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I. GENERAL PRINCIPLES OF LOUISIANA MINERAL LAW

The Louisiana Mineral Code' grants a landowner the exclusive right
to explore and develop his property for the production of oil, gas, and other
minerals occurring naturally in a liquid or gaseous form and to reduce them• • 2

to possession and ownership. The landowner becomes the owner of oil,
gas, and other liquid or gaseous minerals produced from a well on his land
even if such minerals migrated to the well from beneath the land of
another.3 Because oil, gas, or other liquid or gaseous minerals lying in their
natural state are not owned by anyone until reduced to possession,q a
landowner does not owe an accounting to his neighbor for the value of
minerals that have migrated to and been produced from a well on his land.5

This rule of law, known as the "rule of capture," has been uniformly
6adopted by oil and gas producing states in the United States.
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1. Title 31 of the Louisiana Revised Statute is known as the "Louisiana Mineral Code."

2. LA. REV. STAT. ANN. §§ 31:6, 31:8 (2008). See also Wemple v. Nabors Oil & Gas Co.,
97 So. 666 (La. 1923); Frost-Johnson Lumber Co. v. Sailing's Heirs, 91 So. 207 (La. 1922);
Desormeaux v. Inexco Oil Co., 298 So. 2d 897 (La. Ct. App. 1974); Breaux v. Pan Am. Petroleum
Corp., 163 So. 2d 406 (La. Ct. App. 1964). Minerals are reduced to possession when they are
under physical control that permits delivery to another. LA. REV. STAT. ANN. § 31:7 (2008).

3. LA. REV. STAT. ANN. § 31:8 (2008).

4. Id. § 31:6.
5. Id. §§ 31:6, 31:14.

6. Powers v. Union Drilling, Inc., 461 S.E.2d 844, 848-49 (W. Va. 1995); Cowling v. Bd. of
Oil, Gas & Mining, 830 P.2d 220, 224 (Utah 1991); Texaco, Inc. v. Indus. Comm'n of N.D., 448
N.W.2d 621, 623 (N.D. 1989); Stack v. Harris, 242 So. 2d 857, 859 (Miss. 1970); Baumgartner v.
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If a common reservoir lies beneath the land of two or more
landowners, the rule of capture requires each landowner that desires its fair
share of minerals from the common reservoir to drill a well on its property.
If left unregulated, the rule of capture would result in waste and inefficiency
by multiple wells being drilled into a common reservoir.7 In order to avoid
the drilling of multiple, unnecessary wells and to ensure that each
landowner receives its fair share of minerals from a common reservoir,
most states have adopted conservation laws that grant an administrative
agency the authority to create compulsory units.8 In Louisiana this• 9

authority is vested in the Commissioner of Conservation. Under most

Gulf Oil Corp., 168 N.W.2d 510, 515 (Neb. 1969); Sun Oil Co. v. Oswell, 62 So. 2d 783, 787
(Ala. 1953); Elliff v. Texon Drilling Co., 210 S.W.2d 558, 561-62 (Tex. 1948); Carlock v. Krug,
99 P.2d 858, 861 (Kan. 1940); Ross v. Damm, 270 N.W. 722, 724 (Mich. 1936); Wright v. Carter
Oil Co., 223 P. 835, 835 (Okla. 1923); Osborn v. Ark. Territorial Oil & Gas Co., 146 S.W. 122,
124 (Ark. 1912); Wagner v. Mallory, 62 N.E. 584, 585 (N.Y. 1902); Foertsch v. Schaus, 477
N.E.2d 566, 570 (Ind. Ct. App. 1985).

7. The Louisiana Supreme Court observed in Nunez v. Wainoco Oil & Gas Co., that the rule
of capture leads to "haste, inefficient operations, and immeasurable waste within the ground and
above." 488 So. 2d 955, 960 (La. 1986). The term waste is defined by the Louisiana
Conservation Act as (i) physical waste; (ii) the inefficient, excessive, or improper use or
dissipation of reservoir energy; (iii) the location, spacing, drilling, equipping, operating, or
producing of an oil or gas well in a manner which results, or tends to result, in reducing the
quantity of oil or gas ultimately recoverable from a pool; (iv) the production of oil or gas from a
pool in excess of transportation or marketing facilities or of reasonable market demand; and (v)
locating, spacing, drilling, equipping, operating, or producing of an oil or gas well in a manner
causing, or tending to cause, unnecessary or excessive surface loss or destruction of oil or gas.
LA. REV. STAT. ANN. § 30:3(1) (2008). The opinion in Nunez contains a thorough discussion of
the rule of capture, the history of Louisiana's Conservation Act, and the policies underlying the
Conservation Act.

8. ALA. CODE §§ 9-17-1 to 9-17-157 (2008); ALASKA STAT. §§ 31.05.005-31.05.170 (2008);
COLO. REV. STAT. §§ 34-60-101 to 34-60-129 (2008); FLA. STAT. §§ 377.01-377.42 (2008);
IDAHO CODE ANN. §§ 47-316 to 47-322 (2008); IOWA CODE §§ 458A. 1-458A.25 (2008); LA. REV.
STAT. ANN. §§ 30:1-30:21 (2008); MISS. CODE ANN. §§ 53-3-1 to 53-3-203 (2008); MO. REV.
STAT. §§ 259.010-259.230 (2008); MONT. CODE ANN. §§ 82-11-101 to 82-11-216 (2008); NEB.
REV. STAT. §§ 57-901 to 57-923 (2008); N.M. STAT. §§ 70-2-1 to 70-2-38 (2008); N.Y. ENVTL.
CONSERV. LAW §§ 23-0101 to 23-0901 (McKinney 2008); N.D. CENT. CODE §§ 38-08-01 to 38-
08-024 (2008); OKLA. STAT. tit. 52, §§ 86.1-87.5 (2008); OR. REV. STAT. §§ 520.005-520.330
(2008); S.C. CODE ANN. §§ 48-43-10 to 48-43-850 (2008); S.D. CODIFIED LAWS §§ 45-9-1 to 45-
9-73 (2008); UTAH CODE ANN. §§ 40-6-1 to 40-6-19 (2008); WYO. STAT. ANN. §§ 30-5-101 to
30-5-127 (2008).

An in-depth discussion of the effects of pooling and unitization are beyond the scope of
this article. See PATRICK H. MARTIN & BRUCE M. KRAMER, THE LAW OF POOLING AND
UNITIZATION 20-1 to 20-116 (Matthew Bender & Co., Inc. 3rd ed. 2008) (1957).

9. In other states, the authority is vested in the following: Board of Minerals and
Environment (South Dakota); Board of Oil, Gas and Mining (Utah); Corporate Commission
(Oklahoma); Department of Environmental Conservation (New York); Department of Natural
Resources (Iowa, South Carolina, and Washington); Division of Mineral Resources Management
of the Department of Natural Resources (Ohio); Division of Minerals of the Commission on
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conservation statutes, a compulsory unit is defined as the maximum area
that may be efficiently and economically drained by one well.' 0 Consistent
with the rule of capture, the conservation laws contain a provision that

minerals produced from the unit well are deemed to have been produced
from a well on each tract within the unit.II

Landowners and others with rights in a common reservoir have

correlative rights and duties to each other in the development and

production of the common source of minerals. 12 For example, each owner
in a compulsory unit has the right to its just and equitable share of

production from the unit.' 3 The Commissioner has the discretion to adopt

any method of allocating production to tracts in a unit that is fair and

equitable based on geological evidence.' 4 Despite the broad discretion

Mineral Resources (Nevada); Division of Resource Management (Florida); Industrial Commission

(North Dakota); Oil and Gas Conservation Commission (Alaska, Idaho, Nebraska, and

Wyoming); Oil and Gas Board (Alabama, Mississippi, and Montana); Oil and Gas Division,

Department of Mines and Minerals (Pennsylvania); Oil Conservation Commission (New Mexico);

Railroad Commission (Texas); State Department of Geology and Mineral Industries (Oregon); and
State Oil and Gas Council (Missouri).

10. ALA. CODE ANN. § 9-17-12(b) (2008); FLA. STAT. § 377.25(2) (2008); IDAHO CODE ANN.

§ 47-321(b) (2008); IOWA CODE § 458A.7(2) (2008); LA. REV. STAT. ANN. § 30:9(B) (2008);

MO. REV. STAT. § 259.100.1(2) (2008); MONT. CODE ANN. § 82-11-201(3) (2008); NEB. REV.

STAT. § 57-908(2) (2008); N.M. STAT. § 70-2-17(B) (2008); N.D. CENT. CODE § 38-08-07(2)

(2008); OKLA. STAT. tit. 52, § 87.1 (2008); OR. REV. STAT. § 520.210(2) (2008); S.C. CODE ANN.

§ 48-43-330(B) (2008); WYO. STAT. ANN. § 30-5-109(b) (2008).

11. ALA. CODE § 9-17-13(c) (2008); ALASKA STAT. § 31.05.100(c) (2008); IDAHO CODE

ANN. § 47-322(b) (2008); IOWA CODE § 458A.8(1) (2008); LA. REV. STAT. ANN. §

30:10(A)(1)(b) (2008); MISS. CODE ANN. § 53-3-111 (2008); MO. REV. STAT. § 259.110 (2008);

MONT. CODE ANN. § 82-11-206(b) (2008); NEB. REV. STAT. § 57-909(1) (2008); N.M. STAT. §
70-2-17(c) (2008); N.D. CENT. CODE § 38-08-08(1) (2008); OHIO REV. CODE ANN. § 1509.27

(West 2008); OKLA. STAT. tit. 52, § 87.1(e)(1) (2008); OR. REV. STAT. § 520.330 (2008); 58 PA.

CONS. STAT. § 408(b) (2008); S.C. CODE ANN. §§ 48-43-340(B), 48-43-350(H) (2008); S.D.

CODIFIED LAWS §§ 45-9-1 to 45-9-73 (2008); UTAH CODE ANN. § 40-6-6.5(3) (2008); WYO.

STAT. ANN. § 30-5-109(f) (2008).

12. LA. REV. STAT. ANN. § 31:9 (2008)

13. ALA. CODE § 9-17-13(c) (2008); ALASKA STAT. § 31.05.100(c) (2008); COLO. REV. STAT.

§ 34-60-116(6) (2008); FLA. STAT. § 377.25(4) (2008); LA. REV. STAT. ANN. § 30:10(A)(1)(a)
(2008); MISS. CODE ANN. § 53-3-105(c) (2008); Mo. REV. STAT. § 259.110(1) (2008); N.D.

CENT. CODE § 38-08-08(1) (2008); OHIO REV. CODE ANN. § 1509.27 (West 2008); OKLA. STAT.

tit. 52, § 87.1(e)(1) (2008); WASH. REV. CODE § 78.52.245 (2008).

14. LA. REV. STAT. ANN. § 30:9(D) (2008). The Louisiana Revised Statutes provide that a

unitization order issued by the Commissioner of Conservation "shall be upon terms and conditions

that are just and reasonable and that will afford the owner of each tract the opportunity to recover

or receive his just and equitable share of the oil and gas in the pool without unnecessary expense."

Id. § 30:10(A)(l)(a). Section 30:9(D) of the Louisiana Revised Statutes defines an owner's just

and equitable share of oil and gas as
that part of the authorized production of the pool ... which is substantially in the proportion
that the quantity of recoverable oil and gas in the developed area of his tract or tracts in the
pool bears to the recoverable oil and gas in the total developed area of the pool.
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granted to the Commissioner to determine the allocation of production to
tracts in a compulsory unit, the typical unitization order issued by the
Commissioner of Conservation prorates production in the proportion that
the surface area of each tract in the unit bears to the entire surface area in
the unit.

A landowner's right to share in production from a compulsory unit
gives rise to the correlative obligation to bear its share of the drilling,
testing, completing, equipping, and operating costs incurred in the
exploration and production of minerals from the common reservoir. 15 The
share of unit well costs to be borne by each landowner in a compulsory unit
will be equal to its percentage interest in unit production.' 6  This article
provides an in-depth analysis of the law governing the obligation of each
owner in a compulsory unit to bear its share of unit well costs, the avenues
available to the operator of a unit well to recover the nonoperating working
interest owner's and the unleased landowner's share of unit well costs, and
the determination of the unit well costs chargeable to a compulsory unit
under Louisiana law. Extensive footnotes are provided that reference the
law of other states on these topics.

Id. § 30:9(D). In determining an owner's just and equitable share of production from the unit:
the commissioner is authorized to give due consideration to the productivity of the well or
wells located thereon, as determined by flow tests, bottom hole pressure tests, or any other
practical method of testing wells and producing structures, and to consider other factors and
geological and engineering tests and data as may be determined by the commissioner to be
pertinent or relevant to ascertaining each producer's just and equitable share of the
production and reservoir energy of the field or pool.

Id. § 30:9(D). For the laws of other states see: ALA. CODE § 9-17-12(d) (2008); FLA. STAT. §
377.25 (2008); MISS. CODE ANN. § 53-3-105(c) (2008); N.M. STAT. § 70-2-17(c)(3) (2008); OHIO
REV. CODE ANN. § 1509.27 (West 2008); OR. REV. STAT. § 520.280 (2008); S.C. CODE ANN. §
48-43-350(C)(3) (2008).

15. LA. REV. STAT. ANN. § 30:10(A)(2) (2008); Gen. Gas Corp. v. Cont'l Oil Co., 230 So. 2d
906 (La. Ct. App. 1970); Desormeaux v. Inexco Oil Co., 298 So. 2d 897, 900-01 (La. Ct. App.
1964). For the laws of other states, see ALA. CODE § 9-17-13(c)(1) (2008); ALASKA STAT. §
31.05.100(c) (2008); COLO. REV. STAT. § 34-60-116(7)(a) (2008); IDAHO CODE ANN. § 47-322(c)
(2008); IOWA CODE § 458A.8(2) (2008); MISS. CODE ANN. § 53-3-105(e) (2008); MO. REV.
STAT. § 259.110(2) (2008); MONT. CODE ANN. § 82-11-202(2)(a) (2008); NEB. REV. STAT. § 57-
909(2) (2008); N.M. STAT. § 70-2-17(c)(3) (2008); N.D. CENT. CODE § 38-08-08(2) (2008); OHIO
REV. CODE ANN. § 1509.27 (West 2008); OKLA. STAT. tit. 52, § 87.1(e)(1) (2008); OR. REV.
STAT. § 520.270(5)-(6) (2008); 58 PA. CONS. STAT. § 408(c) (2008); S.C. CODE ANN. §§ 48-43-
340(C), 48-43-350(C)(5) (2008); UTAH CODE ANN. § 40-6-6.5(4) (2008); WASH. REV. CODE §
78.52.245 (2008); WYO. STAT. ANN. § 30-5-109(g) (2008).

16. LA REV. STAT. ANN. § 30:10(A)(2) (2008).
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II. RECOUPMENT OF UNIT WELL COSTS BY THE OPERATOR

A. RECOUPMENT FROM NONOPERATING WORKING INTEREST OWNERS

AND UNLEASED LANDOWNERS

Prior to beginning operations in an area, the working interest owners
will often enter into a joint operating agreement that governs the legal rights• . 17

and obligations between or among them. Under most joint operating
agreements, a working interest owner that elects to participate in an
operation must pay the operator its share of the estimated cost of the
operation in advance or within a relatively short period of time after making
the election to participate.18  If the nonoperating working interest owner

17. The landowner has the exclusive right to explore and develop his property for oil, gas, and
other minerals occurring in a liquid or gaseous state. LA. REV. STAT. ANN. § 31:8 (2008). If the
landowner has created a mineral servitude covering his property, the mineral servitude owner has
the right to explore and develop the property. Id. § 31:21. In most cases, the landowner or
mineral servitude owner will execute an oil and gas lease granting the lessee the right to conduct
operations on its land in exchange for a royalty or a fixed percentage of all production obtained
from his land during the term of the lease. For purposes of this article, when the right to explore
and develop property for oil, gas, and other minerals or the allocation of costs incurred in
connection with such activities is discussed, the term "landowner" includes the owner of a mineral
servitude. The owner of an oil, gas, and mineral lease covering one or more tracts of land
included in a compulsory or voluntary unit is referred to as a "working interest owner."

18. The "operator" is the entity or person designated by the Louisiana Commissioner of
Conservation (or the appropriate administrative agency of the applicable state) as being
responsible for an oil and gas operation for a compulsory unit. In the case of a voluntary unit, an
"operator" is usually designated pursuant to a joint operating agreement or other contractual
arrangement between or among the working interest owners in the unit. The operator usually sells
production from the well on behalf of all working interest and royalty owners in the unit, receives
payment from the purchasers of production, and distributes the revenue from the sale of
production to those entitled to share in production from the unit. (Some working interest owners
may elect to take their share of production in kind.) The operator also pays the well costs and
operating expenses of the unit well and invoices the participating working interest owners for their
share of such costs. If there are nonparticipating working interest owners in the well, the operator
receives (on behalf of all participating working interest owners in the unit well) the revenue
generated by the nonparticipating working interest owner's share of unit production until its share
of unit well costs and operating expenses have been satisfied. The operator may also retain the
revenue attributable to the nonparticipating working interest owner's share of unit production until
any nonconsent penalty imposed on the latter has been recovered.

The term "nonoperating working interest owners" refers to all working interest owners in
the well other than the operator. A "participating working interest owner" is a working interest
owner that shares in the risk and expense of the unit operation (e.g. drilling, testing, completing,
reworking, or recompleting of the unit well). A "nonparticipating working interest owner" is a
working interest owner that does not share in the risk and expense of a unit operation. The term
"nonconsenting working interest owner" refers to a nonparticipating working interest owner that
has elected not to participate in the risk and expense of the unit operation after notice and is
subject to a risk charge under Louisiana Revised Statutes Section 30: 1O(A)(2).

An "unleased landowner" is the fee owner of a tract of land, or the owner of a mineral
servitude covering a tract of land, that is not subject to an oil, gas, and mineral lease.
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elects not to participate in the operation or fails to timely remit payment, a
nonconsent penalty ranging from 100% to 500% of the costs incurred to
drill, test, complete, and equip the well through the wellhead will usually be
imposed on the nonoperating working interest owner pursuant to the terms
of the joint operating agreement.

In the absence of a joint operating agreement, the operator must look
to the statutory law or jurisprudence of the state in which the oil and gas
operation is conducted to determine the avenues available for recovery of
the unit well costs and operating expenses chargeable to tracts in theS 20

compulsory unit in which the operator does not have an interest. If a
nonoperating working interest owner has not agreed to pay its share of the
unit well costs or otherwise consented to the unit operation, the general rule
of law in Louisiana is that the operator may recoup the nonoperator's share• 21

of unit well costs only from the nonoperator's share of unit production.

The operator of a well, on behalf of all participating working interest

The term "nonoperator" refers to nonoperating working interest owners and unleased
landowners in a compulsory unit.

See infra note 31 (providing the definitions of "lease well" and "unit well").
19. A nonconsent penalty results when a nonoperating working interest owner elects not to

participate in the risk and expense of an operation after notice. A nonconsent penalty can be
imposed either under the terms of an agreement between the parties (i.e. joint operating
agreement) or pursuant to the conservation laws of the state in which the operation is conducted.
The Louisiana Revised Statutes impose a 200% risk charge or nonconsent penalty on a
nonoperating working interest owner in a compulsory unit if it elects not to participate in the
operation after receiving the required notice from the operator. LA. REV. STAT. ANN. §
30:10(A)(2)(b)(i) (2008). If a working interest owner in a compulsory unit elects not to
participate in an operation after notice resulting in a nonconsent penalty, the operator is entitled to
retain (on behalf of all participating working interest owners in the unit), from the nonconsenting
working interest owner's share of production, an amount equal to the nonconsenting working
interest owner's share of the cost of drilling, testing, completing, equipping, and operating the
well, plus a nonconsent penalty which is usually a fixed percentage of all or a portion of the well
costs. The nonconsenting working interest owner does not become entitled to share in production
from the unit until after these amounts have been recovered by the operator from the
nonconsenting working interest owner's share of production. The risk charge contained in the
Louisiana Revised Statutes, section 30: 10(A)(2)(b)(i), and the steps required by the operator to
take advantage of the risk charge are discussed later in this article.

See supra notes 17, 18, and infra notes 31, 119, 131 (providing definitions of terms used
in this paper that are unique to the oil and gas industry).

20. This article is limited to an analysis of the recovery of the cost of unit operations by the
operator from the working interest owners or unleased landowners of property included in the unit
in which the operator does not have an interest. The recovery by the operator of the cost of
operations from its co-owners in the land, mineral servitude or mineral lease under which it is
conducting operations is beyond the scope of this article. See infra note 50 (providing other
limitations regarding the scope of this article).

21. LA. REV. STAT. ANN. § 30:10(A)(2)(b) (2008); Hunter Co. v. McHugh, 11 So. 2d 495, 509
(La. 1942); Gen. Gas Corp. v. Cont'l Oil Co., 230 So. 2d 906, 910 (La. Ct. App. 1970);
Desormeaux v. Inexco Oil Co., 298 So. 2d 897, 899-900 (La. Ct. App. 1964).

[Vol. 55



Well Costs and Adjustments in Louisiana

owners of a unit, becomes the owner of production from the unit well
allocable to the nonparticipating working interest owners and unleased
landowners until the unit well costs have been recovered. 22  Once the
operator has recovered the nonoperator's share of unit well costs from unit
production, the nonoperator may begin receiving its share of unit
production subject to its obligation to pay operating expenses of the well23. ..

and future well costs. The participating working interest owners bear the
risk that the total revenue generated by unit production may be less than the

24
unit well costs and operating expenses.

Under Louisiana law, a nonoperating working interest owner that
consents to or approves of an operation becomes obligated to pay the
operator for its proportionate share of unit well costs. 25 Such consent or
approval transfers the risk associated with the nonoperator's proportionate
interest in the unit well from the participating working interest owners to
the (former) nonparticipating working interest owner. A nonoperating
working interest owner that consents to an operation is obligated to remit
payment for its share of the unit well costs to the operator within a

27reasonable period of time. If the nonoperating working interest owner
fails to do so, the operator may pursue legal avenues to recover the
nonoperator's share of the unit well costs. Additional statutory remedies

22. LA. REV. STAT. ANN. § 30:1O(A)(2)(b)(i) (2008). The laws of most states provide that the
operator is entitled to receive all production attributable to a nonconsenting working interest
owner and nonparticipating working interest owner until the party's share of costs and any
nonconsent penalty have been recovered. See ALA. CODE § 9-17-13(c)(3) (2008); ALASKA STAT.
§ 31.05.100(c) (2008); COLO. REV. STAT. § 34-60-116(7)(A) (2008); IDAHO CODE ANN. § 47-
322(c) (2008); MO. REV. STAT. § 259.110(2) (2008); NEB. REV. STAT. § 57-909(2) (2008); N.M.
STAT. § 70-2-17(C) (2008); OKLA. STAT. tit. 52, § 87.1(e) (2008); S.C. CODE ANN. § 48-43-

340(c) (2008); S.D. CODIFIED LAWS § 45-9-35 (2008); UTAH CODE ANN. § 40-6-6.5(4) (2008);
WYO. STAT. ANN. § 30-5-109(g) (2008). Some states refer to the right of the operator to receive
the share of unit product of nonconsenting working interest owners and nonparticipating working
interest owners for the payment of their proportionate share of expenses as a lien. See ALASKA
STAT. § 31.05.100(c) (2008); IOWA CODE § 458A.7(2) (2008); Mo. REV. STAT. § 259.110(2)
(2008); N.M. STAT. § 70-2-17(C)(3) (2008); N.Y. ENVTL. CONSERV. LAW § 23-0901 (McKinney
2008); N.D. CENT. CODE § 38-08-08(2) (2008); S.C. CODE ANN. § 48-43-340(C) (2008); S.D.

CODIFIED LAWS § 45-9-35 (2008); UTAH CODE ANN. § 40-6-6.5 (2008); WYO. STAT. ANN. § 30-
5-109(g) (2008). Oklahoma goes even further by granting the operator a lien on the mineral
leasehold estate and in its share of production to the extent of that interest's share of unit well

costs. OKLA. STAT. tit. 52, § 87.1(e) (2008). Under the laws of the State of Mississippi, the
nonconsenting working interest owner's and nonparticipating working interest owner's interests in
unit production and equipment may be foreclosed to satisfy obligations for well costs. Miss.
CODE ANN. § 53-3-105(e) (2008).

23. LA. REV. STAT. ANN. § 31:10 (2008).

24. Id.

25. Superior Oil Co. v. Humble Oil & Refining Co., 165 So. 2d 905, 910 (La. Ct. App. 1964).

26. Id. at 908.

27. Id.

2009]
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may be available to an operator if the nonoperator fails to timely remit its
share of the unit well costs to the operator.

To hold a nonoperating working interest owner personally liable for
the portion of unit well costs and operating expenses chargeable to the tract
in the compulsory unit in which it has an interest, the operator must
demonstrate an affirmative act by the nonoperating working interest owner• 28

that evidences its consent, approval, or ratification of unit operations. If a
nonoperating working interest owner has evidenced its consent in writing,
the operator will easily meet its burden of proof. In the absence of a written
agreement, courts are reluctant to impose personal liability on nonoperating
working interest owners for a unit operation.

In the case of Superior Oil Co. v. Humble Oil & Refining Co., the
Court held that a nonoperating working interest owner that petitioned the
Commissioner of Conservation for the formation of a compulsory unit for a
well drilled on a lease basis by the operator consented to the operation and
was personally liable for its share of unit well costs. 2 9 In Humble, Superior
drilled a lease well on propert adjacent to property covered by an oil and
gas lease owned by Humble. If the well had produced as a lease well,
Superior would have been entitled to all of the production from the well
under the rule of capture. 3'

After completion of the well by Superior, Humble filed an application
with the Commissioner of Conservation for the formation of a compulsory

32unit for the zone in which the well was completed. After a hearing, the
Commissioner issued an order forming a compulsory unit that included part
of Humble's acreage. 33  The Court in Humble concluded that Humble
ratified and consented to the drilling of Superior's well by applying for the
formation of a compulsory unit.3 4 Accordingly, Humble was held liable to
Superior for its proportionate share of well costs to drill and complete the

28. Superior Oil Co. v. Humble Oil & Refining Co., 165 So. 2d 905, 908 (La. Ct. App. 1964).
29. Id.

30. Id. at 906.
31. A lease well or a well produced on a lease basis, is a well that has not been designated as

the unit well for a compulsory unit. Under the rule of capture, the oil and gas lessee is entitled to
retain all production from the lease well. A unit well is one that has been completed in a
formation for which a compulsory unit has been formed by the Commissioner of Conservation.
Production from a compulsory unit is shared based on the unit order issued by the Commissioner
of Conservation. See infra note 96 (providing further discussion regarding production from a
lease well versus a unit well).

32. Superior Oil Co. v. Humble Oil & Refining Co., 165 So. 2d 905, 906-07 (La. Ct. App.
1964).

33. Id.

34. Id. at 908.
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well.35

In Davis Oil Co. v. Steamboat Petroleum Corp., the Court was called
upon to decide whether participation by a nonoperating working interest
owner in a unitization proceeding filed by the operator resulted in the
nonoperating working interest owner being personally liable for its share of
the costs of unit operations to be undertaken by the operator in the future. 36

Davis, the operator, filed an application for the creation of severalS 37
compulsory units with the Louisiana Office of Conservation. Steamboat
opposed the units proposed by Davis and filed a counter-proposal in the.... 38
unitization proceeding. The compulsory units eventually adopted by the
Louisiana Office of Conservation included acreage covered by oil and gas
leases owned by Steamboat.39

Davis later drilled two wells that were dry holes in the compulsory
units.40  Davis filed suit seeking judgment against Steamboat for its
proportionate share of the costs of the two dry holes.4 Davis argued that
Steamboat consented to the drilling of the unit wells by proposing a

42
counter-plan in the unitization proceeding. The Court held that Steamboat
did not consent to operations merely by filing a counter-plan in an effort to
protect its acreage from drainage in the event of a successful drilling
program by Davis.43

Query whether the result would have been different in Davis Oil Co. if
Steamboat had filed a counter-plan in a unitization proceeding instituted by

35. Superior Oil Co. v. Humble Oil & Refining Co., 165 So. 2d 905, 908 (La. Ct. App. 1964).
The concluding paragraphs of the Superior Oil Co. succinctly summarizes the holding of the
Court:

The general philosophy of the Louisiana Conservation Act is directed toward preventing
adjoining owners or lessees from having to drill unnecessary protective wells on their
premises by permitting them to share production proportionately to the area of their acreage
drained by the unit well. Were it not for the right to provoke a conservation hearing, drilling
by Humble at its own cost might be necessary. In provoking the hearing, Humble avoided
the cost of drilling a protective well; hence, it should be responsible directly for its share of
the cost of development of Plaintiffs well.
Our decision at this time is limited to the case where the non-drilling owner and/or lessee had
demanded the unitization, and no further.

Id. at 911.

36. 583 So. 2d 1139, 1140 (La. 1991).

37. Id. at 1141.

38. Id.
39. Id.

40. Id.

41. Davis Oil Co. v. Steamboat Petroleum Corp., 583 So. 2d 1139, 1141 (La. 1991).

42. Id. at 1140.

43. Id. at 1144.
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Davis after it had drilled one or more successful unit wells.44  In that
situation, Steamboat would have had full access to the geological and
engineering data obtained from drilling, testing, and completing the unit
well (including reserve estimates) and would be in a better position to
evaluate whether to implicitly consent to the unit operation by participating
in the unitization proceeding. Based on the language of the Court's opinion
in Davis Oil Co., it does not appear that the timing of the drilling of the unit
well (i.e. before or after the unitization proceeding was instituted) was
relevant to the Court's decision.45

A question that has yet to be addressed by any Louisiana appellate
court is the liability of a nonparticipating working interest owner or
unleased landowner for its share of the costs to plug and abandon the unit
well and restore the surface of the drill-site. When the unit well is a dry
hole or revenue from the well has not been sufficient to cover the unit well
costs, the participating working interest owners must bear the entire cost of
plugging the well and restoring the surface of the property. However, when
a nonparticipating working interest owner or an unleased landowner has
shared in production after the unit costs have been recovered, a strong
argument can be made that the operator should be able to recover from such
a nonparticipating working interest owner or unleased landowner the lesser
of (i) its share of the cost to plug and abandon the unit well and restore the
drill-site, or (2) the net income (revenues less unit well costs and operating
expenses) of the nonparticipating working interest owner or unleased
landowner from the unit well. This result would be consistent with
Desormeaux v. Inexco Oil Co.,46 General Gas Corp. v. Continental Oil

47 48
Co., and Davis Oil Co. v. Steamboat Petroleum Corp.. If this is not the
rule adopted by the courts, nonparticipating working interest owners and
unleased landowners that have shared in production from a unit well will
receive a windfall by escaping their proportionate share of the costs to plug
and abandon the unit well.

44. The potential personal liability of the nonoperator in this factual situation has yet to be
addressed by a Louisiana appellate court.

45. The Court in Davis Oil distinguished the action of Humble in Superior Oil as follows:
Under the circumstances of the Superior Oil Co. case, Humble's actions in taking the
initiative to form an operating unit including an already producing well resulting from
Superior's successful operations reasonably can be interpreted only as implying Humble's
consent to those operations. On the other hand, in the present case, Steamboat's mere
participation in the regulatory unitization process in the form of a defensive request for a
modification in the drilling units being formed at the initiative of Davis Oil in order to
prevent uncompensated drainage of fractions of the land under Steamboat's leases does not
constitute tacit consent to the operations.

Id. at 1144.

46. 298 So. 2d 897 (La. Ct. App. 1964).
47. 230 So. 2d 906 (La. Ct. App. 1970).

48. 583 So. 2d 1139 (La. 1991).
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1. THE LOUISIANA RISK FEE BILL: LOUISIANA REVISED STATUTES
SECTION 30: 10(A)(2)

The Louisiana Risk Fee Bill 49 was enacted in 1984 to provide a
vehicle by which the operator of a unit well can compel a nonparticipating
working interest owner in a compulsory unit to either consent to an
operation or incur a risk charge or nonconsent penalty.5 ° The purpose of the
risk charge is to reward participating working interest owners that have
placed their assets at risk in undertaking oil and gas operations. The risk
charge also discourages "free-riding" by nonparticipating working interest
owners.

In order to invoke the nonconsent penalty in Louisiana Revised
Statutes Section 30:10(A)(2), the operator must first send notice of the
proposed operation to the nonparticipating working interest owners in the
unit by certified mail, return receipt requested.51 The notice must be sent to
the working interest owners of record as of the date the notice is mailed.52

The notice must inform the nonparticipating working interest owners of the
proposed intent to drill a unit well (or other unit operation such as a
recompletion attempt) and must give the nonparticipating working interest
owners an opportunity to participate in the risk and expense of the unit
operation (the "Initial Notice").53  The operator is required to include the
following information in the Initial Notice:

An estimate of the cost of drilling, testing, completing, and equipping
the unit well;

The proposed location of the unit well;

The proposed objective depth of the unit well; and

All logs, core analysis, production data, and well test data from the

49. LA. REV. STAT. ANN. § 30:1O(A)(2) (2008).

50. The well cost provisions found at LA. REv. STAT, ANN. § 30:10(A)(2)-(3) (2008) do not
apply to (1) reservoir-wide units adopted pursuant to LA. REV. STAT. ANN. § 30:5(C) (2008); (2)
deep oil and gas pools established pursuant to LA. REV. STAT. ANN. § 30:5.1 (2008); (3) coal
seam natural gas pools established pursuant to LA. REV. STAT. ANN. § 30:5.2 (2008); and (4)
wells drilled on a lease basis (as opposed to on a unit basis) by less than all co-lessees.

51. LA. REV. STAT. ANN. § 30:10(A)(2)(a)(i) (2008).

52. Id. § 30:1 0(A)(2)(h). Although the Risk Fee Bill does not define the term "owner of
record," this phrase is commonly understood to mean the owner of the oil and gas lease covering
the tract or tracts included in the compulsory unit as reflected in the conveyance records of the
Clerk of Court's office for the parish where the property is located.

53. Id. § 30:10(A)(2)(a)(i).
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unit well which has not been made public. 54

The nonparticipating working interest owners may elect to participate
in the risk and expense of the proposed operation by mailing written notice
of such election to the operator within thirty days of receipt of the Initial
Notice.55 Failure to give timely notice of the election to participate shall
constitute an election not to participate in the risk and cost of the proposedS56

operation. If the proposed unit well or other operation is not commenced
within ninety days after receipt of the Initial Notice by the nonparticipating
working interest owners, another notice (which shall be an Initial Notice for
purposes of the Risk Fee Bill) must be sent by the operator in order to be
able to take advantage of the risk charge provided by the Risk Fee Bill.57

Under the Risk Fee Bill, a nonoperating working interest owner that
elects to participate in the proposed operation must pay its share of costs

58within sixty days of receipt of detailed invoices. Should the nonoperating
working interest owner fail to do so, the operator may pursue legal action
for collection of the amount due by the electing nonoperating working
interest owner. 59 In addition to the collection remedies provided by law, the
Risk Fee Bill provides that a nonoperating working interest owner that has
elected to participate in the cost and expense of the unit well, but who failed
to remit payment within the required sixty day time period, may be treatedS 60

as having elected not to participate. The costs and penalties to be borne
by nonconsenting working interest owners under the Risk Fee Bill are
discussed later in this article.

Under the provisions of the Risk Fee Bill, each working interest owner
in a compulsory unit must bear its proportionate share of the actual
reasonable expenditures of the cost of drilling, testing, completing, and

54. LA. REV. STAT. ANN. § 30:10(A)(2)(a)(i)(aa)-(dd) (2008).
55. Id. § 30:10(A)(2)(a)(ii) (2008).
56. Id.

57. Id. § 30:10(A)(2)(a)(iii).
58. Id. § 30:10(A)(2)(b)(i).
59. LA. REV. STAT. ANN. § 30:10(A)(2)(b)(i) (2008). Section 30:10(A)(2) provides that "in

the event pooling is required, the cost of development and operation of the pooled unit chargeable
to the owners therein shall be determined and recovered as provided herein." Id. § 31:10(A)(2)
(emphasis added). Since the Risk Fee Bill does not explicitly mention any form of consent by a
nonparticipating working interest owner other than in response to an Initial Notice, an argument
can be made that the enactment of the Risk Fee Bill legislatively overruled the implied consent
found to be sufficient in Superior Oil Co. v. Humble Oil & Refining Co., 165 So. 2d 905 (1964), to
hold a nonparticipating working interest owner personally liable for its share of unit well costs.
This issue was not addressed by the court in Davis Oil Co. v. Steamboat Petroleum Corp., 583 So.
2d 1139 (La. 1991).

60. LA. REV. STAT. ANN. § 30:10(A)(2)(b)(i) (2008).
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equipping the unit well (collectively, the "Unit Well Costs"). 61 In addition,
each working interest owner must bear its proportionate share of the actual
reasonable operating expenses and a charge for supervision of the
operations by the operator (collectively, the "Operating Expenses"). 62 If a
working interest owner has elected not to participate (either by failing to
timely respond to the Initial Notice or by failing to remit payment within
sixty days of receipt of detailed invoices for the unit operation) in the
proposed unit well or other operation, the operator may recover out of
production allocable to such nonconsenting working interest owner its
portion of Unit Well Costs and Operating Expenses, together with a risk
charge equal to 200% of the costs of drilling, testing, and completing the
unit well chargeable to the nonconsenting working interest owner. The
risk charge does not apply to equipping charges or Operating Expenses.
Other states also impose a nonconsent penalty on nonconsenting working

64
interest owners.

61. LA. REV. STAT. ANN. § 30:10(A)(2)(b)(i)-(ii) (2008).

62. Id. The Risk Fee Bill does not specify how the charge for supervision is to be determined.
It is common to include in joint operating agreements a fixed monthly overhead rate that may be
charged by the operator to the nonoperators. This rate is intended to reimburse the operator for
overhead incurred by it in connection with unit operations. The factors that the parties to an
operating agreement may consider in negotiating the fixed monthly rate include the depth of the
well, the type of operation being conducted, and the responsibility assumed by the operator in
connection with the operation. The supervision charge is usually fixed by the parties as an amount
equivalent or nearly equivalent to the fixed monthly overhead rate. These same factors should be
utilized in setting the amount of the supervision charge by the operator for a compulsory unit in
the absence of an operating agreement.

The Risk Fee Bill is silent on whether an operator is entitled to recover interest from the

share of production of nonparticipating working interest owners and unleased landowners. Under
some conservation statutes, operators are entitled to recover for the account of all participating
working interest owners interest on the unpaid balance of well costs. NEB. REV. STAT. § 57-
909(2) (2008); OHIO REV. CODE ANN. § 1509.28(A)(6) (West 2008); 58 PA. CONST. STAT. §
408(c) (2008); S.C. CODE ANN. § 48-43-350(C)(6) (2008); S.D. CODIFIED LAWS § 45-9-32
(2008); UTAH CODE ANN. § 40-6-6.5(4)(d)(iii) (2008).

63. LA. REV. STAT. ANN. § 30:10(A)(2)(b)(i)-(ii) (2008). Pursuant to Louisiana Revised
Statutes section 30:10(A)(2)(b)(i), the operator becomes the owner of the nonparticipating
working interest owner's share in production until the latter's share of unit well costs, operating
expenses, and the risk charge have been recovered. Id. § 30:1 0(A)(2)(b)(i).

64. Some states impose a fixed nonconsent penalty or risk charge that is statutorily defined.
See ALA. CODE § 9-17-13(C) (2008) (150% of actual and reasonable costs of drilling, reworking,
testing, plugging back, deepening, and completing the well); MONT. CODE ANN. § 82-11 -
202(2)(b) (2008) (100% of newly acquired surface equipment beyond the wellhead, 100% of
operating expenses, 200% of cost of site preparation, drilling, testing, and completing the well,
and 200% of the cost of equipment); NEB. REV. STAT. § 57-909(2) (2008) (200% of the costs and
expenses of staking, well site preparation, drilling, reworking, deepening or plugging back,
testing, completing, and other intangible expenses, 100% of equipment charges, wellhead
connections, casing, tubing, packers, and other downhole equipment and surface equipment, and
100% of operating expenses); N.D. CENT. CODE § 38-08-08(3) (2008) (200% of reasonable actual
costs of drilling and completing the well); OHIO REV. CODE ANN. § 1509.27 (West 2008) (risk
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A nonparticipating working interest owner that has not received an
Initial Notice, and the owner of a tract of land included in a compulsory unit
that is not subject to an oil, gas, and mineral lease (i.e. an unleased
landowner), can only be charged their share of Unit Well Costs and

65Operating Expenses. The operator is relegated to recovering the
nonparticipating working interest owner's and unleased landowner's share
of Unit Well Costs and Operating Expenses out of unit production. While
the nonparticipating working interest owner may become subject to the risk
charge if the operator sends it an Initial Notice and the nonparticipating
working interest owner fails to timely reply and remit payment, an unleased
landowner can never be subject to the risk penalty provided in the Risk Fee
Bill.66  Once the nonparticipating working interest owner's or unleased
landowner's share of Unit Well Costs and Operating Expenses have been
recovered from unit production, it becomes entitled to begin to share in unit

67production.

charge not to exceed 100%); 58 PA. CONS. STAT. § 408(c) (2008) (100% of unit well costs); TEX.
NAT. RES. CODE ANN. § 102.052 (Vernon 2008) (fixed by Railroad Commission not to exceed
100% of drilling and completion costs); UTAH CODE ANN. § 40-6-6.5(4)(d) (2008) (100% of the
cost of surface equipment beyond the wellhead, 100% of estimated cost to plug and abandon the
well, and amount fixed by regulatory agency between 150% and 300% of cost of staking the
location, well site preparation, rights-of-way, rigging up, drilling, reworking, recompleting,
deepening or plugging back, testing, completing, and cost of equipment); WYO. STAT. ANN. § 30-
5-109(g) (2008) (100% of surface equipment and operating expenses and up to 300% of drilling,
reworking, deepening and plugging back, testing, and completing). Other states grant the
regulatory agency charged with the administration of its conservation laws broad authority to
determine the appropriate treatment of nonparticipating working interest owners on a case by case
basis. See IDAHO CODE ANN. § 47-322(c) (2008) (regulatory agency granted broad authority to
provide one or more just and equitable alternatives, including the election to surrender its
leasehold interest on a reasonable basis and for a reasonable consideration or an election to
participate on a limited or carried basis); N.M. STAT. § 70-2-17(C) (2008) (discretion to impose
risk charge not to exceed 200%); S.C. CODE ANN. § 48-43-340(C) (2008) (regulatory agency
granted broad authority to provide one or more just and equitable alternatives, including the
election to surrender its leasehold interest on a reasonable basis and for a reasonable consideration
or an election to participate on a limited or carried basis). The authority of the South Dakota
Board of Natural Resource Development to set a risk penalty has been held to be necessarily
implied and reasonably necessary to effectuate the power and duty to implement compulsory
unitization. Application of Kohlman, 263 N.W.2d 674, 678-79 (S.D. 1978) (interpreting S.D.
CODIFIED LAWS § 45-9-32 (2008)).

65. LA. REV. STAT. ANN. § 30: 10(A)(2)(c), (e) (2008).

66. Id. § 30:10(A)(2)(e).

67. Some states treat an unleased landowner as a lessee for one-eighth (1/8) of the production
attributable to its interest in unit production and as a working interest owner for seven-eighths
(7/8) of its interest in unit production. The result is that the unleased landowner has a noncost
bearing one-eighth (1/8) interest in unit production attributable to the acreage it contributes to the
unit. The unleased landowner is regarded as a working interest owner or oil and gas lessee for its
remaining seven-eighths (7/8) interest in unit production. Under this approach, the seven-eighths
(7/8) interest of the unleased landowner is charged with the unleased tract's share of unit well
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As discussed above, the operator of a unit well can force
nonparticipating working interest owners to either elect to participate in the
risk and expense of a unit well or operation or incur a 200% risk penalty.
The provisions of the Risk Fee Bill for notice, election, and participation
(including the risk charge) also apply (1) if a unit is created around a well
that has already been drilled (or is in the process of being drilled) that
includes one or more tracts of which the owner (or owners) is not
participating in the risk and expense of the well; or (2) should a unit be
revised to include or exclude acreage from the unit.68

The Risk Fee Bill only applies in the absence of an agreement
between or among the working interest owners in the compulsory unit. The
Risk Fee Bill explicitly states that it shall not enlarge, displace, vary, alter,
modify, or change in any way the rights and obligations under any
agreement between or among the working interest owners in a unit.69 A
nonparticipating working interest owner's obligation to pay landowner or
overriding royalties associated with its interest in production in a unit
continues during the period that the operator is entitled to retain the
nonparticipating working interest owner's share of production to cover the
Unit Well Costs, Operating Expenses, and the risk charge. The obligation
to pay royalties is a contractual obligation of the nonparticipating working
interest owner that is independent of its obligation to bear its share of the
cost of unit operations.7

1 Therefore, the operator is not required to satisfy
the nonparticipating working interest owner's royalty obligations out of the
unit production that it is entitled to retain to cover the nonparticipating
working interest owner's share of Unit Well Costs and Operating Expenses

72and its risk charge for nonparticipation.

costs and operating expenses. After such costs and any applicable nonconsent penalty have been
recovered from seven-eighths (7/8) of the unit production attributable to the unleased landowner's
tract, the landowner shares in production and bears its share of expenses for the unit attributable to
its unleased tract. See, e.g., MONT. CODE ANN. § 82-11-202(2)(c) (2008); NEB. REV. STAT. § 57-
909(2) (2008); N.M. STAT. § 70-2-17(C)(5) (2008); OKLA. STAT. tit. 52, § 87. l(e)(2) (2008). The
North Dakota conservation statute provides that the unleased landowner is entitled to a royalty
equal to the greater of one-eighth (1/8) or the weighted average royalty interest of the leased tracts
within the compulsory unit. N.D. CENT. CODE § 38-08-08(1) (2008). The remaining interest of
the unleased landowner is treated as a working interest or as an oil and gas lessee. Id. § 38-08-
07(1). The State of Utah has a similar provision providing for the payment of a royalty to the
landowner equal to the average landowner royalty in the unit. UTAH CODE ANN. § 40-6-6.5(6)(b)
(2008).

68. LA. REV. STAT. ANN. § 30:10(A)(2)(c)-(d) (2008).

69. Id. § 30:10(A)(2)(g).

70. Id. § 30:10(A)(2)(e).

71. Shanks v. Exxon Corp., 07-0852, pp. 12-15 (La. App. I Cir. 12/21/07); 984 So. 2d 53, 60-
61.

72. Gulf Explorer, L.L.C. v. Clayton Williams Energy, Inc., 06-1949, pp. 5-6 (La. App. 1 Cir.
6/8/07); 964 So. 2d 1042, 1045; Shanks, 984 So. 2d at 53. While the Louisiana conservation
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2. OPERATOR'S DUTY TO PROVIDE STATEMENT OF WELL COSTS:
LOUISIANA REVISED STATUTES SECTION 30:103.1

Louisiana Revised Statutes Section 30:103.1 provides a vehicle for a
nonoperating working interest owner or an unleased landowner in a
compulsory unit to obtain information from the operator about the well
costs, operating expenses, and revenue of a unit well.73  Within 90 days
from the completion of a unit well, the operator is required to provide to the
owners of all tracts in the unit over which it does not have an oil, gas, or
mineral lease (the "103.1 Owners") a sworn, detailed, itemized statement of
the costs of drilling, completing, and equipping the unit well.74  After
production from the unit well has commenced, the operator shall provide
quarterly reports to the 103.1 Owners which contain the following:

The total amount of oil, gas, or other hydrocarbons produced from the
unit well during the previous quarter;

The price received from any purchaser of unit production;

Quarterly operating costs and expenses; and

Any additional expenses incurred to enhance or restore production of
the unit well. 75

Like the initial report, the quarterly reports must be sworn, detailed,
itemized statements.76

If a 103.1 Owner requests such reports in writing by certified mail
addressed to the operator, the operator must provide the initial and quarterly
statements to the 103.1 Owner by certified mail. 77 If an operator permits 90
calendar days to elapse from completion of the well and an additional 30
calendar days to elapse from the date of receipt of written notice by
certified mail from a 103.1 Owner calling the operator's attention to its
failure to comply with Louisiana Revised Statutes Section 30:103.1, the

statute specifies that the operator is entitled to "own and recover out of production" all revenue
until the nonparticipating working interest owner's share of well cost have been satisfied (LA.
REV. STAT. ANN. § 30: 10(A)(2)(b) (2008)), the conservation acts of some states provide that the
operator is entitled to retain production attributable to the nonparticipating working interest
owner's tract in the unit net of landowner royalties or other noncost bearing obligations. See
ALA. CODE § 9-17-12 (b) (2008); IDAHO CODE ANN. § 47-322(c) (2008); MONT. CODE ANN. §
82-11-202(2)(a) (2008); NEB. REV. STAT. § 57-909(2) (2008); N.M. STAT. § 70-2-17(C)(4)
(2008); OKLA. STAT. tit. 52, § 87. 1(e) (2008); UTAH CODE ANN. § 40-6-4(5) (2008).

73. LA. REV. STAT. ANN. § 30:103.1 (2008).
74. Id. § 30:103.1(A)(1).
75. Id. § 30:103.1(A)(2).

76. Id.
77. Id. § 30:103.1(C).
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operator forfeits its right to recover the cost of drilling operations of the unit
well from the nonoperating working interest owner's interest in production
from the unit.78 Since the forfeiture of the operator's right to recover unit
well costs is penal in nature, it will be applied only when the 103.1 Owner
has strictly complied with the request for the sworn, detailed, itemized
statements.7 9 In the event that the 103.1 Owner's share of all costs is less
than $1,000, the operator is only required to provide a report to such owner

80
during the month of January of each year.

C. UNIT WELL COSTS AND DEPRECIATED UNIT WELL COSTS

1. ACTUAL REASONABLE COSTS

Under Louisiana law, the amount of well costs that may be charged by
the operator to the unit is limited to the actual reasonable expenditures
incurred in drilling, testing, completing, and equipping the unit well. In
1940, the Commissioner of Conservation was granted the exclusive
authority to resolve disputes regarding unit well costs between or among the• 82

owners of a unit well. Because the Commissioner and his staff have
strongly encouraged working interest owners to resolve well cost disputes
by negotiation, the authority to resolve well cost disputes has rarely been
exercised. However, the Commissioner has decided a few significant cases
involving disputes over well costs that shed light on how future well cost
disputes may be resolved.

83

78. LA. REV. STAT. ANN. § 30:103.2 (2008).

79. Browning v. Exxon Corp., 848 F. Supp. 1241, 1246 (M.D. La. 1994), aff'd, 43 F.3d 668
(51h Cir. 1994). Rivers v. Sun Oil Co., 503 So. 2d 1036, 1042 (La. Ct. App. 1987).

80. LA. REV. STAT. ANN. § 30:103.1(D) (2008).

81. Id. § 30: 10(A)(2)(b). The conservation statutes of other states contain similar limitations
on the amount of well costs that may be charged to the unit. See ALA. CODE § 9-17-13(c)(1)
(2008); ALASKA STAT. § 31.05.100(c) (2008); IDAHO CODE ANN. § 47-322(c) (2008); IOWA
CODE § 458A.8(2) (2008); MO. REV. STAT. § 259.110(2) (2008); NEB. REV. STAT. § 57-909(2)
(2008); N.M. STAT. § 70-2-17(C) (2008); N.D. CENT. CODE § 38-08-08(2) (2008); OHIO REV.
CODE ANN. § 1509.27 (West 2008); OKLA. STAT. tit. 52, § 87.1(e) (2008); 58 PA. CONS. STAT. §
408(c) (2008); S.D. CODIFIED LAWS § 45-9-35 (2008); UTAH CODE ANN. § 40-6-6.5(4)(a)(i)
(2008).

82. LA. REV. STAT. ANN. § 30: 10(A)(2)(f) (2008). In most states, the administrative agency
charged with overseeing the conservation laws also has the authority to resolve well cost disputes.
See ALASKA STAT. § 31.05.100(c) (2008); IDAHO CODE ANN. § 47-322(c) (2008); IOWA CODE §

458A.8(2) (2008); MISS. CODE ANN. § 53-3-105(d) (2008); MO. REV. STAT. § 259.110(2) (2008);
MONT. CODE ANN. § 82-11-202(2)(a) (2008); NEB. REV. STAT. § 57-909(2) (2008); N.M. STAT. §
70-2-17(C) (2008); N.D. CENT. CODE § 38-08-08(2) (2008); OHIO REV. CODE ANN. § 1509.27
(West 2008); OKLA. STAT. tit. 52, § 87.1(e) (2008); 58 PA. CONS. STAT. § 408(c) (2008); S.C.
CODE ANN. § 48-43-340(c) (2008); S.D. CODIFIED LAWS § 45-9-35 (2008); UTAH CODE ANN. §
40-6-6.5(4)(e) (2008); WYO. STAT. ANN. § 30-5-109(g) (2008).

83. See, e.g., Greenwood-Waskom Field Dispute, Docket No. 55-145, Order No. 125-A-l-a
(La. Office of Conservation Feb. 10, 1955) [hereinafter Greenwood-Waskom Docket]; Trahan
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The first such case arose out of the drilling of a well in the
Greenwood-Waskom Field shortly after World War 1I. 84 Due to a limited
supply of drill pipe, the operator was forced to use a higher grade pipe to
drill the well than used to drill other wells in the field. The cost of the
pipe was significantly higher than the lesser quality pipe used to drillS86

surrounding wells. The nonoperator argued that the cost of the higher
quality pipe was not chargeable to the unit as a reasonable unit cost.8 7 The
operator presented evidence that the lesser quality pipe was not available
when the well at issue was drilled and that it was reasonable under the
circumstances to use a more expensive pipe. The Commissioner ruled
that the operator had been reasonable in using the higher cTuality (cost) pipe
and that it was an "actual reasonable cost" of the unit well.

While the well in the Greenwood-Waskom well cost dispute was
drilled in 1947, the Commissioner did not hear the case until 1955.90

Between the date of the drilling of the well and the issuance of the
Commissioner's ruling, Louisiana Revised Statutes Section 30:111 was
enacted which provides that a nonoperator in a unit "shall not be liable or
obligated to pay to the operator or producer for materials furnished or used
in the drilling, completion, and production of any oil, gas, or mineral well
drilled in said unit a sum in excess of the prevailing market price of such
materials. ' 9  The issue in the Greenwood-Waskom well cost dispute was
whether it was reasonable for the operator to use the higher quality pipe to

Dispute, Docket No. 87-60, Order No. 991-1 (La. Office of Conservation Apr. 17, 1987),
supplemented by, Order No. 991-1 (La. Office of Conservation Apr. 23, 1987) [hereinafter Trahan
Docket]; 3.B. Schwing Dispute, Docket No. 90-1, Order No. 860-1 (La. Office of Conservation
Aug. 22, 1990) [hereinafter Schwing Docket]. One challenge faced by anyone doing research in
this area is the inability to search the Louisiana Office of Conservation records by the nature of the
dispute. Instead, all records relating to an oil and gas field (i.e. the initial unitization proceeding,
revisions of the unit, designation of substitute unit wells, and change of unit operator) are
maintained by field with no index indicating the nature or type of the proceedings heard in each
field. For this reason, locating records regarding past well cost disputes before the Commissioner
is limited to the personal knowledge of the researcher and the memory of the staff of the Office of
Conservation regarding such hearings. In doing this article, the same challenge was faced in
gathering data on well cost disputes heard before the conservation commission or similar body in
other states.

84. Greenwood-Waskom Docket, supra note 83, at 1. See also Robert T. Jorden, Unit Well
Costs, 14 INST. ON MrN. L. 15, 16 (1967) (discussing the Greenwood-Waskom well cost dispute).

85. Greenwood-Waskom Docket, supra note 83, at 2; Jorden, supra note 84, at 16.

86. Greenwood-Waskom Docket, supra note 83, at 2; Jorden, supra note 84, at 16.

87. Greenwood-Waskom Docket, supra note 83, at 2; Jorden, supra note 84, at 16.

88. Jorden, supra note 84, at 16.

89. Greenwood-Waskom Docket, supra note 83, at 2; Jorden, supra note 84, at 16.

90. Greenwood-Waskom Docket, supra note 83, at 1; Jorden, supra note 84, at 16.
91. LA. REV. STAT. ANN. § 30:111 (2008).
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drill the well given the unavailability of a lesser quality pipe. 92  The
reasonableness of the price paid for the pipe actually used was not at issue.
Therefore even if Louisiana Revised Statutes Section 30:111 could have
been retroactively applied to the Greenwood-Waskom well cost dispute, it

93was not applicable to the facts of that case.

Another issue that has been addressed by the Louisiana Commissioner
of Conservation is whether the nonoperating working interest owners of a
shallow productive sand in a well can be charged for the additional well
costs incurred because the well was being drilled to a deeper objective
sand.94 The operator of the Trahan No. 1 Well drilled and completed the
well to the Marg Howei sand at an approximate depth of 16,000 feet.95 The
well produced on a lease basis in the Marg Howei sand until it was
depleted. 96 The operator then recompleted the well in the shallower Bol
Perca sand at an approximate depth of 13,300 feet.9 7 Because the well was
being drilled to the deeper Marg Howei zone, larger and more expensive
casing was required than if the well had been drilled only to the Bol Perca
sand. One of the issues raised in the Trahan well cost dispute was whether
the cost of the heavier, more expensive casing required to drill to the Marg
Howei sand could be charged as an "actual reasonable cost" to the
shallower Bol Perca sand.99

A nonoperating working interest owner in Trahan argued that the Bol
Perca unit should be charged only for the cost of the type of casing that
would have been required to drill a hypothetical well to that sand.100 It took
the position that the additional costs of the larger casing required to drill to
and through the Bol Perca sand on the way to the deeper Marg Howei sand

92. Greenwood-Waskom Docket, supra note 83, at 2; Jorden, supra note 84, at 16.

93. Jorden, supra note 84, at 15-28.
94. Trahan Docket, supra note 83.

95. See id.
96. Id. The owner of an oil, gas, and mineral lease or any other person with the right to

conduct operations on a tract of land (i.e. landowner with mineral rights or mineral servitude
owner) has the right to explore and develop the property for the production of minerals and to
reduce them to possession. LA. REV. STAT. ANN. § 31:6 (2008). Such a well may be drilled on a
"lease basis" in which event all of the oil, gas, and other minerals in a naturally liquid or gaseous
state produced from the well will be owned by the lessee of the oil, gas, and mineral lease or the
property or mineral servitude owner conducting operations. On the other hand, if the well is the
unit well for a voluntary or compulsory unit, production from the well will be allocated to the
tracts in the unit. For example, if the unit consists of Tract A and Tract B comprising 70% and
30%, respectively, of the surface area of the unit the revenue and costs will usually be allocated
between each tract in that proportion.

97. Trahan Docket, supra note 83, at 3.
98. Id.

99. Id.

100. Id.
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was not an actual reasonable expense chargeable to the Bol Perca unit.'0 1
The Commissioner rejected the argument and ruled that he would not
consider the costs that would or would not have been incurred had the
Trahan No. 1 Well been drilled only to the Bol Perca sand. 1

0
2  The

Commissioner further noted that the costs properly charged to the Bol Perca
sand were the costs to drill the actual unit well that produced from the Bol
Perca sand as opposed to some hypothetical unit well. 0 3

A similar issue was raised in a well cost hearing involving the J.B.
Schwing C No. 2 Well, which was drilled as a lease well on the flank of a
salt dome parallel to the salt. °4 Such a well is known in the oil and gas
industry as a parasol well. The J.B. Schwing C No. 2 Well was drilled as a
parasol well to allow the owner of the drill-site lease to fully explore all
geological formations underlying its lease. 0 5 In drilling the well along the
face of the salt dome, the drill bit went into the salt two different times
requiring that the well be sidetracked each time. °6 The well was completed
in the Germany sand and initially produced on a lease basis. 1

0
7 After the

well had produced for some time, a compulsory unit was formed for the
Germany sand (the "GER RD SUA") with the J.B. Schwing C No. 2 Well• ,108

designated as the unit well.

A nonoperating working interest owner of acreage in the GER RD
SUA argued that the unit should not be charged the incremental costs
incurred to drill the J.B. Schwing C No. 2 Well as a parasol well. 1° The
petitioner argued that while the drilling program may have been a prudent
operation from the perspective of an operator seeking to fully explore its oil
and gas lease, it was not a reasonable unit operation for the GER RD
SUA. 1  The petitioner asserted that the incremental expenses incurred to
drill the J.B. Schwing No. 2 Well as a parasol well was not an actual
reasonable expense of the GER RD SUA (although it may have been a
reasonable expense for the owner of the drill-site lease)."' Specifically, it
argued that the costs incurred to come up the hole and sidetrack the well on
two occasions as a result of drilling into the salt should not be charged to

101. Trahan Docket, supra note 83, at 3.

102. Id.
103. Id.
104. Schwing Docket, supra note 83, at 1.
105. Id.
106. Id. at 2.
107. Id. at 1.
108. Id.

109. Schwing Docket, supra note 83, at 1.
110. Id. at 2.

111. Id.
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the GER RD SUA. 12

The Commissioner held that the entire cost of drilling the J.B.
Schwing No. 2 Well was chargeable to the GER RD SUA.113 As in the
Trahan well cost dispute, the Commissioner rejected the argument that the
GER RD SUA be charged only with the cost of drilling and completing a
hypothetical well drilled only to the Germany sand.114 As an aside, in the
Schwing well cost hearing the operator presented evidence that it would not
have been economical to drill the well solely to the Germany sand given the
estimate of reserves for that sand when drilling commenced.' 15

The general rule that has evolved from the Commissioner's rulings in
the Greenwood- Waskom, Trahan, and Schwing well cost disputes is that
working interest owners of a compulsory unit are required to bear the costs
of the actual unit well. The Commissioner has rejected the notion that the
nonoperating working interest owners will only be charged for the cost of a
hypothetical well drilled solely to the unit sand. The Commissioner's
rulings reflect that the business decisions made by an operator will not be
second-guessed as long as the operator has acted prudently and in good
faith.

2. WELL COST ADJUSTMENTS

When there is a change of ownership of an oil and gas well, an
accounting is necessary between or among the new owners and the old
owners of the well.' 16 A change of ownership may occur upon:

The creation of a unit well around a well drilled as a lease well;

The revision of an existing unit resulting in a change in the percentage
of ownership of the working interest owners in the unit;

The dual or triple completion of a well with one or more completions
being unitized and with the owners in the completion intervals having
different ownership interests;

The recompletion of a well into a different reservoir or sand; or

The reworking of a dry hole into a unitized reservoir or sand.' 17

112. Schwing Docket, supra note 83, at 2.

113. Id.

114. Id.

115. Id.

116. LA. REV. STAT. ANN. § 30:10(A)(2) (2008).

117. See COUNCIL OF PETROLEUM ACCOUNTING SOCIETIES, ACCOUNTING GUIDELINE AG-I:
WELL COSTS - ALLOCATIONS AND ADJUSTMENTS (2003) [hereinafter AG-1].

20091



Loyola Law Review

The need for a well cost adjustment can best be illustrated by the
following hypothetical. The Get Rich No. 1 Well was drilled and
completed as a lease well on Tract A in the Good Luck Sand between the
depths of 15,800 feet and 15,900 feet. After the well produced for several
months as a lease well resulting in 20% depletion of the reservoir, the
Commissioner of Conservation created a unit for the Good Luck Sand (GLS
RA SUA). Tracts A, B, and C each contributed one-third (1/3) of the
acreage in the GLS RA SUA.

Subsequent to the creation of the GLS RA SUA, the owner of Tract C
drilled a well on its property to a total depth of 17,000 feet (the "Dry Hole
No. 1 Well"). The data obtained from the Dry Hole No. 1 Well established
that the Good Luck Sand did not underlie Tract C resulting in the
Commissioner of Conservation revising the GLS RA SUA to exclude Tract
C. At the time of this revision, 50% of the reserves in the Good Luck Sand
had been depleted by production from the Get Rich No. 1 Well (20% prior
to unitization and 30% between the date of unitization and the revision
excluding Tract C).

The Get Rich No. 1 Well then produced from the GLS RA SUA until
the sand was depleted. At that point the well was recompleted into the
Marginally Productive Sand (MPS RA SUA) at a depth of 7,900 feet. Tract
A, Tract B, and Tract C contributed 45%, 30%, and 25%, respectively, of
the acreage in the MPS RA SUA.

The foregoing hypothetical gives rise to three changes of ownership of
the Get Rich No. 1 Well. Initially, the working interest owner of Tract A
was the sole owner of the Get Rich No. 1 Well. Upon formation of the
compulsory unit for the Good Luck Sand, the Get Rich No. 1 Well became
equally owned by the working interest owners of Tract A, Tract B, and
Tract C since each tract contributed one-third of the acreage to the GLS RA
SUA. When the GLS RA SUA was revised to exclude Tract C, the
working interest owners of Tract A and Tract B increased their interest in
the Good Luck Sand and the wellbore of the Get Rich No. 1 Well from one-
third (1/3) to one-half (1/2) each. Finally, another change of ownership
occurred when the Get Rich No. 1 Well was recompleted into the
Marginally Productive Sand. At that time, the working interest owner of
Tract C acquired a 25% interest in the Get Rich No. 1 wellbore and the
ownership interest of the working interest owners of Tract A and Tract B
was reduced from 50% each to 45% and 30% respectively.

Each change of ownership of the Get Rich No. 1 Well requires an
accounting or well cost adjustment between or among the working interest
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owners of the well." 8 In each well cost adjustment, the unit well costs must
be allocated between the production occurring prior to the change of
ownership and the remaining reserves in the respective unitized zone.
Additionally, when a well has been completed in more than one productive
formation, the unit well costs must be allocated between or among those
sands. 19  The oil and gas industry has developed generally accepted
standards for making these adjustments. Historically, these adjustments
have been resolved by negotiation between or among working interest
owners. Consequently, the Louisiana Office of Conservation and the
conservation agencies of other states have decided relatively few cases
involving well cost adjustments.

The Council of Petroleum Accounting Societies (COPAS) has
promulgated Accounting Guideline 1, Well Costs -Allocations and
Adjustments, and Accounting Guideline 2, Accounting for Unitizations,
which provide guidance on methods that can be used for making well cost
adjustments and allocations. In a brief filed in the judicial proceeding
arising out of the Trahan well cost dispute discussed above, the Louisiana
Commissioner of Conservation cited COPAS Bulletin Number 2 and
COPAS Bulletin Number 11, the predecessors of Accounting Guideline 1
(AG- 1) and Accounting Guideline 2 (AG-2), respectively, in support of his
ruling.120  The Commissioner of Conservation stated that "both Bulletins
[COPAS Bulletins Nos. 2 and 11] are particularly helpful in resolving
problems associated with the calculation of unit well costs or depreciated
well costs."'1

21 While (in the author's opinion) the Commissioner
misapplied COPAS Bulletins Numbers 2 and 11 in allocating well costs
between the Bol Perca unit and the Marg Howei unit in the Trahan decision
(discussed later), it is nevertheless significant that the Commissioner

118. See infra Appendix A (setting forth an example of the well cost adjustments due between
and among working interest owners due to the revision of a unit or the recompletion of a well).

119. For purposes of this discussion, the term "productive formation" includes the deepest
objective formation of the well at the commencement of drilling operations even if the well is not
completed in that sand due to mechanical problems, insufficient reserves, or any other reason. It
is common for the objective sand, which is usually the deepest formation in the wellbore, to be
abandoned at some point in the life of the wellbore (i.e. well not completed in the objective zone
due to lack of reserves or well is completed in objective sand and produced in that sand until
depleted) and for the well to be recompleted in a shallower formation. In that case, the well costs
must be allocated between the deeper formation and the shallower formation. The term
"productive formation" as used in this paper refers to the deepest objective formation (even if a
dry hole) and shallower sands from which production has been obtained in the wellbore. It can
also include a shallow zone from which production was not obtained despite a completion attempt.

120. Brief of Defendant at 11, Griffin Res., Inc. v. Comm'r of Conservation, No. 322,207 (19th
Jud. Dist. Ct. of La. 1988) [hereinafter Griffin Brief of Defendant]. The Griffin case arose out of
the Trahan well dispute.

121. Id.
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referenced the COPAS guidelines as a source of guidance for making well
cost adjustments and allocations in Louisiana.

In support of its ruling in the Trahan well cost dispute, the
Commissioner emphasized that he "afforded great weight to equitable
considerations vis-A-vis the parties involved .... 122 AG-i mentions
several times that the methodology utilized in the calculation of a well cost• • 123

adjustment should be equitable for the given situation. In summary, both
the Commissioner and Council of Petroleum Accountants Societies have
opined that equitable considerations should play a large part in the selection
of the methodology used in allocating well costs to multiple productive
zones in a well. Of notable absence are any district court or appellate court
decisions in the State of Louisiana addressing the allocation of well costs
between or among zones in a well.

3. WELL COST ADJUSTMENTS DUE TO CREATION OR REVISION OF A
COMPULSORY UNIT

As demonstrated by the hypothetical for the Good Luck No. 1 Well set
forth above, upon the creation or revision of a compulsory unit the
percentage of participation in the revenue and expenses by owners of each
tract in the unit may change. This change in unit participation requires a
well cost adjustment between or among the owners of the unit well to
account for their change of investment in the wellbore of the unit well. 124

AG-1 defines a well cost adjustment as "a reapportionment of wellbore
costs between existing owners and new owners. 125  Louisiana Revised
Statutes subsections 30:10(A)(2)(c) and (d) recognize that a change of
ownership in a unit well occurs upon (a) the creation of a compulsory unit
including tracts that had not previously participated in the risk and expense
of the well, or (b) upon the revision of a compulsory unit changing the
percentage of participation in unit production of one or more tracts in the
unit. "'

The well cost adjustment due upon the creation of a new unit or the
revision of an existing compulsory unit is relatively straight forward. Two
examples are provided to illustrate the concept by modifying the
hypothetical for the Get Rich No. 1 Well and the Good Luck Sand set forth
above. For purposes of the two examples, it is assumed that there is no

122. Griffin Brief of Defendant, supra note 120, at 13.
123. AG-1, supra note 117, at 11-12, 14-15, 19.

124. Council of Petroleum Accountants Societies, Accounting Guideline AG-2: Accounting for
Unitizations 10-13 (1971) [hereinafter AG-2].

125. AG-1, supra note 117, at 10.
126. LA. REV. STAT. ANN. § 30: 10(A)(2)(c)-(d) (2008).
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production from the Good Luck Sand prior to the creation of the GLS RA
SUA or its later revision to exclude Tract C.

The Get Rich No. 1 Well is drilled on a lease basis on Tract A for $2
Million. Because the well is initially drilled on a lease basis, all costs
incurred to drill, test, complete, and equip the unit well are paid by the
owner of Tract A. Once the well is completed in the Good Luck Sand, the
GLS RA SUA is formed with Tracts A, B, and C each contributing one-
third (1/3) of the acreage in the unit. Upon creation of the GLS RA SUA
and the designation of the Get Rich No. 1 Well as the unit well, the working
interest owner of Tract A's interest in the unit well is decreased from 100%
to 333% and the owners of Tracts B and C each acquire a 33/% interest in
the wellbore of the Get Rich No. 1 Well. Accordingly, the owners of Tract
B and C each owe a well cost adjustment of $666,666 ($2,000,000 x 33/3%)
to the owner of Tract A to account for the acquisition of their interest in the
well bore of the Get Rich No. 1 Well. The owner of Tract A's investment
in the well is reduced to $666,666 to reflect its 33%% (as opposed to 100%)
interest in the Good Luck No. 1 Well [$2,000,000 x 33%% or $2,000,000
(initial investment) - $1,333,333 (well cost adjustment due by working
interest owner(s) of Tracts A and B)]. After the well cost adjustment, the
owners of each tract in the GLS RA SUA will have a $666,666 investment
in the unit well to reflect their respective one-third interest ($2,000,000 x
333%) in the unit.

As set forth in the hypothetical above, the GLS RA SUA is later
revised to exclude Tract C from the unit. After the unit revision, Tract A
and Tract B each contribute 50% of the acreage in the GLS RA SUA. The
revision of the unit causes Tract C's $666,666 investment in the unit to
become zero and the owners of Tract A and B to each have a $1 Million
investment in the unit well ($2 Million x 50%). Accordingly, the owner of
Tract C is entitled to a well cost adjustment equal to $666,666 from the
owners of Tracts A and B. The owners of Tracts A and B would each owe
a well cost adjustment of $333,000 [$1 Million (new investment in unit well
by working interest owner(s) of Tract A and Tract B, respectively) -
$666,666 (old investment in unit well by working interest owner(s) of Tract
A and Tract B, respectively)] to the owner of Tract C.

4. WELL COST ADJUSTMENTS WHEN THERE HAS BEEN PRIOR
PRODUCTION: THE UNIT OF PRODUCTION METHOD

When there has been production from a sand prior to the creation or
revision of a compulsory unit, the well cost adjustment must account for
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such production.127 This reflects that the purpose of a well cost adjustment
is to allocate the costs of a unit well to the working interest owners that
receive the benefit of production from the unit. 12 In accounting parlance,
the objective is to match the revenue from the unit well with its associated
costs. AG-I suggests the following methods for the allocation of intangible
unit well costs between pre-unitization and post-unitization production: (1)
the unit-of-production depreciation method, (2) the straight-line
depreciation method, and (3) the full replacement value method. For
tangible drilling costs and the costs of equipping the unit well, AG-1
suggests that either the "current new price" or the "fair market value" be
used in making the well cost adjustment. 130

Louisiana Revised Statutes subsections 30:10(A)(2)(c) and (d)
mandate that the unit of production method be used in allocating the cost of
drilling, testing, completing, and equipping the well between pre-unitization
and post-unitization production.' 31 When there has been production prior to
the creation or revision of a unit, unit well cost "shall be reduced in the
same proportion as the recoverable reserves in the unitized pool . . .
recovered by prior production."132 Given this language, the Commissioner
of Conservation is required to apply the unit of production method both to
intangible and tangible well costs to account for prior production in
determining the depreciated unit well costs of a unit upon the creation or
revision of a compulsory unit.' 33

An example will serve to demonstrate the calculation of a well cost
adjustment when there has been unit production prior to the creation or
revision of a compulsory unit. Again we will use the hypothetical for the
Get Rich No. 1 Well and the Good Luck Sand. Assume that 20% of the
reserves in the Good Luck Sand were produced prior to the effective date of
the creation of the GLS RA SUA and that another 30% of the reserves were
produced between the effective date of the creation of the GLS RA SUA

127. AG-1, supra note 117, at 11-13.

128. Id.

129. Id.

130. Id. at 13-14. Under Louisiana law neither the "current new price" nor the "fair market
value" could be used in calculating the unit well cost adjustment attributable to tangible drillings
costs or equipping costs. LA. REV. STAT. ANN. § 30:10(A)(2)(b)(ii) (2008). Louisiana Revised
Statutes limit costs chargeable as unit well costs to "actual reasonable expenditures." Id. In the
author's opinion, the "current new price" or the "fair market value" approach would violate the
"actual reasonable expenditure" requirement of LA. REV. STAT. ANN. § 30:10(A)(2)(b)(i)-(ii)
(2008) which requires the use of the actual cost of the operation.

131. For these purposes, the terms "pre-unitization" and "post-unitization" refer to the period
before and after the creation or revision of a compulsory unit.

132. LA. REV. STAT. ANN. § 30: 10(A)(2)(c)-(d) (2008).

133. Id.
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and the revision removing Tract C from the unit. Of the $2 Million well
costs incurred to drill, test, complete, and equip the Get Rich No. 1 Well,
$400,000 [$2,000,000 (total well costs) x 20% (pre-unit production)] is
charged solely to the owner of Tract A since it received the benefit of all
production from the well prior to the unitization. The remaining $1.6
Million [$2,000,000 (total well costs) - $400,000 (well cost adjustment for
pre-unit production) or $2,000,000 (total well costs) x 80% (remaining
reserves)] is the depreciated unit well costs charged to the owners of the
revised GLS RA SUA.

Since Tracts A, B, and C contribute equally to the acreage included in
the GLS RA SUA, their respective owners will share equally in the
depreciated unit well costs of $1.6 Million. Accordingly, the owner of
Tract A is entitled to recover $1,066,667 [$1,600,000 (depreciated unit well
costs) x 66%% (percentage reduction of Tract A's interest in the GLS RA
SUA)] from the owners of Tracts B and C as the well cost adjustment
resulting from the creation of the GLS RA SUA. The owners of Tract B
and Tract C, respectively, each owe a well cost adjustment to the owner of
Tract A of $533,333 [$1,600,000 (depreciated unit well costs) x 331/3%
(Tract B and Tract C's respective interest in GLS RA SUA)].

In the hypothetical for the Get Rich No. 1 Well, the GLS RA SUA is
later revised to exclude Tract C. An additional 30% of the initial total
reserves in the Good Luck Sand are produced between the date of creation
of the GLS RA SUA and its revision removing Tract C from the unit.
Therefore, $600,000 [$2,000,000 (total well costs for the Get Rich No. 1
Well) x 30% (depletion factor for unit production)] is chargeable as well
costs to the GLS RA SUA between the date of formation of the unit and its
revision to remove Tract C. As of the effective date of the unit revision, the
unit well costs chargeable to future production or operations is $1 Million
[$1,600,000 (depreciated unit well costs upon formation of GLS RA SUA) -
$600,000 (depletion attributable to unit production by the GLS RA SUA) or
$2,000,000 (total well costs) x 50% (remaining reserves in the GLS RA
SUA)].

On the effective date of the revision of the GLS RA SUA, the owners
of Tracts A, B, and C each had a one-third interest in the wellbore of the
Get Rich No. 1 Well. Therefore, the owner of each tract had an investment
of $333,333 [$1,000,000 (total depreciated unit well costs on the date of the
unit revision) x 333% (percentage interest in unit by each tract)] in the unit
well. Tract C's interest in the unit well was eliminated by the revision of
the unit giving rise to a well cost adjustment due to it by the owners of
Tracts A and B of $333,333, or $166,667 by the owner of each tract.
Another way to arrive at the amount of the well cost adjustment due by the
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owners of Tract A and Tract B would be by calculating the difference
between their respective interest in the depreciated unit well costs before
the unit revision of $333,333 and after the revision of $500,000 [$1,000,000
(depreciated unit well costs) x 50% (interest in unit post revision)]. 34

5. ALLOCATION OF WELL COSTS TO MULTIPLE COMPLETIONS IN A

WELL

A common practice in the oil and gas industry is the use of a single
wellbore to produce from multiple formations either simultaneously or
sequentially. In the first scenario, the well is completed in more than one
productive formation and produces from all completed formations at the
same time. In the second scenario, the well is completed in one formation,
produces from that formation until it is depleted, and then is recompleted in
another formation. When more than one formation is produced from a
common wellbore, the unit well costs must be allocated between or among
those formations.

AG- 1 provides suggested methods for allocating well costs to multiple
formations in a well. 135 While several well cost disputes have been filed
with the Louisiana Commissioner of Conservation involving the allocation
of well costs to multiple formations in a well, the Commissioner of
Conservation has issued a ruling in only one of these cases (i.e. the TrahanS 136

case discussed above). All of the other cases settled before the
Commissioner issued a ruling. Following a discussion of the well cost
allocation methods recommended in AG-1, the portion of the ruling issued
by the Commissioner of Conservation in the Trahan well cost dispute
dealing with the allocation of well costs between the Marg Howei and the
Bol Perca formations will be discussed in depth.

a. Allocation of Intangible Drilling Costs

AG-1 segregates well costs into four cost categories for allocation
purposes: intangible drilling costs, tangible drilling costs, surface
equipment, and drilling overhead.1 37 Intangible drilling costs are those
costs that are nonrecoverable and have no salvage value. Intangible
drilling costs include pre-drilling costs such as drill-site surveys, drill-site

134. This example does not take into account the complication added by a recompletion of the
Get Rich No. 1 Well into another sand or unit. An illustration of the well cost adjustment required
for such a recompletion is set forth in Appendix A infra.

135. AG-I, supra note 117, at 2.

136. See Trahan Docket, supra note 83, at Addendum to Order No. 99-1.
137. AG-I, supra note 117, at 3.

138. Id.
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139
preparation, right-of-way acquisitions, and surface damage payments.
AG-1 refers to these types of costs as "shared pre-drilling costs" and
suggests that these costs be allocated equally between or among all
productive zones in a well. 140

Specific-formation costs. Intangible drilling costs that benefit a
specific formation should be charged only to that formation. These
expenses include electric logs, drill stem tests, coring, acidizing,
perforating, and squeeze jobs of the formation. AG-I notes that some costs
may be treated as formation-specific costs in some instances and shared
drilling costs in other instances. 4 1  The example given is that drill bit
charges would ordinarily be treated as shared drilling costs and allocated to
all productive formations in a wellbore.' 42 However, if a drilling interval in
the well requires a specialized and more expensive drill bit than is otherwise
necessary, AG-i suggests that the costs of such bits be charged to the
formation(s) that required the specialized drill bit.1 43  The allocation of
formation-specific costs to the formation that benefits from the expenditure
is consistent with AG-i's overriding objective that costs should be allocated
in "the most equitable way to ensure that each owner pays its respective
share of the costs attributable to [that] formation." 144

Shared drilling costs: Two step allocation process. Intangible drilling
costs such as rig costs, fuel, drilling mud, drilling water, labor, equipment
rentals, and other similar costs generally benefit all productive formations
in a well. 14 5 A two step approach is taken to allocate these shared drilling
costs to the formations in the well.1 46  The first step is to establish the
intangible drilling costs incurred to drill to and through each productive
formation in the well. 47  In a well with three productive formations, the

139. AG-1, supra note 117, at 3.

140. Id.

141. Id. at 7.

142. Id.
143. Based on the Commissioner of Conservation's rulings in Greenwood- Waskom, Trahan,

and Schwing well cost disputes, it is not likely that the Commissioner would allocate the costs of
specialized drill bits only to the formation(s) that required the use of such bits. The
Commissioner has consistently taken the position that the compulsory unit must bear the cost of
the unit well as drilled as long as the operator acted prudently and in good faith. The
Commissioner has rejected arguments for the exclusion of costs that would not have been incurred
had the well been drilled only to the unitized sand. For example, in Schwing the Commissioner
allocated all costs to the unitized sand, including those incurred because of the unique nature of
the well (i.e. a parasol well being drilled along the face of a salt dome).

144. AG-1, supra note 117, at 7.

145. Id. at 4.

146. AG-1, supra note 117, at 4.

147. Id. at 8.
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intangible drilling costs must first be determined for each drilling interval
[i.e. the surface of the earth to 100 feet below the base of the shallowest
productive formation (first interval), 100 feet below the base of shallowest
formation to 100 feet below the base of the intermediate productive
formation (second interval), and 100 feet below the base of the intermediate
productive formation to the total depth of the well (third interval)].148 After
the intangible drilling costs for each interval have been determined, said
costs are apportioned to each productive interval in the wellbore. 149 This is
the second step of the allocation process for intangible drilling costs.

In the second step of the allocation process, the intangible drilling
costs assigned to each interval in the first step are equally apportioned to
that drilling interval and all deeper drilling intervals in the unit well. 150

Therefore, in a well with three productive formations, one-third of the
intangible drilling costs to drill to and through the shallowest productive
formation would be apportioned to each productive formation in the well
(i.e. the first interval, the second interval, and the third interval). The
intangible drilling costs incurred to drill to and through the intermediate
productive formation would be apportioned equally between that formation
and the deepest productive formation in the well (i.e. the second interval
and the third interval). All of the intangible drilling costs allocated to the
deepest formation in the well would be assigned to that formation only (i.e.
the third interval).

In some situations it can be argued that the most equitable method of
apportioning intangible drilling costs in step two of the allocation process is
proportionately based on the reserves of each productive horizon to which
costs are being apportioned. This method of allocation for step 2 is not
proposed in AG-1. In his 1967 article published in the Louisiana Mineral
Law Institute entitled "Unit Well Costs," the late Robert T. Jorden
suggested that the Commissioner of Conservation would accept an
allocation method in step 2 that apportioned the common costs of the
intervals in a wellbore based on reserves.'15  While the allocation of well
costs based on reserves may not reflect the actual reasonable cost of the
productive horizons in the unit well from an accounting viewpoint, the
resulting allocation may be the most equitable method in some situations.
An example follows to demonstrate this point.

148. It is customary in the oil and gas industry to add 100 feet to the base of the formation to
which costs are being allocated. When the zones to which costs are being allocated are less than
100 feet apart, the distance between the base of the upper zone and the top of the next deeper zone
is divided equally between the zones.

149. AG-1, supra note 117, at 5-7.
150. Id. at 6.
151. Jorden, supra note 84, at 26-28.
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In many cases drilling a well only to a shallow productive sand is not
economically feasible due to the estimated marginal reserves of that
formation. However, the financial returns-if larger reserves can be
produced from a deeper sand-may justify drilling the well to the deeper
formation in which case the reserves in the shallower formation can be
captured at marginal additional costs. In this scenario, the apportionment of
common costs based on reserves in the second step of the allocation process
may be more equitable than apportioning costs in step 2 as recommended
by COPAS. However, allocation of intangible drilling costs in step two
based on reserves may be inequitable when the deepest objective formation
in the wellbore is not productive because it would not be allocated any
shared or common intangible drilling costs attributable to shallower drilling
intervals in the wellbore.

Allocation of intangible drilling costs to drilling intervals. AG-i
suggests three methods for allocating intangible drilling costs to the
productive formations in a well: the day ratio method, the footage ratio
method, and the percentage of historical actual method. 52  The day ratio
method allocates intangible drilling costs to each drilling interval using a
fraction; the numerator is the number of days spent drilling to and through
the drilling interval, and the denominator is the total number of drilling days
for the well.'53 The footage ratio method uses a similar approach with the
numerator of the fraction for each interval being the number of feet drilled
in the interval and the denominator being the total number of feet drilled in
the well. 154 The day ratio and footage ratio methods are both consistent
with Louisiana Revised Statutes Section 30:10(A)(2) in that the intangible
drilling costs incurred are allocated to each interval based on actual metrics
for the unit well. An observation made in AG-I is that the day ratio method
may be the most equitable method to use in allocating intangible drilling
costs because it more closely matches actual costs to the respective drilling
interval "since rig costs are [usually] the largest expense [incurred in
drilling a well] and deeper drilling is generally slower [and more expensive]

152. AG-I, supra note 117, at 5-7. Another method suggested by AG-I is the exploratory tail
method. Id. at 7. While this method may be appropriate when a well cost allocation is made by
agreement of the working interest owners in a multiple formation well, in the author's opinion it
would rarely be appropriate for the Commissioner of Conservation to use this method in allocating
well costs in a well cost dispute that he is called to resolve. The exploratory tail method is
suggested as an available allocation method by AG-I when an exploratory well is being drilled.
Id. Under this approach, all of the intangible drilling costs to drill to and through the deepest
proven productive formation are allocated to that formation. Id. All other intangible drilling costs
incurred to drill to the unexplored, deep formation are charged to that formation. Id.

153. AG-I, supra note 117, at 4.

154. Id. at5.
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than shallower drilling." '155

The percentage of historical actual method allocates intangible drilling
costs to the productive zones in a well based on data of the historical costs
to drill a stand-alone well from the surface of the earth to the base of the
drilling interval for which the allocation of intangible drilling costs is being
computed. 156 This method requires that data be obtained of the intangible
drilling costs incurred to drill a stand-alone well to each productive horizon
in a well. 157 The data should pertain to wells drilled as a single completion
well in the interval for which the cost allocation is being made and within a
reasonable time before or after the well for which the allocation is being
made was drilled. 158 The stand alone well should also be in the same
geographic area as the unit well.159  If unusual circumstances were
encountered in drilling the stand-alone well, adjustments must be made to
exclude the costs incurred as a result of the unusual circumstances.1 60 Data
that meets these criteria will often not be available. If sufficient data is
available to use the percentage of historical actual method, the intangible
drilling costs of the well are allocated to each productive zone in the well
again using a fraction; the numerator is the total historical shared intangible
drilling costs to drill the stand-alone wells in the database to the productive
interval to which costs are being allocated and the denominator is the total
historical shared intangible drilling costs attributed to all wells included in
the database. 161

It is doubtful that the Commissioner of Conservation would adopt the
percentage of historical actual method in allocating intangible drilling costs
in a multiple completion well. In both the Trahan No. 1 and the JB.
Schwing C No. 2 well cost disputes, the Commissioner rejected the
argument that the unit well cost allocated to a unit be based on the cost of a
hypothetical well drilled only to the productive formation for which the unit• • 162
well cost was being determined. Although the percentage of historical
actual method uses the stand-alone well's costs only to allocate the actual
intangible drilling costs of the unit well, the allocation is based on data of
stand-alone wells drilled only to the productive horizon to which well costs
are being allocated.' 63 The adjustment of the costs of the stand-alone well

155. AG- 1, supra note 117, at 4.

156. Id. at6.

157. Id.

158. AG-1, supra note 117, at 6.

159. Id.
160. Id.

161. Id.

162. Trahan Docket, supra note 83; Schwing Docket, supra note 83, at 1.
163. AG-1, supra note 117, at 6.
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to account for unusual circumstances encountered in drilling the stand-alone
well converts the stand-alone wells used for the cost allocation into
"hypothetical stand-alone wells." Additionally, the Commissioner has
demonstrated a reluctance to utilize cost data not associated with the well
for which the well cost determination is being made in determining the
actual reasonable cost of a unit well.

In summary, the allocation of shared intangible drilling costs involves
a two-step process. In the first step intangible drilling costs are allocated to
a drilling interval using the day ratio, the footage ratio, percentage of
historical actual, or another equitable method. Once costs have been
allocated to a drilling interval, those costs are then equally apportioned to
the drilling interval to which they have been allocated and all deeper
drilling intervals in the wellbore. Alternatively, costs allocated to a drilling
interval in step one may be apportioned in step two to that drilling interval
and deeper intervals in the wellbore based on the percentage of reserve
method subject to the limitations discussed above.

b. Allocation of Tangible Costs

Tangible drillings costs are material items installed through the
Christmas tree or wellhead in connection with drilling and completing a,,164

well. Examples of tangible drilling costs include casing, tubing, packers
separating productive zones in the wellbore, and submersible downhole
pumps. As with intangible drilling costs, AG-I recommends a two step
approach to allocate shared tangible costs if a well has been completed in
more than one productive zone. In step one, the tangible drilling costs
are allocated between or among all of the productive zones in the
wellbore. 166 Tangible drilling costs that benefit only one zone are to be
allocated to that productive zone. 167 Common tangible drilling costs are
allocated to drilling intervals in the well using either the footage ratio
method or the percentage of historical actual method discussed above in
connection with intangible drillings cost. 168

In step two of the allocation process the tangible drilling costs
allocated to a drilling interval are apportioned equally to the formation for
the drilling interval to which they have been allocated in step one and to all
deeper drilling intervals in the well.' 69  This is the same method

164. AG-I, supra note 117, at 6.

165. Id. at 9.

166. Id. at 5.

167. Id. at 9.
168. AG-1, supra note 117, at 6.

169. Id. at 5.
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recommended in AG-I as step two for allocating intangible drilling costs.
The cost of casing to drill to and through the shallowest productive zone in
the well will also benefit the deeper productive zone(s), so such costs
should be apportioned between or among the shallow productive formation170

and all deeper productive formations in the wellbore. For example, if
tangible drilling costs allocated to the shallowest formation in a well are
$15,000 and two productive zones lie beneath the shallowest formation then
$5,000 of the tangible drilling costs to drill to and through the shallowest
formation will be charged to each productive zone in the wellbore.

c. Allocation of Surface Equipment

Surface equipment is all jointly owned equipment beyond the
wellhead used in connection with the unit well and is not limited to
equipment located on the drillsite lease.' 7' It includes separators, heater
treaters, tank batteries, flow lines, and compressors.17' Any surface
equipment that is used only in connection with one productive formation isS 173

charged only to that formation. The cost of surface equipment that serves
more than one productive formation should be allocated between or among
those formations. 174  AG-i suggests that the cost of common surface
equipment be allocated between or among the productive formations served
using a method that is equitable given the circumstances. 75 Methods
suggested for the allocation of common surface equipment costs include
allocating in equal shares based on the number of formations in the well or
proportionate allocation based on the estimated reserves of each productive
formation. 1

76

d. Well Cost Adjustments Upon Recompletion or a Multiple
Completion:

1. Accounting for Prior Production

When there has been production from one formation in a well prior to
the completion of the well into one or more other productive formations,
AG-I recommends a well cost adjustment to the common intangible drilling
costs to account for this prior production.177 Methods suggested for making

170. AG-1, supra note 117, at 5.

171. Id. at 10.

172. Id.

173. Id.
174. AG-I, supra note 117, at 10.

175. Id.

176. Id.

177. Id. at 11.
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this adjustment are the unit of production method and the straight line
method of depreciation. 1 AG-i provides the following illustration of the
allocation of intangible drilling costs when a well produces from one
formation and is then recompleted into another formation:

A working interest owner of a well that is currently producing from
only one formation is proposing to add an additional completion in a
second formation and thus make the well a multiple completion well.
Working interest owners A and B are participating working interest
owners in formation one and working interest owners C and D are
participating parties in formation two. The actual intangible drilling
costs for the well bore was determined to be $200,000. The project to
complete the well in formation two will begin on 1/1/2009. Production
from formation one from inception through 12/31/2008 is 10,000,000
MCF. Remaining reserves in formation one are estimated to be
7,000,000 MCF. The depreciated value is determined by dividing the
actual $200,000 of intangible drilling costs by the total estimated
reserves to be produced over the life of the well or
$200,000/17,000,000. This yields a depreciation rate of $.011764 per
MCF of production. Thus, the depreciated amount is 10,000,000 MCF
produced times the depreciation rate of $.011764 or $117,647. This
leaves a nondepreciated intangible balance of $82,353. The $82,353
would then be allocated by an equitable method to formation one and
formation two. If the allocation method yielded an equal split, then
formation two owners owe formation one owners $41,176 (50% of
$82,353). The $41,176 would be paid to owners A and B based on
their working interest in formation one, and owners C and D would
share this cost based upon their working interest in formation two. 79

In the author's opinion, the reduction of total intangible drilling cost
of a well prior to the allocation of such costs to the productive formations in
the wellbore is not a proper allocation of costs and leads to inequitable
results. Depreciating intangible drilling costs due to production in one zone
prior to the allocation of such costs to multiple productive zones in the
wellbore results in the productive zone(s) from which production was first
obtained bearing a disproportionate share of the intangible drilling costs of
the well.

This can be demonstrated by the following example. If the
completion of the well into formation two in the illustration above was
undertaken at a time when formation one was 90% depleted only $20,000

178. AG-1, supra note 117, at 11-12.

179. Id. at 12.
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(10% remaining reserves in formation one multiplied by intangible drilling
costs of $200,000) of the total intangible drilling costs of $200,000 would
be allocated between formation one and formation two. In this situation,
formation one would bear intangible drilling costs of $190,000 [(200,000 x
90%) + (200,000 x 10%)/2] while formation two would bear intangible
drilling costs of only $10,000 [200,000 (total intangible drilling costs) x
10% (reserves remaining in formation one) x '/2 (equal allocation to
formation one and formation two as per illustration)]. Using this allocation
methodology, the owners of formation one bear a disproportionate share of
the intangible drilling costs and the owners of formation two receive a
windfall. Formation two will receive the same benefit of the intangible
drilling costs whether the well is completed in formation two before or after
production is obtained from formation one. More importantly, depreciating
total intangible drilling costs of the well based on production from and the
reserves of one productive formation in the well prior to apportionment of
common costs to all productive formations fails to reflect that all formations
benefit from the common costs.

In many cases a well is completed in one zone, produces from that
zone until depleted, and is then recompleted into another zone. If the
methodology recommended by AG-i is followed in these situations, the
first sand from which production was obtained would bear the entire
intangible drilling costs of the well and the second sand would get a free
ride at the expense of the working interest owners of the first sand. This is
obviously not an equitable allocation of costs. In most situations
production from one formation in the wellbore should not be relevant to the
allocation of common intangible drilling costs between or among
productive formations in the well. Such prior production should only be
relevant if there is evidence that it actually shortened the useful life of the
wellbore and is expected to impair the ability to recover the reserves in
other productive formations in the well.

2. Louisiana Commissioner of Conservation Well Cost Allocation Rulings

Louisiana Revised Statutes Section 30:10(A)(2) does not specify the
method to be used by the Commissioner of Conservation in allocating well
costs between or among the productive zones in a wellbore. The Louisiana
Risk Fee Bill states that owners in a compulsory unit may be charged "the
actual reasonable expenditures incurred in drilling, testing, completing,
equipping, and operating the unit well. 18°  In the event of a dispute
regarding the "unit well costs or depreciated unit well costs, the

180. LA. REV. STAT. ANN. § 30:1O(A)(2)(b)(i)-(ii) (2008).
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[C]ommissioner shall determine the proper costs.",18 1 The only directive
given to the Commissioner of Conservation is that if there has been
production prior to the creation or revision of a compulsory unit that "[the
unit well costs] shall be reduced in the same proportion as the recoverable
reserves in the unitized pool have been recovered by prior production."'' 82

Unlike the method recommended by AG-1 (as demonstrated by the
example above) where total well costs are reduced to account for
production by a formation in a wellbore prior to the allocation of common
well costs to all productive formations in the wellbore, the Louisiana Risk
Fee Bill requires the Commissioner of Conservation to reduce "the cost of
drilling, testing, completing, equipping, and operating the [unit] well" only
by prior production from the "unitized pool" in determining the depreciated
unit well costs chargeable to a unit on the effective date of the creation or

183revision of the unit. In the author's opinion, the Risk Fee Bill
contemplates the allocation of common well costs to multiple productive
formations in a wellbore followed by the depreciation of the costs allocated
to a formation to account for production from that formation (if any) prior
to the creation or revision of the compulsory unit for that formation. As
discussed above, this method of accounting for production from a well prior
to unitization or upon the revision of a unit is more equitable than the
method recommended by AG-1.

The Commissioner of Conservation has much latitude in making well
cost allocations to multiple formations in a wellbore given the absence of
any statutory guidance on the subject. This enables the Commissioner to
take the unique facts of each case into consideration in making the
allocation without being restricted to a rigid set of rules or a prescribed

181. LA. REV. STAT. ANN. § 30:10(A)(2)(f) (2008).

182. Id. § 30:10(A)(2)(c), (d)(i)-(ii) (emphasis added). When the Louisiana Risk Fee Bill was
initially enacted it provided that upon the creation or revision of a compulsory unit that "the cost
of drilling, testing, completing, equipping and operating the unit well shall be reduced to account
for monies received from prior production." 1984 La. Acts 345, § 1. The Commissioner of
Conservation ruled in the well cost dispute for the J.B. Schwing No. 2 Well that because the

revenue from production of the well on a lease basis exceeded the total well costs as of the
effective date of the creation of the unit that zero well costs were chargeable to post-unitization
production from the productive zone. Schwing Docket, supra note 83. The Commissioner held
that the language of the Risk Fee Bill required that the well costs chargeable to the owners upon
the revision or creation of a unit be reduced dollar-for-dollar by revenues received prior to the
revision or creation of the unit. Id. This interpretation of the Risk Fee Bill as originally enacted
was affirmed in Tex/Con Oil & Gas Co. v. Batchelor, 634 So. 2d 902, 908 (La. Ct. App. 1993).
The Risk Fee Bill was amended by 1991 La. Acts 595, § I to provide that upon the revision or
creation of a unit that ". . . the cost of drilling, testing, completing, equipping, and operating the
unit well be reduced in the same proportion as the recoverable reserves in the unitized pool
have been recovered by prior production ..." (amended language underlined and in bold).

183. LA. REV. STAT. ANN. § 30:10(A)(2)(c), (d)(i)-(ii) (2008).
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formula.184  An exercise of discretion by the Commissioner can be
judicially reversed or modified only upon a finding that the Commissioner
was "arbitrary or capricious" or that his decision was "characterized by an
abuse of discretion or [a] clearly unwarranted exercise of discretion."8 If
an allocation by the Commissioner of Conservation is challenged on a
factual basis, the party challenging the allocation must demonstrate that the
Commissioner's allocation is "manifestly erroneous in view of the reliable,
probative and substantial evidence on the whole record."' ' 86

Although the Louisiana Commissioner of Conservation has had the
authority to resolve disputes regarding "proper costs" that are "chargeable"
to a compulsory unit since 1940, only one ruling could be found by the
Commissioner that involved the allocation of well costs to multiple
formations in a wellbore.187 This issue was raised in the Trahan well cost
dispute discussed above. While the decision rendered by the Commissioner
in Trahan is confusing-in the author's opinion, incorrect-and is not
binding authority for the reasons discussed later, it is nevertheless the only
decision by the Commissioner of Conservation involving a well cost
allocation to multiple formations. A detailed discussion of the history of
the case and the applicable law when the decision was rendered is necessary
to understand the decision and its limited weight of authority.

The parties in the Trahan well cost dispute were (1) Apache
Corporation, the operator, and (2) Griffin Resources, a nonparticipating

184. Amoco Prod. Co. v. Thompson, 566 So. 2d 138, 145-46 (La. Ct. App. 1990).

185. LA. REV. STAT. ANN. § 30:12B(5) (2008).

186. Id.

187. The language of 1940 La. Acts 157, § 9 that originally vested authority in the
Commissioner of Conservation to resolve well cost disputes read as follows:

In the event pooling is required, the cost of development and operation of the pooled unit
chargeable by the operator to the other interested owners shall be limited to the actual
reasonable expenditures required for that purpose, including a charge for supervision. In the
event of a dispute relative to these costs, the commissioner shall determine the proper costs,
after notice to all interested persons and a hearing.

This provision was repealed by the Louisiana Risk Fee Bill [1984 La. Acts 345, § 1, effective Jan.
1, 1985] and replaced by the following language:

In the event of a dispute relative to the calculation of unit well costs or depreciated unit well
costs, the commissioner shall determine the proper costs after notice to all interested owners
and a public hearing thereon.

LA. REV. STAT. ANN. § 30:10(A)(2)( 0 (2008). As discussed supra note 83, the docketing and
indexing system used by the Commissioner of Conservation does not allow a researcher to
identify the nature of issues involved in a docketed matter before the Commissioner without
examining the actual record of the proceeding. In an effort to obtain a complete list of all well
cost disputes filed to date with the Commissioner, the author obtained from Louisiana attorneys
that practice in this area a list of any such disputes that they were aware of and confirmed with
personnel at the Commissioner's office that they were not aware of any other proceedings that
have come before the Commissioner not included on the list compiled by the author that involved
a well cost dispute.
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working interest owner in the unit for the Bol Perca sand.' 88 The Trahan
No. 1 Well was completed in the Marg Howei sand, produced in that
formation on a lease basis until it was depleted, recompleted in the
shallower Bol Perca sand, and then produced from the Bol Perca sand on a
lease basis until the creation of a compulsory unit for that sand.' 89

Although Apache and Griffin Resources' evidence varied as to the total
well costs of the Trahan No. 1 Well and the total revenue received by
Apache from production of the Marg Howei and the Bol Perca sands on a
lease basis, the evidence demonstrated that Apache had recovered from
production all but approximately $540,000 to $609,000 of the total well
costs of the Trahan No. 1 Well.19°

As of the effective date of the compulsory unit for the Bol Perca sand,
35.9% of the reservoir had been depleted by production on a lease basis,
leaving 64.1% of the reserves for recovery on a unit basis.' 9

9 The
Commissioner was faced with the following four issues in the Trahan well
cost dispute: (1) the allocation of additional well costs incurred at shallower
depths in the well related to drilling to the deeper Marg Howei sand
(discussed in detail above); (2) the allocation of other well costs of the
Trahan No. 1 Well between the Marg Howei sand and the Bol Perca sand;
(3) the effect of production from the Marg Howei sand on the well cost
allocation; and (4) the effect of production from the Bol Perca sand prior to
the effective date of the compulsory unit on the well cost allocation.

On the effective date of the formation of the compulsory unit for the
Bol Perca sand, the Louisiana Risk Fee Bill provided that upon the creation
of a compulsory unit "around a well already drilled or drilling ... the cost

of drilling, testing, completing, equipping, and operating the [unit] well...
shall be reduced to account for monies received from prior production."' 93

Relying on this language, Griffin Resources argued that because the

188. Trahan Docket, supra note 83.

189. Id.

190. Id. Based on the evidence introduced by Griffin Resources, the total well costs for the
Trahan No. 1 Well were $5,439,197 and the total revenue (less severance taxes and royalty)

generated by production from the Marg. Howei and Bol Perca prior to the revision of the unit for

the latter was $4,899,698. Id. This left unrecovered unit well costs of $539,499 based on the
evidence presented by Griffin Resources, Inc. Id. The evidence introduced by Apache

Corporation indicated that the total well costs of the Trahan No. 1 Well were $5,070,430 and that

total revenue from the well (i.e. from the Marg. Howei and the Bol Perca) prior to the unitization

of the Bol Perca sand was $4,474,090. Id. Based on Apache's evidence the unrecovered well
costs as of the date of unitization of the Bol Perca sand were $596,340. Id.

191. Trahan Docket, supra note 83.

192. Id.

193. LA. REV. STAT. ANN. § 30:10(A)(2)(c) (2008) as originally enacted by 1984 La. Acts 345,

§ 2. See supra note 182 (providing a detailed history of this provision).
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revenues generated by production from the Bol Perca sand on a lease basis
exceeded the costs allocated to the unit, it was entitled to share in post-
unitization production free of any well costs.' 94 In support of its position,
Griffin Resources presented seven alternatives for the allocation of well
costs between the Marg Howei and the Bol Perca sands and demonstrated
that under each method that pre-unitization revenue from the Bol Perca
sand exceeded the well costs allocated it.' 95

The allocation of well costs proposed by Apache Corporation more
closely reflected the methodology recommended by AG-I with some minor
modifications. Apache Corporation allocated all of the costs of the Trahan
No. 1 Well from the base of the Bol Perca sand to the base of the Marg
Howei sand. Under Apache's methodology, the cost to drill from the
surface of the earth to and through the Bol Perca zone was allocated to the
Bol Perca and the Marg Howei formations proportionately based on their
respective total reserves prior to any depletion by production.' 96

Furthermore, all of the costs to recomplete the Trahan No. 1 Well in the Bol
Perca sand were charged to that formation.' 97  Apache argued that the
language of the Risk Fee Bill requiring the reduction of well costs "to
account for monies received from prior production" merely required that the
well costs allocated to the Bol Perca sand be apportioned between pre-
unitization and post-unitization production from that sand using the unit of
production method.' 98

194. Griffin Brief of Defendant, supra note 120.
195. Id. Griffin Resources demonstrated that under each of the following methods of allocating

the total well costs of the Trahan No. 1 Well between the Bol Perca and the Marg. Howei sands
that pre-unitization revenue from the Bol Perca sand exceeded the well costs allocable to it: (1)
total costs of the Trahan No. 1 Well to total depth (i.e. the Marg. Howei sand), less trouble costs
below the Bol Perca sand, allocated to the Bol Perca sand; (2) one-half of the total costs of the
Trahan No. 1 Well to total depth, plus the cost to recomplete the well into the Bol Perca sand,
allocated to the Bol Perca sand; (3) one-half of the total costs of the Trahan No. 1 Well to total
depth, plus the cost to recomplete the well into the Bol Perca sand, all reduced by a depletion
factor of 37.58% for production from Bol Perca sand prior to the effective date of unitization,
allocated to the Bol Perca sand; (4) one-half of the cost to drill to and through the Bol Perca sand
based on the drilling report, plus the recompletion costs into the Bol Perca sand, allocated to the
Bol Perca sand; (5) one-half of the cost to drill to and through the Bol Perca sand based on the
drilling report, plus the recompletion costs into the Bol Perca sand, reduced by a depletion factor
of 37.58% for production from Bol Perca sand prior to the effective date of unitization, allocated
to the Bol Perca sand; (6) the cost to drill to and through the Bol Perca sand based on the drilling
report allocated to the Bol Perca sand and the Marg. Howei sand proportionately based on the
revenue generated by each zone through the date of unitization of the Bol Perca sand, plus the
recompletion costs into the Bol Perca sand allocated to that sand; and (7) the well costs allocated
to the Bol Perca sand in (6) reduced by the percentage of depletion of the Bol Perca sand on the
effective date of creation of the compulsory unit for the Bol Perca sand. Id.

196. Trahan Docket, supra note 83.

197. Id.

198. Id.
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With Griffin Resources arguing that its share of production from the
Bol Perca unit should bear zero well costs because revenue from the Bol
Perca sand on a lease basis exceeded well costs allocable to the formation
under the seven methods of allocating well costs proposed by it, the
Commissioner apparently felt compelled to prevent Griffin from receiving a
"free ride" at the cost and expense of the operator that drilled the Trahan
No. 1 Well. This is evidenced by the Commissioner's allocation of the
entire costs of drilling to and through the Bol Perca sand to that
formation. 199 After determining the costs of drilling to and through the Bol
Perca sand, the Commissioner utilized the unit of production method to
depreciate said costs by the 35.9% of reserves produced from the Bol Perca
sand prior to unitization to determine the depreciated unit well costs as of
the effective date of the creation of the unit for the Bol Perca sand. a°0

Under this method of allocation, the Marg Howei sand bore none of the
well costs associated with drilling from the surface of the earth to the base

201of the Bol Perca sand. It is interesting that the costs allocated to the Bol
Perca sand by the Commissioner exceeded that proposed by Apache.

Apache and Griffin settled the dispute after the ruling by the
Commissioner was set aside; 2

0
2 therefore, the ruling should be given little

weight by future Commissioners. The only encouraging aspect of the
Commissioner's ruling in Trahan was his reference to the COPAS
guidelines as being an appropriate source of guidance for making well cost

199. Trahan Docket, supra note 83.

200. Id.

201. Id.
202. The Commissioner of Conservation initially issued Order No. 991-1 establishing the

proper depreciated unit well cost as $1,952,662. Trahan Docket, supra note 83. The
Commissioner apparently made an error in its ruling based on the Addendum to the Order in
which it stated that the total well costs allocated to the Bol Perca sand were $5,439,170 and that
the formation had been depleted by 35.9% prior to the effective date of the unit. Id. Based on
these numbers, the depreciated unit well costs of the Bol Perca sand on the effective date of its
formation should have been fixed at $3,486,508 [$5,439,170 (costs allocated to Bol Perca) x
64.1% (remaining reserves)]. Id. The Commissioner apparently made an error in his order by
fixing the depreciated well costs for the Bol Perca sand as the $1,952,662 [$5,439,170 (costs
allocated to Bol Perca) x 35.9% (reserves depleted prior to unitization)] portion of costs
attributable to pre-unitization production. Id. To correct this error, the Commissioner of
Conservation issued Correction to Office of Conservation Order No. 991-1 to correct the
depreciated unit well costs as $3,486,508. Id. The correction was challenged by Griffin
Resources as having been issued without a public hearing. Brief of Griffin, supra note 120. The

1 9th Judicial District Court, Parish of East Baton Rouge, State of Louisiana, remanded the matter
to the Commissioner for another hearing and instructed the Commissioner to issue findings of fact
in support of its order. Griffin Res., Inc. v. Comm'r of Conservation, No. 322,207 (19th Jud. Dist.
Ct. of La. 1988). In the Court's oral reasons for judgment, it instructed the Commissioner to take
into account "monies received by the driller" at arriving at the depreciated unit well costs
chargeable to the Bol Perca sand. Id. Apache and Griffin Resources settled the dispute before
another hearing was held so another ruling was never issued by the Commissioner in this matter.

20091



Loyola Law Review

allocations, even though they were generally ignored by the Commissioner
in his ruling.

IV. CONCLUSION

The working interest owners and unleased landowners in a
compulsory unit must bear their respective share of the actual reasonable
expenditures incurred in drilling, testing, completing, and equipping the
unit well. Since 1940, the Louisiana Commissioner of Conservation has
been granted broad authority to resolve disputes regarding until well costs
between or among owners of a unit well. With the exception of the
requirement that the Commissioner of Conservation apply the unit of
production method to account for prior production in the event of the
creation of a compulsory unit for a lease well or the revision of a
compulsory unit, the Commissioner is granted broad discretion in
determining the actual reasonable expenses for a unit and the allocation of
well costs between or among productive zones in a single wellbore.

V. APPENDIX A

The Get Rich No. 1 Well was drilled and completed as a lease well in
the Good Luck Sand at a total cost of $2,000,000. The following is a
summary of the costs incurred to drill and complete the well:

Intangible costs:

Intangible drilling costs common to all zones$ 1,000,000

Intangible costs incurred solely in connection with

the Good Luck Sand (electric logs, testing, perforating,

and completion costs)200 000

TOTAL INTANGIBLE COSTS $1,200,000

Tangible costs:

Casing and tubing$ 400,000

Wellhead, wellhead equipment through wellhead,

and surface equipment 400,000

TOTAL TANGIBLE COSTS $800,000

TOTAL WELL COSTS $ 2.000.000
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The total depth of the well was 16,000 feet. The well produced on a
lease basis from January 1, 19X0 through July 31, 19X0. During that
period the well generated $3,000,000 of revenue and depleted 20% of the
reserves of the Good Luck Sand. Effective August 1, 19X0, the
Commissioner of Conservation created a unit for the Good Luck Sand
("GLS RA SUA"). Tracts A, B, and C each contributed one-third (1/3) of
the acreage in the GLS RA SUA. The unit well is located on Tract A.

The unit well costs of the GLS RA SUA as of the effective date of the

unit would be $1,600,000 computed as follows:

Total well costs of the Get Rich No. 1 Well $2,000,000

Less: Well cost adjustment for production prior to

unitization ($2,000,000 x 20%) (400,000)

UNIT WELL COSTS OF THE GLS RA SUA $1,600,000

The owners of Tracts A, B, and C will each bear $533,333 of the unit
well costs ($1,600,000 x 33 /%). Assuming that the mineral lessee of Tract
C consented to operations on the Get Rich No. 1 Well, said lessee would be
personally liable to the operator of the well for its share of well costs. The
operator (the mineral lessee of Tract A) may give notice to the mineral
lessee of Tract B under Louisiana Revised Statutes Section 30:1 0(A)(2) to
either consent to the operation or bear a 200% risk charge. If the mineral
lessee of Tract B elects not to participate in the risk and expense of the well,
the operator will be entitled to recover Tract B's share of the well costs,
plus the 200% penalty, out of production allocable to said tract for the
benefit of the participating working interest owners in the well (i.e. the
owners of Tracts A and C).

The GLS RA SUA is later revised as a result of additional geological
information obtained from the Dry Hole No. 1 Well, a well drilled on Tract
C. The revised unit became effective as of January 1, 19X2. The reserves
of the Good Luck Sand were 50% depleted (20% pre-unit production and
30% post-unit production) as of the effective date of the unit revision. The
revision resulted in Tract C being excluded from the GLS RA SUA and
Tracts A and B each contributing one-half (1/2) of the acreage in the
revised unit.

The unit well costs for the GLS RA SUA as of the effective date of the
revision of the unit would be $1,000,000, computed as follows:

Total well costs of the Get Rich No. 1 Well$ 2,000,000

Less:
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1. Well cost adjustment for production prior to

unitization ($2,000,000 x 20%) (400,000)

2. Well cost adjustment for production on a unit basis prior

to unit revision ($2,000,000 x 30%) (600,000)

Unit Well Costs - GLS RA SUA (revised) $1.000.000

The mineral lessee of Tract C is entitled to recover his proportionate
share of the unit well costs of the GLS RA SUA as of the effective date of
the revision to the GLS RA SUA. The amount of the well costs adjustment
due to mineral lessee of Tract C would be $333,000 ($1,000,000 x Y).

The Get Rich No. 1 Well continued to produce from the Good Luck
Sand until the sand was depleted on January 1, 19X5. The well was then
recompleted in the Marginally Productive Sand at a depth of 7,900 feet.
The costs incurred to recomplete the well totaled $250,000. A unit was
immediately created for the Marginally Productive Sand ("MPS RA SUA").
Tracts A, B, and C contributed 45%, 30%, and 25%, respectively, of the
acreage to the MPS RA SUA. The unit well costs for the MPS RA SUA as
of the effective date of the unit would be $900,000, computed as follows:

Allocation of intangible costs of the Get Rich No. 1 Well

to the MPS RA SUA:

Intangible drilling costs through the MPS RA SUA

($1,000,000 x 8,000'/16,000')23 $500,000

Divided equally between the MPS RA SUA and the

productive sands below the MPS RA SUA 1/2

Total intangible costs allocated to the MPS RA SUA $250,000

Allocation of intangible costs of the Get Rich No. 1 Well

to the MPS RA SUA:

Casing and tubing costs through the MPS RA SUA

203. For purposes of this example the drilling footage ratio method has been used to allocate
the intangible drilling costs to the different productive zones in the well. As discussed supra note
148, 100 feet is added to the base of the MPS RA SUA in determining the well costs allocable to
the MPS RA SUA.
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(divided equally between the MPS RA SUA and the

productive sands below the MPS RA SUA)

[($400,000 x 8,000'/16,000') divided by 2] $ 100,000

Wellhead, wellhead equipment through wellhead,

and surface equipment (divided equally between the

productive sands below the MPS RA SUA)

($400,000 divided by 2) 214 200,000

Total tangible costs allocated to the MPS RA SUA $300,000

Total intangible and tangible well costs of the Get Rich No. 1

Well allocable to the MPS RA SUA (well cost adjustment) $550,000

Costs to recomplete the Get Rich No. 1 Well into the MPS RA SUA
250,000

Unit well costs for the MPS RA SUA $800.000

The owners of the MPS RA SU owe a well cost adjustment to the
owners of the GLS RA SUA upon the recompletion of the Get Rich No. 1
Well into the MPR RA SUA. The amount of the well cost adjustment is
$550,000 as computed above. Prior to the recompletion of the Get Rich
No. 1 Well into the MPS RA SUA the working interest owners of Tract A
and Tract B each owned 50% of the Get Rich No. 1 Well. The interest of
the working interest owners of Tract A and Tract B in the Get Rich No. 1
Well is reduced to 45% and 30%, respectively, upon the recompletion of
the well into the MPS RA SUA. The working interest owners of Tract C
acquire a 25% interest in the Get Rich No. 1 Well upon its recompletion
into the MPS RA SUA. Accordingly, the working interest owners of Tract
C owe a well cost adjustment of $137,500 ($550,000 x 25%) to the working
interest owners of Tracts A and B. The well cost adjustment due to the
working interest owners of Tract A is $27,500 [$275,000 (Tract A's
investment prior to recompletion of well, $550,000 x 50%) - $247,500
(Tract A's investment after recompletion of well, $550,000 x 45%)]. The
well cost adjustment due to the working interest owners of Tract B is
$110,000 [$275,000 (Tract B's investment prior to recompletion of well,
$550,000 x 50%) - $265,000 (Tract B's investment after recompletion of
well, $550,000 x 30%)]. The following table summarizes the well cost

204. Tangible costs have not been depreciated to account for their decreased useful life on the
date of the recompletion of the Get Rich No. I Well into the Marginally Productive Sand.
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adjustment among the working interest owners of Tracts A, B, and C:

W. I. Owner

Tract A
Tract B
Tract C

GLS RA SUA
Investment
$ 275,000
$ 275,000
$0

MPS RA SUA
Investment
$ 247,500
$ 165,000
$ 137,500

Well Cost
Adjustment
$ (27,500)
$ (1 10,000)
$ 137,500


