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UNIT OPERATING AGREEMERNT
CACTUS (QUEEN) UNIT
CHAVES COUNTY, NEW MEXICO

THIS AGREEMENT, entered into as the 1lst day of November, 1988 by and
between the parties who have signed the original of this instrument, a
counterpart thereof, or other instrument agreeing to become a party hereto,

WITNESSETH:

WEEREAS, the parties hereto as Working Interest Owners have executed, a&as
of the date hereof, an &greement entitled "Unit Agreement, Cactus Queen Unit,
Chaves County, liew Mexico," herein referred to as "Unit Agreement," which,
among other things, provides for a separate agreement to be entered into by
Working Interest Owners to provide for Unit Operations as therein defined.

NCW, THEREFOFE, in consideration of the mutual agreements herein set
forth, it is agreed as follows:

ARTICLE 1
CONFIRMATION OF UNIT AGREZMENRT

1.1 Ccnfirmation of Unit Agreenment. The Unit Agreement is hereby
confirmed and by reference made a part of this Agreement. The definitions in
the Unit Agreement are adopted for all purposes of this Agreement. If there
is any conflict between the Unit Z&greement and this Agreement, the Unit
Agreenent shall govern.

ARTICLE 2

EXHIBITS
2.1 Exhibits. The following exhibits are incorporated herein by
reference:
2.1.1 Exhibits "a", "B", and "C", of the Unit Agreement.
There is no Exhibit "D".
2.1.2 Exhiblt*jE"; attached hereto, is a schedule shcwing the Unitu

Participation of each Working Interest Owner. Exhibit "E", or a revision
thereof, shall not be conclusive as to the information therein, except it
may be used as showing the Unit Participations of Working Interest Cwners
for purposes oi this Agreement until shown to be in error or revised as
herein authorized.

2.1.2 Exhibit "F", attached heretvo, 1s the Accounting Prccedure
appliceable to Unit Operations, If there 1s any conflict between this
Agreement and Exhibit "F", this Agreement shall govern.

2.1.4 Exhibit "G'", attached hereto, ccntains insurance provisions
applicable to Unit Cperations.



2.2 Revision of Exhibits. Whenever Exhibits "a", "g" or e
are revised, Exhibit g shall be revised accordingly and be
effective as of the same date. Unit Operator shall also revise
Exhibit "E" from time to time as required to conform to changes 1in
ownership of which Unit Operator has been notified as provided irn
the Unit Agreenent.

2.3 Reference to Lxhibits. When reference 1is made herein to an
exhibit, it is to the exhibit as criginally attached or if revised, to the
last revision.

ARTICLE 3
SUPERVISICN OF CPERATIOME BY WORKINC INTEREST CWNERS

3.1 Overall Supervision. Working Interest Owners shall exercise
cverall supervision and control of all matters pertaining tc Unit Operations
vurstant to this Agreement and the Unit Agreement. In the exercise of such
autherity, each Working Interest Owner shall act sclely in its own behalf in
the capacity of an indivicdual owner and not on kehalZ of the owners as an
ertirety.

3.2 Specific Authorities and Cuties. The matters with respect to which
liorking Interest Cwners shall decide and take acticn shall include, but not be
limited to, the following:

3.2.1 Method of Operation. The method of operaticn,
including the type or types of pressure maintenance, secondary
recovery, or other recovery progran to be emploved.

3.2.2 Driiling of Wells. The drilling of any well whether
for production of Unitized Substances, for use as an injection well,
or for other purposes.

3.2.3. Vell Recompleticn and Change of Status. The recompletion,
abandonment, or permanent change of status or arny weil, or the use
¢t any well for injecticn or other purposes. The CUnit Operator
chall be responsible fcr performing such work and such work shall be
done at Unit Expense.

3.2.4 Expenditures. The making o¢f &ary single expenditure in
excess of Fifteen Thousarnd Dollarc ($15,000.00); however, approval
by Working Interest Cwrers of the drilling, reworking, deepening, or
plugging back of ary well shall include apprcval of all necessary
experditures reqguired therefore, and for ccmpleting, testing and
eculpping the well, including necessary flow lines, separators, and
lease tankage; provicded however, that in case of blowout, explcsion,
fire, flood c¢r c¢ther sudden emergencies, Unit Operator may take
steps and incur such expenses as in 1its opinion are required to
deal with the ermergency and to safequard life or property but that
Unit Operator shall, as promptly as possible, report the emergency to
the Vorking Interest Owners.



3.2.5 Disposition of Unit Equipment. The selling cr
otherwise disposing of any major item of surplus Unit Equipment, if
the current price of new equipment similar theretc is Five Thoucsard
Dollars ($5,000.00) or more.

3.2.6 Appearance Before & Court or Regqulatory Acgency. The
designating of a representative to appear before any court cr
regulatory agency in matters pertaining to Unit Operaticns; however,
such designation shall not prevent any Working Interest Cwner fronm
appearing in person or from designating another representative in
its own behalf.

3.2.7 Audits. The auditing of the accounts of Urit GCperator
pertairing to Unit Operations hereunder; however, the zudits chall

(a) not be conducted more than once each year excert upcn the
resignation or removal of Unit Cperator, ard

(b) be maae upon the appreval of the owner or ownsrs of a najority
of Working Interest other than that of Unit Operator, at the expense
of all Working Interest Owners other than Unit Operator, or

(c} ke made at the expense o0f those WUorking Interest Cwners
requesting such audit, if owners of less than a majority of Working
Interest, other than that of Unit Operator, request such an audit,
and

(d) be made upcn nct less than thirty (30) days written notice to
Unit Cperator.

3.2.8& Inventories. The taking of periodic inventories under
the terms cof Exhibit "F".

3.2.9 Technical Services. The authorizing of charges to the
Jeint Account of services by consultants or Unit Operator's
technical personnel not covered by the overhead charges provided by
Exhibit "F".

3.2.10 Assignments to Committees. The appointment cf
committees to study any problems in connection with Unit Cperations.

3.2.11 The remcval of Unit OCperator and the selecticn of a
Successor.

3.2.12 The enlargement of the Unit Areec.
3.2.13 The adjustment and readjustrent or investments.
3.2.14 The ternination cf the Unit Agreement.



ARTICLE 4
MANNER OF EXERCISING SUPERVISION

4.1 Designation of Representatives. Each Working Interest Cwner cshall
inform Unit Operator in writing of the names and addresses c¢f the
representative and alternate who are authorized to represent aund bind such
Working Interest Owner with respect tc Unit Operaticns. The representative or
alternate may be changed from time to time by written notice to Unit Operator.

4.2 Meetings. All meetings of Wworking Interest Cwrers shall be
called by Unit Operator upon its own motion or at the request of two (2) or
more Working Interest Owners having a total Unit Participation then in effect
of not less than ten percent (1C%). No meeting shall be called on less than
fourteen (14) days advance written notice, with agenda for the meeting
attached. Vorking Interest Owners who attencé the meeting may amend items
included in the agenda ané may act upcrn an amended item or other items
presented at the mneeting. The representative oI Unit Crerator shall be
chairman of each meeting.

4.2 Voting Procedure. Working Interest Cwrers shall decide all matters
cormiing before them as fcllcws:

4£.3.1 Voting Interest. Each Werxing Interest Owrer shall have
a vcting interest ecual to its Unit Participation in effect at the
time of the vote.

£4.3.2 Vote Reguired. Unless otherwise provided herein or in the
Unit Agreement, Vorking Interest Cwners shall determine all natters
by the affirmative vcte cf four or nere Working Interest Owners
having a combined voting interest of at least seventy-five percent
(75%) ; however, should any one Working Interest Cwner have more than
twenty-five percent (25%) vo:ing intcrest, its negative vote or
failure to vote shall not defeat & motion, and such rotion shall
pass 1f approved by Werking Int.rest Cwners having a majority voting
interest, unless three or mnore Working Interest OCwner having
combined voting interest oI at least Iive percent (5%) likewise
vote against the motion cr Zail to vote.

4.3.3 Vote at leeting by lMonettending Wcrking Interest Cwner.

Any WorXking Interest Owner not represented at a meeting may vote on

any agenda item by letter or telegram adcress=d to the

reprecentative cf Unit Cperator 1if its vote is received prior to the
n

vote at the meeting, zrovided the agenda items are not amended.

4.3.4 Poll Votes. Workirng Interest Owners may vote on and
decide, by letter cr telegram, any natter subnmitted in writing t
Working Interest Owners. if & westing 1s not requested,
provided in Section 4.2, within seven (7) adays after a written
proposal is cent to Workirg Interest Cwners, the vote takern by
letter or telegram shall bpeccme £final. Unit Operatcr will give
prompt notice of the results cf such voting tc all Working Interest
Owners.

@)
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ARTICLE 5
INDIVIDUAL RIGHTS OF WORKING INTEREST OWNERS
5.1 Reservation of Rights. Working Interest Owners severally reserve

to themselves all their rights, except as otherwise provided in this Agreement
and the Unit Agreement.

5.2 Specific Rights. Each Working Interest Owner shall have amcng
others, the following specific rights:

5.2.1 Access to Unit Area. Access to the Unit Ares at all
reasonable times to irspect Unit Cperations, all wells, and the
records and data pertaining thereto.

5.2.2 Reports. The right to receive from Unit Operator, upon
written reguest, copies cf all repcrts to any governmental acency,
reports of crude oil runs and stocks, inventory reports, arnd all
other information perteining to Unit OCperations. The cost cf
gathering and furnishing information not oxdirnarily furnished by
Unit Operator to all Working Interest Owners shail be charged to the
Working Interest Owner that requests the information.

5.3 Undrilled Locaticns. Unit Cperator shall have the opticn to
drill any undriiled locations on fracts ccmmitied to the Unit Area at Unit
Expense subject to partners approval as listec uncer Article 4.3.

APTICLE 6
UNIT OPERATCR

6.1 Unit Cperator. Yates Drilling Company, & New Mexico corporation, is
hereky desiunated as Initial Unit COperator.

6.2 EResignation or Removal and Selection of Succecsor. The
resignaticn or removal of Unit Operator and the selection of a successocr shall
be governed by the provisicns of the Unit Agreerent.

ARTICLE 7
AUTHORITIES AND DUTIES COF ULIT CPERATOR
7.1 Exclusive Right to Crerate Unit. Subject to the provisicns of this

S x T
Agreement and to instructions from Vorking Interest Owners, Unit Operator
shall have the exclusive right and be cbligated to conduct Unit Cperations.

7.2 VWorkmanlike Conduct. Unit Gperatcr shall conduct Unit Operaticns
in a good and workmanlilke manner as would a prudent operator under the same or
similar circumstances. Unit Cperatcr shall freely consult with Working

Interest Owners and keep them informed of all natters which Unit Operator, in
the exercise of its best judgment, considers important. Unit CGperator shall
rnot ke liable tc Vorking Interest Owners for damages, unless such damaces
result from its gross negligence or williul misccnduct.

—-5-



7.3 Liens and Encumkrances. Unit Operator shall endeavor to keep the
lands and leases in the Unit Area and Unit Equipment free from all liens and
encumbrances occasioned by Unit Operations, exceprt the lien and security
interest of Unit Operator and Working Interest Owners granted hereunder.

7.4 Fmployees. The numper of employees used by Unit OCperator in
cenducting Unit Operations, their selection, hours of labor, and compensation
shall be determined by Unit Operatcr. Such employees shall be the employees
of Unit Operator.

7.5 Records. Unit COCperatcr shall keep correct books, accounts, and
records of Unit Operations.

7.6 Reports tc Working Interest Owners. Unit Operator shall furnish
Workirg Interest Cwners guarterly reports of Unit Operations.

7.7 PReports to Governmental Authorities. Unit Operator shall make all
reports to governmental zuthorities that it has the duty to make as Unit
Cperator.

7.8 Engineering and Geolcgicai Information. Unit Cperator shall furnish
to a Workirng Interest Owner, upon written request, a cecpy of all logs and
cther engineering and geclogical dataz pertaining to wells drilled for Unit
Overations.

7.9 Expenditures Unit GCperator 1is authcrized to make single
expenditures not in excess of Thirty Thousand Dollars ($30,000.C0) without
prior approval of Working Interest Owners. If an emergency occurs, Unit
Cperator may immediately make or incur such expenditures as in its opinion are
required to deal with the emergency. Unit Operator shall report to Working
Interest Owners, as pronptly as possible, the nature of the emergency and the
action taken.

7.10 Wells Drilled by Unit Operatcr. All wells drilled by Unit
Operator shall be at the usual rates prevailing in the area. Unit Cuerator
may employ its own tcols and equipment, but the charge therefor shzll not
exceed the usual rates prevailing in the area, and the work shall be performed
by Unit Operator under the same terms and conditions as are usual in the area
in contracts of independent contractors doing work cf an similar nature.

7.11 Mathematical Errors. Unit Operator is empowered to correct any
mathematical errors which micht exist in the pertinent exhibits to this
Agr=enent.

7.12 Borcder Agreement. Subject to the prcovisions and conditions in the
Unit Agreement, Unit Operator shall have the right and authority to enter into
border protection agreerments.

7.13 Conflict of Supervision Neither the Unit Operatcr nor the Working
Interest Owners, nor any of them, shall be subject to any forfeiture,
termination or expiraticn of any rights hereunder or under any leases or
cecntracts subject hereto, or to any rpenalty or liability on acccocunt of delay
or failure in whole or in part to comply with any applicable provisions

-
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thereof to the extent that the said Unit Operator or the Working Interest
Owners, or any of them are hindered, delaved or prevented from complying
therewith by reason of failure of the Unit Operator to obtain, in the exercise
of due diligence, the concurrence of proper representatives of the United
States and of the State of New Mexico in and abcut any matters or things
concerning which it is required herein that such concurrence be obtained.

ARTICLE 8
TAXES

8.1 Ad Velorem Taxes. Beginning with the first calendar year after the
Effective Date hereof, Unit Operatcr shall make and file all necessary ad
valorem tax renditions and returns with the prcper taxing authorities with
respect to all property of each Working Interest Cwner used or held by Unit
Operator for Unit Operations. Unit Operator shall settle ascsessments arising

therefron. Any Working Interest Owner dissatisfied with any proposed
rendition or assescment of its interest in property shall have the rigyht, at
its own expense, to protest and resist the same. AZ11 such ad Valorem taxes

shall be paid by Unit Operator and charged to the ijoint account; however, if
the interest of a Wecrking Interest Owner is subject to a separately assessed
overriding royalty interest, production payment, cr other interest in excess
of one-eighth (1/8) royalty, such VWorking Interest Owner shall notify Unic
Operator of such interest prior to the rendition date and shall ke given
credit fer the reduction in taxes paid resulting therefrom.

8.2 Other Taxes. Fach Working Interest Cwner shall pay or cause to be
paid all prcduction, severance, gathering, and other taxes imposed upen or
with respect to the production or handling of its share of Unitized
Substances.

ARTICLE 9
INSURANCE
9.1 Insurance Unit Operator, with respect tc Unit Operations, shall:

(a) comply with the Workmen's Compensation Laws of the State,

(b) carry Employer's Liability and cther insurance reguired by the
laws of the State, and

(c) provide other insurance as set forth in Exhibit "G".
ARTICLE 10
ADJUSTMENT OF IMNVESTMENTS

10.1 Personal Property Taken Over. Upon the Effective Date, Viorking
Interest Uwners shal. deliver to Unit Operator the following:

i0.1.1 Wells. A1l wells completed in the Unitized Formation.



10.1.2 Well and Lease Equipment. The «casing and tubing in
each such well, the wellhead connections therecu, and all other
lease and cperating equipment that is used in the operaticn of such

wells which Weorking Interest OCwners determine is recessary cor
desirable for conducting Unit Operaticns.

10.1.3 Records. A ccpy of all producticn and well records for
such wells.

10.2 Inventory and Evaluation of Personal Property. Working Interest
Owners shall at Unit Expense inventory and evaluate, as determined by Vorking
Interest OCwners, the perscral property taken over by Unit Operator under
Secticn 10.1.2. Such inventory shall include and ke limited to those items of
equipment considered contrcllable under Exhibit "I" except, upcn determination
of Vorking Interest Owners, items considered noncontrollable may be included
in the inventory in order to be included in the inventoxryv for recoré purpcses,
but shall be excluded from evaluation anrnd investmert adjustment.

10.3 Investrent Adjustment. Upecn appreval by Working Interest Gwners of
the inventory and evaluation, each Verking Interest Owner chall ke credited
with the vaiue, as determined in accordance with Section 1.2 akcve, of its
interest in all perscral property taken over by Unit Orerator under Secticn
10.1.2. aré charged with &n amount equal to that cbtained by multiplying the
total value of all such perscnal property taken over the Unit Cperator under
Section 10.1.2. by such Working Interest Owner's Unit Participaticn. If the
charge acainst any Working Interest Owner is ¢reater than the amcunt credited
to such Working Interest Owner, the resulting ret charge shall ke paid and in
all other respects be treated as any other item of Unit Expense chargeable
against such Working Interest Cwners. If agezinst such Working Interest Owner,
the resulting net credit shall be paid tc such Working Interest Cwner by Unit
Operator out of funds received Ly it in settlement of the net charces
described above.

10.4 General Facilities. The acguisition c<f warehcuses, warehcuse
stocks, lease houses, camps, facility system, and oZfice buildings necessary
for Unit Operations shall be by negctietion by the owners therecI and Urnit
Operator, subject to the aprroval of Working Interest Owners.

10.5 Ownership of Personal Property and Facilities. Each Working
Interest Owner, individually, shall by virtue herecf cwn an undiviced
interest, equal tc its Unit Participaticn, in all wells, ecu:pment, personal
property and facilities taken over or otherwise accuired by Unit Ogerator
pursuant to this agreement.

ARTICLE 11
UNIT EXPENEE

11.1 basis for Charge to Werking Interest Cwrners. Uniz Cperator
initially shall pay all Unit Expenditures. Each Working Interest Owner shall
reimburse Unit Operatcr for its chare of Unit Expenditures. Each Working
Interest Cwner's share of such Unit Expenditures shall e the seme as its Unit
Participation for:




(a) items in the nature of capital assets including, without
limitation, real property if acquired;

(b) acquiring, drilling, redrilling, equipping and re-ecuirping
water injection wells, replugging cr converting oil wells tc water
injection wells, pumping and pipeline facilities for such wells, arnd
changing any injection interval in any such well;

{c) re-entry and replugging of wells outside the unit area as
necessary to permit water injection into appropriate wells within
the unit area;

(d) gathering 1lines and facilities and common tank batteries
utilized or acquired for Unit Operations, and

(e) water purchased or othexrwise contained for injection purposes
and the costs of injecticn thereof into the Unit Area.

Each Working Interest Cwner's share of all other Unit Expenditures shall be
the czme as its Unit Participaticon in effect at that time. All charges,
credits and accounting for Unit Expenditures shall be in accordarce with
Exhibit "F".

11.2 Budgets. Before or as socn as practical after the Effective Date,
Urit Operator chall prepare a budget of estimated Unit Expense Z£fcr the
remainder of the calendar year and on or beforce the first day of each Octchber
thereafter shall prepare such a budget for the ensuing calendar year. Budgets
shall ke estimates only, and shall ke adjusted or corrected by WorXinc
Interest Owners and Unit Operator whenever an adjustment or correction is
proper. A copy of each budget and adjusted budget shall be furnished promptly
to each Working Interest Owner.

11.3 Advance Billings. Unit Operetor shall have the right, without
prejudice to other rights cr remedies, tc reguire Working Interest Owners to
advance their respective share of estimated Capital Unit Expense by submittirg
to Workinc Interest Owners, on or before the 15th day of ary month, an
itemized estimate thereof for the succeeding menth, with a request for payment
in advance. Within fifteen (15) days after receipt of the estimate, each
Working Interest Owner shall pay to Unit Operator its share of such estinate.
Adjustments between estimated and actual Unit Expense shall be made by Unit
Operator at the clcse of each calendar month, and the accounts of Werking
Interest Owners shall be adjusted accordingly.

11.4 Commingling of Funds. Funds received by Unit Operator under this
agreement need not be segregated cr raintained by it as a separate fund, but
may be commingled with its own funds.

11.5 Lien and Security Interest cf Unit Operator and the Working Inte:est
Owners. Each Werking Interest Owner grents to Unit Operator a lien upon its
Cil and Gas Rights in each Tract and a security interest in its share of
Unitized Substances when extracted and its interest in all Unit Equipment to
secure payment of its share of Unit Expense, tcgether with interest thereon at
the rate of twelve percent (12%) per arrum, with the further provision tha
Unit Operatcr grants a like lien to Working Interest Cwners. To the extent
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that Unit Operator has a security interest under the Uniform Commercial Code
of the State cf New Mexico, Unit Operator shall be entitled to exercise the
rights ard remedies cf a secured party under the Code. The bringing of a suit
and the obtaining of a judgment by Unit Operator for the secured indebtedness
shall not be deemed an election of remedies or otherwise affect the lien
rights or security interest as security for the payment thereof. In addition,
upcen default by any Working Interest Owners in the payment of its share of
Unit Expense, Urit Operator chall have the right, without prejudice, to other
rights cr remedies, to collect from the purchaser the proceeds from the sale
of such Working Interest Owner's share of Unitized Substances until the amount
owed by such Working Interest Cwners, plus interest, has been paid. Each
purchaser shall be entitled to rely upon Unit Cperator's written statement
concerning the amount of any default. The rights herein granted the Unit
Cperator shall in like manner apply to the other Working Interest COwners.

11.6 Unpaid Unit Exgense If any Working Interest Cwner fails to pay
its share of Unit Exrense within sixty (6C) davs after rendition of a
statement therefor by Unit Operator, each Working Interest Owner agrees upon
request by Unit Operator, to p'y its proportionate part of the unpaid share of
Unit Expense c¢I the defaulti wWorking Interest Owner. Working Interest
Owners that pay the share of Uh;t Expense of a defaulting Working Interest
Ownexr shall ke reimbursed by Unit Operator for the amount sc paid, plus any
interest collected thereon, upon receipt by Unit Operator of any past due
arount collected from the defaulting Working Interest Owners. Any share of
Unit Exypernse chall, to cobtain reimbursement thereof, be subrogatec tec the lien
ané¢ other rights herein granted Unit Cperator.

11.7 Carwved-Out Interest. If any Working Interest Owrers shall, after
executing this agreement, create an overriding royalty, prcduction payment,
net proceeds interest, carried interest, or any other interest out of its
Workirg interest, such carved-out interest shall be subject to the terms and
provisicrs of this agreement, specifically including, but without limitation,
Section 11.5 hereof entitled "Lien of Unit Operator." If the Working Interest
Owner creating such carved-cut interest (a) fails to pay any Unit Expense
chargeable to such Working Interest Owner under this agreement, and the
producticn of Unitized Substances &accruing tc the credit of such Working
Interest Owner is insufficient for that purpose, or (b) withdraws from this
agreement under the terms and provisicns of Article 17 hereof, the carved-out
interest shail ke chargeable with & pro rata portion of all Urnit Expense
incurred hereunder, the same as thcugh such carved-out interest were a Working
Interest, and Unit Ogeratcr shall have the richt to enforce against such
carved-out interest the l;en and all other righte granted in Section 11.5 for

the purpcse cf collecting the Unit Expense chargeable to the carved-out
interest.
11.8 Unccrmaitted Revalry. Should an ownz=r of a Rovalty Interest in

any Tract fail to bkecome a party to the Unit Agreement, arnd, as a result
thereof, the actual koyaliy Interest payments with respect to such Tract are
more or less than the Royalty Interest payments computed on the basis of the
Unitized Substances that are allccated to such Tract under the Unit Agreement,
the difference to be bcrre by or inure to the benefit of Vorkirg Interest
Cwners shall not exceed en amount computed cn the basis of cne-eighth (1/8) of
the difference between the Unitized Substances allocated to the Tract and the
Unitized Substances preoduced from the Tract. Such adjustments shall ke made
by charges ané credits to the joint acccunt,
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11.9 Salvage Credit. Credit for Unit Equipment salvaged during shall
ke divided in the same prcportion as the Unit Participation.

11.10 Rentals. The Working Interest Owners in each Tract shall pay
all rentals, minimum royalty, advance rentals or delay rentals due under the
lease thereon and shall concurrently submit to the Unit Operator eviderce of
payment.

ARTICLE 12
NCN-UNITIZED FORMATIONS

12.1 Right to Operate. Any Working Interest Owner that now haz cr
hereafter acquires the right to drill for and produce oil, gas, or other
minerals, from a formation underlying the Unit Area other than the Unitized
Formation, shall have the right to do so notwithstancing this aAgreement cor the
Unit Agrcement. In exercising the right, however, the Wecrking Interest Owner
shall exercise care to prevent unreasonable interference with Unit Cperations.
No Working Interest Owner shall produce Unitized Substances through any well
drilled or operated by it. If any Working Interest Cwner Arills any well into
or through the Unitized Formation, the Unitized Formation shall be protected
in a manner satisfactory to Workinc Interest Cwners so that the production of
Unitized Substances will not ke affected adversely.

ARTICLE 13
TITLES

12.1 Warranty and Indemnity. Each Working Interest Cwner represents and
warrants that it is the owner of the respective working interests set forth
opposite its name in Exhibit "B" of the Unit Agreement, and agrees to
indemnify and holé hermless the other Working Interest Cwners from any loss
due to failure, in whole or in part, or its title to any such interest, except
failure of title arising out cf Unit Operations; however, such indemnity and
any liability for breach of warranty shall be limited to an amount equal to
the net value that has been received from the sale or receipt of CUnitized
Substances attributed to the inte~rest as to which title failed. Each failure
of title will be deemed tc be effective, insofar as this Agreement is
concerned, as of 7:00 a.m. on the first day of the calendar month in which
such failure 1is finally determined, and there shall be nc retroactive
adjustment of Unit Expense, or retroactive allocation of Unitized Substances
cr the proceeds therefrom, as a result of title failure.

13.2 Failure Because cf Unit Operations. The failure of tatle cf any
Working 1Interest in any Tract because of Unit Ogerations, including
nonproducticn from such Tract, shall not change the Unit Participaticn of the
Working Interest Owner whose title failed 1in relation to the CUrit
Participcetions of the other Working Intercst Owners at the time of the title
failure.
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ARTICLE 14
LIABILITY, CLAIMS, AND SUITS

14.1 Irdividual Liability. The duties, cbligations, and liabilities of
Working Interest Owners shall be several and not joint or collective; and
nothing herein shall ever be construed as creating a partnership of any kind,
joint venture, association, or trust among Working Interest Owners.

14.2 Settlements. Unit Operator may settle any single damage claim or
suit inveolving Unit Operations if the experditure does not exceed Fifteen
Thousané Dollars ($15,000.00) ané if the payment is in complete settlement of
such claim or suit. If the amount required for settlement exceeds the above
amount, Working Interest OCwners shall assume and take over the <further
handling ¢f the claim or suit, unrnless such authority, is delegated tc Unit
Operator. All costs and expense oI hardling, settling, or otherwise
discharging such claim or suit shall be an item of Unit Expense. If a claim
is made against any Working Interest Owner or if any Working Interest Cwner is
sued on account of any matter arising frem Unit Operations over which such
Working Interest Owner indivicdually has nc control kecause of the rights given
Werking Interest Cwners arnd Unit Operator by this Agreement and the Unit
Agreement, the Working Interest Cwner shall immediately notify Unit Operator,
and the claim or suit shall be treated as any other claim or suit involving
Unit Operaticns.

ARTICLE 1S
LZWS AND REGULATIONS

15.1 Internel Revenue Prcvision. Notwithstanding any provisions herein
that the rights and liabilities of the parties hereunder are several anrd not
joint or collective, or that this Zgreement ard cperations hereunder shall not
constitute a partnership, if for Federal income tax purposes this Agreement
and the operations hereunder are regarded &as a partnership then each of the
parties hereto elects to be excluded Ircm the application of all of the
provisions of Subchapter K, Chapter 1, Subtitle A, of the Internal Revenue
Ccde of 1954, zs permitted and authcrized by Secticn 761 of the Code and the
regulatiorns promulgated thereuncer. Unit Crerator is hereby authorized and

irected to execute on kehalf of each 0Z the parties hereto 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 the data
required by Federal Regulaticns 1.761-1{(a). Should there be any requirement
that each party hereto further evidence this electicn, each party hereto agrees
to execute such documents and furnish such other evidence &s may be required
by the Federal Internal Revernue Zervice or as may be necessary tc evidence

this election. Each party hereto further agrees nct to give any notices or
take any other acticn inconsistent with the election made hereby. If an
present or future income tax laws of the state cr states in which the Uait
Area is located, or any future inccme tax of the United States, contain
provisicns similar to those in Subchapter K, Chapter 1, Subtitle A, of the

Internal Revenue Code of 1954, under which an election similar to that provided
by Section 761 of the Code is pernitted, each of the parties agrees to make
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such election as may be permitted, or required by such laws. In naking this
election, each of the parties states that the income derived by such party
frem the cperations under this Agreement can be adequately determired without
the ccmputation of partnership taxable income.

15.2 Statutory Unitization. If werking Interest Owners owning at least
seventy~-ZSive percent (75%) of the Unit Participation have become parties to
this Agreement and 1if Royalty Interest Owiers owning at least seventy-five
percent (75%) of the Royalty Interest have become parties hereto, the Unit
Operatcr may make application to the New Mexico 0Oil Conservation LDivision of
the Frnergy and Minerals Department for statutory unitization of the
uncormitted interests.

ARTICLE 16
NCTICES

6 Notices. All notices required hereunder shall be in writing and
shall be desmed to have been properly servec when sent by mail or telegram to

A

\a S

;_,
-

cf the representative of each Working iInterest Cwner as furnished
>serator in accordance with Article 4.

Q

ARTICLE 17
WITHDRAWAL OF WORXING INTEREST CWNER

17.1 Withdrawal. A Werkir Interest Cwner may withdraw frcem this
Egreement by transferring, without warranty of title, either express or
implied, to the cther Working Interest Cwners, all its 0il and Gas Rights,
exclusive of Royalty Interests, together with its interest in all ©Unit
Ecuipment and in all wells used in Unit COCperations. The dinstrument of
transfer may be delivered to Unit Cperator for the transferees. Such transfer
shall rot relieve the Working Interest Cwner frcm any obligation or liability
incurred prior to the date of the delivery of the instrument of transfer;
however, the ternder has to be accepted unless Wcrking Interest Owners decide
within ninety (90) days to terminate the Unit. The interest transferred shall
ke cwned by the transferees in proportion to their respective Unit
Participat-ons then in effect. The transferees, in proportion to the
respective interests so acquirec, shall pay transferor, for its interest in
Unit Equipment, the net salvage value thereof as determined by Working
Interest Owners. In the event such witharawing party's interest in the
aforesaid fair salvage value aifter deducting the estimated cost of salvacing
sare 1is less than the withdrawing party's share of the estimated cost of
plugging and abandoning all wells then being used or held for Unit Cperations,
then the withdrawing party, as & condition precedent to withdrawal, shall pay
in cash to the party or parties succeeding tc its interest a sum equal to the
deficiencv. After the date of delivery of the instrument of transfer, the
witharawing Working Interest Owner shall be relieved from al: further
cbligations and liability hereunder and under the Unit Agreement, and the
rights of such Working Interest Owner hereuncder and under the Unit Agreement
shall cesase insofar as they existed by virtue of the interest transferred.



ARTICLE 18
ABANDOHNMENT OF WELLS

18.1 Rights of Former Owners. If Working Interest Owners decide tc
permanently abandon any well within the Unit Area prior to termination of the
Unit Agreement, Unit Operator shall give written notice thereof to the Working
Interest Owners of the Tract on which the well is locat:-d, and they shall have
the opticn for a period of ninety (90) days after the sending of such notice
to notify Unit Operator in writing of their electicn to take over and own the
well. Within ten (10) days after the Wecrking Interest Owners of the Tract
have notified Unit Operator of their electior to take over the well, they
shall pav Unit Operator, for credit to the jecint account, the amount
determined by Working Interest Owners to be the net salvage value of the
casing and equipment in on the well. The Working Interest Cwners of the
Tract, by taking over the well, agree to seal off the Unitized fcrmat.ion, arnd
upcn abandonment to plug the well in compliance with applicable laws and
regulations.

18.2 Plugging. If the Working Interest Owners oi a Tract do not elect to
take ocver & well lccated w.thin the Unit Area that 1s propcsed for
abardonment, Unit Operator cshall plug and abandon the well in ccmpliance with
appliicable laws and regulations.

ARTICLE 19
EFFECTIVE DATE AND TERM

1¢.1 Effective Date. This Agreement shall become effective when the
Unit Agreement keccmes effective.

19.2 Term. This Agreement shall continue in effect so long as the
Unit Agreeaggz remains in eifect, and thereafter until (a) all Unit wells have
been plugged and abandoned or turned over to Werking Interest Owners in
accordance with Article 20; (k) all Unit Equipment and real groperty accuired
for the Jjoint account have keen disposed of by Unit Operatcr in accordance
with instructions of Working Interest Owners; and (c) there has been a firal
accounting.

ERTICLE 20
AEB~NDCIMENT OF CPERATICHNS

2C.1 Terrmirnation. Upcn termination of the Unit Agreement, the follcwing
will occur:

2z0.1.1 Cil and Gas Pights. Cil and Gas Rights in &ana to each
separate Tract shall no longer he affected by this Agreement, and
thereafter the parties shall be governed by the terms and preovisiorns
cf the leases, contracts and other instrunents affecting the separate
Tracts.
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20.1.2. Right to Cperate. Working Interest Owiiers of any
tract that desire to take over and continue to operate wells
located thereon may do sc by payving Unit Operator, for credit to
the joint account, the net salvage values, as determined by
Werking Interest Owners, of the casing and equpment in and on
the wells taken over and by agreeing upon abandcnment to plug
each well in compliance with applicable laws and regulations.

20.1.3 Cost of Abandonment. The cost of zkandonment of
Unit Operations shall be Unit Expense.

20.1.4 Distributicn of Assets. Working Interest Owners shall
share in the distribution of Unit Equipment, or the proceeds
thereof, in proportion to their Unit Participations.

ARTICLE 21
EXECUTION

21.1 Criginal, Counterpart, or other Instrument. An owner of a
Working Interest may become a party tc this Agreement by signing the original
of this instrument, a counterpart thereof, cr other instrument agreeing to
become a party hereto. The signing of any such instrument shall have the sar
effect as if all parties had signed the same instrument.

ARTICLE 22
SUCCESSORS AND ASSIGNS

22.1 Successors and Assigns. This Agreement shell extend to, be bindinc
upen, and inure to the benefit of the parties hereto and their resgective
heirs, devisees, legal representative, successors, ané assigns, and shall
constitute a covenant rurnning with the lands, leases, and interests covered
hereby.

Mo party hereto shall assign or convey less than his entire irnterest in
any Tract committed hereto unless such leesed interest, if any, is an
uncdivided interest in such entire tract; and, shculd any interest committed
hereto be or become owned by three (2) of more parties, then all of such
parties shall be cbligated tc appoint a single agent to represent such
interest for the purpose of accepting billings and receiving payments, if any
arising hereunder, or under the Unit Agreement, and for vote upcn any matter
which is the subject of determinat:on of by the Working Interest Owners.

IN WITNESS WHEKREOF, the parties hereto have executed this Agreement on
the dates opposite their respective signatures.

YATES DRILLING CCHMPANY
Unit Opcrator/agg Working Interest Cwner

o

7
Attorney—in—?act@
~15- //
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SIGNATURE PAGE ATTACHED TO AND MADE A PART OF UNIT OPERATING AGREEMENT
COVERING CATUS (QUEEN) UNIT, CHAVES COUNTY, MEW MEXICO.

STATE OF NEW MEXICO )
: 88
COUNTY OF EDDY )

The foregoing instrument was acknowledged before me this 6th day
of Ngvember, 1989 by Peyton Yates, Attorney-in-Fact for YATES DRILLING
COMPANY, a New Mexico corporation, on behalf of said corporation.

My commission expires: S0 i ;7/3;&/:Wu~/

o

March 1, 1990 Notary Public
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Attached to and,made. o wavt of Unit Operating Agreement. -
Cactus{Queen)Unit,. .Chaves. County, New. Mexico. . . ... —

ACCOUNTING PROCEDURE
JOINT OPERATIONS

1. GENLRAL PROVISIONS
Definifions
“Joint Property” shall nican the real and personal property subject to the agrecment to which, this Accounting
Proceduare is attached.

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

“Joint Account’™ shall mcan the account showing the charges paid and credits received in the condduct of the Joint
Operations and which are 1o be shoved by the Parties. .
"Opn-rnlbr" shall mean the partly designated 1o conduct the Joint Operations.
“Non-Operators” shall mean the parties to this agreement other than the Operator.
“Parties” shall mean Operator and Non-Operators,

“First Level Supervisors™ shall mean those eminloyees whose primary function in Joint Operations is the direet
supervision of other employces and/or contract labor directly cmployed on the Juint Property in a fichd operat-
ing capacity.

“Peehnical Employees” shall mean those emvloyees having special and specific enpineering, geologival or ather
professional skills, and wlhose prinary (unction in.Joint Operations is the handling of specitic operaung condi-
tions and problems for the benefit of the Joint Property.

“Personul Expenses” shall’mean travel and other reasonable reimbursable expenses of Operator’s employees.
“Material” shall mean personal property, equipment or supplies acquired or held for use on the Joint Propesty.

“Controllable Material™ shall mean Material vwhich at the tirae is so classified in the Material Classification Manual
as most recently recomniended by the Counal of Pelroleum Accountants Societivs of Novrth America.

Statement and Billings

Opcratos shall bill Non-Operaters on or tefore the last day of cach month forr their preportionate share of the
Joint Account for the preceding month. Such bills will be accompanied by statements which idertify the authoi-
ily for expenditure, lease cr faciiiy, and all.charges and credits, susnmavized by appropriate clessitications of in-
vestment and expense except that items of Controtlable Material und unusual charges and credits shall be sep-
arately identificd and fully deseribed in detail.

Advances and Payments by Non-Qperators

Unless otherwise provided for in the agreement, the Operator may require the Non-Operators lo advance their
share of estimated cash outlay for the succeeding month’s vperation. Operator shall adjust cach monthly biliing
to reflect advances received from the Non-Operators.

Each Noun-Operator shali pay its proportion of all bills within fifteen (15) days after receipt. If payment is not
made withit suach time, the unpaid balance shall bear interest monthly at the rate of twelve pereent (127 ) per
annum or the maximum contract rate permitted by the applicable usury laws in the state in which the Jomnt
Property s located, whichever is the lesser, plus altorney's fees, court costs, and other costs in connection wilh
the collection of unpaid amounts,

Adjustments

Payment of any such bills shall not prejudice the right of any Non-Operator to protest or question the correct-
ness thereof; provided, however, all bills ana statements rendered 1o Non-Operators by Operator durine any
calendur year shall conclusively be presumed 1o Le true and correct after twenty-four (24) months follawing
the ¢nd of any such ealendar year, unless within the said twentv-four (21) wouth period a Non-Operutor takos
writlen exception thereto and nmakes claim on Cperator for adjustment. No adjustment favorable to Qperntor shil
be made unless it iz made vattun the same presenibed pevind. The provisions of this puragraph shidl not prevent
adjustments restlting from a physical inventory of Controllabie NMutenul as provided for in Scction V.

Auldils

A. Non-Operator, upon notice in writing to Operatar and all other Non-Opeators, shall have the right to andit Ope-
rator's accounts ardd veeords ebatimg to the Jont Account for any cilendar year wathin the twenty-featr (23) month
pertad followsingg the end of such calendar year: provided, however, e molang of an audit chall not extend the
3 (ime for the Lk ol wiiten exception 1o aid the adyostioents o ecomnts as pooavided for i Pasasiaph 4 of ths
Section 1. Where there are two or mse Noa-Operators, the Non-Operators shall make every seasnnalde ¢ffoit 1o
conduct jomt or sinnsllaneous audits mew manaer which wil eesuit in o i of inconvemence 1o the Ofatn-
tor, Ojpcrator shadl bear no portion of the Nun-Operators' audit conl meurted under tns parapraph undess apreed
(o by the Qperator,

Anpioval by Non-Operalors

0 C -
tions of this Aceaunting Proceaure cond af the avreewent to which s Accaunting: Pencedins e . alizched contians

no eontrary provisions in grad therao, Coontar shadl oty 8 Non-Opeoatass of e Operator's proposal, s
e psreeme nl o approval of somigoenty dnoaeterest of G Nen-Corratons shail b contiolingg on all Non-Gpaaa-
tar:,

Where an approval or othev agreement of the Parties o Non-Opoerators is expeesaly pequired under other e
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4 1. DIRECT ClHARGES
Operator shall chirpe the Joint Account with the following items:
I. Rentuls and Royalties
Lease rentals and royalties paid by Operator for the Joint Operations,
2, Lubor

A. (1) Salaries and wages of Operator's ficld employves direetly employed on the Joint Property in the conduct
of Joint Operations.

(2) Salarics of Fitst Level Supervisars in the field. -

(3) Salaries and wapes of Technical Employces directly employed on the Joint Property if such charges are
exciuded from the Overhead rates.

B. Operator's cost of holiday, vacation, sickness and disability benefits and other customary allowanees paid to
employees whose sularies and wages are chargeable to the Joint Account under Paragraph 2A of this Scehon
1L Such custs under this Paragaaph 2B may be charged on a “when and ax paid basis™ or by “percentage as-
sessmient” on the amount of salnvies and wazes chamicable to the Joint Account under Paravraph 2A of tlus
Scction II. If pereentage assessment is used, the rvate shall be based on the Operator's cost experience.

0

Expenditures or contributions made pursuant to assessments imposed by governmental authority which are
applicable to Opcrutor’'s costs churpeabd to the Juint Account under Paragraphs 2A and 213 of this Sce-
Aion 11, .

D. Pursonal Expenses of those employees whose salaties and wages arc chargeable 1o the Joint Account under
Paragraph 2A of this Scction 11

3. Fmployce Benelits

Opcerator’s current costs of established plans for employces’ group life insurance, hospitalization, pension, ye-
tirement, stock purchase, thrift, benus, and other benefit plans of a like nature. applicable to Operator's lubor
cost chargeable to the Joint Account under Paragraphs 2A and 2B of this Section Il shall be Operator's actial
cost not to exceed twenly per cent (209:), Or percentage most recently recommended by COPAS

4. Material

Material purchased or furnished by Ogerator for use on the Joint Property as provided under Section IV, Only
such Muaterial shall be purchased tor or transferred to the Joint Property as muay be required for imurcdiate: us.(- !
and is reasonably practicol and consistent with efficient and cconumi.cul operations. The acetnnulation of sur-
plus stocks shall be avoided.

5. Transpartation

Transportation of employces and Material nccessary for the Joint Operations but subject to the following lmita-

tions:

A. If Material is moved to the Joint Property frem the Operator's warchonze or other properties, no charge shall
be made to the Joint Account for a distance greater than the distance from the nearest relinble supply siore,
recognized barge terminal, or railway receving point where like material is normally available, uniess o
{o by the Partics. .

recd
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If surplus Material is moved to Operator's warchouse or other storage puint, no charge shall be made to the
Joint Account for a distance greater than the distance to the nearvest reliable supply store. recornized Lurpe
terminal, or railway reeeiving point unless agreed to by the Parties. No charge shall be made to the Joint Ag-
count for moving Muteria! to other properties belonging to Operator, unless agreed to by the Partices,

C. In the application of Subparagriphs A and B above, there shall be no cqualization of actual gross trucking cost
of £200 or less excluding accessorial charges.

G. Scrvices .
The cost of contract services, equipment and utilities provided by outside souvces, except services excluded Ly
Pariggraph 9 of Scction 1 and Paragraph 1.3 of Secuon 15 The cost of professional consultant services and conie |
tract services of technical personnel directly enpeged on the Joint Property if such charges are excluded fron ke
Overhead rates. The cost of professional consuliant services or contriact services of techmcnl personnel not di-
rectly engaped on the Joint Property shall not be charged to the Joint Account unless previously apieed to hy
the Parties. .

7. Equipment and Facilities Furnished by Qperatar

A. Operator shall charpe the Jomt Account for ese of GQperator owned cquipment and facilities ut rates com-
mensurale with costs of ownership and operation, Such rates shall include costs of maintenanee 1Cpairs, other |
operatingg expense, insurance, laxes, cepteaation. and interest on investment not (o exceed eizht por eent (200} |

oo RN Ve r

per snnum. Such rates shall pot exceed wvernpe commeranl rates cunently previohing m the namediite
of the Jaint Propcity.

B.. In sieu of charges in Pacagraph 7A above, Operator may clect to use averaye commercial rates previnling in
the immediate area of the Jomt Property less 2005, For automotive equipment, Operator may cleet 1o 1se 1 ates
published by the Petrolenn Motor Transport Assoctation,

HEEANY
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8. Damapres and Losses fo Jeint Property
Al costs ar expenses necessary for the reparr or peplacement of Joint Treperty made necessary Lecavse of dans -
aizes or losos mewrred by hire, tinad, storm, theft, aeodent, o other ' Giase, cazeep®. those resultng from Opetidor's
pross nephipence or wiltul pusconduct, Operator shinl finnish Non-Operater wiitien notice of damages or lo:ses
incurret aa soun as practicable after &oreport thereof has been received by Operatan, >

9. Lepal Expense

Expense of bindhng, ivestigating and settling litigation v elaims, diseharping of liens, payment of judements,
and amounts pand for wetilement of clamms veesred o or o vesaltiog fion operations tnder, e .'n"h.'rm.wn h’l‘
Neceaeal v to proteet or pecover e ot Proporty, exeept thid no charye for sorviees of ().prr;xlm “_-.: legral s

o1 fees op e pense of oalode atloineys shall be nide unlcs previousdy apeced to by the Parties. AD ather I !
enpente 1 eonaidered to e coverad by the overbead proviaons of Scetsm 1 unless otherwise aprecd 1o by the

Patties, vacepl as piovided an Sectinn §, Varagvaph 3.




11.

12.

e

Tuxes ¢ (

Al taxes of every kind und nature assessed or levied upon or In connection with the Jomt Property, the opera-
tion thereof, or the production therefrom, and which taxes have Leen paid b) the Qperator for the benefit of the
Paties,

Insurance

Net premiums paid for insurunce required to be carricd for the Joint Operations for the protection of the 1ar-
ties. In the event Joint Operations are cunducted in a state in which’ Operator may act as sclf-insurer for Work-
men's Compensation and.or Employers Linbility  under the respeetive state’s laws, Operator may, at its clection,
include the nisk under its self-insurance program and in that cevent, Operator shall inciude a charge at Opurator’s
cost not to exceed manual rates,

Qther Expenditures

Any other expenditure not covered or dealt with in the forepzoing provisions of this Section 11, or in Section 111,
and which is incurred by the Operator in the necessary and proper conduct of the Juint Operations.

111, OVERHEAD

Overhead - Drilling and Producing Operations

i. As compensation for administritive, supervisidn, office services and warchousing costs, Operator shall charge
drilling and producing coperations on cither:
( X ) Fixed Rate Bausts, Paragraph 1A, or
( ) Percentage Basis, Paragraph 1B,
Unless otherwise agreed to by the Parties, such charge shall be in licu of costs and expenses of all affices
and salaries or wapes plus applicabic burdens and expenses of all personnel, except those divectly chareeable
under Paragraph 2A, Scction 1. The cost and expense of services from oulside sources in connectinn with
matiers of taxation, tratfic, accounting or matters before or involving governental agencies shall be considered
as included in the Overhead rates provided for in the above sclected Paragraph of this Section 111 unless such
cost and expense are agreed to by the Parties as a direet charge to the Joint Acvount.
ii. The salarics, wages and Personal Expenses of Technical Employces and;or the cost of professional consultant
services and contract services of technical personnel directly cmp]o)cd on the Joint Plopcxl\ shall () shall
not (X ) be covered by the Overhead rates. - - : -

A. Overhead - Fixed Rate Basis
(1) Operator shall charge the Joint Account at the following rates per well per month:

Drilling Well Rate $3350.00
Producing Well Rate § 355,00

(2) Application of Overhead - Fixed Rate Basis shall be as follows:
(a) Drilling Well Rate

[1] Charges for onshore drilling wells shall begin on the date the well is spudded and terminate on
the date the drilling or compiction rig is released, whichever is later, except that no charge shail
be made during suspension of drilling operations for fifleen (13) or more consccutive days.

[2] Charges for offshare drilling wells shall begin on the date when drilling or completion cquipment
arrives on location and terminate on the date the drilling or completion equipment moves off loca-
tion or rig is released, whichever occurs first, except that no charve shall be made during suspen-
sion of drilling opeiations for tifteen (150) or more consecutive days

[3] Charges for wells underpoing any type of workover or recompletion for a period of five (5) con-
secutive days or more shall be made at the drilling well rate. Such charvpes shall be applicd for
the period from date workover operations, with rig, commence through date of rig release, except
that no charge shall be made during suspension of operitions for {ifteen (15) or more conseculive
days.

(L) Producing Well Rates

[1] An active well either produced or injected into for any portion of the month shall be cansidered
as @ onc-well charge for the enlire month.

(2

3
—

Euach active completion in a multi-completed well in which production is not commingled down
hole shall be considered ix a one-well charge providing cach completion is considered a separate
weil by the govermng regulatory authonity.

[3) An inactive pas well shul in because of overproduction or failure of pichaser to take the produc-
tion shall be considered as a one-well charge providing the pas well is duectlly conmected 10 a per-
manent sales autlet.

[4) A one-well charge may be made for the month in which plugging and abandonment operations
arc completed on any well,

153 Al ather inachive wells (including but not Jimited o inactive wells cavered by unit allowable,
Jease allowable, transfared allowable, ete) shail not quahily for an overhead chage.

(3) The well rates shall be adjusted as of the first day of April cach year following the effective date of the
aprecent to which this Accounting Procedure is attached, The adpuntnent shall be computed by multi-
plying the rate carently inowre by the percentagie inercice or decreass in the avetage weekly carnings of
Crude Petroleum and Gas Prodortion Workers for the dast enlendar year compated to the calendae year
preceding ws shown by the mdex of averene wee Ely ciinmes of Crade Petrolenm and Gas Frekds Produce-
tion Waorkers as publishicd by the United States Depiartieent of Labor, Poreau of Lalor Statintics, or the
cquivalent Canadian mdex as publizhed by Statimhes Canada, as .apphcul:lc. Tle adjusted aales shall be
the rates carrently e use, plus o minus the computed adjostment,

i
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N, Overhead < Pereentage is
(1) Operatar shall charp  the Juint Account at the following rates: (
(n) Divelogunent

Percent ( Y of the cost of Development of the Joint Property exclusive of cosls
provided under Parageaph 8 of Scetion H and all salvage eredits.

{b) Operaling

Pereent %) of the cost of Operating the Joint Property exclusive of costs provided
under Paragraphs 1 and 9 of Section 1, all salvage credits, the value of injected substances purchased
for secondary recovery and all taxes and assessments which are levied, assesaed ad paid upon the min-
eral interest in and to the Junt Property,

(2) Application of Qverhead - Percentage Basis shall be as follows:

For the purpose of determining charges on a percentage basis under Paragraph 1B of this Section 111, de-
velopment shall include all coxts in connection with drilling, redrilling, decixming or any remedial opera-
tions on any ur all wells involving the use of drilling crew and equipment: also, prelinunary exp :uh.lm'cs
necessary in prepavation for drilling and expenditures incurred in abandoning when the well s not Com-
pleted as a preducer, and original cost of construction or installution of fixed assets, the expansien of (ixed
assets and any other project clearly discernible as a fived asset, except Major Conulructicn as o red an
Paragraph 2 of this Section I, All other costs shall be considered as Operating,

Ovcerhead - Major Construction

To compensate Operator for overhead costs incurred in the construction and installition of fixed assets, the ox-
pansion of fixed assets, and any other projeet cleatly discernible as a fixed asset required for the develapment and
operation of the Joint Iroperty, Operaior shall ecither negotiate a rate prior to the boginning of constructiog, wr shall
charge the Joint Account for Overhead based on the following rates for any Major Coenstiuction project in excess

of $25,000 _ _ _:

A. % of total costs il such costs arc more than $ 25,000 put less than §_100,000___. plus
B. ~- %¢ of total costs in excess of 5] Q_Q,QQ_Q__but less than $1,000,000; plus

C. .5 5 of total costs in excess of $1,000,u00.

Total cost shall mean the 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 and workover wells shall Le excliivd.

Amendment of Rates

The Overhead rates provided for in this Section HI may be amended from time to time only by mutual agrecment
between the Parties hereto if, in practice, the rates are found to-be insufficient or excessive,

IV. PRICING OF JOINT ACCOUNT MATERIAL PURCHASES, TRANSFEURS AND DISEOSITIONS

Operator is responsible for Joint Account Material and shall make proper and timely charges and eredits for ali ma-

terial movements affvcting the Joint Property. Operator shall provide all Muterial for use en the Jomt Preperty:
ever, at Operator's option, such Material may be supplied by the Non-Operator. Operator shall make timely s

hoawe-

aNplion

of idle andyor surplus Material, such disporal being made cither through sale to Operator ur Non-Operator, division in
kind, or sale to outsiders. Operator may purchase. but shall be under no oblization (o purchase, interest of Non-Operi-
tors in surplus condition A or B Matcerial. The disposal of surplus Controlluble Material not purchased by the Opera-
tor shall be agreed to by the }arties.

1.

Purchases

Material purchased shall be charged at the price paid by Operator afler deduction of ul} discounts recvived, In eaxe
of Material found to be defective or returned to vendor for any other reason, credit shall Le passed to the Joint
Account when adjustinent has been received by the Operator.

Transfers and Dispositlions

Material fusnished to the Joint Property and Material transferred from the Joint Property or dispased of by the
Operator, unless otherwise agreed 1o by the Parties, shall be prived on the following bases exchnive of cush dis-
counts:

A. New Material (Condition A)

(1) Tubular goods, except line pipe, shall be priced at the current new price in effeet on date of movement on a
maximum carload or barpe Joad weight basis, vegardless of quantity transferred, equabized ta the ln\-.'cs:t
published price fob. vailway vecetving point or recognized barpe termunal nearest the
where such Matesiol is normally available.

(2) Linc Pipe
(a) Movement of less than 30,00 pounds shall e priced at the current new price, in effeet at date ol

movement, as listed by « reliable supply store neurest the Joint Prvopeity where sueh M
mally available.

Joint Property

alerial is nor.

(L) Movement of 30,000 pounds or more shall be priced under provisions of tubulay roods priciy in Para-

praph 24 (1) of this Scetion 1V,

(3) Other Material shall be priced ot the current new price, in (:Hm'l atdate of movement, as listed by a tehable
supply stere or Lo railway recviving pomt nearest the Joint Preperty where such Matersal s normally
available. ’

B. Goo:d Used Material (Condition 13)

Material in sauned and serviccahle eondition and suitable for veuse withoul reconditioning:

(1) Maderial moved to the Joint Property
(a) A zeverty-Nive pereent (9840) of current new price, as determined by Parapraph 2A of this Section 1V,

(2) Material meved from the Joint Property

() AU revonty-five pereent (757 ) of earrent new price, s detenmined by l’_l.-;,n,:,|,|, 2A of this Sechisn 1V,
i Material wag originaliy chirged to the Jeint Acconnt as new hatenal, or

-
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(L) at sixty-five |( it (630} of current new price, as xh-lurmiu( S Pavapraph 2A of this Sectiun
IV, 0t Material Las eripnally chared 1o the Joint Account as o, ased Matersal al seventy-five per-
cett (7Th% ) of curtent new price,
The cost of reconditioniyg, if any, shall be absorbed by the transferring property.
C. Other Usad Material (Conditivn € and D)
(1) Conditicn C

Materinl which is not in sound and serviceable condition and not suitable for its oripinal function until
after vecondiiioning shall be priced at 1ifly percent (50¢7) of current new price as Jdetermined Uy Para-
graph 27 of this Section 1V, The cost of reconditioning shall be charged to the reeeiving property, pro-
vided Condition C value plus cost of reconditioning does not exceed Condition 13 value.

(2) Condition D

All other Material, including junk, shall be priced at a value conumensurite with its use or at prevailing
prices, Material vo Jonger suitable for its original pmipese but wable for some other purpese, shall be
priced on a hasis comparable with that of jtems normally used for such other purpose. Operator may dis-
rose of Condition D Material under procedures normally utilized by the Operator without prior approval
of Non-Operulors,

D. Obhsolete Material

Material which is serviceable and usable for its original function but condition and or value of such Materiat
is not equivalent to that which wauld justily a price as provided ahove may be specially priced as apreed to by
the Parties. Such price should resuit in the Joint Account being charged with the value of the service ren-
dered by such Material,
.
E. Pricing Condilions .
(1) Loading and unloading costs may be charged to the Joint Account at the rate of fifteen cents (13¢) per
hundred weight on all tubular goods movements, in heu of loading and unloading costs sustumed, when
actual hauling cost of such tubulir poods are cqualized under provisions of Paragraph 5 of Scetion I1.

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

Premium Prices

Whenever Material is not readily obtainable at published or listed prices because of national cmerpencies. strikes
or other unusual causes over which the Operator has no control, the Operator may charge the Joint Account for the
required Material at the Operater’s aciual cost incurred in providing such AMaterial, in making it suitable for usc,
and in moving it 1o the Joint Property: provided notice in writing is furnished to” Non-Operators of~-the proposed
charge prior to billing Non-Opuerators for such Material. Fach Non-Operator shadl have the right, by sa electing and
notifying Operator within ten days after receiving notice from Operator, (o furnish in kind all or part of s share
of such Material suitable fox_~ use and acceptuable 10 Operator.

Warranty of Material Furnished by Operator

Operater does not warrant the Material furnished. In case of defective Material, credit shall not e passed 1o the
Joint -Account unti} adjustment has been received by Operator from the manufacturers or their agents.

V. INVENTORILS
Opcrator shall maintain detailed records of Controllable Material.

Periodic Inventories, Notice and Representation

At reasonable intervals, Inventories shall be taken by Operator of the Joint Account Controlluble Material.
Written notice of intention to take inventory shall be given by Operator at least thivty (30) days before any inven-
tory is to hegin fo that Non-Operators may Le represented when any inventory is taken, Failure of Non-Operators
{o be represented at an invenfory shall bind Non-Operators to accept the inventory taken by Operator,
Recunciliation and Adjustment of Inventories

Reconciliation of a physical inventory with the Joint Account shall Le made, and a list of overages and shortages
shall be furnished to the Non-Operators within six months following the takmy of the inventary, Inventory -

justments shall be made by Operator with the Joint Account jor overages and shortages, but Operator shall be
held accountable only for shortuges due to lack of reasonable diligence. .

Special Inventories

Specinl Inventories may be taken swhenever there is any sale ar change of interest in the Joint Praperty, 1t shall
Le the duty of the party selling to notify all other Parties as quickly as possible after the transfer of interest takes
place. In such cases, Loth the seller and the purchaser shall be governed by such inventory,

Expense of Condueting Periodic Inventories

The expense of conducting perivdic Inventories shall not be charged to the Joint Account unless agreed to by the
Partics.
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EXHIBIT "G"

ADDITIONAL INSURANCE PROVISIONS

Operator, during the term of this agrecment, shall carry insurance for the
benefit and at the expense of the parties hereto, as follows:

(A) Workmen's Compensation Insurance as contemplated by the state in
which operations will be conducted, and-Employer's -~Liability
Insurance with limits of not less than $100,000.00 per employeec.

(B) Public Liability Insurance:
Bodily Injury - $500,000.00 each occurrence.

(c) Automobile Public Liability Insurance:
Bodily Injury - $250,000.00 each person.
$500,000.00 each occurrence.

Property Damage ~ $100,000.00 each occurence.

Except as authorized by this Exhibit "G", Operator shall not make any charge to
the joint account for insurance premiums. Losses not
insurance (or by insurance required by this agreement
benefit and at the expense of the parties herecto)
joint account,

covered by Operator's
to be carried for the
shall be charged to che



