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For any economic decision, an understanding of common
terminology is important.

Economic Terminology:

eBenefits:

As the name indicates, benefits are the monetary received as
a result of a given investment. Typically, the benefits are
accrued over a period of time as a result of the present
investment.
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oFixed Cost:

Fixed costs are not affected by the activity level (Production
changes) over a feasible range of operating conditions. That is,
they are not a function of production or output. These costs
remain fixed. These costs typically include insurance costs,
management and administrative salaries and interest paid on
borrowed capital.
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eVariable Costs :
Variable costs vary as a function of operating conditions.
These costs are affected by the rate of output. For example,

utility costs (electricity, water, etc.) and labor costs are
strongly dependent on overall production.
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elncremental Costs:

Incremental costs represent additional costs that will result
from increasing the output of the field. For example, if
production from a field is to be improved by drilling two infill
wells.
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e Profits:

Profit represents the difference between the benefits and the
costs. If we define the benefits as B and the costs as C, then
profit can be written as:

P=B-C
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P=B-C

eInflation:

Inflation deals with the buying power of money. Inflation
reflects the reduced buying power of money as a function of
time. In other words, the price of goods and services increase
over time- in some countries, very slowly (i.e. United States);
In some countries, at a very rapid rate.

Dr.Abdulhussien N.Alattabi-Economic of Pet Eng




(Axaﬂ\o

A28 Jlall 4l yad) 8 gil) aldd) adulail) GuSay  Jlall 4l pid) 3 gil) aa adulaill Jalaiy
O any B - Bl g ey ciladdd) g add) Jlad Mo ¢ AT ey gl e
Al & Janay ¢ Glalal) Gy B ¢ (Baadial) cl¥ gl () mad sy

Example

An oil well requires pumping equipment. Two companies
offer the pump for the well with the following
characteristics:

dda

1Al Gailadlly il ddiaa LS p& adf g Cilra Jaddl) yiy calhay

Company A Company B
Initial Cost $ 50,000 $ 50,000
Maintenance Agreement $5000/year $3000/year
Pumping Costs $0.50/bbl $0.60/bbl

Using the information above, answer the following:

1. Which are the variable and fixed costs?
2. If the well produces 40 bbls/d, which pump is preferred?
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Solution

A.Fixed costs: initial cost of the pump

Maintenance costs

Variable costs: pumping costs

B.Since the initial costs for both pumps are the same,

we need to compare only the annual costs to choose the

right pump.

Pump A:

Annual cost = 5000 + 40 bbl/d x 365 d/yr x 0.5 1/bbl =
12,300

Pump B:

Annual cost = 3000 + 40 x 365 x 0.6 = 11,760
Since the cost of operating pump B is smaller, it should
be selected.

dalaall diasall SIS ASEY i) 4

Ulual) Caiss

frdal) il 13 pial) ity

) Aalay (add ¢ gl A Gidudaal) M A 6Y) il oY )k G
Asulial) diaall LAY 183 4y gl caddienl) 45 jlEa

-} Al
[10.5 % 4 [ 252365 X ag: [ J2an 40 + 5000 = 4 picd) ddlily
12300 = Jxa

11760 = 0.6 X 365 X 40 + 3000 = 43 i) AQII 11 Alilaal)
Al (s A8 Y 1501 B ladaat g ¢ jrual,

Dr.Abdulhussien N.Alattabi-Economic of Pet Eng




eExpected net present value equation for drilling

ventures:

The financial value of any proposed oil or gas drilling
venture can be evaluated by assuming a successful
project (Equation 2) and by adding one additional
important consideration: the chance of success or
failure. This leads to the expected value of the venture,
as shown by Equation (3):
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Thus, expected net present value (ENPV) represents the risk
weighted value of a proposed drilling venture. Assuming
accurate and consistent perception of both reserves and
chance of success, ENPV represents the probabilistic value of
each venture and thus becomes aprimary tool for decision-
making and program forecasting. The ENPV is the average
value that could be expected if the venture or similar ventures
could be repeated many times. Some ventures will result in
successes and some will result in failures, but on the average,
The next questions (covered in the next two chapters) concern
methods for estimating (1) reserves, rates, and costs, and for
estimating (2) chances of success and failure.
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