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Purpose | Scope 
The purpose of this policy is to provide further clarification on particular aspects of the 
determination of wellhead value for petroleum royalty purposes.  Most of the key components of 
determining wellhead value are contained within section 148 of the Petroleum and Gas 
(Production and Safety) Regulation 2004 (P & G Regulation). 

Policy 

General Principles 
The general principle applied to the determination of allowable costs in establishing the wellhead 
value of petroleum produced is that such costs should be of a direct nature and related to the 
downstream processing of the petroleum.  Accordingly, costs associated with the recovery of 
petroleum from the ground, ie. lifting costs, are not allowable.  Similarly, costs of an indirect 
nature are not deductible.  As a general rule it should be noted that the royalty is based on the 
value of petroleum at the wellhead, and not a conceptual divisional profit established at the 
wellhead. 

Petroleum producers should carefully assess the purpose of an asset’s use rather than its 
physical location. To the extent that an item is used essentially for the recovery of petroleum to 
the surface then any capital expenditure associated with such recovery is ineligible for 
depreciation. 

Discussed below are a number of items for which further clarification of the above principle is 
deemed appropriate. 

Workovers 

Essentially, a well workover is regarded as a process where a suspended or completed 
petroleum well is re-entered using a drilling rig or wireline or other means to:  

• clean the well 

• maintain the well 

• repair the well 

• treat the well (including reperforation) or  

• change the downhole configuration of the well (including deepening and sidetracking) in 
order to maintain or enhance well function. 

These types of costs, which are incurred by oil, gas and coal seam gas operations, represent 
costs that are incurred by the petroleum producer in producing the petroleum and therefore not 
deductible under section 148(3)(a). 

Depreciation 

Section 148(3)(a) of the P&G Regulation clearly provides that there are certain assets for which 
depreciation on capital expenditure cannot be claimed.  These assets which are associated with 
the recovery or extraction of the petroleum include, inter alia, the following items together with 
any equipment associated therewith: 

• beam pumps 

• electrical submersible pumps (ESP) 

• jet pumps 

• other wellhead pumps 

• telemetry associated with the wellhead 
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• water pumps associated with coal seam gas wells. 

With reference to the above comments concerning capital expenditure that is ineligible for 
deduction, operating costs such as the repairs and maintenance associated with these assets 
are also not deductible. 

Compression assets   

The department’s view is that nodal compression or first stage compression in natural gas and 
coal seam gas production operations contains a petroleum extraction component.  The 
calculation of a percentage allocation between extraction and post wellhead activity is both 
complex and variable, partially due to changes in well pressures over time, commercial factors 
and a host of other factors.  Notwithstanding the complexity, it is essential that royalty 
adjustment for extraction purposes be accounted for in such calculations.  Accordingly, the 
methodology acceptable to the department is for a deemed non allowable portion to be imputed 
to compression assets and operating costs.  A 10 per cent adjustment is considered reasonable 
and fair. 

Therefore, 10 per cent of any operating costs such as repairs and maintenance, associated with 
nodal compression or first stage compression, are not deductible. 

Other assets 

Capitalised interest on assets acquired prior to production is not depreciable. 

Petroleum for internal use 

A strict reading of the petroleum legislation would imply that the portion of the petroleum used 
for recovery purposes is exempt, and therefore would generally not be ascribed a dollar value on 
the royalty return.  Correspondingly, no deduction would be applicable.  However, the effect of 
this would be to require a delineation of petroleum used for lifting purposes and petroleum used 
for post wellhead activities, with the latter amount being deducted elsewhere on the return.  
Such a distinction would likely prove difficult and impractical, and therefore it may be preferable 
to include a notional value for all fuel used and claim a corresponding deduction of equivalent 
amount, thereby negating any royalty applicable to petroleum used internally. 

Profit sharing arrangements 

For some petroleum operations there may be additional revenues derived in the form of profit 
sharing which are directly related to the sale of petroleum.  In this case, the additional revenue is 
to be included in the determination of wellhead value. 

Rights of Appeal 
Persons aggrieved by an administrative decision made under an enactment may, within 28 days 
of notification of the decision, apply in writing to the decision-maker for a statement of reasons 
under Part 4 of the Judicial Review Act 1991. 

Legislation 
Petroleum and Gas (Production and Safety) Act 2004 

Petroleum and Gas (Production and Safety) Regulation 2004 

Judicial Review Act 1991 
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