard to a special lease agreement, a lease may be acquired from the lease owner (e.g.:
freehold) for a payment of cash and an additional fractional part of the net profits from the
production of the mineral rights granted or the joint lands.

Net Profits Interest is more commonly formed when a Working Interest Owner assigns a working
interest in a lease to another party, while retaining an interest in the net profits from the operations
conducted.  In this arrangement, the assignee agrees to pay the assignor a specific percentage of
the net profits from production attributed to that interest.

Net profits arrangements can have different provisions and definitions of Payout; therefore, the
agreement and the Accounting Procedure should be reviewed carefully to determine the proper
method of calculating the Net Profits Interest. Note that the Net Profits Interest requires the
recovery of capital as well as expenses before a payment is made. The holder of the Net Profits
Interest is not liable for losses in the development and operation of the lease, but these losses may
be carried forward and recovered by the assignee out of future net profits.  This may include
additional wells drilled, new zones completed or wells reworked.  When a profit is realized, a
payment will be made to the owner of the Net Profits Interest.

Upon commencement of activity on the lease, a Net Profits Interest statement of account should be
generated on a monthly basis.  This will show the status of the lease as well as show when the
assignee has recovered all of the designated costs per the agreement, the statement will be used to
reflect the status of the account which may include the amount due the Net Profits Interest owners.

The Net Profits Interest owners retain the rights to audit the statement based on the requirements
within the agreement.

2. NET PROFITS CALCULATION EXAMPLE

In this sample, we take the following information into consideration:

Facts: Company ÒAÓ assigns 100% W.I. to Company ÒBÓ, subject to a 20% Net Profits Interest
retained by ÒAÓ.

Net Profits is defined in the agreement as the excess of net revenue proceeds over the cost to drill,
develop and operate the property.
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Drill & Period Period Period
Complete #2 #3 #4

Balance Forward
Cost over revenues          $0 $800,000 $326,875 $0

Current period activity
Well & Facility Cost $800,000 $1,000 $5,000

Operating Expense $100,000 $90,000 $95,000

Workover Costs $250,000

Abandonment Costs
Salvage Cr

------------ ------------ ----------- ------------
Total Expenditures $800,000 $100,000 $91,000 $350,000

Net Revenue/Roy Applied ($573,125) ($581,500) ($275,000)
________ _________ ________ _________

Current Net (Profit) Loss $800,000 ($473,125) ($490,500) $ 75,000
----------- ----------- ------------ -----------

Cumulative Net (Profit) Loss $800,000 $ 326,875 ($163,625) $ 75,000

20% Net Profits (to A) 0  0                         $32,725 0 

Loss Carried Forward $800,000 $ 326,875 0 $ 75,000

The example below shows the progression of the statements for a period of time.

  VI.   NET REVENUE INTEREST

1.   GENERAL

A net revenue interest results from a special lease agreement or a Farmout/Farmin agreement in
which the Farmor assigns his interest in the lease for an interest that results in the Farmor
receiving a defined share of proceeds for all production, regardless of the capital cost incurred by
the Farmee.
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VII.    GENERAL DISCUSSION

Question:  Who is responsible for calculating Payouts?
Answer:  Generally, the Operator is responsible for calculating the Payout Statement.  If, however, there
is a Farmout/Farmin agreement in which the Operator is not party to, then it is the responsibility of the
Farmee to maintain the Payout calculation as the Operator is not privy to the royalty calculation being
utilized.   Similarly, the lead participating party will end up taking on this role if the Operator
participated in an Independent Operation, but didnÕt assume any Penalty Interest of the Non-
Participating Owner. This situation also holds true for Net Carried Interest and Net Profits Interest
calculations where the Operator has no contractual relationship with the affected parties.

Question:  What impact does a non-participation election by a Farmee have on the FarmeeÕs Overriding
Royalty obligation to the Farmor?
Answer:  If the Operating Procedure is attached to the Farmout/Farmin agreement, the responsibility for
the Overriding Royalty obligation would transfer, proportionately, to those owners who have assumed
the FarmeeÕs share of costs of the operation. If the Farmout/Farmin agreement were only between the
Farmor and Farmee and the Farmee were novated into the existing operating agreement in the place of
the Farmor, the other owners would typically not have any obligation to pay the Overriding Royalty to
the Farmor, as they were not party to the agreement under which the obligation were created.

Similarly, if a Farmee encumbered its working interest to another third party, such as a geological
consultant, the other parties would typically have no responsibility to pay that ORR

Question:  Are Provincial and Federal income taxes included in the calculation?
Answer:  No. Payout is before corporate obligations are met.

Question:  What is meant by value at the wellhead?
Answer:  This means that the net revenues received for the petroleum and natural gas is based on the
total revenues received for the gas and products less the cost of transportation, gathering, processing and
other production handling using facilities held outside the agreement.

This concept was introduced in the 1990 CAPL Operating Procedure to reflect the way in which
industry has typically managed product enhancement costs in any cost recovery. A Payout or penalty
would not truly reflect the cost exposure of the Farmee/participating parties if this major cost type were
not recognized somewhere in the calculation, as these costs can be quite significant.

Question: What are the obligations of the Farmee or Operator to provide Payout Statements and what
recourse/action should be taken if Payout Statements are not provided?
Answer:  Most agreements have a specified time in which the Farmee or Operator must provide a
Payout Statement.  Most have set out that the first statement is required six months after the drilling of
the well.  Other agreements specify monthly (which we know is not very practical).  We also run into
companies that do not supply a statement until the well is on production, which causes problems for the
Operator if the well is sold.  If a proper statement has not been supplied by the Operator until production
of the well, an audit can still go back to the drilling of the well details in order to verify the charges
included.  Subclause 10.15A of the 2007 CAPL Operating Procedure specifies Òthe following frequency:
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Statements-The Operator of an Independent Operation subject to a cost recovery under this Article will
maintain accounting records therefore on a financial month basis in accordance with the requirements of this
Article and the Accounting Procedure.  It will periodically provide to the Non-Participating Parties and the
affected Participating Parties a written statement showing in reasonable detail all debits and credits made in
that calculation, subject to the obligations to maintain accounts and provide information under Clauses 3.07
and 10.19. The Operator will issue those statements at the following frequency

a) within 6 months after the drilling rig release of an Independent Well or completion of the
Independent Operation, as applicable for the Initial statement

b) every 12 months for an Independent Well capable of production, but not then producing; and
c) every 6 months for an Independent Well producing Petroleum Substances or a Production

Facility, provided that the Operator will issue that statement on a monthly basis for any such
Independent Well or Production Facility if the outstanding capital amount under the cost
recovery is less than 6 times the net proceeds applied to that capital amount in the preceding
month.Ó

The obligations of the Operator under this Clause will be performed by the Proposing Party if the
Operator of the Independent Operation has participated therein for only its Working Interest share
of costs.

Clause10.15E of CAPL 2007 deals with the failure to deliver statements as:

“Failure to Deliver Statement After Request- A non-Participating Party that does not receive a
cost recovery statement when prescribed by Subclause 10.15A may, by notice to the Operator of
the Independent Operation and the other Participating Parties that assumed its share of the costs
therein, request a statement that complies with the requirement of that Subclause.  That Non-
Participating Party may, by notice to those Parties, conduct an audit of the cost recovery account
if the Operator does not distribute that statement within 60 days after the issuance of that notice.
Those Participating Parties will bear the cost of any such audit in the same proportions as they
assumed the costs otherwise applicable to that Non-Participating Party.  If more that on Non-
Participating Party conducts such an audit, they will conduct it simultaneouslyÓ

With both the Convertible GORR and the Independent Well agreements, it may be necessary to conduct
an audit in order to get the Operator to supply a Payout Statement if the Operator continues to reject
your request.  If payout has been reached and the date is significantly different from the date notice is
received, the interest provision of the Accounting Procedure can be utilized.

Question: What happens if a penalty well is drilled, completed and equipped under a 1981 CAPL
Operating Procedure with equipping at 100% penalty plus interest and the agreement is updated to a
1990 CAPL Operating Procedure before payout.  Is the payout to be updated to 200% penalty on
equipping?
Answer: The effect of changing to the more modern CAPL would only affect new capital added to the
project.  Any capital costs recorded under the previous agreement must remain as incurred, unless
otherwise agreed specifically by the parties.  As such, the equipping costs booked prior to the adoption
of a revised agreement should remain at 100% plus interest and any new equipping charges would be
charged the 200% penalty.
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APPENDIX I:   CAPL Clauses

1990 CAPL Operating Procedure ÐSubclause 1007(a)

a. If such well is completed for the production of Petroleum Substances from one or more
zones, the participating parties shall be entitled to retain possession of the well and all
production from such zones through the well until the gross proceeds ( calculated at the
wellhead) from the sale of such production equals the aggregate of:

(i)   one hundred percent (100%) of the LessorÕs royalty and any overriding royalties or
other encumbrances thereon which otherwise would have been borne for the joint
account which are paid with respect to such production, subject to Subclause 1007(b);

(ii)  one hundred percent (100%) of the operating costs applicable to the well;

(iii)  two hundred percent (200%) of the equipping costs of the well; and

(iv)  a multiple of the drilling costs and completion costs of the well as a development well
or and exploratory well, as the case may be, being ___% with respect to a development
well and ________% with respect to an exploratory well, provided thatÉ(a proviso that
links to a specialized outcome related to another Clause)

The Operator for the participating parties shall notify the non-participating parties upon
recovery of the proceeds prescribed by paragraphs (i) through (iv) of this Subclause not
later than thirty (30) days following such recovery.  Subject to Subclause 1021(b), each
non-participating party shall have thirty (30) days following receipt of such notice within
which to elect to accept or refuse participation in the well, the applicable zones and the
production therefrom, provided that failure of a non-participating party to make an election
within such period shall be deemed to be an election to accept such participation to the
extent of its working interest in the spacing unit of the well.  If a non-participating party
refuses participation as above provided, it shall be deemed to have forfeited its right of
participation in and to the well and to the spacing unit of the well, insofar only as it relates
to the applicable zones and the production therefrom, to the participating parties therein.  If
a non-participating party elects to accept participation in the well, the applicable zones and
the production therefrom as above provided, its participation shall be equal to its working
interest, and shall be effective as of the time when the gross proceeds of production from
the well equaled the aggregate of the amounts prescribed by paragraphs (i), (ii), (iii) and
(iv) of this Subclause, whereupon the accounts of the parties shall be adjusted accordingly.
Thereafter, the well shall be held for the account of the parties then participating therein,
and shall be operated by the Operator if it one of  the parties so participating, or an
Operator appointed pursuant to Clause 1004 if the Operator has elected to forfeit its interest
in the well.

Please refer to CAPL1990 for the remaining Subclauses (b), (c), (d) and (e).
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2007 CAPL Operating Procedure Ð Clause 10.07

A. Cost Recovery For Independent Well-This Subclause is subject to Clause 10.06 for wells that
have been used for lands other than the Joint Lands, Clause 10.08 for Operations on an existing
well on the Joint Lands and Clause 10.10 for wells that preserve title. The Participating Parties
will retain possession of an Independent Well Completed or Recompleted for the production of
Petroleum Substances from one or more formations of the Joint Lands under the associated
Operation Notice and all production from those formations through that well (including any such
formation in which they subsequently Complete or Recomplete that well) until the gross proceeds
from the sale of that production equal the total of:

(a) 100% of the lessor's royalty and 100% of any overriding royalties, freehold mineral taxes
or other encumbrances borne for the Joint Account that are paid with respect to that
production, subject to any application of Subclause 10.07F to certain encumbrances not
borne for the Joint Account;

(b) 100% of the Operating Costs respecting that well and, insofar as permitted hereunder and
they do not duplicate Facility Fees included under Paragraph 10.07A(c), any Production
Facility for its use in the production, processing, treatment, storage, transmission or other
handling of that production;

(c) 100% of the Facility Fees incurred for use of a facility in the production, processing,
treatment, storage, transportation or other handling of that production, calculated for
100% on the same basis as they are paid for that share of production otherwise applicable
to the Non-Participating PartyÕs Working Interest;

(d) 200% of the Equipping Costs of that well;

(e) a multiple of the bona fide Drilling Costs and Completion Costs of that well as a
Development Well or an Exploratory Well, as applicable, being ____% for a
Development Well and ____% for an Exploratory Well (including in that multiple the
first 100% of those costs), subject to Subclause 10.07H for any cash contribution and
Subclause 10.10F if that well is in part a ÒTitle Preserving WellÓ or ÒSubsequent Title
Preserving WellÓ (as defined in Clause 10.10). If that well was in part a Development
Well and in part an Exploratory Well and it was Completed for production only as an
Exploratory Well under Clause 10.05, all of the Drilling Costs and Completion Costs will
be deemed to have been incurred solely for an Exploratory Well, subject to Subclause
10.07B if there had been a cash reimbursement to the former Participating Parties in the
Development Well portion of the well under Paragraph 10.05C(b).

The proceeds of sale from or allocated to the Participating Parties' share of production from that
well will be deemed to be sold at a price not less than a Market Price for this calculation,
provided that 100% of the proceeds will be calculated using the price paid under any pre-existing
armÕs length bona fide agreement pertaining specifically to the Non-Participating PartyÕs
Working Interest in formations of the Joint Lands and the associated reserves if the production
otherwise applicable to the Non-Participating PartyÕs Working Interest must be sold thereunder.
The charges included under this Subclause will include any associated overhead charges
prescribed by the Accounting Procedure, and will be modified to reflect any subsequent
adjustments, including those from an audit. The Participating Parties will apply those proceeds on
a current basis and in order, to Paragraphs 10.07A(a), (b), (c), (d) and (e) during the period in
which they retain that production under Subclause 10.07A.
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B .  If Cash Reimbursement Under Clause 10.05-Between only the Participating Parties in the
Exploratory Well and the former Participating Parties in the Development Well, the following
will apply to the cost recovery prescribed by Subclause 10.07A after a cost reimbursement under
Paragraph 10.05C(b):

(a) all Drilling Costs and Completion Costs incurred for that well as a Development Well
and reimbursed to the  former Participating Parties in the Development Well under
Paragraph 10.05C(b) will be included in Paragraph 10.07A(e) at cost, with no multiple
applied thereto;

(b) proceeds of sale applied to the cost recovery under Paragraph 10.07A(e) will be applied
firstly to the costs of the original Exploratory Well portion of the well before being
applied to that reimbursed amount; and

(c) any outstanding amount of the cost recovery associated with the costs of the original
Exploratory Well portion of the well under Paragraph 10.07A(e) will be waived if that
portion of the well is Abandoned for the conduct of a Completion or Recompletion in a
formation to which that reimbursement pertained.

Notwithstanding the preceding portion of this Subclause and Subclause 10.07A, the applicable
Proposing Party will serve an Operation Notice under Clause 10.02 to a former Participating
Party in the Development Well portion of the well if, prior to the prescribed cost recovery, the
Exploratory Well portion of the well is being Abandoned for the conduct of a Completion or
Recompletion in a formation to which the reimbursement in Paragraph 10.05C(b) pertained. Any
such former Participating Party that elects to participate in that proposed Completion or
Recompletion must reimburse the other applicable Participating Parties that portion of the
following amounts applicable to its Working Interest that then remains outstanding under the cost
recovery: (i) the amount previously reimbursed under Paragraph 10.05C(b); and (ii) any
Equipping Costs for equipment reasonably anticipated to be used in conjunction with that
Completion or Recompletion, without the multiple otherwise prescribed by Subclause 10.07A(d).
Any such former Participating Party that elects to participate in that Completion or Recompletion
will make the required reimbursement within 21 Business Days after being notified of that
amount.

C. Obligation To Notify Parties Of Cost Recovery-The Operator of an Independent Well will notify
the Non-Participating Parties that the proceeds prescribed by Subclause 10.07A have been
recovered within 30 days after the end of the calendar month in which that recovery occurred.
Subject to Subclauses 10.13B and D for any cost recovery for a Production Facility, each
Non-Participating Party will notify the Operator within 30 days after receipt of that notice if it
accepts participation in that well and the production from that well from the associated formations
of the Joint Lands in which it is Completed or Recompleted.  A Non-Participating Party that fails
to make that election within that period will be deemed to elect to accept that participation.

D. Participation In Well Accepted-A Non-Participating Party that accepts participation in an
Independent Well under Subclause 10.07C will acquire its Working Interest share therein,
effective as of full recovery of the proceeds prescribed by Subclause 10.07A. Subject to any cost
recovery for a Production Facility under Subclause 10.13D, the Parties then participating therein
will hold that well for their account, and the Parties will adjust accounts accordingly on a cash
basis for the period between the date of that cost recovery and the first of the calendar month next
following the month in which that former Non-Participating Party notified the Operator that it
accepted participation.  The Operator will operate that well if it is an owner of that well, provided



FARMOUTS/FARMINS, PENALTY INTEREST, NET PROFITS INTEREST AND NET REVENUE INTEREST

November 30,2008 Draft for Industry Review and Comment Page 20

that the applicable Parties will appoint another Operator under Clause 2.06, mutatis mutandis, if
the Operator has not accepted participation in that well or it declines the opportunity to become
Operator at the time it acquires participation under this Subclause.

E. Participation In Well Not Accepted-A Non-Participating Party that does not accept participation
in an Independent Well under Subclause 10.07C will forfeit to the Participating Parties its right of
participation therein and its right to Petroleum Substances produced from its Spacing Unit,
insofar only as that Spacing Unit relates to production through that wellbore from the formations
of the Joint Lands in which that well is then Completed or Recompleted.  Except as provided in
the preceding sentence for produced Petroleum Substances, that Non-Participating Party does not
forfeit its Working Interest in the Joint Lands comprising that Spacing Unit or its right to recover
Petroleum Substances from that formation in a different location in that Spacing Unit through the
use, in whole or in part, of a different wellbore.

F. Encumbrances Not Borne For Joint Account-If any PartyÕs Working Interest is subject to an
encumbrance not borne for the Joint Account to which Clause 15.02 applies:

(a) a Participating Party may not include under Paragraph 10.07A(a) any such amounts paid
by it with respect to its own Working Interest share of production from the Independent
Well; and

(b) the Participating Parties will make the required payments for any such encumbrance for
the share of production from the Independent Well that relates to a Non-Participating
Party's Working Interest. For the purposes of Paragraph 10.07A(a) and the cost recovery
attributable only to that Non-Participating Party, the Participating Parties will include
150% of the amounts paid on behalf of that Non-Participating Party.

G. Incentives Do Not Reduce Cost Recovery-Notwithstanding anything to the contrary in this
Article, the Participating Parties will not adjust the costs to be included under Subclause 10.07A
for any incentives, grants, credits, waivers, exemptions, abatements or other benefits received by
(or available to) the Participating Parties (or any of them individually) under the Regulations for
an Independent Well.  However, the Participating Parties may not include in the amounts to be
recovered under Paragraph 10.07A(a) any amount that is not paid by them, such as the value of
any royalty reduction, exemption or waiver that accrues to that well.

H. Cash Contributions From Release Of Information-The Participating Parties will apply as a credit
under Paragraph 10.07A(e) any cash contribution received by them under Clause 18.03 for the
release of information from an Independent Well.


