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UNIT OPERATING AGRIIMENT .
DEGR CANYOXR UNIT
EDDY COUNTY, NEW MEXICO

THIS AGREEMENT entered into as of the lst day of September,
1973, by and between the parties who have-signed the original of
this instrunent, a counterpart thereof, or other instrument agree-
ing to be bound by the provisions hereof.

QITNESSETH:

WHERLAS, the parties hereto as working ilnterest owners
have entered into, as of the date hereof, a Unit Agreement for
the Development and Operation of the Deer Canyon Unit Area, Eddy
County, New Mexico, hereinafter referred to as the "unit agreement',
whiéh among other things provides for a "unit operating agreement",
to be entered into by and between the working interest owners for
the purpose of providing for the allocation of costs of operation
and development of the unit area and the production of unitized
substances therefrom among the working interest owners, and to
cherwise provide for the development and operation df the unit
area as set forth in said unit agreement.

NOW THEREFORE, it is mutually agreed by and between the
parties hereto as follows:

ARTICLE I

CONFIRMATION OF UNIT AGREDIMENT

1.1 The aforesaid unit agreement and all exhibits
attached thereto are hercby confirmed and made a part of this
agrecenent.

ARTICLE II

TITLE LEXAMINUATION
AND LOSS OI' LLASES

2.) Title Bxamination: The parties hercto shall, as

soon as practicable, submit to unit operator copies of their



respective leases embracing lands committed to the unit area,
together with all rental receipts and copies of any and all title
opinions covering said lands,.and shall loan to unit operator for
examination all abstracts which they may have covering said lands.
Unit operator shall procure all supplemental abstracts and other
title papers which may be necessary or required to examine title
to the leasehold interests pertinent to anyidrillsite and all
expenses incurred in examining title shall be charged as an ex-
pense to the parties participating in the drilling of any test
well in proportion to their respective interests.

2.2 Failure of Title: Should any oil and gas lease,

or interest therein, be lost through failure of title, this agree-
-ment shall nevertheless continue in force as to all remaining
leases and interests, and

(1) Eéch party whose leaée or interest therein is
affected by the failure of title shall bear alope the entire loss
resulting from failure of title to such party's lease or interest
therein, and it shall not be entitled to recover from operator or
other.parties any development or operating costs which it may
have theretofore paid, but there shall be no monetary liability
'on.its part to the other parties hereto by reason of such title
failure; and

(2) There shall be no retroactive adjustment of
expenses incurred or revenues received from the operaticn of the
interest which has been lost, but the interests of the parties
shall be revised on an acreage basis, as of the time i£ is finally
determined that title failure has occﬁrred, so that the interes;
of the.party or parties whose lecase or intercst is affected by
the title failufe will thereafter be reduced in the unit area by

the amount of the interest lost:; and



(3) If the proportionate intcrests of the other
partics hereto in any producing well thergtofore drilled on the
unit area is‘increased by reason of the title failure, the party
whose title has failed shall receive the proceeds attributable
to the increase in such interests (less operating costs attribut-
able thereto) until it has been reimbursed for unrecovered costs
paid by it in connection with such well; and .

(4) Should any person ﬁot a party to.this agree-
ment, who 1is determined to be the owner of any interest in the
title which has failed, pay in any manner any part of the cost of
operation, development or eqguipment previously paid under this
agreement, such amount shall be proportionately paid to the
,paréy or parties hereto who in the first instance paid the costs
which are so refunded; and

(5) Any liability to account to a.third party for
prior production of o0il and gas which arises byAreason of title
failure shall be borne by the parties.in the same proporﬁioﬁ in

which they shared in such prior production.

2.3 Loss 0f Leases for Causes Other Than Title Failure:

If any lease or interest subject to this agreement be lost through
'failure to develop or because express or implied covenants have
not been performed, or if any lease be permitted to expire ‘at

the end of its primary term and not be renewed or extended, or

if any lease or interést therein is lost due to the fact that the
production therefrom is shut in by reason of lack of market, the
loss shall not be considerecd a failﬁre'of title and all such
losses shall be joint losses and shall be borne by all parties

in proportion to thoir interests and there shall be no readjust-
ment of the pagticipating interests of the parties hercto on

account thoreof.

. j —



ARTICLE ITT

MANAGEMENT OI" UNIT

3.1 Unit Opcrator and Employees. Roberts, Koch &

Cartwright, a partncrship composed of Ross D. Roberts, Charles

| E. Koch and Jack C. Cartwright, the party ﬁereto named as unit
operator of the unit area under the provisions of the unit agree-
.ment, or %ts duly appointed successor unit operator., shall have
the exclusive right to develop and Opefate the unit érea subject
"to the provisions of this agreement and the unit agreement. All
individuals employed by unit opefator in the conduct of operations
hereunder snall be the employees of unit operator alone and their
working hours, rates of compensation and all bther matters re-
latiég to their employment shall be determined solely by unit

operator.

]

3.2 Unit Operator - Duties: Unit Operatér shall in the
conduct ¢f operations hereunder:

(a) Conduct the operafions in a good and workmanlike
manner, and in the exercise of its judgment and discretion, acting
in good faith;

(b) Consult freely with working intercst owners
éonperning unit operations, and keep working interest owners
informed of all matters arising during the operation of the unit
areca which unit operator, in the exercise of its best judgment,
considers important;

(c) Keep full and accurate records of all costs
incurred, rentals and royalties paid, and controllable materials
and equipment, which records, receipts and vouchers in support
thercof shall be available for inspection by authorized repre-
sentatives of the working interostjowners at-reasonablec intervals

during usual business hours, at the office of the unit operator;



(d) Permit the working interest owncrs, cach
through their duly authorized :eprcscntatives,‘but at thelr sole
risk and expense, to have access to the unit area at all times,
and to the derrick floor of each well drilled or belng drilled
hereunder, for the purpose of observing operations conducted
hereunder and inspecting jointly owned materials, equipment and
-other property, and to have accéss at reasonable times to infor-
mation and data in the possession of uﬁit operator concerning the
" unit area;

(e) Furnish to each of the other parties who make
timely written request therefor copies of all drilling reports,
well logs and samples of cores or cuttings taken from wells
drilied hereunder, containers therefor to be furnished by the
party requesting such samples;

(f) Comply with the terms and conditions of the
unit agrecment and all valid applicable federal and state laws
and regulations;

(g) ZXeep the land in the unit area free from liens
and encumbrances occasioned by its operations, except such liens
as the working interest owners elect to contest, and save only

the lien granted the unit opcrator under this agreement.

3.3 Unit Operator - Restrictions: The unit operator

shall not do any of the following things without the consent of
the working interest owners obtained as herein provided:

(a) Locate, drill, deepen or plug back any well or
let any contract therefor except thé initial well, substitute well
or sccond well as provided in Sections 5.1 and 5.2. The approval
of the drilling, deepening or plugging back of any other well shéll
not be construed‘to mcecan and include the qpproval of any nccessary
expenditures incurred in completing and equipping such well, but

shall include the plugging and abandonnent of same if & dry hole,



except as otherwise provided in Article V hereof;

(b) Make any expenditures in excess of Ten Thousand
Dollars ($10,000.00) for any one single project. Operator shall
furnish copies of its "Authority for Expenditures" for any such
items.

(c) Make any expenditure for expert technical
‘advice, including any extra services rendered by unit operator's
technical staff, not contemplated by tﬁe provisions éf Exhibit
""B" attached hereto, and not covered by the overhead, district
and camp expenses therein authorized, which overhead in Exhibit
"B" is inténded to cover only normal developmént and operations;

(d) Make any partisl relinguishment of the rights
of the unit operator;

(e) Abandon any well which has been completed as
a producing well or dispose of any major items of surplus material
or equipment, other tﬁan junk, having an original cost of Three
Thousand Qollars ($3,000.00) or more (ény such item or items of
less cost may be disposed of without such approval), except as may
otherwise be provided herein;

(f) Designate the lands to be included in any
participating area or enlargement thercecof, or submit for approval
any pian for the development and operation of the unit area or any
participating area or supplement or amendment thereto in accordance
with the provisions of the unit agreement;

(g) Determine whether to dr#ll a demanded offset
well or pay compensatory royalty;

(h) Drill or abandon dny injection wells or convert
any wcll into an injection well;

(i)' Determine not to pay the annual rental, advance

rental or delay rental under any lease.



In case of blowout, explosion, fire, flood or other sudden
emergency, unit operator may take such steps and incur sucihi expense
as, in its opinion, are requiréd to deal with the emergency and to
safeguard life and property; provided that unit operator shall, as
promptly as possible, report the emergency to the other parties
and shall endecavor to secure any sanction that might otherwise
have been required.

‘Subject to the provisions of. this agreement, unit operator
~shall have full control of the premises subjected hereto and shall
conduct and manage the development and operation of unitized lands
for the production of unitized substances therefrom for the account
of the parties hereto.

3.4 Designation of Represcntatives: Each working interest

owner shall in writing inform unit operator of the names and .addresses
of its representative and alternate who are authorized to represent
such working interest owner with respect to unit operations. The
representétive or alternate may be changed from time to time by
written notice to unit operator.

3.5 Meetings: All meetings of working interest owners
shall be called by unit operator upon its own motion or at the
request of two (2) or more working interest owners. No meeting
shall be called on less than fourteen (14) days advance written
notice, with agenda for the meeting attached. Working interest
owners who attend the meeting shall not be prevented from ampnding
items included in the agenda or frgm deciding tﬁe amended item or
other items presented at the meeting. The representative of
unit operator shall be chairman of each meeting.

3.6 Voting Procedurc: Working interest owners shall

‘decide all matters coming before them as follows:

3.6.1 Voting Intecrest: Each working intoerest




owner shall have a voting interest equal to its percentage of
participation as sect out in Column 7 of Exhibit "A" hercof.

3.6.2 Vote Required: Working interest owners shall

act upon and determine all matters coming before them by an affirm-
ative vote of 75% of the voting power of the working intcrest
owners having leasehold interests committea to the unit agrecment;
provided, however, should any one working interest owner have 75%

“or more voting interest its vote must be supported by the vote of

once other working interest owner.

3.6.3 Vote at Meeting by Nonattending Working Interest

" Owner: Any working interest owner who is not represented at a meet-
ing may vote either by written proxy or by letter or telegram
addressed to the representative of the unit dperator, provided such
lett;r or telegram is received prior to the submission of such item
to vote. If the vote is by letter or telegram such vote shall not
be counted with respect to any item on the agenda which has been

materially changed at the meeting.

3.6.4 Poll Votes: Working interest owners may vote

on and decide, by letter or telegram, any matter submitted in
writing to working interest owners, if no meeting isvrequested as
provided in Section 3.5 within seven (7) days after the proposal
is sent to working interest owners. Unit operator shall give
prompt notice of the results of the voting to all working interest
owners.

3.7 Unit Operator - Tiabilities: Unit Operator shall

not be liable to any of the working interest owners for anythihg
done or omitted to be done by it in the coﬂduct of operations
hercunder while acting in compliance with Section 3.2(a) hereof,
cxccpt-in connection with any losses or liabilities sustained aé

a resull of gross negligence. The provisions of this section shall

nol relieve operator of its duly to obtain the consent of the work-

ing interest owners in accordance with the provisions of Scction 3.6.

8 -~



ARPICIE IV

COST O OPERATIONS AND
ALLOCATION OF PRODUCTION

4.1 Cost of Operations and Accounting Procecdurecs: The

actual cost to the unit operator of performing its obligations as
ﬁnit operator hereunder shall be apportioned, except with respect
to the initial test well, substitute test well and second test well
as provide@ in Section 5.1 and 5.2 herecof, among the working inter-
est owners having leasehold interests dbmmitte@ to thé uhit agree-
ment in accordance with the percentages set forth in Column 7,

Page 3, of Exhibit "A" attached hereto and made a part hercof, and
said owners in accordance with the Accounting Procedure attached
hereto, made a part hereof, and for purposes of identification
markea Exhibit "B".

4.2 Allocation of Production: All unitized substances

produced and saved from each participating area established pursuant
to the unit agreement shall be deemed to have been produced equally
on an acreacge basis from the several t£acts of unitized lands of
the participating area established for such production and for the
purpose of computing and paying all royalties, overriding royalties
and obligations payable out of production of the respective working
interest owners, each such tract of unitized land shall have
allocated to it such percentage of said production as the number

of acres of each tract included in said participating area bears to
the total number of acres of unitized land in said participating
area in conformity with Section 12 of the unit agreement.

All production remaining after aliécating the'production
for the purposc of paying royalties, overriding royalties and
obligations payable out of production as above provided (and beiné
the working interest) shall be allocated to the respective working
interest owncrs (except as to the initial test well, substitute

well and sccond test well as provided in Scections 5.1 and 5.2) in



accordance with the percentages reflecting their nct respective
beneficial interests as shown in Column 8 on Page 3 of Exhibit
"A" attached hereto.

Exhibit "A" shows the interest of each working interest
owner as of the time of the commitment of the respective tracts
to the unit agreement, as well as the beneficial interests of
each working interest owner, after taking into consideration the
contribution of certain interests in connection wiéh the drilling
of the initial test well as reflected in said exhibit.

The beneficial interests of the respective working
interest owners as shown on Exhibit "A" have been determined as to
each party on an adjusted surface acfeage basis. The adjustnent
insuiface area has been made by determining the fraction of the
total unitized substances produced from or allocated to any tract
which may be required to meet all royalty, overriding royalty,
production payments or.other obligations payable out of production
from or allocated to such tract and multipiying that fra;tion by
the number of acres contained in such tract and deducting the
product from the total number of acres in said tract, the remainder
being the adjusted surface acreagé in each such tract. The bene-
ficial interest of each party shown on Exhibit "A" attached hereto
represents the sum of the net acre interests in all tracts gommitted
by each party to the unit agreement divided by the total number of
net acres committed to the unit area.

Except as hereinafter provided, the percentages of partici-
pation of the parties hereto in costs of Opgration and allocation
of production as shown on Exhibit "A" shall remain the same regard-
less of any contraction of the unit area or automatic climination
of lands therefrom in accordance with Section 2 of the unit agrece-
ment.  Thoere shéil be a readjustment of tﬁe adjuéted surlface acres

among the partics hercto on the basis set forth hercinabove and



the interests of the partics rccomputed on the basis of the revisced
acrcagce upon the occurrence of any of the following events:

(1) the working interest in any tract shown on
Exhibit "A" is not committed to the unit agrcement;

(ii) wupon the commitment of any working interest to
the unit agrecment after operations have been con-
menced in accordance with Scection 8.3 hercof;

(1ii) any tract is eliminated through failure of
title or lost through failure to pay rentals in
conformity with Scction 6.1 hereof;

(iv) 1if there should be any errors in mathematical
computations or there is any additional overriding
royalty interest or lease burden unknown to the
parties hercecto outstanding as of the time of the
commitment of the respective tracts to the unit
agreement;

(v) to carry out the adjustments in acreage ownerxship
and participating interests required by the acreage
contribution agreements referred to in Secticn 5.1
hereof;
If any tract committed to the unit agreement becomes burdened with
any additional overriding royalties, production payhents or lease
buvrdens other than those shown on Exhibit "B" attached to the unit
agreement, the same shall be borne exélusively by the owner or

owners of such tract.

4.3 Conflict of Instruments: In the event of any con-

flict betwecn the provisions contained either in the body of this
instrument or in the unit agreement and those contained in the
Accounting Procedure, the provisions of the unit agreement shall
govern to the extent of such conflict. If any provision of Exhibit
“B" shall be inconsistent with any provision contained in the body
of this agreement, the provisions in the body of this agreemcnt
shall prevail. The term "Opcrator" as used in Exhibit "B" shall
be deemad to refer to the unit operator, and the term "Non-Operators"
as used in Exhibit "B" shall be deemed to refer to the working
interest ownerS'herein other than:the operator.

4.4 ﬁgxgﬁgcé: Opcralor, at its election, shall have the

right from time to time to doemand and receive from the othor

~11l-



parties which are participating in the unit operation then being
carried on payment in advance of their respective shares of the
estimated amount of the costsito be incurred in operations herc-
under during the next succeeding month, which right may bhe exer-
cised only by submission to cach such party of an itemized state-
nent of such estimated costs, together with an invoice for 1its
share thereof. Each such statement and invoice for the pavment
in advance of estimated costs shall bé submitted on or before the
20th day of the next preceding month. Each party shall pay to
Operator its proportionate share of such estimate within fifteen
(15) days after such estimate and invoice 1is received. If any
party fails to pay its share of said estimate within said time, the
-amount due shall bear interest at the rate of ten percent (10%)
per annum until paid. Proper adjustment shall be madé monthly
between aavances and actual cost, to the end that such party shall
bear and pay its proportionate part of actual costs incurred, and
no more.

4.5 Taxes: All of the jointly owned personal property
within the unit area shall be rendered by the unit operator for
ad valorem taxes 1if necessary. The unit operator shall pav all
ad.valorem taxes rendered or assessed against said properties,
and all such amounts so paid by the unit operator shall be éharged
to the joint account of the parties herecto. All other taxes
which may be levied upon or against the respective leasehold
interests or measured by the production of unitized substances
allocated to the respective tracts ﬁnder the terms of the unit
agreement and this agreement shall be.paid by the respeactive

working interest owners having interests in such tracts.

4.6 Insurance: As to all operations hercunder, unit

operator shall carry for the benefit and protection of the partics



insurance as specified in Exhibit "C". Operator shall require

all contractors engaged in work on or for the gnit arca to comply
with workmen's compensation laws of the state where the operations
are being conducted and to maintain such other insurance as
Operator may require.

4.7 Operator's Lien: Each non-operator hereby grants

- to Operator a first and preferred lien on the interest of such
non-operator and all property covered by this agreemént whether
now owned or hereafter acquired on the unit area and such party's
interest in oil and gas produéed and the proceeds thereof, and
upon such party's interest in material and equipment,to secure
the payment of all sums due from such party to operator.

In the event any party fails to pay any anount owing
by it to operator as its share of such costs and expenses or such
advance estimate within the time limited for payment thereof,
operator, without prejudice to other existing remedies, is authorized
at its election (unless there is a boﬁa fide dispute) to collect
from the purchaser or purchasers of oil or gas, the proceeds
accruihg to the working interest or interests in the unit area of
the delinguent party up to the amount owing by such party, and each
purchaser of oil or gas is authorized to rely upon operator's
statement as to the amount owing by such party.

In the event of the neglect or failure of any non-operating
party to proﬁptly pay its proportionate part of the cost and expense
of developmenﬁ and operation when due, the other non-operating
partiecs (which are participating in‘the unit operation for which
such costs and expenses were incurred) and operator, within thirty
(30) déys after the rendition of statements therefor by operator,
shall proportioﬁately contribute'ﬁo the payment of such delinquent

indebtedness and the non-operating parties so contributing shall



be entitled to the same lien rights as are granted to operator

in this szction. Upon the pavment by such deliﬁquent or default-
ing party to operator of any amount or amounts on such delinguent
indebtedness, or upon any recovery on behalf of the non-operating
parties under the lien conferred above, the amount or amounts so
pald or recovered shall be distributed and paid by operator to
the other.non-operating parties ancd operator proportionately in
accordance with the contributiocns the;etofore made by themn.

- Likewise, non-operators are hereby grantea a prior lién
on the rights and interest of the unit operator as a working
interest owner in the unit area and unitized substances and,
upon the interest of the unit operator in all materials and equip-
mént, to secure the payment of any amounts which may become due
and owing from unit operator to any of the non—opegatérs, which
lien shall be subject to all of the terms and conditions pgpx}ded
for in the preceding paragraph.

ARTICLE V
WELLS

5.1 Initial Test Well: Within 30 days after the effective

date of the unit agreement, unit operator shall commence operations
on the initial test well which is required to be drilled pursuant
to the provisions of Section 9 of the unit agreement (unleés such
well should be commenced prior to the effective date of said unit
agreement). Said well shall be located 660 feet from West Line and
1980 feet from North-Line, Section 14, Township 20 South, Range 21
Last, N.M.P.M. and shall be drilled in'coméliance with Section 9

£ the unit agreement and shall also be drilled in accordance with
the applicable'regulations of the Secretary of thé Interior and
the New Mexico  o0il Conservation Commissionf vrovided, howeaver,

unit operator shall not in any event be required to drill said



well to a depth in excess of 8,700 fcet and the drilling of said
well may be discontinued at a lesser depth if granite or other
practically impenctrable subsyance should be cncountercd or if
the partics participating in the cost of drilling the well agree
to complete the well at a lesser depth, and provided, further, in
‘the event difficulty should be encountered in drilling which
results in the loss of the hole, making it necessary to abandon
the same; a substitute well may be commenced within 60 days and
such substitute well shall be considered the same as the initial
test well and all provisions hereof appl&cable to the initial
test well shall be applicable to the substitute well. Operator
shall make reasonable tests of all formations encountered during
drilling which give indication of containing oil or gas in
sufficient quantities to test.

All costs incurred in drilling, completing and placing
said well on production, if completed as a producer, and of
plugging and abandoning the same, if completed as a dry hole, shall
be borne only by the parties hereto as shown in Column 5, Page 3,
of Exhibit "A" attached hereto and made a part hereof. |

In the event of the discovery of unitized substances in
paying guantities, the initial test well shall be completed and
piaced on production as such wells ére usually and customarily
completed in accordance with good oil field practices and all
casing, tubing, wellhead connections, flow lines, tanks and other
equipment which may be installed in or used in connection with
said Qell shall be owned by the parties participating in the
cost of drilling said well in the proyortions shown in Column 6
on Page 3 of said Exhibit "A" until saidiwellnshall have paid out

as herein provided.



Cities Service 0il Company, Petrolcum, Inc., Aztcecc 01l &
Gas Company and Union 0il Company of California (herecinafter re-
ferred to as "contributing par£ies") have agreed to make acrcage
contributions to Roberts, Koch & Cartwright toward the drilling
of the initial test well upon the following terms and conditions:
Upon the initial test well being drilled to the depth provided
" herein and being completed as a well capable.of producing unitized
substances in paying guantities, Roberts, Koch & Cartwright shall
earn and be entitled to an undivided 1/2 interest in and to all
lease rights of the contributing parties in and to the leasehold
interest committed by said parties to the unit agreement as shown on
Exhibit "B" attached thereto down to 100 feet below total depth
drilled in said well and in addition, Roberts, Koch & Cartwright
shall be entitled to receive and the contributing pgrties do hereby
relinquish to Roberts,>Koch & Cartwright all of their rights to
participate in and to any of the prodgction of unitized substances
from the initial test well until such time as said well has paid
out as hereinafter defined; provided, however, the contributing
party shall be entitled to receive and Roberts, Koch & Cartwright
shall pay out of its working interest the following overriding roy-
alty interest based upon all unitized substances produced, saved and

marketed from the initial test well until said well is paid out:

Cities Service 0il Company -—=——=—====———- 28.47535% of 6.25% of 8/8
Petroleum, INC. —==————mmm———— e 15.66464% of 5% of 8/8
Aztec O0il & Gas Company -===-==-===-=-==- 7,71087% of 5% of 8/8
Union 0Oil Company of California R — 6.76763% of 5% of 8/8

Upon the complction of the initial test well or any
substitute therefor as a well capable of producing unitized sub-

stances in paying quantities, the contributing partics shall as

..16‘_...



soon as practicable and in any event within 30 days from the time
of complction of said well cxccute and deliver to Roberts, Koch &
Cartwright good and sufficient instruments without warranty of
title conveying an undivided i/2 interest in and to the leasehold
interest committed by said parties to the unit agreement down to
100 feet below total depth drilled in said well. The acreage
contributions referred to herein are more particularly shown on
" Page 3 of Exhibit "A" attached herecto. ’
For the purposes of this agreement, the initial test well
shall be considered as paid out keginning as of 7 a.m. on the first
day following the date on which Roberts, Koch & Cartwright has
recovered out of the beneficial interest production which would
otherwise have been attributable to the contributing parties after
}deducting all severance, ad valorem and production taxes apportion-
able thereto that portion of the actual cost of drilling, completing,
testing and equipping sald well (including necessary wellhead
connecticns, flow lines, tanks, pumping and other equipment in
connection with said well), together with all costs of o?erating
the same during the payout period which would otherwise.have been
allocated to the contributing parties in connection with the initial
test well. Operator shall furnish to all of the parties hereto
as ‘'soon as possible and in any event within 60 days from date of
conmpletion of said well an itemized statement of the costs of
drilling, testing, completing and placing the well on production
and the Operator shall also furnish to the parties hereto monthly
reports showing the unitized substances produced, Saved and mar-
keted from said well and the operatingvcosts incurred in connection
therewith. All costs incurred in connection with said well shall
be in accordance with the Accounting Procedure attached hereto as

Exhibit "B".
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Within 30 days after rccciving notice from Opcrator of
payout of the initial test well, cach of the contributing partics
shall have the right to continue to rcceive said overriding roy-
alty by giving notice thereqf to Operator within such time. Upon
failure of any contributing party to exercise said option to con-
tinue to receive said overriding royalty within said time, the
overriding royalty of each such party shall terminéte and the
respectivé contributing party shall be entitled to receive from
the time of payout their proportionate part of production as shown
in Colurn 8 on Page 3 of Exhibit "A" and shall also own their pro-
portionate parts of all equipment installed in and used in connec-
tion with the initial test well as shown in Column 7 on Page 3 of
Exhibit "A".

5.2 Second Test Well: If the initial test well provided

for in Section 5.1 hereof is drilled to the objective depth pro-
vided in said sectionland is completed as a dry hole or well not
capable of producing unitized substances in paying quantities,
operator.shall have the right and dption to commence or possibly
commence operation within 80 days from the time of éompletion of
said well an additional test well at a location of its choice upon
.the unit area and if operator elects to drill the second test well
tﬂe same shall be drillea upon the same terms and conditions as
provided in Section 5.1 hereof for the drilling of the initial test
well, and if such second well is completed as a well capable of
producing unitized substances in paying quantities operator shall
earn the same interest as far as the contributing parties referred
to in Section 5.1 are concerned as it would have earned had the
initial test we;l been complcted as a well capable of producing
unitized substances in paying quantities, and all of the provisions
of Exhibit ”A”'rclating to the rights and intcrésts of centributing
parties in the cost applicable to the test well shall be applicable

3
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to said well. Howecver, the payout provisions hercof shall be limited
to the cost of drilling, complcting, testing and equipping said
sccond test well and shall not.include the cost of the initial test
well or the plugging and abandoning of the sane.

I1f operator does not elect to exercise its option to
drill a second test well within the time herein provided and
‘the parties cannot mutually agrée upon the drilling of an addi-
tional exploratory well, such well may-'be drilled by any of the
.parties hereto in accordance with the provisions of Section 5.6
hercof, provided said well is commenced within the time provided
under the unit agreement for the drilling of an additional well or
extension of the time which may be gfanted for the drilling of such
well:

5.3 Modification of Drilling Requirements of Unit

Agrcement: The unit operator may apply for and obtain a mod-
ification of the drilling reguirements of said unit agreement

or an extgnsion or extensions of time within which to comply
therewith‘as provided by the terms of said unit agreement, and
any such application or applications may be made withbut the
consent of any of the working interest owners subscribing hereto
as parties of the second part.

5.4 Drilling Contracts: All wells drilled on the unit

area shall be drilled on a competitive contract basis at the

usual rates prevailing in the area. Operator, if it so desires,
may cmploy its own tools and cauipment in the drilling of wells,
but its charges therefor shall not excced the prevailing rates

in the field, and the rate of such charges shall be agreed upon

by the participating parties in writing before drilling operatiohs
arc commonced, agd such work cshall be performed by operator under
the gsame terms and conditions ag shnll be customary and usual in
the ficld in contraclts of im’hxpobndont contractors who are doing

.

work of a similar naturo.



5.5 Development and Operation Subsequent to Discovery

of Unitizcd Substances in Paying Quantitices: After the discover
Y

of unitized substances in payiﬁg gquantities on the unit areca,
unit operator shall only drill such wells as may be provided for
in any plan of development and operation for the unit arca or
amendment or supplement thereto filed and approved as provided by
"Section 10 of the unit agreement after approval by the parties
hereto as provided by Section 3.3 hereof, and all such wells shall
.be drilled for the joint account of the parties hereto and the
production of unitized substances therefrom shall be allocated to
sald parties as provided in Coclumn 8, Page 3, of Exhibit "A";
provided, however, the drilling, deepening, plugging back or re-
working of any such well shall be subject to the non-consent
provisions of Section 5.6 herecof.

5.6 Operations by ILess Than All Parties: If all of

the partics cannot mutually agree upon the drilling of any well
on the unit area (other than the initial or substitute test well
provided for in Section 5.1 or a second exploratory well in the
event operator should elect to drill the same in accordance with
the provisions of Section 5.2 hereof) or upon the reworking,
deepening, or plugging back of a dry hole at the joint expense of
all parties or a well jointly owned by all the parties and ﬁot
then producing in paying quantities on the unit area, any party
or parties wishing to drill, rework, deepen or plug back such a
well may give the other parties written notice of the proposcd
operation, specifying the work to be pérformed, the location,
proposed depth, objective formation and the estimated cost of

the operation. The parties rcceiving such a notice shall have 30 days
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(except where a drilling rig 1s on Jlocation the;period shall be
limited to forty-eight (48) hours cxclusive of Saturday, Sunday or
holidays) after receipt of the notice within which to notify the
parties wishing to do the work whether they elect to participate

in the cost of the proposed opcration. FPFailure of a party
receiving such a notice to reply to it within the veriod above
fixed shall constitute an election by that pérty not to participate
in the cost of the proposed operation.

If any party receiving such a notice elects not to partici-
pate in the proposed operation (such party or parties being here-
after referred to as '"non-consenting.party"), then in order to be
entitled to the benefits of this section, the party or parties
giving the notice and such other parties as shall elect to partici-
pate in the operation (all such parties bheing hereafter referred
to as the "consenting parties") shall, within thirty (30) days
after the eupiration of the notice period of thirty (30) days
(or as promptly as possible after the expiration of the 48-hour
period where the drilling rig is on location,‘as the case may be)
actualiy commence work on the proposed operation and complete it
with due diligence.

The entire cost and risk of conducting such operations
shall be borne by the consenting parties in the proportions that
their respective interests bear to the aggregate interests of the
consenting parties. Consenting parties shall keep the leasehold
cstates involved in such oéerations free and clear of all liens
and encunmbrances of every kind crcated by or arising ffom the
operations of the congenting parties. If such an operation
rcsulté in a dry hols, the consenting parties shall plug and
abandon the weli at their sole coét, risk and cxpense. 1€ any

well drilled, reworked, deepencd or plugged back under the pro-



visions of this scction results in a preoducer of oil or aas in
paying quantities, the consonting parties shall comnlete and
equip the well to produce at their sole cost-and risk, and Lthe
well shall then be turned over to the owverator and shall be
operated at the expense and for the account of the consenting
parties. Upon commencement of operations for the drilling, re-
working, dcepening or plugging back of any such well by consenting
parties in accordance with the provisions of this section, each
non-consenting party shall be decmed to have relinguished to
consenting parties, and consenting parties shall own and be
entitled to receive, in proportion to thelr respective interests,

's interest in the well, its lease-

all of such non-consenting party
hold operating rights, and share of production therefrom until the
proceeds or market value thereof (after deducting production
taxes, royalty, overriding royalty and other interests payable
éut of or measured by the production from such well accruing with
respect to such interest until it reverts) shall equal the total
of the following;

(a) 100% of each such non-consenting perty's share
.of the cost of any newly acgquired surface equipment beyond the
well connections (including, but not limited to, stock tank§,
separators, treaters, pumping equipment and piping), plus 100%
of gach such non-consenting party's share of the cost of operation
of the well commencing with first éroduction and continuing until
each such non-consenting party's relinquished interest shall
revert to it under other provisions of this section, it being
agrced that each nOn-consehting party's share of such costs and
equipment will Qe that interest which would have been chargeable
to each non-consenting party had it partiéipatcdﬁin tho wall

from the beginning of the opceration; and



(b) 200% of that portion of the costs and expensces
of drilling, reworking, dcepening or plugging back, testing and
completing, and 200% of that bortion of the cost of newly acquired
equipment in the well (to and including the wellhead connections),
which would have been chargeable to'such non-consenting party if
it had participated therein.

"In the case of any reworking, plugging béck or deeper
drilling operation, the consenting parties shall be permitted to
usc, free of cost, all casing, tubing and other eguipment in the
well, but the ownership of all such equipment shall remain unchanged,
and upon abandonment of a well after such reworking, plugging back
or deepcr drilling, the consenting parties shall account for all
. such equipment to the owners thereof, with each party receiving
its proportionate part in kind or in value.

Within 60 days after the completion of any operation
pnder this section, the party conducting the operations for the
consenting parties shall furnish each non-consenting party with
an inventory of the eguipment in and connected to the well,
and an itemizeéd statement of the cost of drilling, deepening,
plugging back, testing, completing and equipping the well for
'prpduction. Each month thereafter, during the time the con-
senting parties are being reimbursed as above provided, thé
consenting parties shall furnish the non-consenting parties
with an itemized statement of all costs and liabilities incurred
in the operation of the well, together with a statement of
the quantity of oil and gas produced ffom it and the aﬁount of
proceeds rcalized from the sale of the well's working interest
production during the preceding month. Any amount rcalized

from the sale or other disposition of cquipment newly acguired
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in connection with any such operation which would have been
owned by a non-consenting party had it participated therein
shall be credited against tho\total unreturned costs of the
work done and if the equipment purchascd in determining when the
interest of such non-consenting party shall revert to it as above
provided; if there is a credit balance, it shall be paid to such
non-consecnting party. ' o

If and when the consenting parties recover from a non-
consenting party's relinquished interest the amounts provided for
above, the relinguished interests of such non-consenting party
shall automatically revert to it and. from and after such reversion
such non-consenting party shall own the same interest in such well,
the operating rights and working interest therein, the material and
equipment in or pertaining thereto, and the productioﬁ thercfrom
as such non-consenting party would have owned had it participated
in the drilling, reworking, deepening, or plugging back of said
well. Thereafter, said non-consenting party shall be charged
with and shall pay its proportionate part of the further costs of
the operation of said well in accordance with the terms of this
agreement and the Accounting Procedure, Exhibit "B", attached
hereto.

No well drilled by less than all parties pursuané to the
provisions of this Section 5.6 shall be completed as a gas well
in the same formation as any other gas well then producing, or
capable of producing, gas in paying quantities from the unit area
unless the same be located on a rcgular wcli spacing or proration
unit established for the arca by the New Mexico Conservation
Commission, so that the well density in the same formation will
not: be groatcr-£han that established or preécribed by the Commis-—

sion for said area. No well dirilled or completed by less than



all of the parties pursuant to the provisions of this Scction 5.6
shall be completed as an oil well in the same formation as any
other oil well then producing from the unit area if, as a result
of the completion of said well, there would exist on the unit
arca a well density in the same formation of more than one pro-
ducing oil well to a proration unit.

1f any party hercto shall hereafter creaFe any overriding
royalty, production payment or other burden against its working
interest production and if any other party or parties should con-
duct non-consent operations pursuant to the provisions of Section
5.6 and as a result, become entitled to receive the working
interest production otherwise belonging to the non-participating
party, the party or parties entitled to receive thevworking interest
production of the non-participating party shall receive such pro-
duction free and clear of burdens against such proéuction which
may have been created subsequent to this agreement and the non-
participating party creating such burdens shall save the participat-
ing party or parties harmless with respect to the receipt of such
workiﬁg interest production.

The provisions of this section shall have separate
application to the cost of completing and equipping any well
drilled under the provisions of Section 5.6 and any party who
has elected to join in the drilling, reworking, deepening, or
plugging baék of a well may refrain from joining in the com-
pletion thereof. However, the party who has refrained from joining
in the drilling, roworking, deepening or plugging back of a well
shall have no right to join in the completion thereof. After any
wcll hercunder has been drilled to its authorized or projected |
depth and has ﬁocn adequately tested, operator shall give notice

to non-operators of its election as to whoether such well should



be plugged and abandoned as a dry hole or casing be set in an
attempt to complete the well as a producer or that such well be
drilled decper. Non-Operator shall have forty«éight (48) hours
‘aftcr receipt of the aforementioned notice from operator within
which to notify operator whether it elects to have said well
plugged and abandoned as a dry hole or have casing set in an
gttempt to complete the well as a producer or that such well be
drilled deéper. Failure of non-operator to so notify operator
within the above specified time shall be deemed concurrence in
the operateor's election. If the parties are able to agree,
operator shall conduct future operations for the joint account.
In the event of disagreement, the parﬁy or parties wishing to
sect césing in an attempt to complete the well or to deepen the
well may do so at its sole risk, cost and expense and with right
of recoupment pursuant to the provisions of Section 5.6 of this
Agrcement, provided, however, in the event of a conflict betwecen
an eiection to complete and an election to deepen, the party or
parties elécting to complete shall have the paramount rigﬁt.

5.7 Abandonment of Producing Wells: No well, other than

any which has been drilled or reworked pursuant to Section 5.6
ﬁereof for which the consenting parties have not been fully reim-
bursed as therein provided. which has been-completed as a producer
shall be plugged and abandoned without the consent of all parties;
provided, however, if all parties do not agree to the abandonment
of any well, those wishing to continue its operation shall tender
to cach of the other parties its proportionate share of the value
of the well's salvagecable material and equipment, determined in
accordance with the provisions of Exhibit “B*, iess the estimated
cost of salvaging the estimated cost of plugging and abandoning.

Lach abandoning party shall then assign to the non-abandoning
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parties, without warranty, ecxpress or implicd, as to title or as

to quantity, quality or fitnegs for use of the equipment and mat-
erial, all of its intercst in the wcll and its equipment, together
with its interest in the leasehold cstate as to, but only as to,
the interval or intervals of the formation or formations then open
to production. The assignments, so limited, shall encompass the
“drilling-unit" upon which the well is locatéd. Thg payments by,
and assignments to, the assignees shall be in a ratio based upon
the relationship of their respective percentages of partcicipation
in the unit area to the aggregate of the percentages of participation
in the unit area of all assignees. There shall be no readjustments
of iInterests in the remaining portion of the unit area.

After the assignment, the assignors shall have no further
responsibility, liability or interest in the operation of or pro-
duction from the well in the interval or intervals then open.

Updn request of the assignees, operatpr shall continue to operate
the assigned well for the account of the non-abandoning.parties at
the rates and charges contemplated by this agreement, plus any
additional costs and charges which may arise as the result of the

separate ownership of the assigned well.

5.8 Required Well. For purposes of this article, a well
shall be deemed a required well if the drilling thercof is.requiréd
by the final order of an authorized representative of the Depart-
ment of Interior or the Commissioher of Public Lands. Such an
order shall be deemed final upon expiration of the time allowed
for appecal thecrefrom without the commencement of appropriate legal
proccedings or if such proceedings are commenced within said time
upon the final disposition of the dppoal. Whonevér Operator re-

ceives any such order, it shall promptly mall a copy therecof to



cach of thc other parties; if any such order is appcaled, the
party appcaling shall give prompt written notice therecof to cach
of the other parties and upon final disposition of the appeal,
Operator shall give each of thc other parties prompt written
notice of the results therefrom.

Any party desiring to drill or participato in the
" drilling of a required well shall give to Operator written notice
thereof within 30 days after the order.requiring such well be-
comes final, or within such lesser time as may be required by such
order. If such notice is given within said period, Operator shall
drill the required well for the account of the party or parties
giving such notice who shall bear all costs incurred therein; the
rights and obligations of such party or parties with respect to
the ownership of such well, the operating rights therein, the pro-
duction therefrom and the bearing of costs incurred therein shall
be the same as 1f the well had been drilled for the account of such
party or parties under Article 5.6 herecof.

If no party elects to drill a required well within the
period allowed for such election and if any of the following
alternatives is available, the first such alternative which is
avallable shall be followed:

(a) Compensatory Rovalties. If compensatory

royalties may be paid in lieu of drilling a well and if payment
thereof is authorized by the parties within said period, the
operator shall pay such compensatory royalties; or

(b) Contraction. If the drilling of a well may

be avoided without other penalty by a contraction of the unit area
through exclusion of lands not then within a participating arca,
unit operator shall make a reasonable effort to effcct such con-

traction with the approval of the Dircctor and the Commingioncr
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of Public Lands; or

(c) Termination. 1f unitized substances have not

therctofore been discovered in paying quantities withiﬁ the unit
arca, the parties shall join in termination of the unit agrecment
in accordance with its provisions.
If none of the foregoing alternatives is availéble,
unit operator shall drill the required well for the account of all
the parties, each of whom shall bear their percentage of all costs
incurred therein which is equal to its cost burden in subseqguent
nan

wells as specified in Column 7, Page 3, of Exhibit "A

ARTICLE VI

RENTALS AND SHUT-IN WELL PAYMENTS

6.1 Rentals. Each party holding the record title to
an oil and gas lease subject to this agrecement shall,.before the
duc date, pay all rentals which may become due under the lease or
leases contributed by it, and each party paying such rentals or
royélties snall, within 10 days after the payment therecf but
at least 10 days prior to the due date, notify the operator of
such payment. Operator shall furnish similar information as
to its leases to non—operators‘upon request. The financial
'burden of paying rentals shall fall entirely upon the party
holding the record title and required to make the partiéulér pay-
ment. Rental payments shall not be charged to the joint account,
but any other party hereto, other than the record title holder,
having an interest therein, shall reimbursé the party paying such
rentals for such party's proportionate'part thereof. In the event
of failure to make proper payment of any rental through mistake .

or oversight, where such payment is required to continuc a lease
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in force (it being understood that any such failure shall not be
regarded as a title failure w%thin the meaning of any other pro-
visions of this agreement), there shall be no monetary liability
on the part of the party charged with the responsibility of
making such payment, but such party shall make a bona fide effort
to securc (at its sole cost and expense) a new lease covering
the same interest and in the event of failure to sécure a new
lease within 120 days the intecrests of the parties shall be
revised so that the party or parties charged with the respon-
sibility of bearing the particular payment will not be credited
with the ownership of their lease which was lost because of
rfailure properly to make a required rental payment.

6.2 Shut-in Well) Payments: If any well is completed on

the unit area pursuant to the unit agreement as a gas well and

is shut-in due to the lack of a market or for any other reason,
éperator shall notify all of the parties hereto thereof and shall
pay any shut-in royalties which may become due and payable on
account of such well and charge the same to the joint account of
the parties hereto in proportion to their respective rights to
participate in the production from such well pursuant to the

provisions of this agreement.

ARTICLE VII

RIGHT TO TAKE PRODUCTION IN KIND

7.1 Each party shall hsve the right to take in kind
or sepérately dispose of its proportionate share of all oil and
~gas produccd from the arca exclusive of production which may be
used in development and producing opcerations in preparing and

treating oil for marketing purposcs and production unavoidably
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lost. Each party shall pay or deliver, or causc to be paid or
delivered, all royalties, overriding royalties or other payments
due on its share of such production and shall hold the othoer partics
free from any liability thercfor. Any extra expenditure incurrcd
in taking in kind or separate disposition by any party of its pro-
portionate share of the production shall be borne by such party.

‘Each party shall execute such diviéion ofdgrs and con-
tracts as may be required for the sale of its interest in produc-
tion from the unit area, and shall be entitled to receive payment
direct from the purchaser or purchasers thereof for its share of
all production.

. In the event ény party should fail to make the arrange-
ments necessary to take in kind or separately dispose of its pro-
portionate part of unitized substances produced from ﬁhe unit area,
operator shall have the right, subject to revocation at will by
the party owning it, but not the obligation, to purchase such
unitized substances or to sell the same to others for the time
being at not less than the market price prevailing in the area,
which shall in no event be less than the price which operator
receives for its portion of the unitized substances produced from
the unit area; provided, however, 1f operator fails to exercise
such right, any other party hereto shall have the right to ap sO.
Any such purchase or sale by operator br any other party, as
provided herein, shall always be sﬁbject to the right of the
owner of the production to exercise'at any time its right to take
in kind or separately dispose of its sﬁare of unitized substances
not previously deliverced to a purchaser. Notwithstanding the

foregoing, opecrator or any other party shall not make a sale into



interstate commerce of any party's share of gas production without
first receiving approval of the party owning the same.

ARTICLE VITI

CHANCGE OF OWNERSHIP

8.1 Maintenance of Unit Ownership: If any party creates

the necessity for separate measurcment facilities hereunder by

transfer,.mortgage or other encumbrance, cxcept thése set forth
in Article V, such party shall alone bear the cost of purchase,
installation and operation of such separate measurement facil-

ities.

Every sale, encumbrance, transfer or other disposition
made’ by any party shall be made e%pressly subject to this agree-
ment and shall be made without prejudice to the rignts of the
other parties.

If at any tiﬁe the interest of any party as set forth
in Column 8, Page 3, of Exhibit "A" is divided among and owned by
four 6r more co-owners, operator may, at its discretion,‘require
such co-owners to appoint a single trustee or agent with full
authority to receive notices, approve expenditures, rececive bill~b
ings for and approve and pay such party's share of the joint ex-
peﬁse, and to deal generally with and with power to bind th;
co-owners of such party's interest within the scope of the oper-
ations cmbraced in this agreement; however, all such co-owners
shall enter into and execute all contracts or agreements for the
disposition of their respective shares of tbe 0il and gas produced
from the unit arca and they shall have the right to reccive,

separately, payment of salce proceads thereof.
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Should a sale be made by operator of its rights and
intercsts, the other parties shall have the right within sixty
(60) days after the date of sﬁch sale, by majority vote in
interest, to select a new operator. If a new operator 1s not so
seclected, the transferec of the present operator shall assume the
duties of and act as operator. In either case, the retiring
opcrator shall continue to serve as operator? and discharge its
duties in that capacity under this agreement, until its successor
operator is selected and begins to function, but the present
operator shall not be obligated to continue the performance of its
duties for more than 120 days after the sale of its rights and
interests has been completed.

8.2 Termination of Intecrest and Withdrawal of Party:

Should any party at any time desire to surrender any iease committed
to the unit agreement and the other parties should not agree thereto,
the party desiring to surrender shall‘assign, without express or
implied warranty of title, subject to the approval of the Bureau

of Land Management as to federal lands and the Commissicner of
Public Lands as to state lands, all of such party's interest in

such lease to the other partieé hereto in proportion to the
interests then severally held by them on an acreage basis in the
unit area. If all of the parties are not willing to accep£ the
assignment of such interest, the assignment shall be made to those
willing to accept such interest in the proportions that their
respective interests bear to the aggregate of their interests

in the unit area on an acrecage basis. ASucH assignment shall be

frec and clear of all liens and encumbrances except all lcase
burdens existing as of the effective date of the unit aarecment,

and upon delivery thercof the assigning parfy shall be relieved

of all further obligations with reapect to the lease.or leases

so assigned.



Likewise, 1f any party hereto so desires it may withdraw
from this agreement by assigning, without warranty either express
or implied, all of such party;s interests committed to the unit
agrecment to the other parties hercto, or if éll of said parties
arc not willing to accept the assignment, to those who are willing
to accept such assignment upon the same terms and conditicons as
hercinabove set forth.

All assignments made pursuant to the provisions of this
Section 8.2 shall include all of the assignor's interest in all
wells, casing, material, equipment, fixtures and other personal
property belonging to the joint account. Such assignment shall
not relieve assignor from any obligation or liability accruing or
incurred prior to the date thercof; provided, however, the assigneecs
shall pay the assignor for its interest in such casing, nmaterial,
eguipment, fixtures and other personal property owned by the joint
account on the basis of the salvage value thereof determined in
accordance with the Accounting Prodedure attached hereto ag Exhibit
"B".

8.3 Subsequent Joinder: Prior to commencement of

-operations under the unit agreément, all owvners of working interests
in the unit area who have joined in the unit agreement shall be
privileged to join in this agreement by subscribing to the‘unit
agreement and this agreement. 2fter commencement of operations
under the unit agreement, however, subsequent joinder in the unit
agreement and this agreement by any party bwning a working interest
in the unit areca shall be on such reasbnablc terms and conditions

as the parties who are then committchto the unit agrecment and

this agrecient may require in vicw of the circumstances existing

at the time such subsecquent joinder is sought.



ARTICHI TX

MISCELLANIOUS PROVLIGLONS

9.1 Contributions Toward Drilling: 2Any contribution,

either in money or property interest, toward the drilling of any
well drilled on the unit area pursuant to the provisions of this
agreement, other than the initial test wéll or the second test
well in the event the participating parties should elect to drill
the same -in accordance with the provisions of Section 5.6 hercof,
shall be shared by the parties hereto in proportion to their_
participating interests in such well; provided, however, partici-
pation in acreage contributions shall be optional with the re-
spective parties.

9.2 Assignments of Partial Interests: Notwithstanding
g

-~

any of the provisions contained herein to the contrary, in exec-
cuting any assignments pursuant to Sections 5.1, 5.7.and 8.2
hereof, where the interest to be assigned is only.as to certain
producing formations where state or federal lands are involved,
and where such assignments are subject to approval by the
Commissioner of Public Lands or the Director of the Bureau of
Land Management, the interest to be assigned shall be conveyed
by appropriate operating agreements or by any other valid instru-
ment that will carry out the intention of such provision or pro-
visions.

9.3 Provisions Conformed with Laws and Recgulations:
T

All of the provisions of this agrcement are hereby expressly made
subject to all valid, enforceable and applicable federal or state
laws, orders, rules and regulations, and in the event this con-
tract or any provisions hercof are found to be inconsistent with
or contrary o any such law, order, rulec or regulations, the
latter shall b@_deemod to control, and this contract shall be
regarded as modified accordingly and as so modificd‘Shnll con-

tinue in full force and effect.



9.4 Notices: All notices authorized or required by any
of the provisions of this agrcement shall, unless otherwise speci-
fically provided, be given in‘writing by United States mail or
Western Union telegram, postage oxr chargesiprepaid, and addressed
to the party to whom the notice is given at the addresses ghown
opposite the signatures of the respective parties hercto. The ori-
ginating notice to be given under any provision hereof shall be
deemed given only when received by thé party to whom such notice
is directed and the time for such party to give any notice in
response thereto shall run from the date the originating notice
is received. The second or any responsive notice shall he deemed
given when deposited in the United States mail or with the Western
Union Telegraph Company, with postage or charges prepaicd. Fach
party shall havethe right to change its address at.any time, and
from time to time, by giving written notice thereof to all other
parties.

9.5 Liability of Parties: The liability of the parties
Y Y e

O]

shall be scveral, not joint or collective. Each party shall be
responsible only for its obligations, and shall be liable only for
its proportionate share of the costs of developing and cperating
the unit area. Accordingly, the lien granted bv each party to
operator in Section 4.7 is given to secure only the debts éf each
severally. It is not the intention of the parties to create, nor
shall this agreement be construed as creating, a mining or other
partnership or association, or to render them liable as partners.

9.6 Income Tax Llcction, Subchapter K, of Chanter 1,

Subtitle A, Internal Revenue Code: Notwithstanding any provisions

herein that the rights and liabilitics of the parties hireto are
scveral and not joint or collective, or that this agreoment and

the operations hercunder shall not constitute a partnership, if



for federal income tax purposes this agreement and the overations
hereunder arce regarded as a partnership, then Qach of the parties
hereto hereby elects that it be excluded from the application of
all of the provisions of Subchapter K, Chapter 1, Subtitle A of
the Internal Revenuec Code of 1954, as permitted and authorized
by Section 761 of said Code and the regulations promulgated there-
under. Operator is hereby authorized and directed-to execute such
. .
evidence of this election as may be required by the Secretary of
the Treasury of the United States or the Federal Internal Revenue
Service, including specifically, but not by way of limitation, all
of the returns, statements and data required by the Code and appli-
cable regulations. Should there be any requirement that each
.party hereto further evidence this election, each party hereto
agrees to execute such documents and furnish such other evidence
as may be required by the Federal Internal Revenue Service as may
be necessary to evidence this election. Each party hereto further
agrees not to give any notices or take any other action inconsistent
with the election made hereby. If any present or future income tax
laws df the State of New Mexico, or any future income tax law of
the United States, contain, or shall hereafter contain, provisions
silmilar to those contained in Subchapter K, Chapter 1, Subtitle A,
of the Internal Revenue Code of 1954, under which an election similar
to that provided in Section 761 of said Subchapter K is permitted,
cach of the parties hereto hereby makes such election or agrees to
make such election as may be permitted by such laws. In making
this election, each of the parties'horeto hereby states that the
income derived by it from the opoerations under this agrecment can
boe adeyguately determined without the computation of partnership
taxable income{

9.7 Torce Majeurc: If any party is rendered unable,




wholly or in part, by force majcurc to carry out its obligations
under this agreement, other than the obligation to make money
payments, that party shall gi&e to all other parties prompt written
notice of the force majeure with reasonably full particulars con-
cerning it; thereupon, the obligations of the party fivina the
notice, so far as they are affgcted by the force majeure, shall

be suspendced during, but no longer than, the continuance of the
force majcure. The affected party sh;ll use all possible diligence
to remove the force majeure as guickly as possible.

The requirement that any force majeure shall bhe remedied
with all reasonable dispatch shall not require the settlement of
strikes, lockouts, or other labor difficulties by the party in-
volved, contrary to its wishes; how all such difficulties shall be
handled shall be entirely within the discretion of thé party con-
cerned.

The term "force majeure" as here emploved shall mean an
act of God, strike, lockout or other industrial distrubance, act
of the public eneny, war, blockade, public riot, lightning, fire,
store; flood, explosion, governmental restraint, unavailability of
equipment, and any other case, whether of the kind specifically
enumgrated above or otherwise, which is not reasonably within the
control of the party claiming suspension.

9.8 UNondiscrimination: In connection with the performance

of work under this agrecement, the operator agrees to comply with

all of the provisions of Section 202 (1) tq (7) inclusive of
Ixecutive Order 11246 (30 F.R. 12319), which are hereby incorporated
by reference in this agrecment.

9.9 Effective Date and Term: This agreccment shall become

ceffcctive as of the cffective date of the unit agreement and shall

remain in full force and cffcect during the term of said unit agreoe-



ment and any and all extensions or renewals thereof, and in the
event of the termination of the unit agrcement for any rceason, this

ul

—

force and effect as to all wells

=h

agreemant shall continue in
which have not been plugged and abandoned as of the tima of the
termination of the unit agreement, and the rights and interssts of
the parties hereto in such wells and thelr participation in the
production therefrom and in the cost pf the operaﬁion tnereof shall
be governed by the provisions hereof and this agreement with respect
thereto shall remain in full force and effect so long as any such
well is capable of producing oil or gas in paying guantities and
thereafter until all accounts hereunder are closed.

9.10 Unleased Tract. If any of the parties hareto

acquire an oil and gas lease on Tract 18 as described 1in the

unit agreement, there shall be no right among the parties hereto
to share in such acguisition, it being the intention that any
owners of a lease on such tract will be governed by the provisions
of Section 8.3 hereof.

9.11 Counterparts. This agreement may be executed in

any number of counterparts, no one of which needs to be executed
by all other working interest owners, or may be ratified oxr con-
sented to by separate instrument in writing specifically referring
hereto, but shall not be effective until all parties hereto have
executed either the original or a counterpart hereof or joined by
consent and ratification.

IN WITNESS WHEREOF, this agreement 1is executed by the
undersigned parties hereto as of the day and year first herein-

above written.

Date: 8/21/73

Address:

oy
oon

nit Operat
/Interest Operator

el
~




WORKING INTEREST OWNERS

ATTEST : CITIES SERVICE OIIL COMPANY
By
Date: Address:
ATTEST :
/%;A € ":>‘~:2‘—¢1£—~——;é;,?4__¢_
Date: i -1 (& L Py Addfessg 500 Colorado State Bank Bldg.
7
- Denver, Co. 80202
ATTEST : AZTEC OIL AND GAS COMPANY
By
Date: Address:
ATTEST: UNION OIL COMPANY OI' CALIFORNIA
By
Date: ’ Address:
STATE OF )
: Ss
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of . 1973 by ,
, of CITIES SERVICE QIL COMPANY, a Delaware
corporation, on behalf of said corporation.

My Comnission Expires:

Notary Public

STATE OF Colorado )
City and : sSs
COUNTY OF Denver )

The foregoing instrument was acknowledged before me this
27th day of August , 1973 by Robert D. Cowdery

Vice-President , of PETROLEUM, INC., a . Kansas
corporation, on benalf of said corporation.

My Commission Expires: if{\ClJL&£;><§LLx§\}}\AJrjk\é‘

Nétaryjpubllc

’

July 12, 1977. .

._40._.



WORKING INTEREST OWNERS

ATTEST : CITIES SERVICE OIL COIMPANY
By
Date: Address:
ATTEST : PETROLEUM, INC.
By
Date: Addfess:
ATTEST : AZTEC OIL AND GAS COMPANY
kd /
A anda ). Qﬂagxiﬁa/ By &4bwaﬁiﬂa-al-§Aoa*UH”A AL
ASBISTANT SECRETARY Vice Prosideng '

Date: 25}_,;2@!“‘/“ ) /3 /973 - Address: Qoppn Juit Taru e ﬁQ%

%ﬁkﬁé&ﬂl mzuay’ 75 Ao

ATTEST: UNION OII, COMPANY OF CALIFORNIA
By
Date: Address:
STATE OF )
. : ss
CounNTyY or )

The foregoing instrument was acknowledged bhefore me this
day of : 1973 by ,
, of CITIES SERVICE OIL COMPANY, a Delaware
corporation, on behalf of said corporation.

My Comnission Expires:

Notary Public

STATE OF )

H SS
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of , 1973 by '
‘ , of PETROLEUM, INC., a .
corporation, on benalf of said corporation.

My Commission Expires:

Notary Public

._40_




WORKING INTEREST OWNERS

ROBRETR CITIES SERVICE O PANY

¢ X “'- !‘4
Date: Address: P, 0, B 300

Tulsa, Oklahoma 74102

ATTEST: PETROLEUM, INC.
By
Date: Address:
ATTEST : AZTEC OIL AND GAS COMPANY
By
Date: Address:
ATTEST: UNION OIL COMPANY O CALIFORNIA
By
Date: Address:
STATE OF Oklahoma )
: ss
COUNTY OF TULSA )
The foregoing instrument was acknowledged hefore me this
3&4’ day of » 1973 by Mark F. Payton ,

Attorney-in-Fac , of CITIES SERVICE OIL COMPANY, a Delaware
corporation, on behalf of said corporation.

My Commission Expires:

W2s s TR

STATE OF )
. SS
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of , 1973 by ,
' , of PETROLEUM, INC., a .
corporation, on behalf of said corporation.

My Commission Expires:

Notary Public

._40..



WORKING INTEREST OWNERS

ATTEST CITIES SERVICE OIL COMPANY
By
Date: Address:
ATTEST: PETROLEUM, INC.
By
Date: Addfess:
ATTEST: AZTEC OIL AND GAS COMPANY
By
Date: - Address:
AR UNION OIL COMPANY O CALIFORNIA
By = &5'Aﬂ@“/4[<‘?)4:;$-f /ﬂ
Attorney-in-Fact UEL C. TEW -
Date: August 24, 1973 Address: P. 0. Box 3100 TR

Midland, Texas 79701

STATE OF )
H SSs
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of » 1973 by '
, of CITIES SERVICE OQOIL COMPANY, a Delaware
corporation, on behalf of said corporation.

My Commission Expires:

Notary Public

STATE OF )

H SSs
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of , 1973 by ’
' , of PETROLEUM, INC., a .
corporation, on benalf of said corporation.

My Commission Expires:

Notary Public

,_40_



STATE OF

SS

S~ ae

COUNTY OF

The foregoing instrument was acknowledged before me this

day of , 1973 by ,
, Of AZTEC OIL ANlD GAS COMPANY, a
corporation, on behalf of said corporation.

My Comnission Expires:

Notary Public

STATE OF )
: ssS
CounTY OoF )
The foregoing instrument was acknrowledged before me this
day of . 1973 by '

, of UNION OIL COMPANY OF CALIFQORIIIA, a
corporation, on behalf of said corporation.

My Commission Expires:

Notary Public

STATE or TEXAS X
COUNTY OF MIDLAND X

The foregoing instrument was acknowledged before me this
2{{ day of nggﬁob,z + 1973 by Ross D. Roberts, Charles E.
, aﬁu Jacx c. £artwright, partners, of ROBERTS, KOCH & CARTWRIGHT,
oot e

Notar®¢ Public 2 2

My Commission Expires:

C:ﬁ/*7f/ :




SS

STATE OF OZ/% 2/ )
[ .

COUNTY OF )

instrument was ack before, me this
J , 1973 by .
5 . of AZTEC OIL AND GAS COMPANY, a
corporation, on behalf of said corporatior

n,
ission Expires: (T:;;:>
— Not blx

£ 4%&4 /fﬂS _

The forggoing
of '

1)
H

DALLA S CUUNTY, TE
A EXFIRES JUSZ 1, 1949,

-
=

STATE OF )

< sSs
COUNTY OF )

The foregoing instrument was acknowledged before me this
day of » 1973 by '
, of UNION OIL COMPANY OF CALIFORNIA, a
corporation, on behalf of said corporation.

My Commission Expires:

Notary Public

STATE oF TEXAS X
COUNTY OF MIDLAND X
The foregoing instrument was acknowledged before me this

day of , 1973 by '
Partner on behalf of ROBERTS, KOCH & CARTWRIGHT, a partnership.

Notary Public
My Commission Expires:

-4]1-



STATE OF )

The foregoing 1nstrum@nt was acknowledged before me this
day of + 1973 by
, of AZTEC OIL AND GAS COMPANY, a
corporation, on behalf of said corporation.

My Commission Expires:

Notary Public

STATE OF ___ TEXAS )
: S5S
COUNTY OF _ MIDLAND )

The foregoing instrument was acknowledged before me this

=3

_24th day of August ,» 1973 by SAMUEL C. TERRY ’
tttnzne Jn—Eac: of UNION OIL COMPANY OF CALIFORNIA, a
folohabale) on ~7 1"\.:;1«\::74: f\F cﬂwﬂ fale b e lehubah et
Bt ~aind “r g e ATt e e A CT2CTLlCh.
My Commission Expires: 6:24 ) ,4?52
Notary Public
June 1. 1975 Alice Monroe

STATE oFr TEXAS X

COUNTY OF MIDLAND 1
¥
The foregoing instrument was acknowledged before me this
day of y 1973 by :
Partner on behalf of ROBERTS, KOCH & CARTWRIGHT, a partnership.

’

Notary Public
My Commission Expires:




EXHIBIT "A"
TO
UNIT OPERATING AGREEMENT
DEER CANYON UNIT - EDDY COUNTY, NEW MEXICO

Total Acres Committed

9780.45

Tract Committed Royalty and Percent Nét Working Interest
Working Interest Owners Nos. Acres and Percent Basic Excess Percent Acres
Petroleum, Inc. 3 1481.37 15.14623 12.5 None 87.5 1296.20
Cities Service 0il Company 8 640.00 12.5 5% 82.5 528.00
10 807.48 12.5 4% 83.5 674.25
11 200.00 12.5 3% 84.5 169.00
13 1000.00 “12.5 3% 84.5 845.00
1o 160.00 12.5 None 87.5 140.00
2807.48 28.70502 2356.25
Aztec 0il & Gas Company 15 729.20 7.45569 12.5 None 87.5 ©38.05
Union 0il Company 4
of California 17 640.00 6.54367 12.5 None 87.5 560.00
-Roberts, Koch &
Cartwright 2 1080.00 12.5 3% 84.5 912.60
v 4 371.28 12.5 5% 82.5 306.31
5 1570.76 12.5 5% 82.5 1295.88
6 40.00 12.5 33 84.5 33.80
7 40.00 12.5 3% 84.5 33.80
9 700. 36 12.5. 5% 82.5 577.80
12 40.00 12.5 5% 82.5 33.00
14 280.00 12.5 5% 82.5 231.090
4122.40 42.14939 3424.19



Tract

Exhibit

"A" - Page 2

Committed Royalty and Percent Net Working Interest
Working Interest Owners Nos. BAcres and Percent Basic Excess Percent Acres
Uncommitted Acreage
Kerr-McGee 0il
Corporation 1 760.00
Unleased

18 80.00

TOTAL ACRES IN UNIT 10620.45

8274.69



Deer Canyon Unit Operating Agreement
Eddy County, New Mexico

Exhibit "A" - Page 3

RECAPITULATION OF PARTIES AND INTERESTS IN UNIT AREA

a

.

Col. 1 Col. 2 Col. 3 Col. 4 Col. 5 Col. 6 Col. 7 Col. 8
Percentage
Beneficial
Percentage Ownexship
Percentage Cost Working In-
Percentage Benefcial Burden and terest Pro-
Cost Burden Ownership of Equipment as duction as
and Owner- Working to Unit Area to Unit Area’
ship of Interest Pro- Except Initial Except Initial
Percentage Equipment-- duction in Proration Unit Proration Unit
‘ Net Beneficial Initial Test 1Initial Test After Payout andand After Pay-
Beneficial Interest Well and Pro- Well and Pro- as to Initial out as to
Working Interest Committed Percentage Acres BeforeBefore ration Unit ration Unit Proration Unit 1Initial Pro-
Oowners Acres Commi tted Drilling Drilling Until Payout Until Payout After Payout ration Unit
Cities Service 0il
Company 2807.48 28.70502 2356.24581 28.47535 -0~ -0~ 14.35251 14.23768
Roperts, Koch & .
Cartwright . 4122.40 42.,14939 3424.19000 41.38151 100.00000 100.00000%* 71.07471 70.69074
Petroleum, Inc. 1481.37 15.14623 1296.19875 15.66464 -0~ -0~ 7.57311 7.83232
Aztec Oil & Gas :
Company 729.20 7.45569 638.05000  7.71087 -0- -0- 3.72784 3.85544
Union Oil Company
of California 640.00 6.54367 560.00000 6.76763 -0~ -0- 3.27183 3.38382
9780.45 100.00000 8274.68456 100.00000 100.00000 100.00000 100.00000 100.00000

* The interest of Roberts, Koch & Cartwright is subject to overriding royalties as set forth in Section 5.1 of the Unit Operating
Agreement and assumes earning of interest pursuant to applicable farmout agreements from Cities Service 0il Company, Aztec Oil

& Gas Company,

Union 0il Company of California and Petroleum, Inc.



Deer Canyon Unit Operating
Agreement, Eddy County, N.M.
_ Exhibit "A" -~ Page 4
The contribution of acreage by Union 0il Company of California, Cities Service 0il Company, Aztec 0il & Gas Company
and Petroleum, Inc. to Roberts, Koch & Cartwright applies only to depths as specified in Section 5.1 of this Operating
Agreement. Therefore, the information as reflected in Columns 5, 6, 7 and 8 applies only to depths down to 100 feet
below total depth as specified in said Section 5.1. However, this Operating Agreement shall apply as to deeper depths
on the basis specified in Columns 1 through 4 hereof, to the end that all depths are covered by the Operating Agrecment.
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Recommended by the

KeafIDll Q] ROSS-MARTIN COMPANY . Council of  Petroleum

TULSA, OKLAHOMA 7410) ‘ Acceuntants Societies of
. North America

- I

EXHIBIT "

Attached to and made a part of _Unit Operating Adgrecment,. .

ACCOUNTING PROCEDURE
JOINT OPERATIONS

I. GENERAL PROVISIONS
Definitions

“Joint Account” shall mean the account showing the charges and credits éccruing because of the Joint Operations
and which are to be shared by the Parties.

“Joint Property’” shall mean the real and personal property subject to the agreement to which this Accounting
Procedure is attached.

“Joint Operations” shall mean all operations necessary or proper for the development, operation, protection and
maintenance of the Joint Property.

“Operator” shall mean the party designated to conduct the Joint Operations.

“Non-Operators” shall mean the parties to this agreement other than the Operator.

“Parties” shall mean Operator and Non-Operators.

“Material” shall mean personal property, equipment or supplies acquired or held for use on the Joint Property.
“Controllable Material” shall be defined as set forth under the subparagraph selected belowr:

A. [ X Material which at the time is so classified in the Material Classification Manual os most recently rec-
ommended by the Council of Petroleum Accountants Societies of North America.

B. [ ] Material which is ordinarily so classified and controlled by Operator in the conduct of its operations.
List shall be furnished Non-Operators upon request.

Statements and Billings

Operator shall bill Non-Operators on or before the last day of each month for their proporiicnate share of costs
and expenses for the preceding month. Such bills will be accompanied by statements reflccting the total charges
and credits as set forth under the subparagraph selected below:

A. [ 1 Statement in detail of all charges and credits to the Joint Account.

B. [ ] Statement of all charges and credits to the Joint Account, summarized by appropriaie classifications
indicative of the nature thereof.

C. [ J Statement of all charges and credits to the Joint Account, summarized by apprépriate classification
indicative of the nature thereof, except that items of Controllable Material and unusual charges and
credits shall be detailed.

Advances and Payments by Non-Operators

Unless otherwise provided for in the agreement, the Operator may require the Non-Operators {o advance their
share of estimated cash outlay for the succeeding month’s operation. Operator shall adjust each monthly billing to
reflect advances received from the Non-Operators.

Each Non-Operator shall pay its proportion of all bills within fifteen (15) days after receipt. If payment is not
made within such time, the unpaid balance shall bear interest monthly at the rate of ten per cent (10%/)) per annum
or the maximum contract rate permitted by the applicable usury laws in the state in which the Joint Property is
located, whichever is the lesser.

Adjustments

Payment of any such bills shall not prejudice the right of any Non-Operator to protest or question the correctness
thereof; provided however, all bills and statements rendered to Non-Operators by Operator during any calendar
year shall conclusively be presumed to be true and correct after twenty-four (24) months following the end of
any such calendar year, unless within the said twenty-four (24) month period a Non-Operator takes written
exception thercto and makes claim on Operator for adjustment. No adjustment favorable to Operator shall be
made unless it is made within the same prescribed pericd. The provisions of this paragraph shall not prevent
adjustments resulting from a physical inventory of the Joint Property as provided for in Section VII

Audits

A Non-Operator, upon notice in writing to Operator and all other Non-Operators, shall have the right to audit
Operator’s accounts and records relaling to the accounting hereunder for any calendar year within the twenty-four
(24) month period following the end of such calendar ycar; provided however, the making of an audit shall not
extend the time for the taking of writien exception to and the adjustments of accounts as provided for in Paragraph
4 of this Scction I. Where there are two or more Non-Operators, the Non-Operators shall make ¢very reasonable
effort {o conduct joint or simultaneous audits in a manner which will result in a minimum of inconvenience to the
Operator. Operator shall bear no portion of the Non-Operators’ audit cost incurred undev this paragraph unless
agreed to by the Opecerator, -

Approval by Non-Opecerators’

\Yl}(‘-}'(\’ 511]‘51yu}31'()};:1} or rzthcr agreement of Non-Operators is expressly required under Paragraphs 5A, 5B, $3xmg
&:g\b:}}k?himﬁfﬁi:ib‘:o‘-t’:\oz\ﬁ&f, Section V, Section VI, and Paragraph 4 of Section VII, of this Acconnting Procedure n‘nd
il the agreement to which this Accounting Procedure is attached contains no contrary provisions in vegard thereto,
the Operator shall notify all Non-Operators and the agrcement or approval of a majority in interest of the Non-
Opecrators shall be controlling on all Non-Operators. :

—_1
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II. DIRECT CHARGES

Operator shall charge the Joint Account with the following items:

1.

Rentals and Royalties

Lcease rentals and royalties paid by Operator for the Joint Operations.

Labor

A. (1) Salaries and wages of Operator’s employces directly employed on the Joint Property in the conduct of

Joint Operations.
-(2) Salaries of first-level supervisors in the field if such charges are excluded from overhead rates in Option
A of Section IIIL
(3) Salaries and wages of technical employees temporarily assigned to and directly cmployved on the Joint
Property if such charges are excluded from overhead rates in Option B of Section IIL
(X XSk XX WAHK J0K Xechpimat somplx so ekt er tempara i R Rey R ppon i segsinned ta pude dirgativ g
e IoN ek B K BRI HM 20K MK EKR 31X 0ne R 3K 3 ROPx SHRBeR 1 R RAHR e MK AN M HKR X HANI XN X
KPR XK WK Rocidpox X
B. Operator’s cost of holiday, vacation, sickness and disability benefits and other customary allowances paid to
. the employecs whose salaries and wages are chargeable to the Joint Account under Paragraph 2A of this
Section II and Paragraph 1A of Section III; except that in the case of those employecs anly a pro rata portion
of whose salarics and wages are chargeable to the Joint Account under Paragraph 1A of Section III, not more
than the same pro rata portion of the benefits and allowances herein provided for shall be charged to the Joint
Account. Cost under this Paragraph 2B may be charged on a “when and as paid basis” or by “percentage
- assessment” on the amount of salaries and wages chargeable to the Joint Account under Paragraph 2A of this
Section II and Paragraph 1A of Section III. If percentage assessment is used, the rate shall be based on the
Operator's cost experience.

C. Expenditures or contributions made pursuant to assessments imposed by governmental aulbiority which are
applicable to Opcrator’s labor cost of salaries and wages chargeable to the Joint Account under Paragraphs
2A and 2B of this Section II and Paragraph 1A of Section III.

D. Reasonable personal expenses of those employees whose salaries and wages are chargeable to the Joint Ac-
count under Paragraph 2A of this Section II and for which expenses the employees are reimbursed under
Operator’s usual practice.

Employee Benefits

Operator’s ‘current cost of established plans for employees’ group life insurance, hospitalization. pension, retire-

ment, stock purchase, thrift, bonus, and other benefit plans of a like nature, applicable to Operator’s labor cost

chargeable to the Joint Account under Paragraphs 2A and 2B of this Section II and Paragraph 1A of Section III

shall be chargeable as indicated in the subparagraph selected below:

A. [ ] Operator’s actual cost.

B. [X] Operator’s actual cost not to exceed fifteen per cent (15%).

Material .

Material purchased or furnished by Operator for use on the Joint Property as provided under Sectien IV, So far

as it is reasonably practical and consistent with efficient and economical operation, onlv such Material shall be

purchased for or transferred to the Joint Property as may be required for immediate use; and the accumulation of
surplus stocks shall be avoided.

Transportation

Transportation of bmployees and Material necessary for the Joint Operations but subject to the following limita-
tions:

A. If Material is moved to the Joint Property from the Operator’s warehouse or other properties, no charge shall
be made to the Joint Account for a distance greater than the distance from the nearcst reliable supply store,
recognized barge terminal, or railway receiving point where like material is normally available, unless
agreed to by Operator and Non-Operators.

B. If surplus Material is moved to Operator’s warehouse or other storage point, no charge shall be made to the
Joint Account for a distance greater than the distance to the nearest reliable supply store, recegnized barge
terminal, or railway receiving point unless agreed to by Operators and Non-Operators. No charge shall be made
to the Joint Account for moving Material to other properties belonging to Operator, unless agreed to by Opcrator
and Non-Operators.

C. In the application of Subparagraphs A and B above, there shall be no equalization of actual gross trucking
costs of $100 or less.

Services

A. The cost of contract services and utilities procured from outside sources other than services covered by Para-
graph 8 of this Section II and Paragraph 1B of Section III. The cost of professional consultant services shall
not be charged to the Joint Account unless agreed to by Operator and Non-Operators.

B. Use and service of equipment and facilities furnished by Operator as provided in Paragraphr 5 of Section IV.
Damages and Losses to Joint Property

All costs or expenses necessary for the repair or replacement of Joint Property made necessary because of damages
or losses incurred by fire, flood, storm, theft, accident, or other cause, except to the extent that the damage or loss
could have been avoided through the exercisc of rcasonable diligence on the part of Opcrator. Operator shall
furnish Non-Operators written notice of damages or losses incurred as soon as practicable after a report thercof
has been received by Operator.

Legal Expense

All costs and expenses of handling, investigating, and settling litigation or claims arising by reason of the Joint
Opcrations or necessary to protect or recover the Joint Property, including, but not limiterd to, attorney’s feos,
court costs, cost of investigation or procuring evidence and amounts paid in settlement or satisfaction of any such
litigation or claims: provided, (a) no charge shall be made for the services of Operator's leral claff or other reog-
ularly employed personnel (such services being considered to be Administrative Overheard under Section II1),
unless agreed to by Operator and Non-Operators, and (b) no charge shall be made for the feex and expenses of
outside attorneys unless the employment of such attorneys is agreed to by Operator and Non-Operators.

Taxes

All taxes of every kind and nature assessed or levied upon or in connection with the Joint Property, the operation
thereof, or the production therefrom, and which taxes have been paid by the Operator for the benefit of the
Parties. -
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10. Insurance

Net premiums paid for insurance required to be carried on the Joint Property for the protection of the Parties.

In the event Joint Operations are conducted in a state in which Operator may act as self-insurer for Workmen's ©
Compensation and/or I“mployo[s Liability under the respective state’s laws, Operator mav, at its clection, include
the risk under its sclf-insurance program and in that event, Operator shall mcludc a chavge therefnr on the follow-
ing basis:

11. Other Expenditures

Any other expenditure not covered or dealt with in the foregoing provisions of this Scction II, or in Section III,
and which is incurred by the Operator for the necessary and proper conduct of the Joint Opcrations.

III. INDIRECT CHARGES

Operator may charge the Joint Account for indirect costs either by use of an allocation of district expense items plus
the rate for administrative overhead, and plus the warehousing charges, all as provided for in Daragraph 1 of this Scc-
tion III or by combining all three of said items under the rates provided for in Paragraph 2 or 3 of this Section III,
as indicated next below:

OPERATOR SHALL CHARGE INDIRECT COSTS TO THE JOINT ACCOUNT UNDLR THE TERMS OF:

[ 1 Paragraphl. (District Expense, Administrative Overhead and Warehousing)

[ X] Paragraph 2. (Combined Rates - Well Basis)

[ ] Paragraph 3. (Combined Rates - Percentage Basis)
The cost and expense of services from outside sources in connection with matters of taxation. traffic, accounting or
matters before or involving governmental agencies shall be considered as included in the overhead rates provided for
in the above selected Paragraph of this Section III unless such cost and expense are agreed to by Operater and Non-
Operators as a direet charge to the Joint Account.

THE OVERIIEAD RATES PROVIDED FOR IN ANY OF THE PARAGRAPHS SELLCTED ABOVE
A. K] shall [ ] shall not include salaries and personal expenses of first-level supervisors in the field.
B. . K] shall [ ] shall not include salaries, wages and personal expenses of technical emplovees temporarily as-
signed 1o and directly employed on the Joint Property.
e kA ek xdkok Kk stratt 2o soned e 2enrhe M b XK 05X K oI XK X AICHSO X M0 0 0032 AN D3 KO RMX KM KK
30 KN SO SOHORNI I H B3I STAI O H K H DI BR0C 3 3 2 B0 KKK M WoKeg WM B K N NN K
, RO RAUX
1. District Expense, Adminisirative Overhead and Warehousing
A. District Expense
Operator shall charge the Joint Account with a pro rata portion of the salaries, wages and expenses of ;
Opcrator’s production superintendent and other employees serving the Joint Property and other properties
of the Operator in the same operating area, whose time is not allocated directly to the pronerties, and a pro
rata portion of the cost of maintaining and operating a production office known as Operator’s ... .
. office located at or near .. .
(01 a comparable off1ce 1f locatlon changed); and necessary sub- OfflCEJS (1f am) mamt m(rl fm the conven-
ience of the above-described office, and all necessary camps, including housing factlitics for emplovees if
required, used in connection with the operations of the Joint Property and other properties in the same
operating area. The exvense of, less any revenue {rom, such facilities may, at the option of Opcrator, include
depreciation of investment or a fair monthly rental in lieu of depreciation. Such chavges shall be apportioned
to all properties served on some equitable basis consistent with Operator’s accounting practice.

B. Administrative Overhead |
Operator shall charge administrative overhead to the Joint Account at the following rates, which charge shall :
be in lieu of the cost and expense of all offices of the Operator not covered by Paragraph 1A cof this Section
111, including salaries, wages and expenses of personnel assigned to such offices. Such charge shall be In addi-
tion to the salarics, wages and expenses of employces of Operator authorized to be charged divect as provided
in Paragraphs 2 and 8 of Section I1I. Such charge shall be made on the basis indicated below, ecither (1) well _
basis or (2) percentage basis, at the rates shown thereunder. ?

(1) [ ] Well Basis
__RATE PER WELL PER MONTIIL

DRILLING WELL RATE PRODUCING WELL RATE
(U;c Total Depth) (Use Current Producing Depth)
Well Depth Each Well First Five Next Five All Wells Over Ten

(2) [ ] Percentage Basis

PERCENTAGE BASIS

Development: |
........................ Percent ( ¢) of the cost of development of the Joint Pxopmty exclusive of costs pro-
VldCd under Paragraph 8 of Section II and all salvage credits.

Operating:

I
,,,,,,,,,,,,,,,,,,,,,,,,,,, Percent ( ¢a) of the cost of operating the Joint Property exclusive of costs provided ’|
under Paragraphs 1 and 8 of Section II, all salvage credits, the value of injected substances purchased for j
secondary rccovery and all taxes and assessments whlch are levied, assessed and paid upon the mineral !
interest in and to the Joint Property. . :

l
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C. Operator’'s Warchouse Operating and Maintenance Expense
{ 1 Included in district expense
[X] No charge cither direct or indirect
[ ] Percentage basis (describe fully) ...

2. Combined Rates - Well Basis
Opcrator shall charge the Joint Account for the services covered by Paragraph 1 of this Section I on the basis
indicated below:

RATE PER WELL PER MONTH

DRILLING WELL RATE PRODUCING WELL RATE
{Use Totol Depth) All W@_l _lS {Use Current Producing Depth)
Well Depth Each Well Fiot X RO N R DGR 0% KIS
All depths 1460.00 205.00

3. Combincd Rates - Percentage Basis
Operator shall charge the Joint Account for the services covered by Paragraph 1 of this Section III on the basis

indicated below:
' PERCENTAGE BASIS

A. Development:
Percent ( %) of the cost of development of the Joint Property exclusive of costs pro-
vided under Paragraph 8 of Section II and all salvage credits.

B. Operating:
_____________________________ Percent ( %) of the cost of operating the Joint Property exclusive of costs provided
under Paragraphs 1 and 8 of Section II, all salvage credits, the value of injected substances purchased for
secondary recovery and all taxes and assessments which are levied, assessed and paid upon the mineral
interest in and to the Joint Property.

4. Application of Administrative Overhead or Combined Rates - Well Basis

The following limitations, instructions and charges shall apply in the application of the rates as provided under
either Paragraph 1B (1) or Paragraph 2 of this Section IIIL

A. Charges for drilling wells shall begin on the date each well is spudded and terminate on the date the drilling or
completion rig is released, whichever is later, except that no charge shall be made during the suspension of
drilling operations for fifteen (15) or more consecutive days.

B. The status of wells shall be as follows:

(1) Producing gas wells, injection wells for recovery operations, water supply wells ulilized for waterflood-
ing operations and salt water disposal wells shall be considered the same as producing cil wells.

(2) Wells permanently shut down but on which plugging operations are deferred shall be dropped from the
well schedule at the time the shutdown is effected. Any well being plugged or produced during any
portion of the month shall be considered as a producing well for the entire month.

(3) Wells being plugged back, drilled deeper, converted to a source or input well, or which are undergoing
any type of workover that requires the use of a drilling rig or workover rig capable of drilling shall
be considered the same as drilling wells.

(4) Temporarily shut-down wells, which are not produced or worked upon for a peried of a full calendar
month, shall not be included in the well schedule, provided however, wells shut in by governmental
regulatory body shall be included in the well schedule only in the event the allowable production is
transferred to some other well or wells on the Joint Property. In the event of a unit allowwable, shut-in
wells shall be counted In determining the charge hereunder for such month if said wells contribute allow-
able production that is actually produced during such month from one or more unit wells as a result of
allowable transfer, inclusion in the unit allowable or other circumstances, but the total shut-in well count
shall be limited to the minimum number of shut-in wells necessary to provide the contributed allowable
actually produced during the month.

(5) Gas wells shall be included in the well schedule if directly connected to a permanent sales outlet even
though temporarily shut in due to overproduction or failure of purchaser to take the allowed production.

(6) Wells completed in multiple horizons, shall be considered as a producing well for cach scparately pro-
ducing horizon, providing each completion is considered a separate well by governmental or other state-
wide regulatory authority.

C. The well rates for producing wells shall be applied to the individual leases; provided that, whenever leases
covered by this agreement are operated as a unitized project, the well rates shall be applicd to the total
number of producing wells, irrespective of individual lcases.

D. The well rates shall be adjusted as of the first day of April each year following the effective date of the
agreement to which this Accounting Procedure is attached. The adjustment shall be computed by multiplying
the rate currently in use by the percentage increase or decrease in the average weekly carnings of Crude
Petroleum and Gas Production Workers for the last calendar year compared to the preceding calendar year
as shown by “The Index of Average Weekly Earnings of Crude Petroleum and Gas Production Workers”
as published by the United States Department of Labor, Burcau of Labor Statistics, or the equivalent Canadian
Index as published by the Dominion Burcau of Statistics, as applicable. The adjusted rates shall be the
rates currently in use, plus or minus the computed adjustment.

5. Application of Administrative Overhead or Combined Rates - Percenfage Basis

For the purpose of determining charges on a Percentage Basis under Parvagraph 1B (2) or Vmragraph 3 of this

Section 1II, Development shall include all costs in connection with drilling, redrilling, decpening or any remedial

operations on any or all wells involving the use of drilling crew and equipment; also, prefiminary expenditures

necessary in preparation for drilling and expenditures incurred in abandoning when well it not comnleted as a

producer; and original cost of construction or installation of fixed assets, the expansion of lixed assets and any

other project clearly discernible as a fixed asset, cxcepl Major Construction as defined in Mmagraph 6 of this

Section IIT. All other costs shall be considered as Operating.

6. Major Construction Overhead

For the construction of compressor plants, water stations, *sccondary recovery systems, drilling and production

platforms, salt water disposal facilities, and other such projeets, as distinguished from the more usual drilling
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Paragraph 1, 2 or 3 of this Secton III shall either negotiate a rate prior to beginning of construction or shall charge
the Joint Account with an additional overhead charge as follows: X

A. Total cost less than $25,000, no charge.
B. Total cost more than $25,000, but less than $100,000, ... 3 ___________ 9% of total cost.

C. Total cost of $100,000 or more, ... . 3 % of the first $100,000 plus ... 2 . . % of all over $100,000
of total cost. .

Total cost shall mean the total gross cost of any onc project. For the purpose of this paragraph the component parts
of a single project shall not be treated separately and the cost of drilling wells shall be excluded.
Amendment of Rates

The specific rates provided for in this Section III may be amended from time to time by mutual agreement between
the Parties hereto if, in practice, the rates are found to be insufficient or excessive.

IV. BASIS OF CHARGES TO JOINT ACCOUNT

Subject to the further provisions of this Section IV, Operator will procure all Material and scrvices for the Joint
Property. At the Operator's option, Non-Operators may supply Material or services for the Joint Property.

1.

3.

Purchases
Material purchased and service procured shall be charged at the price. paid by Operator after deduction of all
discounts actually received.

Material furnished from Operator’s Warehouse or Other Properties
A. New Material (Condition “A”)

(1) Tubular goods, except line pipe, shall be priced on a maximum carload and/or barge load weight basis
regardless of quantity transferred and equalized to the lowest prevailing price f.o.b. railway receiving
point or recognized barge terminal necarest the Joint Property where such Material is normally avail-
able effective at date of transfer.

(2) Line pipe shall be priced at the current replacement cost effective at date of transfcr from a reliable
supply store nearest the Joint Property where such Material is normally available if the movement is
less than 30,000 pounds. If the movement is 30,000 pounds or more, it shall be priced on the same
basis as casing and tubing under Subparagraph (1) of this paragraph.

" (3) When the Operator has equalized actual hauling costs as provided for in Pararraph 5 of Section II,
Operator is permitted to include ten cents (10¢) per hundred-weight on all tubular goods furnished
from his stocks in lieu of loading and unloading costs sustained.

(4) Other Material shall be priced at the current replacement cost of the same kind of Material, effective
at date of movement and f.0.b. the supply store or railway receiving point nearest the Joint Property
where Material of the same kind is normally available.

(5) The Joint Account shall not be credited with cash discounts applicable to prices provided for in this
Paragraph 2 of Section IV.

B. Used Material (Condition “B” and “C”)

(1) Material in sound and serviceable condition and suitable for reuse without reconditioning, shall be
classified as Condition “B” and priced at seventy-five per cent (75%) of the current price of new
Material.

(2) Material which is not suitable for its original function until after reconditioning shall be furnished to
the Joint Account under one of the two methods defined below:

(a) Classified as Condition “B” and priced at seventy-five per cent (75¢;) of the current price of new
Material. The cost of reconditioning shall be absorbed by the Operator of the transferring property.

(b) Classified as Condition “C” and priced at fifty per cent (50%) of current price of new Material
The cost of reconditioning also shall be charged to the receiving property, provided Condition
“C” value, plus cost of reconditioning, does not exceed Condition “B’ value.

(3) Obsolete Material or Material which cannot be classified as Condition “B” or Condition “C” shall be
priced at a value commensurate with its use. Material no longer suitable for its original purpose but
usable for some other purpose, shall be priced on a basis comparable with that of items normally used
for such other purpose. :

(4) Material involving erection costs shall be charged at applicable percentage of the current knocked-down
price of new Material. :

Premium Prices _

Whenever Material is not readily obtainable at prices specified in Paragraphs 1 and 2 of this Section IV because
of national emergencies, strikes or other unusual causes over which the Operator has ne conirel, the Operator
may charge the Joint Account for the required Material at the Operator’s actual cost incurred in procuring such
Material, in making it suitable for use, and in moving it to the Joint Property, provided, that nntice in writing
is furnished to Non-Operators of the proposed charge prior to billing Non-Operators {or such DMaterial. Each
Non-Operator shall have the right, by so electing and notifying Operator within 10 days alter receiving notice
from Operator, to furnish in kind all or part of his share of such Material suitable for uce and acceptable to
Operator.

Warranty of Material Furnished by Operator

Operator does not warrant the Material furnished. In case of defective Material, credit shall not be passed
to the Joint Account until adjustment has becn received by Operator from the manufactirers or their agents.

5. Equipment and Facilitiecs Furnished by Operator

A. Operator shall charge the Joint Account for use of equipment and facilitics at rates ~ommensurate with
cost of ownership and operation. Such rates shall inelude cost of maintenance, repairs, ather operating
expense, insurance, taxes, depreciation, and interest on investment not to exceed six per cent (6¢5) per
annum, provided such rates shall not exceed those currently prevailing in the immediote area within which
the Joint Property is located. In lieu of rates based on costs of ownership and operation of equipment, other
than automotive, Opecrator may elect to use commercial rates prevailing in the arer of the Joint Property
less 2095; for autlomolive cquipment, rates as published by the Petroleum Motor Transport Association
may be used. Rates for laboratory services shall not exceed those currently prevailivg if performed by
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outside service laboratories. Rates for trucks, tractors and well service units may include wages and ex-
penses of operator.

B. Whenever requested, Operator shall inform Non-Operators in advance of the rales it proposes to chavge.

C. Rates shall be revised and adjusted from time to time when found to be ecither excessive or insufficient,

V. DISPOSAL OF MATERIAL

Operator may purchase, but shall be under no obligation to purchase, interest of Nen-Operalors in surplus

Condition “A” or “B” Material. The disposition of surplus Cohtrollable Material, not purchased by Operator, shall
be agreed to by Operator and Non-Operators, provided Operator shall dispose of normal seccumulations of junk and
scrap Material either by transfer or sale from Joint Property.

1.

Matcrial Purchased by the Operator or Non-Operators.

Material purchased by either the Operator or Non-Operators shall be credited by the Operator {o the Joint Account
for the month in which the Material is removed by the purchaser.

Division in Kind

Division of Material in kind, if made between Opcrator and Non-Operators, shall bein proportion to the respective
interests in such Material. The Parties will thereupon be charged individually with the value of the Material
received or receivable. Proper credits shall be made by the Operator to the Joint Account.

Sales to Qutsiders

Sales to outsiders of Material from the Joint Property shall be credited by Operator to the Joint Account at the
net amount collected by Overator from vendee. Any claim by vendee related to such sale shall be charged back
to the Joint Account if and when paid by Operator.

VI. BASIS OF PRICING MATERIAL TRANSFERRED TIROM JOINT ACCOUNT

Material purchased by either Operator or Non-Operators or divided in kind, unless agreed to by Operator and Non-
Operators shall be priced on the following basis:

1.

The

New Price Defined

New price’ as used in this Section VI shall be the price specified for new Material in Section IV.

New Material

New Material (Condition “A”), being new Material procured for the Joint Property but never used, at one
hundred per cent (1009%) of current new price (plus sales tax if any).

Good Used Material

Good used Material (Condition “B”), being used Material in sound and serviceable condition, suitable for reuse
without reconditioning:

A. At seventy-five per cent (75%) of current new price if Material was charged to Joint Account as new, or

B. At sixty-five per cent (65¢5) of current new price if Material was originally charged to the Joint Account
as secondhand at seventy-five per cent (75%:) of new price.

Other Used Material

Used Material (Condition “C"”), at fifty per cent (509 ) of current new price, being used Material which:

A. Is not in sound and serviceable condition but suitable for reuse after reconditioning, or

B. Is serviceable for original function but not suitable for reconditioning.

Bad-Order Material

Material (Condition “D”), no longer suitable for its original purpose without excessive repair cost but usable for
some other purpose at a price comparable with that of items normally used for such other purpuose.

Junk Material

Junk Material (Condition “E"), being obsolete and scrap Material, at prevailing prices.

Temporarily Used Material

When the use of Material is temporary and its service to the Joint Proverty does not justify the reduction in
price as provided for in Paragraph 3B of this Section VI, such Material shall be priced on a basis that will leave
a net charge to the Joint Account consistent with the value of the service rendered. ;

VII. INVENTORIES

Operator shall maintain detailed records of Controllable Material.

Pcriodic Inventories, Notice and Representation

At reasonable intervals, inventories shall be taken by Operator of the Joint Account Controllable Material.
Written notice of intention to take inventory shall be given by Operator at least thirtv (30) davs before any
inventory is to begin so that Non-Operators may be represented when any inventory is taken, Failure of
Non-Operators to be represented at an inventory shall bind Non-Operators to accept the mventory taken by
Operator.

Reconciliation and Adjustment of Inventories

Reconciliation of inventory with the Joint Account shall be made, and a list of overages and <liortages shall be
furnished to the Non-Operators. Inventory adjustments shall be made by Operator with the Joint Account for
overages and shortages, but ‘Operator shall be held accountable to Non-Operators only {or shottages due to luck
of reasonable diligence.

Special Inventories _ . .

Special Inventories may be taken whenever there is any sale or change of interest in the Joint Property. Tt shall
be the duty of the party sclling to notify all other Parties as quickly as possible after the fransfer of interest
takes place. In such cases, both the seller and the purchaser shall be governed by such inventory.

Expense of Conducting Periodic Inventories

The expense of conducting periodic inventories shall not be charged to the Joint Account untess agreed to by
Operator and Non-Operators, ’
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EXHIBIT "C"
UNIT OPERATING AGREEMENT
DEER CANYON UNIT
EDDY COUNTY, NEW MEXICO

Insurance

(A) At all times while operations are being conducted hercunder,
Operator shall maintain in force the following policies of insurance:

(1) Workmen's Compensation Insurance in accordance with
the laws of the jurisdiction in which work is performad.

(2) Employers Liability coverage with limits of $100,000
for all liability arising out of one accident.
(3) Coverages (1) and (2) above shall not include Non-
Operators as additional insureds but shall waive subrogation
. against Non-Operators.

(4) General Comprehensive Liability coverage, except auto-
mobile coverage, with minimum limits of Bodily Injury $100,000
each person and $300,000 each occurrence, including contractual
liability and completed operations, but excluding blowout,
pollution liability and damage to underground resources.

(5) Automobile Liability coverage, including owned, hired,
and non-owned vehicles, with minimum limits the same as para-
graph (4) above. No premium charges shall be billed Non-Operators
in connection with Operator's fully-owned equipment--this premium
not to be charged directly to the Joint Account, but will instead
be covered by the flat rate charges assessed the Unit for use of
such equipment.

(6) ~Coverages (4) and (5) above shall include Non-Operators
as Additional Insureds.

(B) Such policies shall contain a waiver of territorial restric-
tions so that the insurance coverage thereof will apply tc the proposed
area of operations hereunder. The premiums for all insurance policies
under this Article shall be allocated among the various Operating Joint
Accounts of the parties hereto, and Operator, upon written request, shall
furnish Non-Operators with evidence that such insurance is in effect prior
to the commencement of any operations hereunder. No insurance otner than
that specified above shall be purchased for any Operating Joint Account
except by mutual consent of the parties.

(C) Operator will determine the insurance requirements for contractors
and subcontractors or third parties performing operations on or in connec-
tion with the Leased Lands; however, the requirements will be reviewed
with Non-Operators at any time, upon request, for mutual determination
of any necessary changes. When negotiating contracts hereunder, Operator
shall attempt to hold contractor solely responsible for damage to con-
tractor's equipment and shall attempt to obtain a waiver of contractor's
right of recovery against parties hereto in connection with any such
damage. Upon request, Operator will advise Non-Operators as to insurance
requirements in use under this provision in order that Non-Operators may
acquire any additional insurance for Non-Operators' account and protec-
tion not purchased by Operator for an Operating ‘Joint Account.
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EXHIBIT "

ACCOUNTING PROCEDURE
JOINT OPERATIONS

I. GENELRAL PROVISIONS
Definitions
“Joint Account” shall mean the account showing the charges and credits accruing because of the Joint Operations
and which are to be shared by the Parties, )
“Joint Property” shall mean the real and personal property subject to the agreement lo which this Accounting
Procedure is attuched.
“Joint Operations” shall mean all operations necessary or proper for the development, operation, protection and
maintenance of the Joint Property.
“Operator” shall mean the party designated to conduct the Joint Operations.

“Non-Operators” shall mean the parties to this agreement other than the Operatlor.

“Parties” shall mecan Operator and Non-Operators.

“Material” shall mean personal property, equipment or supplies acquired or held for use on the Joint Property.

“Controllable Maicrial” shall be defined as sct forth under the subparagraph selected below:

A. [ ¥ DMaterial which at the time is so classified in the Material Classification Manual s most recently rec-
ommended by the Council of Petrolecum Accountants Societies of North America.

B. '[ 17 Material which is ordinarily so classificd and controlled by Opcrator in the conduct of its operations.
List shall be furnished Non-Cperators upon request.

Statements and Billings
Operator shall bill Non-Operators on or before the last day of each month for their proporticnate share of costs

and expenses for the preceding month. Such bills will be accompanied by stalements reflecting the total charges

and credits as set forth under the subparagraph selected below:

AL ]

B. [ ] Statement of all charges and credits to the Joint Account, summarized by appropriate classifications
indicative of the nature thereof.

Statement in detail of all charges and credits to the Joint Account.

o

. [ R Statement of all charges and credits to the Joint  Account, summarized by appropriate classification
indicalive of the nature thereof, except that items of Controllable Material and unusual charges and
credits shall be detailed.

Advances and Payments by Non-Operators

Unless otherwise provided for in the agreement, the Operator may require the Non-Operators 1o advance their
share of estimated cash outlay for the succeeding month’s operation. Operator shall adjust each monthly billing to
reflect advances received from the Non-Operators.

Each Non-Operator shall pay its proportion of all bills within fifteen (15) days after receipt. If pavment is not
made within such time, the unpaid balance shall bear interest monthly at the rate of ten per cent (1047 ) per annum
or the maximum contract rate permitted by the applicable usury laws in the state in which the Joint Property is
located, whichever is the lesser. .

Adjustments

Payment of any such bills shall not prejudice the right of any Non-Operator to protest or questicn the correctness
thereof; provided however, all bills and statements rendered to Non-Operators by Operator during anv ealendar
year shall conclusively be presumed to be true and correct after twenty-four (24) months follewing the end of
any such calendar vear, unless within the said twenty-four (24) month period a Non-Opcerator fakes writlen
exception thercto and makes claim on Operator for adjustiment. No adjustment favorable to Opcerator shall be
made uniess it is made within the same prescribed period. The provisions of this paragraph shall not prevent
adjustments resulling from a physical inventory of the Joint Property as provided for in Scelion VIL

Audits

A Non-Operator, upon notice in writing to Operator and all other Non-Operators, shall have the right to audit
Opcerator’s accounts and records relating to the accounting hereunder for any calendar vear within the twenty-four
(24) month peviod following the end of such calendar year; provided however, the making of an audit shall not
extend the time for the taking of written exception {o and the adjustments of accounts as provided for in Paragraph
4 of this Scetion I Where there are two or more Non-Operators, the Non-Operators shall piake every reasonable
cffort to conduct joint or simultancous audits in o manoer wideh will result in a minimum of incenvenienee to the
Operator. Operator shall bear no portion of the Non-Operators’ audit cost incurred under this paragraph unless
apreed 1o by the Operator,

Approval hy Non-Upcerators

oroother agreement of Non-Operators is expressly required under i aphe 5A, G130 s
RADES It Section V) Seetion VI and Paracraph 4 of Sceetion VI of Uhis Aceounting Procedare
I the agrecment Lo which thiz Accounting Procedure is attached containg no contrary provisions in reparcd thereto,
the Operator shall aotity all Non-Opevators and the apecenent or approval of o majority in inlerest of the Non-
Operators shall be controlling on all Non-Qporators,
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I, DIRECT CHARGES
Opcrator shall charge the Joint Account with the following items: RN
1. Rentals and Royalties
Y.ease rentals and royvalties paid by Operator for the Joint Operations,
2. Labor
A, (1) Salaries and wages of Operator’s employces dircetly craployed on the Joint Properly in the conducl of
Joint Opcrations.
(2) Salaries of first-level supervisors in the field if such charges are excluded from overhead rates in Option
A of Section II1L
(3) Salaries and wages of technical employees temporarily assigned to and directly emploved on the Join
Property if such charges are excluded from overhead rates in Option B of Scction HI.
G e 0 e o e R ok ke ::::t‘{?"::"”""""\"‘}” sobempenayiliears e g en iy e
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B. Opecrator’s cost of holiday, vacation, sickness and disability benefits and other customory allowances paid to
the emplovees whose salaries and wages are chargeable to the Joint Account under IMuagraph 2A of this
Section IT and Pavagraph 1A of Section IIT; except that in the case of those employees oniv a pro rata portion
of whose walarics and wages are chargeable to the Joint Acceunt under Puaragraph 1A of Scotion I, not more
than the sarme pro rata portion of the benefits and allowances herein provided for shall be enareed Lo the Joint
Account. Cost under this Paragraph 2B may be charged on a “when and as paid basis” or by “percentage
assessment” on the amount of salarvies and wages chargeable to the Joint Account under Tavasraph 2A of this
Section II and Paragraph 1A of Secction IIT. If percentage assessment is used, the rate shall be based on the
Operator's cost experience
C. Expenditures or contributions made pursuant to assessments imposed by governmental avtbiority which are
applicable to Opecrator’s labor cost of salaries and wages chargeable to the Joint Account under Paragraphs
2A and 2B of this Section II and Paragraph 1A of Section 111
D. Reasonable personal expenses of those employees whose salaries and wages are chargeable {o the Joint Ac-
count under Paragraph 2A of this Section II and for which expenses the emplovees are reimbursed under
Operator’s usual practice.
3. Employece Benelils
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Opcrator’s current cost of established plans for employees’ group life insurance, hospitalizaticn, pension, retive-
ment, stock purchase, thrift, bonus, and other benefit plans of a like nature, applicable to Operator’s labor cost
chargeable to the Joint Account under Paragraphs 2A and 28 of this Scetion II and Paragraph 1A of Section 111
shall be chargeable as indicated in the subparagraph selected below:

A. [ ] Operator’s actual cost.

B. [¥] Operator's actual cost nol to exceed {iftcen per cent (15%).

4. DMaterial

Material purchoased or furnished by Or)elato" for use on the Joint Property as provided under Scetien IV, So far

as it is reasonably practical and consistent with efficient and economical operation, onlv such Eh erial shall be

purchased for or transferred {o the Joint Property as may be required for immediate use; and the accumulation of
surplus stocks shall be avoided.
5. Transportation

Transportation of employees and Material necessary for the Joint Operations but subject to the following limita-

tions:

A. If Material is moved to the Joint Property from the Operator’s warehouse or other properiics, no charge shall
be made to the Joint Account for a distance greater than the distance from the nearcst relinble supply store,
recognized barge terminal, or railway receiving point where like material is normaually available, unless
agreed to by Operator and Non-Operators.

B. 1If surplus Material is moved to Operator's warchouse or other storage point, no charge ghcl] be made to the
Joint Account for a distance greater than the distance to the ncarest reliable supply store, recegnized barge
terminal, or railway receiving point unless agreed to by Opcerators and Non-Operators. No charge shall be made
-to the Joint Acceunt for moving Material to other properties belonging to Operator, unless agreed {o by Operator
and Non-Opcrators.

C. In the application of Subparagraphs A and B above, there shall be no equalization of actunl gross trucking
costs of $100 or less.

6. Scrvices

A. The cost of contract services and utilities procured from outside sources other than services cavered by Para-
graph 8 of this Section IT and Paragraph 1B of Section III. The cost of professional consultant services shall
not be charged to the Joint Account unless agreed to by Operator and Non-Operators.

B. Use and service of equipment and facilities furnished by Operator as provided in Paragraph 5 of Scction IV.

7. Damages and Losses 1o Joint Property

All costs or expenses necessary for the repair or replacement of Joint Property made necessary beeause of damages

or losses incurred by fire, flood, storm, theft, accident, or other cause, except to the extent that the damage or loss

could have been avoided through the exercise of reasonable diligence on the part of Operator. Opcerator shall
furnish Non-Operators written notice of damages or losses incurred as scon as practicable atter a report thercofl
has been received by Operator.

§. Tepal Expense

All costs and expenses of handling, investipgating, and settling litigation or claims avising by reason of the Joint

Opcrations or necessary to protect or recover the Joint Property, including, but not limite! ta, attorney's fees,

court costs, cost of investination or procuring cvidence and amounts paid in scetttement or soti faetion of any such

Htigation or clanmes: provided, (a) no charpe shall be made for the services of Operator’s lecal otaff or other reg-

ularly cuiploved personnel (sueh services heing considered {o be Adminiatrative Overhead under Section 11).

unless ayreed o by Operator and Non-Operators, and (5) no charpre shall be made for the fees and exponses of

oulside attorneys unless the cmployment of sueh atlorneys s apreed to by Operator and Nen-Operators,
9. Taxes

Al taxes of every kind and nature assessed or levied upon or in connection with the Joint Property, the operation

theveof, or the praduction therefrom, and which taxes 111\( heen paid by the Operator for the benefit of the

Partics, ‘

— e



10, Insurance
Netl pramiuas paid for insurance required to be carrvied on the Joint Property for the protection of {he Partics,

In the event Joint Operations are conducted in a state in which Operator mayv act as self-inmer for Workmen's

Compensation andor Employers Liability under the respeetive state’s Taws, Operator mav, ot it election, incelude
the risk under its self-insurance program ond in that event, Operator shall include a charpe therelor on the follow-
ing® basis: :

11. Other Expenditures

Any other expenditure not covered or dealt with in the foregoing provisions of this Scetion 1, or in Section 117,
and which is incurred by the Operator for the necessary and proper conduct of the Joint Operations.

HI. INDIRECT CHARGES

Operator may charge the Joint Account for indirect eonsts either by use of an allocation of district cxpense items plus
the rate for administrative overhead, and plus the warchousing charges, all as provided for in Daracraph 1 of this Sce-
tion 11T or by comnbining all three of said ilems under the rates provided for in Paragraph 2 or 3 of this Scction 11,
as indicated next below:
OPERATCOR SHALL CHARGE INDIRECT COSTS TO THE JOINT ACCOUNT UNDER THE TERMS OF:

[ ] Paragraph 1. (District Expense, Administrative Overhead and Warcheusing)

[ X] Paragraph 2. (Combined Rates - Well Basis)

[ ] Paragraph 3. (Combined Rates - Percentage Basis)
The cost and expense of services from outside sources in connection with matters of taxation. traffic. accounting or
matiers before or involving governmental agencics shall be considered as included in the overhead rates provided for
in the above seleeted Paragraph of this Seetion I1I unless such cost and expense are agreed to by Opcrater and Non-
Operatlors as a direet charge to the Joint Account.

THE OVERITEAD RATES PROVIDED FOR IN ANY OF THE PARAGRAPHS SELECTED ABOVE
A. K71 shall [ ] shall not include salaries and personal expenses of first-level supervicors in the field.

& 7 shall [ ] shall not include salaries. wages and personal expenses of technical employees temporarily as-
signed to und divectly employed on {he Joint Property.
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1. District Expense, Administrative Overhend and Warchousing
A, District Ixpense

Operator shall charge the Joint Account with a pro rata portion of the salaries, wages and expenses of
Operator’s production superintendent and other employees serving the Joint Property and other properties
of the Operator in the same operating area, whose time is not allocated directly to the pronerties, and a pro
rata portien of the cost of maintaining and operating a production office known as Operetor’'s ... .0 ...
s office located at or near ... . e
(ox a ('om')mablo of flCC if loc mon changed); and necessary sub- ul‘ucm (1f m) met n(r] for the conven-
ience of the above-deseribed office, and all necessary camps, including housing facilities for empiloyvecs if
required, used in connection with the operations of the Joint Property and other propertiez in the same
operating area. The expense of, less any revenue from, such facilities may, at the option of Operator, include
depreciation of investment or a fair monthly rental in licu of depreciation. Such chavrges shall be apportioned
to all propertics served on some cquitable basis consistent with Operator’s accounting practice.

B. Administrative Overhead

Opérator shall charge administrative overhead to the Joint Account at the following rates. which charge shall
be in licu of the cost and expense of all offices of the Operator not covered by Paragreph 1A of this Section
111, including salaries, wages and expenses of personnel assigned to such offices. Such charge shall be in addi-
tion to the salaries, wages and expenses of employees of Operator authorized to be charged direct as provided
in Paragraphs 2 and 8 of Section II. Such charge shall be made on the basis indicated below, cither (1) well
basis or (2) percentage basis, at the rates shown thereunder.

(1) [ ] Well Basis

_RATE PER WELL T'ER 3(

DRILLING WELL RATE PRODUCING WELL RATE
(Usc Tcml Dop!h) (Use Currcnt Pwducmq Dcpth)
Wcl! Dcplh Ench Wcll hrst Five cht Five All Wclls Ovcr Tcn

(2) [ 1 Pereentage Basis

PERCENTAGE IBASIS
Development: .
i Poereent ( ) of the cost ()f development of the Joint }’mpmt) exclusive of costs pro-
vided under Paropraph 8 of Scetion 1T and all salvage credits,
Operating:
L Pereent ( <0} of the cost of aperating the Joint Property exelacive of costs provided
under Paragraphs T and 8 of Scetion 1 all sadvage credits, the value of injected sabrtimees purchaned for
socondiny recovery and all taxes and assesctnents which are fevied, assessed and pavd upon the mineial
interest inoand to the Jommt Droperty. B

i
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C. Operelor's Warehouse Operating and Maintenance Expense
[ 1 Included in district expense
[ X] Nochurpe cither diveet or indirect
[ 1 Purcentage basis (deseribe fully) o e,

Combined Rales <« W ('H }».\‘.13
Operator shall charge the Joint Account for the services coverced by Paragraph 1 of this Section TII on the basis
indicated below:

RATE PER WELI, PER MONTH

DRILLING WILL RATE PRODUCING WELL RATF
{Use Totnl D‘prh) 11 {Usc Curient Producing Depth)

el Depth Each Well o 39&){:44.\:“ - ,gnmm oﬂ"

T1460.00 205.00

Combined Rates - Percentage Basis

Operator shall charge the Joint Account for the services covered by Paragraph 1 of this Section 1II on the basis

indicated below:

' PERCENTAGE DBASIS

A. Development:

teieeeer. Percent ( %) of the cost of development of the Joint Property cxclusive of costs pro-
v1du1 un dcr Paragraph 8 of Scction II and all salvage credits.

B. Opcrating:

,,,,,,,,,,,,,,,,,,,,,,,,,,, Percent  ( 23 of the cost of operating the Joint Property exclusive of costs provided

under Paragraphs 1 oand 8§ of Scction 11, all salvage credits, the value of injected substances purchased for

sccondary recovery and all taxes and assessments which are levied, assessed and paid upen the minceral
inferest in and to the Joint Property.

Application of Administrative Qverhead or Combined Rates - Well Dasis

The following limitaiions, instructions and charges shall apply in the application of the rates as provided under
cither Paragraph 1B (1) or Paragraph 2 of this Section IIL

A. Charges for drilling wells shall begin on the date each well is spudded and terminate on the date the drilling or
completion rig is released, whichever is later, except that no charge shall be made duving the suspension of
drilling operations for fiftcen (15) or more consccutive days.

B. The status of wells shall be as follows
(1) Producing gas wells, injection \’.'cl]s for recovery operations, water supply wells wlilized for water{lood-

ing operations and salt water disposal wells shall be considered the same as producing cil wells.

(2) Wells permanently shut down but on which plugging operations are deferred shall be dropped from the
well schedule at the ime the shutdown is effecied. Any well being plug"ﬁd or produced during any
portion of the month shall be considered as a producing well {for the entire monti.

(3) Wells being plugged back, drilled deeper, converted to a source or input well, or which are undergoing
any tvpe of workover that requires the use of a drilling rig or workover rig capable of drilling shall
be considered the sanmie as drilling wells.

(4) Temporarily shut-down wells, which are not produced or worked upon for a peried of a full calendar
month, shall not be included in the well schedule, provided however, wells shut in by governmental
regulatory body shall be included in the well schedule only in the event the allowable production is
transferred to some other well or wells on the Joint Property. In the event of a unit ailowable, shut~in
wells shall be counted in determining the charge hereunder for such month if said wells cont: lbuto allow-
able production that is actually produced during such month from one or morc unit wells as a result of
allowable transfer, inclusion in the unit allowable or other circumstances, but the total shut-in well count
shall be limited to the minimum number of shut-in wells necessary to provide the contributed allowable
actually produced during the month.

(5) Gas wells shall be included in the well schedule if direetly connected to a permanent sales outlet cven

though temporarily shut in due to overproduction or failure of purchaser to take the aillowed production.

(6) Wells completed in multiple horizons, shall be considered as a producing well for cach scparately pro-
ducing horizon, providing each completion is considered a separate well by governmental or other state-
wide regulatory authority.

C. The well mlm for producing wells shall be applied to the individual leases; provided thai, whenever leascs
coverced by this agreement are operated as a unitized project, the well rates shall be applicd to the total
number of pn,ducm;: wells, irrespective of individual leases.

D. The well rates chall be adjusted as of the first day of April ecach year following the cffective date of the
agreement to which this Accounting Procedure is attached. The adjustment shall be computed by multiplying
the rate currently in use by the pereentage inercase or decrease in the average weekly earnings of Crude
Petrolewm and Gas Production Workers for the last calendar year compared 1o the preceding calendar year
as shown by “The Index of Average Weekly Barnings of Crude Petroleum and Gas Vroduction Weoerkers”
as published By the United States Department of Labor, Burcaw of Labor Statisties, or the eguivalent Canadian
Index as publistied by the Dominion BPureant of Statistics, as applicable. The adjusted rates shail be the
rates currently in e, plus or minus the computed adjustment.

Application of Administrative Overhead or Combined Hates - Pereentage Dasis

For the purpose of dtermining charges on o Pereentapre Basts under Pavapraph 1B (2) or Tioeapraph 3 of this

Section I Developent shall melude all costs in convection with dreithngy, vedreiiling, decpening ar any remedial

operations on any or all wells involving the use of deilling crew and equipment; also, prefiminay expenditures

necessary i prepoacation for dietlling and expenditures incarred in abandoning when well 0 not commnleted ax a

producer: and ovigimal cost of construction or mnstalbdion of fived assets, the expansion of hixed assels ad any

other project clearly dicecrnible as o fixed asset, except Major Constraction as defined in Parapreaph 6 of this

Section L Al other costs shall be considered as Operading:

Major Constroction Overhead

FPor the conatrietion of compressor plants, water stabtions, econdary recovery svstems, drilting and prodaction

platforme, satt water dinposal facilities, and other such projects, as dictingaished fronr the more usaal drithing
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and producing operations, Operator in addition to the Administrative Overhead or Combined Rates provided for in

Paragraph 1, 2 or 3 of this Secton 1T shall cither negotiate @ rate prior 1o beginning of construction or shall churgpe

the Joint Accourt with an additional overhead charge as follows:
A, Total cost less than $25,000, no charge.

B. Tetal cost more than $25,000, but less than $100,000, 3 ........... % of total cost.
C. Totad cost of $100,000 or more, ... 3. % of the first $100,000 plus 2 ool all over $100,000

of total cost,
Tolal cost shall menn the total gross cost of any one project. For the purpose of this paragraph the component purts
of a single project shull nol be treated separately and the cost of drilling wells shall be excluded.
Amendment of Rates
The specific rates provided for in this Section T may be amended {rom time to time by mutuel agreement between
the Parties hercto if, in practice, the rates are found to be insufficient or excessive.

IV. BASIS OF CIHARGES TO JOINT ACCOUNT

Subject to the further provisions of this Scetion 1V, Operator will procure all Material and seivices for the Joint
Property. At the Operator’s option, Non-Operators muy supply Meterial or services for the Joint Property.

1.

2.

3.

5.

Purchases

Material purchased and service procured shall be charged at the price paid by Operator afler deduction of all
discounts actually received.

Material furnished from Operator's Warehouse or Giher Properties

A. New Material (Condition “A’)

(1) Tubular goods, except line pipe, shall be priced on a maximum carload and/or barce load weight basis
regardless of quantity transferred and cqualized to the lowest prevailing price f.eb, railway receiving
point or rccopnized barge terminal necarest the Joint Property where such Materinl is normally avail-
able effective at date of transfer.

(2) Line pipe shall be priced at the current replacement cost effective at date of transfcr from a reliable
supply store nearest the Joint Property where such Material is normally available if the movement is
less than 30,000 pounds. If the movement is 30,000 pounds or more, it shall be priced on the same
basis as cusing and {ubing under Subparagraph (1) of this paragraph.

(3) When the Operator has cqualized actusl hauling costs as provided for in Paragraph 5 of Section II,
Operator is permitted to include ten cents (10¢) per hundred-weight on all tubular goods furnished
from his stocks in lieu of loading and unloading costs sustained.

(4) Other Muaterial shall be priced at the current replacement cost of the same kind of ilaterial, elfective
at date of movement and f.o.b. the supply siore or railway receiving point nearest the Joint Property
where Material of the same kind is normally available,

(5) The Joint Account shall not be credited with cash discounts applicable o prices provided for in {iis
Paragraph 2 of Section 1V,

B. Used Material (Condition “BY and “C”)

(1) Material in sound angd serviceable condition and suitable for reuse without reconditioning, shall be
classificd as Condition “B” and priced at seventy-five per cent (75¢,) of the current price of new
Material.

(2) Material which is not suitable for its original function until after reconditioning shall be furnished to
the Joint Account under one of the two methiods defined below:

(a) Classified as Condition “B” and priced @t seventy-five per cent (75¢¢) of the current price of new
Material, The cost of reconditioning shall be absorbed by the Operator of the {ronsferring property.

(b) Classified as Condition “C” and priced at fifty per cent (5092) of current price of new Material.
The cost of reconditioning also shall be charged te the receiving property, provided Condition
“C” value, plus cost of reconditioning, does not exceed Condition “B" wvalue.

(3) Obsolete Material or Material which cannol be classified as Condition “B” or Condition “C” shall be
priced at a value commensurate with ifs use. Material no longer suitable for its original purpose but
. usable for some other purpose, shall be priced on a basis comparable with that of itcms normally used
for such other purpose. ’

(4) Material involving ercction costs shall be charged at applicable percentlage of the current knocked-down
price of now Material,

Premium Prices

Whenever Material is not readilvy obtainable at prices specified in Paragraphs 1 and 2 of this Seclinn IV because

of national emergencies, strikes or other unusual causes over which the Operator has ne confrol, the Opcerator

may charge the Joint Account for the required Hlaterial atv the Operator's actual cost inecumiesd in procuring such

Material, in making it suitable for use, and in moving it to the Joint Property, provided, that notice in writing

is furnished to Non-Operators of the proposcd charge prier to billing Non-Opceratovs {ov such Material,  Each

Non-Opcerator shall have the right, by so electing and notifving Operator within 10 days after receiving notice

from Operator, to fuinish in kind all or part of his shure of such Material suitable for use and acceptable o

Opecrator.

Warranty of Materind Furnished by Operator

Operator does nol warrant the dMaterial furnivhed. In case of defective Material, credit -hall not be passed

to the Joint Account until adjustment has been received by Operator from the manufacteors or their agents,

Equipment and acilides Furnished by Operator

A, Opcerator <hall charge the Joint Account for use of equipment and Tactlities at cater sommensurate with
cost of ownerchip and operation. Suelv rates shail ineluwde cost o madntenance, vepaits, ather operating
expense, inannranee, taxes, depreciation, and interest on investioent not {o exceed cinoper cent (600) per
annum, provided such rates Ghadl not excecd those currently prevailinge in the mme ot ovea within which
the Joint Propeety is loeatedl In liew of vates baed on o eoctis of ownership and operation of cquipment, othoer
than awtomotive, Operator may cleet to e commereial vates prevadine in the arer of the Joint Property

Jess 2000 for aalomolive copnpment, rates o5 publiched by the Petrotemm Motor Poaneport . Acsocintion

may be wsed, Roates Tor taboratory sevvices shadl ot exceed those carrently prevaidiog il pertorimed by



{
outside scrvice laboratories, Rates for trucks, tractors and well service units may include wages and cx-
penses of operator.
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B, Whenever requested, Operator shall inforin Non-Operators in advance of the rales it proposes to chargpe,
C. Rates shall be revised and adjusted from time to tinie when found to be cither excessive or insufficient.

V. DISPOSAL OF MATERIAL

The Operator may purchase, hul shall be under no obligation to purchase, interest of Nen-Operators i surplus
Condition “A” or “B" Aaterial, The disposition of surplus Controlluble Material, not purchazed by Operator, shall
be agreed to by Operator and Non-Operators, provided Operator shall dispose of normal scetmmulations of junk and
scrap Material either by transfer or sule from Joint Property.
1. DMuaterial Purchased by the Operator or Non-Operators,
Material purchased by either the Operator or Non-Oparators shall be eredited by the Operator {o the Joint Account
for the month in which the Material is removed by the purchaser.
2. Division in Kind
Division of Materiad in kind, if made between Operator and Non-Operators, shall bedn proportion to the respective
interests i such Material. The Parties will thercupon be charged individually with the vaive of the Nuaterial
received or receivabile, Proper credits shall be made by the O{)orator to the Joint Account
3. Sales to Qutsiders
Sales to outsiders of Malerial from the Joint Properiy shall be credited by Operator to the Joint Account at the
net amount cellected by Onerator from vendee. Any claim by vendec related to such saie shail be charged buck
to the Joint Account if and when paid by Operator.

VI. BASIS OF PRICING BATERIAL TRANSFERRED [FROM JOINT ACCOUNT

Material purchascd by either Operator or Non-Operators or divided in kind, unless agreed fo by Operator and Non-
Operators shall be priced on the following basis:
1. New Price Defined
New price” as used in this Section VI shall be the price specified for new Material in Scction TV,
2. New Material
New MMaterial (Condition “A”), being new Material procured for the Joint Property but never used, at one
hundred per cent (100%) of current new price (plus sales tax if any).
3. Good Used Material
Good used Material (Condition “B”), being used Material in sound and serviceable condition, suitable for reuse
without reconditioning: _
A, Al seventy-five per cent (75¢5) of current new price if Material was charged to Joint Account as nev, or
B. At sixty-five per cent (656¢) of current new price if Material was originally charged to the Joint Account
as secondhand at seventy-five per cent (75 ) of new price.
4, Other Used Material
Used Material (Condition “C”), at fifty per cent (50¢¢) of current new price, being used hMaterial which:
A. Is not in sound and serviceable condilion but suitable for reuse afler reconditioning, or
B. Is serviceable for original function but not suitable for reconditioning.
5. Bad-Ouder Material
Material (Condition “D"), no longer suitable for its oriminal purpose without excessive repair cost but usable for
some other purpose at a price comparable with that of items normally used {or such other purpuse.
6. Junk DMaterial
Junk Material (Condition “E"), being obsolete and scrap Material, at prevailing prices,
7. Temporarily Used Material
When the use of Muaterial is temporary and its service to the Jeint Proverty does not jus{ify the reduction in
price as provided for in Paragraph 3B of this Section VI, such Material shall be priced on o basis that will leave
a net charge lo the Joint Account consistent with the value of the service rendered.

VIL. INVENTORIES

The Operator shall maintain detailed records of Controllable Material,

1. Periodic Inventories, Notice and Representation
At reasonable intervals, inventories shall be taken by Operator of the Joint Account Controllable Material.
Writien notice of intention to take inventory shall be given by Operator at least thivty (30) davs before any
inventory is to begin so that Non-Opeoerators may be represented when any inventory s faken, Failure of
Non-Operators Lo be represented at an inventory shall bind Non-Operators to accept the mventory taken by
Operator.

2. Reconcilintion and Adjustment of Inventories
Reconciliation of inventory with the Joint Account shall be made, and a list of overases and <hovtages shall bhe
furniz:hed to the Non-Operators, Inventory adjustments shall be made by Operator with the ot Account for
overiges and shovtazes, but Operator shall be held accountable to Non-Operators only {for shortaves due to lack
of reavonable dilievnce,

3. Speeial Inventories ‘ .
Special Inventories may betaken whenever there is any sale or change of intereat i the Jeint roperty, T Gbadl
e the duty of the ooty selline to notify Wl other Partices as guickly as poseible after fhe tronsfeor ol interedt
talies place. o woch cases, both the seller aud the purchacer shall e poverned by such fnventoey,

4, Expense of Conducting Periodie Inventories
The copense of conducting pertodie inventorics shiadl not be charped o the Joint Account anloss apreed to by
Operator andd Non-Operators, '
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CEXHIBIT tct
UNT'T OPERATING AGRUBEMENT
DEER CANYON UNL'Y
EDDY COUNTY , NEW MBEXICO

Insurance
(A) At all times while opcerations are being conducted hercundor,
Opcrator shall maintain in force the following policies of insurance:

(1) Workmen's Compensation Insurance in accordance with
the laws of the jurisdiction in which work is performad.

(2) Employers Liability coverage with limits of $100,000
for all liability arising out of one accident.

(3) Coverages (1) and (2) above shall not include ¥Won-
Operators as additional insureds but shall waive subrogation
against Non-Operators.

(4) General Comprehensive Liability coverage, except auto-
mobile coverage, with minimum limits of Bodily Injury $100,000
each person and $300,000 each occurrence, including contractual
liability and completed operations, but excluding blowout,
pollution liability and damage to underground resources.

(5) Automobile Liability coverage, including owned, hired,
and non-owned vehicles, with minimum limits the same as para-
graph (4) above. No premium charges shall be billed Men-Operators
in conncction with Operator's fully~owned equipment--this premium
not to be charged directly to the Joint Account, but will instead
be covered by the flat rate charges assessed the Unit for use of
such equipment.

(6) Coverages (4) and (5) above shall include Non-Operators
as Additional Insureds.

(B) Such policies shall contain a wailver of territorial restric-
tions so that the insurance coverage thercof will apply to the proposed
area of operations hereunder. The premiums for all insurance policies
under this Article shall be allocated among the various Operating Joint
Accounts of the parties hereto, and Operator, upon written rcquast, shall
furnish Non-Operators with evidence that such insurance is in effcct prior
to the .commencement of any operations hercunder. No insurance otner than
that specificd above shall be purchased for any Operating Joint Account
except by mutual consent of the partiecs.

(C) Opcrator will determine the insurance requirements for contractors
and subcontractors or third partics performing operations on or in connec-
tion with the Leased Lands; however, the requirements will be reviewed
with Non-Operators at any time, upon reguest, for mutual determination
of any nccessary changes. When negotiating contracts hereunder, Operator
shall attempt to hold contractor solely responsible for damage to con-
tractor's ecquipment and shall attempt to obtaln a waiver of contractor's
right of reocovery against partics hereto in connection with any such
damage. Upon roguest, Operator will advise Non—-Operators as to insurance
requirem:nts in usce under this provision in order that Non-COperators may
acquire any additional insurance for Non-Operators' ac

count and protec-
tion not purchascd by Opcrator for an Opcrating Joint Account.



