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Charles B. Gillespie, Jr. Application

Enclosed for filing are an original and two copies of (a) an
application for unitization, and (b) an application for a pressure
maintenance project/enhanced oil recovery certification, together

with proposed advertisements
the January 19th docket.

for both cases.
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PROPOSED ADVERTISEMENT /4//€ij

Case No. : Application of Charles B. Gillespie, Jr. for
statutory unitization, Lea County, New Mexico. Applicant seeks
an order unitizing, for purpose of establishing a pressure
maintenance project, all mineral interests in the West Lovington
Strawn Pool underlying 1457.05 acres, more or less, of federal,
state, and fee land comprising portions of Sections 33 and 34,
Township 15 South, Range 35 East, Section 1, Township 16 South,
Range 35 East, and Section 6, Township 16 South, Range 36 East,
to be designated the West Lovington Strawn Unit Area. To be
considered will be those matters required by the New Mexico
Statutory Unitization Act, Sections 70-7-1 et seq., NMSA (1987
Repl. Pamp.), and other provisions of the Unit Agreement and Unit
Operating Agreement. Said unit area is centered approximately

4.5 miles West-Northwest of Lovington, New Mexico.
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BEFORE THE NEW MEXICO OIL CONSERVATIO* DJ!ISIO i §

OlL CONSERVATION DIVISION|

APPLICATION OF CHARLES B. GILLESPIE,
JR., FOR STATUTORY UNITIZATION AND G
APPROVAL OF A UNIT, LEA COUNTY, No. /{/ Y
NEW MEXICO.

APPLICATION

Charles B. Gillespie, Jr. hereby applies for an order
approving statutory unitization of the area and formation
known as the West Lovington Strawn Unit, Lea County, New
Mexico, and approving the Unit Agreement and Unit Operating
Agreement for said Unit, and in support thereof, states:

1. Charles B. Gillespie, Jr. is engaged in the
business of, among other things, producing and selling oil
and gas as defined by the New Mexico Statutory Unitization
Act (N.M. Stat. Ann. § 70-7-1 through 70-7-21 (1987 Repl.
Pamp.), hereinafter referred to as '"the Act").

2. The proposed area for which application is made
for unitized operations pursuant to the Act is known as the
West Lovington Strawn Unit ("the Unit Area"), which consists
of 1457.05 acres, more or less, of federal, state, and fee
lands in Lea County, New Mexico. A map of the Unit Area is
attached hereto as Exhibit A, and the lands therein are more
particularly described in Exhibit B attached hereto.

3. The formation for which application is made ("the
Unitized Formation") is the subsurface portion of the Unit
Area known as the Strawn Formation (West Lovington-Strawn
Pool), and the vertical limits thereof are found in the
interval between 11,420 feet and 11,681 feet as recorded on

the Compensated Neutron/Litho-Density Log dated August 15,



1992 in the Charles B. Gillespie, Jr. Speight Fee Well No.
1, located in Lot 3 (Unit C) of Section 1, Township 16
South, Range 35 East, N.M.P.M., Lea County, New Mexico. The
Unitized Formation includes all subsurface points throughout
the Unit Area correlative to the above-identified depths.

4. The portion of the Unitized Formation included
within the Unit Area has been reasonably defined by
development.

5. Charles B. Gillespie, Jr. proposes to institute a
natural gas injection project for pressure maintenance and
the secondary recovery of oil and related casinghead gas
from the Unitized Formation within the Unit Area, as
described in a related application.

6. By converting a presently producing well into a
gas injection well, Charles B. Gillespie, Jr. proposes to
inject natural gas into the above-described Strawn Formation
in the West Lovington Strawn Unit. Attached hereto as
Exhibit C is a plat showing the location of all wells
located within the Unit Area which are proposed to be used
as producing wells or injection wells.

7. The proposed plan of unitization is embodied in
the Unit Agreement, a true copy of which is attached hereto
as Exhibit D, and the plan is fair, reasonable, and
equitable.

8. The proposed operating plan, covering the manner

in which the Unit will be supervised and managed, and costs



allocated and paid, is embodied in the Unit Operating
Agreement, a true copy of which is attached hereto as
Exhibit E.

9. Charles B. Gillespie, Jr. projects that the
unitized management, operation, and further development of
the Unitized Formation will increase ultimate production by
approximately 1,500,000 barrels of oil, and will extend the
producing life of the Unitized Formation beyond the year
2004. It is therefore evident that the unitized management,
operation, and further development of the Unitized Formation
is reasonably necessary in order to effectively carry on
pressure maintenance and secondary recovery operations to
substantially increase the ultimate recovery of o0il from the
Unitized Formation within the Unit Area.

10. The method of operation is feasible, will prevent
waste, and will result with reasonable probability in the
increased recovery of substantially more oil from the
Unitized Formation than would otherwise be recovered.

11. The estimated additional costs of conducting
unitized operations will not exceed the estimated value of
the additional o0il and gas to be recovered thereby, plus a
reasonable profit.

12. The proposed unitization and adoption of the
methods of operation embodied in the Unit Operating

Agreement will benefit the working interest owners and



royalty owners of the o0il and gas rights within the Unitized
Formation of the Unit Area.

13. Charles B. Gillespie, Jr. has made a good faith
effort to secure voluntary unitization within the Unitized
Formation of the Unit Area.

14. The participation formula contained in the Unit
Agreement allocates the produced and saved unitized oil to
the separately owned tracts in the Unit Area on a fair,
reasonable, and equitable basis, and protects the
correlative rights of all interest owners within the Unit
Area.

15. Statutory unitization of the Unitized Formation
within the Unit Area in accordance with the plan embodied in
the Unit Agreement and Unit Operating Agreement will prevent
waste and protect correlative rights.

WHEREFORE, Charles B. Gillespie, Jr. requests that this
application be set for hearing, and that thereafter the
Division enter its order approving the Unit Agreement and
Unit Operating Agreement providing for the unitized
management, operation, and further development of the
Unitized Formation and the Unit Area in accordance with the

Act.
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EXHIBIT B

West Lovington Strawn Unit Area

Township 15 South, Range 35 East, N.M.P.M.

Section 33: All
Section 34: Wk

Township 16 South, Range 35 East, N.M.P.M.

Section 1: Lots 1 through 8

Township 16 South, Range 36 East, N.M.P.M.

Section 6: Lots 3, 4, and 5
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FOR THE DEVELOPMENT AND OPERATION OF THE
WEST LOVINGTON STRAWN UNIT AREA
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UNIT AGREEMENT
FOR THE DEVELOPMENT AND OPERATION
OF THE
WEST LOVINGTON STRAWN UNIT AREA
LEA COUNTY, NEW MEXICO

THIS AGREEMENT, is entered into as of the day of ,
1995, by and between the parties subscribing, ratifying, or
consenting hereto ("the parties hereto," or singularly "a

party hereto").
WITNESSETH THAT:
WHEREAS :
A, The parties hereto are the owners of working,

royalty, or other o0il and gas interests in the Unit Area
subject to this Agreement;

B. The Commissioner of Public Lands of the State of New
Mexico is authorized by law (N.M. Stat. Ann. § 19-10-45 (1994
Repl. Pamp.)) to consent to and approve the development or

operation of State lands under agreements made by lessees of
State land, jointly or severally with other lessees, where
such agreements provide for the unit operation or development
of part or all of any o0il or gas pool, field, or area;

cC. The Commissioner of Public Lands of the State of New
Mexico is authorized by law (N.M. Stat. Ann § 19-10-47 (1994
Repl. Pamp.)) to amend, with the approval of the lessee, as
evidenced by the lessee's execution of such agreement or
otherwise, any oil and gas lease embracing State lands so that
the length of the term of said lease may coincide with the
term of such agreements for the unit operation and development
of part or all of any oil or gas pool, field, or area;

D. The Mineral Leasing Act of February 25, 1920 (41
Stat. 437), as amended, 30 U.S.C. §§ 181 et seq., authorizes

Federal lessees and their representatives to unite with each
other, or Jjointly or separately with others, in collectively
adopting and operating a unit plan of development or operation
of any o0il or gas pool, field, or like area, or any part
thereof, for the purpose of conserving the natural resources
therefrom whenever determined and certified by the Secretary
of the Interior to be necessary or advisable in the public
interest;

E. The 0il Conservation Division of the Energy,
Minerals and Natural Resources Department of the State of New

- 1 -



Mexico is authorized by law (N.M. Stat Ann. §§ 70-2-1 et seq.

(1987 Repl. Pamp.)) to approve this Agreement and the
conservation provisions hereof. Furthermore, the 0il
Conservation Division is authorized by law (N.M. Stat. Ann. §§
70-7-1 et seq. (1987 Repl. Pamp.)) to determine fhe need for

and make orders providing for the operation as a unit of a
pool or field, or a part thereof, when working interest owners
owning at least 75% of unit participation and royalty owners
owning at least 75% of the royalty interest in the unit area
have become parties to the agreement or have ratified or
confirmed the agreement, which order shall be binding on all
parties in the unit area;

F. The parties hereto hold sufficient interests in the
West Lovington Strawn Unit Area, comprised of the lands
hereinafter designated, to give reasonably effective control
of operations therein:; and

G. It is the purpose of the parties hereto to enable
institution and consummation of secondary and/or enhanced oil
recovery operations, conserve natural resources, prevent
waste, and secure other ©benefits obtainable through
development and operation of the area subject to this
Agreement under the terms, conditions, and limitations herein
set forth.

NOW, THEREFORE, 1in consideration of the premises and the
promises herein contained, the parties hereto commit to this
Agreement their respective interests in the Unitized Formation
underlying the Unit Area, and agree severally among themselves
as follows:

SECTION 1. ENABLING ACT AND REGULATIONS: The Mineral
Leasing Act of February 25, 1920, as amended, and all valid,
pertinent regqulations, including operating and unit plan
regulations, heretofore issued thereunder or valid, pertinent,
and reasonable regulations hereafter issued thereunder, are
accepted and made a part of this Agreement as to Federal
lands, provided such regulations are not inconsistent with the
terms of this Agreement; and as to non-federal lands, the oil
and gas operating regulations in effect as of the Effective
Date hereof governing drilling and producing operations, not
inconsistent with the terms hereof or the laws of the United
States or the State of New Mexico, are hereby accepted and
made a part of this Agreement.




SECTION 2. DEFINITIONS: For the purpose of this Agree-
ment, the following terms and expressions as used herein shall
mean:

(a) "Unit Area" is defined as the lands depicted cn Exhibit
"A" attached hereto, and described by Tracts in Exhibit "B"
attached hereto and said lands are hereby designated and
recognized as constituting the Unit Area.

(b) "Commissioner" is defined as the Commissioner of Public
Lands of the State of New Mexico.

(c) M"Authorized Officer" 1is defined as any employee of the
Bureau of Land Management who has been delegated the required
authority to act on behalf of the Bureau of Land Management.

(d) "Division" is defined as the 0il Conservation Division of
the Energy, Minerals and Natural Resources Department of the
State of New Mexico.

(e) "Unitized Formation" is defined as that stratigraphic
interval underlying the Unit Area found between the top of the
Strawn Formation and the base of the Strawn Formation. The
top of the Strawn Formation is defined as all points
underlying the Unit Area correlative to the depth of 11,420
feet, and the base of the Strawn Formation is defined as all
points underlying the Unit Area correlative to the depth of
11,681 feet, as identified on the Compensated Neutron/Litho-
Density Log for the Speight Fee Well No. 1, located in Lot 3
(Unit C) of Section 1, Township 16 South, Range 35 East, NMPM,
Lea County, New Mexico.

(f) "Unitized Substances" is defined as all oil, gas, gaseous
substances, sulphur contained in gas, condensate, distillate,
and all associated and constituent liquid or ligquefiable
hydrocarbons, other than Outside Substances, within or
produced from the Unitized Formation.

(g) "Working Interest" is defined as an interest in Unitized
Substances by virtue of a lease, operating agreement, fee
title, or otherwise, including a carried interest, which
interest is chargeable with and obligated to pay or bear,
either in cash or out of production or otherwise, all or a
portion of the cost of drilling, developing, producing, and
operating the Unitized Formation. The owner of oil and gas
rights which are free of lease or other instrument creating a
Working Interest in another person shall be regarded as a
Working Interest Owner to the extent of seven-eighths (7/8ths)
of his interest in Unitized Substances, and as a Royalty Owner

- 3 -



with regard to his remaining one-eighth (1/8th) interest
therein. Any interest in Unitized Substances which 1is a
Working Interest as of the date the owner thereof executes,
ratifies, or consents to this Agreement shall thereafter be
treated as a Working Interest for purposes of this Agreement.

(h) "Royalty Interest" is defined as a right to or interest
in any portion of the Unitized Substances, or proceeds
thereof, other than a Working Interest.

(1) "Working Interest Owner" is defined as a party hereto who
owns a Working Interest.

(3) "Royalty Owner" is defined as a party hereto who owns a
Royalty Interest.

(k) "Tract" is defined as each parcel of land described as
such and given a Tract number in Exhibit "B".

(1) "Tract Participation" is defined as the percentage of
Unitized Substances allocated hereunder to a Tract. Tract
Participation of each Tract within the Unit Area is shown on
Exhibit "C" attached hereto.

(m) "Unit Participation" is defined as the sum of the per-
centages obtained by multiplying the Working Interest of a
Working 1Interest Owner in each Tract by the Tract
Participation of such Tract.

(n) "Unit Operating Agreement" is defined as any agreement or
agreements entered into, separately or collectively, by and
between Unit Operator and the Working Interest Owners as
provided 1in Section 9 (Accounting Provisions and Unit
Operating Agreement), infra, and shall be styled "Unit
Operating Agreement, West Lovington Strawn Unit Area, Lea
County, New Mexico."

(o) "Unit Manager" is defined as the person or corporation
appointed by the Unit Working Interest Owners to perform the
duties of Unit Operator until the selection and qualification
of a successor Unit Operator as provided in Section 8
(Successor Unit Operator), infra.

(p) "Outside Substance" is defined as any substance obtained
from any source other than the Unitized Formation and injected
into the Unitized Formation.

(g) "Unit Operations" is defined as any operation conducted
pursuant to this Agreement or the Unit Operating Agreement.

- 4 -



(r) "Unit Operator" 1is defined as the person designated
herein to conduct Unit Operations.

(s) "0il and Gas Rights" is defined as the right to explore,
develop, and operate lands within the Unit Area for the
production of Unitized Substances, or to share in the
production so obtained, or the proceeds thereof.

(t) M"Effective Date" is defined as the date this Agreement
becomes effective as provided in Section 25 (Effective Date
and Term), infra.

SECTION 3. UNIT AREA: The area specified in Exhibit "A"
is hereby designated and recognized as constituting the Unit
Area, containing 1457.05 acres, more or less.

Exhibit "A", to the extent known to Unit Operator, shows the
boundaries and identities of Tracts and leases in the Unit
Area. Exhibit "B" is a schedule showing, to the extent known
to Unit Operator, the acreage comprising each Tract and the
percentage of ownership of each Working Interest Owner in each
Tract. However, nothing herein or in said schedule or map
shall be construed as a representation by any party hereto as
to the ownership of any interests other than such interests as
are shown in said map or schedule as being owned by such
party. Exhibit "C" 1is a schedule showing the Tract
Participation of each Tract in the Unit Area, which Tract
Participation has been calculated upon the basis of all tracts
within the Unit Area being committed to this Agreement as of
the Effective Date hereof.

Exhibits "A, "B", and "C" shall be revised by Unit Operator
whenever changes render such revision necessary, and not less
than two (2) copies of such revision shall be filed with the
Commissioner, the Authorized Officer, and the Division.

SECTION 4. EXPANSION: The Unit Area may, when
practicable, be expanded to include therein any additional
Tract or Tracts regarded as reasonably necessary or advisable
for the purposes of this Agreement. Such expansion shall be
effected in the following manner:

(a) The Working Interest Owner or Owners of a Tract or Tracts
desiring to bring such Tract or Tracts into the Unit Area
shall file an application therefor with Unit Operator
requesting such admissicn.

(b) Unit Operator shall circulate a notice of the proposed
expansion to each Working Interest Owner in the Tract or

- 5 -



Tracts proposed to be included in the Unit and/or affected by
the proposed expansion, setting out the basis for admission,
the Tract Participation proposed to be allocated to such Tract
or Tracts, and other pertinent data. After negotiation (at a
Working Interest Owners' meeting or otherwise), if Working
Interest Owners having a combined Unit Participation of
seventy-five percent (75%) or more have agreed to such Tract
or Tracts being brought into the Unit Area, then Unit Operator
shall, after preliminary concurrence by the Commissioner, the
Authorized Officer, and the Division:

(1) Prepare a notice of proposed expansion describing
the contemplated changes in the boundaries of the Unit
Area, the reason therefor, the basis for admission of the
additional Tract or Tracts, the Tract Participation to be
allocated thereto, and the proposed effective date
thereof;

(2) Furnish copies of said notice to the Commissioner,
the Authorized Officer, and the Division, each Working
Interest Owner and to the lessee and lessor whose
interests are proposed to be committed, advising such
parties that thirty (30) days will be allowed for
submission to the Unit Operator of any objections to such
proposed expansion; and

(3) File, upon the expiration of said thirty (30) day
period as set out in Subsection (2) immediately above,
with the Commissioner, the Authorized Officer, and the
Division, the following: (a) Evidence of mailing copies
of said notice of expansion; (b) An application for such
expansion; (c) An instrument containing the appropriate
joinders in compliance with the gualification
requirements of Section 14 (Tracts Qualified for Unit
Participation), infra; and (d) Copies of any objections
received.

The expansion shall, after due consideration of all pertinent
information, and upon approval by the Commissioner, the
Authorized Officer, and the Division, become effective as of
the date prescribed in the notice thereof. The revised Tract
Participation of the respective Tracts included within the
Unit Area prior to such enlargement shall remain the same
ratio one to another.

There shall never be any retroactive allocation or adjustment
of operating expenses or of interest in the Unitized
Substances produced (or the proceeds of the sale thereof), by
reason of an expansion of the Unit Area; provided, however,
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this limitation shall not prevent any adjustment of investment
hecessizated by such expansion.

SECTION 5. UNITIZED LAND AND UNITIZED SUBSTANCES: All
lands committed to this Agreement, as provided in Section 14,
Tracts Qualified for Unit Participation, as to the Unitized
Formation, defined in Section 2, Definitions, shall constitute
lands referred to herein as "Unitized Land" or "lands subject
to this Agreement." All oil and gas in the Unitized Formation
in the Unitized Land are unitized under the terms of this
Agreement and herein are called "Unitized Substances."

SECTION 6. UNIT OPERATOR: Charles B. Gillespie, Jr. is
hereby designated Unit Operator, and by signing this
instrument as Unit Operator, he agrees and consents to accept
the duties and obligations of Unit Operator for the operation,
development, and production of Unitized Substances as herein
provided. Whenever reference is made herein to Unit Operator,
such reference means Unit Operator acting in that capacity and
not as an owner of any interest in Unitized Substances, and
the term "Working Interest Owner" when used herein shall
include or refer to Unit Operator as the owner of a Working
Interest if such an interest is owned by him.

SECTION 7. RESIGNATION OR REMOVAL OF UNIT OPERATOR: Unit
Operator shall have the right to resign at any time, but such
resignation shall not become effective so as to release Unit
Operator from the duties and obligations of Unit Operator and
terminate Unit Operator's rights as such for a period of six
(6) months after written notice of intention to resign has
been given by Unit Operator to all Working Interest Owners and
the Commissioner, the Authorized Officer, and the Division,
unless a new Unit Operator shall have taken over and assumed
the duties and obligations of Unit Operator prior to the
expiration of said period.

Unit Operator shall, upon default or failure in the per-
formance of his duties and obligations hereunder, be subject
to removal by two (2) or more Working Interest Owners having
in the aggregate eighty percent (80%) or more of Unit
Participation, exclusive of the Working Interest Owner who is
Unit Operator. Such removal shall be effective upon notice
thereof to the Commissioner, the Authorized Officer, and the
Division.

If Unit Operator is a natural person, his or her death shall
be deemed to constitute an automatic resignation as Unit
Operator.



In all such instances of resignation or removal, until a
successor to Unit Operator 1s selected and approved as
hereinafter provided, the Working Interest Owners shall be
jointly responsible for the performance of the duties of Unit
Operator and shall, not later than thirty (30) days before
such resignation or removal becomes effective, appoint a Unit
Manager to represent them in any action to be taken hereunder.

The resignation or removal of Unit Operator under this
Agreement shall not terminate his right, title, or interest as
the owner of a Working Interest or other interest in Unitized
Substances, but upon the resignation or removal of Unit
Operator becoming effective, such Unit Operator shall deliver
possession of all equipment, books and records, materials,
appurtenances, and any other assets used in conducting Unit
Operations, and owned by the Working Interest Owners
(including any and all data and information which he or it
might have gained or assembled by reason of his or its
operation of the Unit Area), to the new duly qualified
successor Unit Operator, or to Unit Manager if no such new
Unit Operator is elected, to be used for the purpose of
conducting Unit Operations hereunder. Nothing herein shall be
construed as authorizing removal of any material, equipment,
or appurtenances needed for the preservation of any wells.
Nothing herein contained shall be construed to relieve or
discharge any Unit Operator who resigns or is removed
hereunder from any 1liability or duties accruing to or
performable by it prior to the effective date of such
resignation or removal.

SECTION 8. SUCCESSOR UNIT OPERATOR: Whenever Unit
Operator shall tender its resignation as Unit Operator or
shall be removed as hereinabove provided, the Working Interest
Owners shall select a successor Unit Operator as herein
provided. Such selection of a successor Unit Operator shall
not become effective until (a) a Unit Operator so selected
shall accept in writing the duties and responsibilities of
Unit Operator, and (b) the selection shall have been approved
by the Commissioner, the Authorized Officer, and the Division.
If no successor Unit Operator is selected as herein provided,
the Commissioner, the Authorized Officer, and the Division may
declare this Agreement terminated.

In selecting a successor Unit Operator, the affirmative vote
of three (3) or more Working Interest Owners having a total of
sixty-five percent (65%) or more of the Unit Participation
shall prevail; provided that if any one Working Interest Owner
has a Unit Participation of more than thirty-five percent
(35%), 1its negative vote or failure to vote shall not be
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regarded as sufficient unless supported by the vote of one or
more additional Working Interest Owner(s) having a total Unit
Participation of at least five percent (5%). If the Unit
Operator who is removed votes only to succeed itself or fails
to vote, the successor Unit Operator may be selected by the
affirmative vote of the ocwners of at least seventy-five
percent (75%) of the Unit Participation remaining after
excluding the Unit Participation of Unit Operator so removed.

SECTION 9. ACCOUNTING PROVISIONS AND UNIT OPERATING AGREEMENT:
Costs and expenses incurred by Unit Operator in conducting
Unit Operations hereunder shall be paid, apportioned among,
and borne by the Working Interest Owners in accordance with
the Unit Operating Agreement. Such Unit Operating Agreement
shall also provide the manner in which the Working Interest
Owners shall be entitled to receive their respective
proportionate and allocated share of the benefits accruing
hereto in conformity with their underlying operating
agreements, leases, or other contracts, and such other rights
and obligations as between Unit Operator and the Working
Interest Owners as may be agreed upon by Unit Operator and the
Working Interest Owners; however, no such Unit Operating
Agreement shall be deemed either to modify any of the terms
and conditions of this Unit Agreement or to relieve Unit
Operator of any right or obligation established under this
Agreement, and in case of any inconsistency or conflict
between this Agreement and the Unit Operating Agreement, this
Agreement shall prevail. One true copy of any Unit Operating
Agreement executed pursuant to this Section shall be filed
with the Commissioner, the Authorized Officer, and the
Division.

SECTION 10. RIGHTS AND OBLIGATIONS OF UNIT OPERATOR:
Except as otherwise specifically provided herein, the
exclusive right, privilege and duty of exercising any and all
rights of the parties hereto which are necessary or convenient
for prospecting for, producing, storing, allocating, and
distributing the Unitized Substances are hereby delegated to
and shall be exercised by Unit Operator as herein provided.
Upon request therefor, acceptable evidence of title to said
rights shall be deposited with Unit Operator, and, together
with this Agreement, shall constitute and define the rights,
privileges, and ocbligations of Unit Operator. Nothing herein,
however, shall be construed to transfer title to any land,
lease, or operating agreement, it being understood that under
this Agreement Unit Operator, in his capacity as Unit
Operator, shall exercise the rights of possession and use
vested in the parties hereto only for the purposes herein
specified.




SECTION 11. PLAN OF OPERATIONS: It 1s recognized and
agreed by the parties hereto that all of the land subject to
this Agreement has been reasonably proven toc be productive of
Unitized Substances in paying quantities, or is necessary for
Unit Operations, and that the object and purpose of this
Agreement is to formulate and to put into effect a secondary
or enhanced oil recovery project in order to effect greater
recovery of Unitized Substances, prevent waste, and conserve
natural resources. The parties hereto agree that Unit
Operator, may, subject to the consent and approval of a plan
of operation approved by the Working Interest Owners, the
Commissioner, the Authorized Officer, and the Division, inject
into the Unitized Formation, through any well or wells
completed therein, brine, water, air, gas, oil, liquefied
petroleum gas, steam, and any other substances or a
combination of any said substances, whether produced from the
Unitized Formation or not, and that the location of input
wells and the rates of injection therein and the rate of
production shall be governed by standards of good geological
and petroleum engineering practices and conservation methods.
Reasonable diligence shall be exercised by Unit Operator in
complying with the obligations of any approved plan of
operation. After commencement of secondary and/or enhanced
01l recovery operations, Unit Operator shall furnish the
Commissioner, the Authorized Officer, and the Division monthly
injection and production reports (as may be required) for each
well in the Unit. The Working Interest Owners, the
Commissioner, the Authorized Officer, and the Division shall
be furnished periodic reports on the progress of the plan of
operation and any revisions or changes thereto necessary to
meet changed conditions or to protect the interests of all
parties to this Agreement; provided, however, that any major
revisions of the plan of operation involving a basic deviation
from the initial plan of operation shall be subject to the
consent and approval of the Working Interest Owners, the
Commissioner, the Authorized Officer, and the Division.

The initial Plan of Operation shall be filed with the
Commissioner, the Authorized Officer, and the Division
concurrently with the filing of this Unit Agreement for final
approval. Reascnable diligence shall be exercised 1in
complying with the obligations of said plan of operation.

Notwithstanding anything to the contrary herein contained,
Unit Operator shall commence secondary recovery operations
and/or enhanced oil recovery operations on the Unit Area not
later than six (6) months after the Effective Date of this
Agreement, or any extension thereof approved by the
Commissioner, the Authorized Officer, and the Division, or
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this Agreement shall terminate automatically, in which event
Unit Operator shall notify all interested parties. After such
operations are commenced, Unit Operator shall carry on such
operations as would a reasonably prudent operator under the
same or similar circumstances.

SECTION 12. TRACT PARTICIPATION: The percentages of Tract
Participation set forth in Exhibit "C" for each Tract within
the Unit Area have been calculated and determined in
accordance with the following formulas:

Tract Participation Percentage = (Equals):
A-B/C-0D

A = The Tract volumetric original oil in place from the
Unitized Formation calculated from the Tract
hydrocarbon pore volume of the Unitized Formation,
as determined using the GeoGraphix ZLA 2 software
package with a 3% porosity cutoff and DPHI
corrected by 0.85, R2 = 0.04.

B = The Tract cumulative oil recovery from the Unitized
Formation as of November 1, 1994.

C = The total Unit Area volumetric original oil in
place from the Unitized Formation calculated from
the total Unit Area hydrocarbon pore volume of the
Unitized Formation, as determined using the
GeoGraphix QLA 2 software package with a 3%
porosity cutoff and DPHI corrected by 0.85, Rw =
0.04.

D = The total Unit Area cumulative o0il recovery from
the Unitized Formation as of November 1, 1994.

Such percentages of Tract Participation have been calculated
upon the basis of all of said Tracts within the Unit Area
being committed to this Agreement as of the Effective Date
hereof, and such Tract Participation shall govern the
allocation of all Unitized Substances produced after the
Effective Date hereof, subject, however, to any revision or
revisions of the Unit Area and Exhibit "C" in accordance with
the provisions hereof.

If, subsequent to the Effective Date of this Agreement, any
additional tract becomes committed hereto under the provisions
of Section 4 (Expansion), Unit Operator shall revise said
Exhibits "B" and "C'" or the latest revision thereof to show
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the new percentage participaticns of the then committed
tracts, which revised exhibit shall, upon its approval by the
Commissioner, the Authorized Officer, and the Division,
supersede, as of 1its effective date, the last previously
effective Exhibits "B" and "C." In any such revision of
Exhibit "C", the revised percentage participations of the
respective tracts listed in the last previously effective
Exhibit "C" shall remain in the same ratio one to another.

SECTION 13. STATUTORY UNITIZATION: If and when Working
Interest Owners owning at least seventy-five percent (75%) of
Unit Participation, and Royalty Owners owning at least
seventy-five percent (75%) Royalty Interest, have become
parties to this Agreement, or have otherwise approved this
Agreement in writing, and such Working Interest Owners have
also become parties to the Unit Operating Agreement, Unit
Operator may obtain an order from the Division for statutory
unitization of all uncommitted interests pursuant to the
Statutory Unitization Act N.M. Stat. Ann. §§ 70-7-1 et seqg.
(1987 Repl. Pamp.).

SECTION 14. TRACTS QUALIFIED FOR UNIT PARTICIPATION: On
and after the Effective Date hereof, all Tracts within the
Unit Area shall be entitled to participate in the production
of Unitized Substances.

SECTION 15. ALLOCATION OF UNITIZED SUBSTANCES: All
Unitized Substances produced and saved from the Unit Area
(less, save, and except any part of such Unitized Substances
which are used in conformity with good operating practices on
the Unit Area for drilling, operating, camp, and other
production, development, and pressure maintenance or secondary
recovery purposes, or which is unavoidably 1lost) shall be
apportioned among and allocated to the Tracts within the Unit
Area in accordance with the Tract Participation effective
hereunder during the respective periods in which such Unitized
Substances were produced, as such Tract Participation is shown
in Exhibit "C" or any revision thereof. The amount of
Unitized Substances so allocated to each Tract, and only that
amount (regardless of whether it be more or less than the
amount of the actual production of Unitized Substances from
the well or wells, if any, on such Tract) shall, for all
intents, uses, and purposes, be deemed to have been produced
from such Tract.

The Unitized Substances allocated to each Tract shall be
distributed among, or accounted for to, the parties hereto
entitled to share in the production from such Tract in the
same manner, 1in the same proportions, and upon the same
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conditions, as they would have participated and shared in the
production from such Tract, or in the proceeds thereof, had
this Agreement not been entered into, and with the same legal
force and effect. No Tract committed to this Agreement and
qualified for participation as heretofore provided shall be
subsequently excluded from participation hereunder on account
of depletion of Unitized Substances from such Tract.

If the Working Interest or the Royalty Interest in any Tract
is, on or after the Effective Date hereof, divided with
respect to separate parcels or portions of such Tract and
owned severally by different persons, the Tract Participations
assigned to such Tract shall, in the absence of a recordable
instrument executed by all owners and furnished to Unit
Operator fixing the divisions of ownership, be divided among
such parcels or portions in proportion to the number of
surface acres in each such Tract.

The Unitized Substances allocated to each Tract shall be
delivered in kind to the respective Working Interest Owners
and parties entitled thereto by virtue of the ownership of oil
and gas rights therein or by purchase from such owners. Each
Working Interest Owner and the parties entitled thereto shall
have the continuing right to receive such production in kind
at a common point within the Unit Area and toc sell or dispose
of the same as it sees fit. Each such party shall have the
right +to construct, maintain, and operate all necessary
facilities for that purpose on the Unit Area, provided the
same are so constructed, maintained, and operated so as not to
interfere with Unit Operations or with operations upon or with
regard to formations other than the Unitized Formation
conducted within the Unit Area. Subject to Section 17
(Royalty Settlement), infra, any extra expenditure incurred by
Unit Operator by reason of the delivery in kind of any portion
of the Unitized Substances shall be borne by the party
receiving the same in kind.

If any party fails to take in kind or separately dispose of
its proportionate share of Unitized Substances, Unit Operator
shall have the right, but not the duty, for the time being and
subject to revocation at will by the party owning the share,
to purchase for its own account or sell to others such share
at not less than the prevailing market price in the area for
like production; provided that, all contracts of sale by Unit
Operator of any other party's share of Unitized Substances
shall be only for such reasonable and necessary periods of
time as are consistent with the minimum needs of the industry
under the circumstances. The proceeds of the Unitized
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Substances so disposed of by Unit Operator shall be paid to
the party entitled thereto.

Any party hereto receiving in kind or separately disposing of
all or any part of the Unitized Substances allocated to any
Tract, or receliving the ©proceeds therefromn, shall be
responsible for making payment of all royalty to the parties
entitled thereto, and shall indemnify all parties hereto,
including Unit Operator, against any liability for all
royalties, overriding royalties, production payments, and all
other payments chargeable against or payable out of such
Unitized Substances or the proceeds therefrom.

SECTION 16. OIL IN LEASE TANKAGE ON EFFECTIVE DATE: Unit
Operator shall make a proper and timely gauge of all lease and
other tanks within the Unit Area in order to ascertain the
amount of merchantable oil above the pipeline connection in
such tanks as of 7:00 a.m. on the Effective Date hereof. All
such o0il which has been produced legally shall be and remain
the property of the Working Interest Owner(s) entitled thereto
the same as if the Unit had not been formed: and such Working
Interest Owner(s) shall promptly remove said oil from the Unit
Area. Any such o0il not so removed shall be sold by Unit
Operator for the account of such Working Interest Owner(s),
subject to the payment of all royalty to Royalty Owners under
the terms and provisions of the Unit Agreement and any
applicable lease(s) and other contracts. B2all such oil which
is in excess of the prior allowable for the well or wells from
which the same was produced shall be regarded and treated the
same as Unitized Substances produced after the Effective Date
hereof. If, as of the Effective Date hereof, any Tract is
overproduced with respect to the allowable of the well or
wells on the Tract and the amount of such overproduction has
been sold or otherwise disposed of, such overproduction shall
be regarded and included as a part of the Unitized Substances
produced after the Effective Date hereof and the amount
thereof charged to such Tract as having been delivered to the
persons entitled to Unitized Substances allocated to such
Tract.

SECTION 17. ROYALTY SETTLEMENT: The State of New Mexico,
the United States of America, and all Royalty Owners who,
under existing contracts, are entitled to take in kind a share
of the substances produced from any unitized Tract, shall
hereafter be entitled to take in kind their share of the
Unitized Substances allocated to such Tract, and Unit Operator
shall make deliveries of such Royalty share taken in kind in
conformity with the applicable contracts, laws, and
regulations. Settlement for Royalty Interests not taken in



kind shall be made by Working Interest Owners responsible
therefore, under existing contracts, laws, and regulations, on
or before the last day of each month for Unitized Substances
produced during the preceding calendar month; provided,
however, that nothing herein contained shall coperate to
relieve the lessees of any land from their respective lease
obligations for the payment of any Royalty due under their
leases, except such Royalty shall be computed in accordance
with the terms of this Unit Agreement.

Royalty due on account of lands owned by the State of New
Mexico or the United States of America shall be computed and
paid on the basis of all Unitized Substances allocated to such
lands.

SECTION 18. QUTSIDE SUBSTANCES: If any Outside Substance,
consisting of hydrocarbon natural gases, carbon dioxide gas,
or other nonhydrocarbon Outside Substance, is introduced into
the Unitized Formation for use in pressure maintenance,
stimulation of production, or increasing ultimate recovery,
which shall be in conformity with a plan first approved by the
Commissioner, the Authorized Officer, and the Division, a like
amount of such Outside Substance (to be accounted for on a
FIFO basis) less appropriate deductions for loss from any
cause, may be withdrawn from the Unitized Formation royalty
free as to dry gas, but not royalty free as to products
extracted therefrom; provided that such withdrawal shall be
pursuant to such conditions and formula as may be prescribed
or approved by the Commissioner, the Authorized Officer, and
the Division; provided further, that such right of withdrawal
shall terminate on the termination of this Agreement. If any
Outside Substance, which prior to injection is liquefied
petroleum gas or other liquid hydrocarbon, is injected into
the Unitized Formation for the purpose of increasing the
ultimate recovery, which shall be in conformance with a plan
first approved by the Commissioner, the Authorized Officer,
and the Division, part or all of such liquefied petroleum gas
or other liquid hydrccarbon may be withdrawn royalty free
pursuant to such conditions and formula as may be prescribed
or approved by the Commissioner, the Authorized Officer, and
the Division.

SECTION 19. RENTAL SETTLEMENT: Rentals or minimum
royalties due on the leases committed hereto shall be paid by
Working Interest Owners responsible therefor under existing
contracts, laws, and regulations, provided that nothing herein
contained shall operate to relieve the lessees of any land
from their respective lease obligations for the payment of any
rental or minimum Royalty in lieu thereof, due under their
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leases. Rentals for lands of the State of New Mexico and the
United States of America, subject to this Agreement, shall be
paid at the rate specified in the respective leases from the
State of New Mexico and the United States of America, or may
be waived, reduced, or suspended by approval or order of the
Commissioner or the Secretary of the Department of the
Interior, or their duly authorized representatives, pursuant
to applicable laws and regulations.

SECTION 20. CONSERVATION: Operations hereunder and
production of Unitized Substances shall be conducted to
provide tor the most econocmical and efficient recovery of said
substances without waste, as defined by State and Federal laws
and regulations.

S8ECTION 21. RATE OF PROSPECTING, DEVELOPMENT AND
PRODUCTION: All production from the Unitized Formation, and
the disposal thereof, shall be in conformity with allocations
and gquotas made or fixed by any duly authorized person or
regulatory body under any applicable Federal or State statute.
The Authorized Officer 1is hereby vested with authority to
alter or modify, from time to time, in his discretion, the
rate of prospecting and development, and within the limits
made or fixed by the Division to alter or modify the quantity
and rate of production under this Agreement, such authority
being hereby limited to alteration or modification in the
public interest, with the purpose thereof and the public
interest to be served thereby to be stated in the order of
alteration or modification; provided, further, that no such
alteration or modification shall be effective (a) as to any
lands of the State of New Mexico in the absence of the
specific written approval thereof by the Commissioner, and (b)
as to any lands of the State of New Mexico or privately owned
lands, in the absence of specific written approval thereof by
the Division.

The powers in this Section vested in the Authorized Officer
shall only be exercised after notice to Unit Operator and
opportunity for hearing, to be held not less than fifteen (15)
days from the date of the notice, and thereafter subject to
administrative appeal before becoming final.

SECTION 22. DRAINAGE: Unit Operator shall take appropriate
and adequate measures to prevent drainage of Unitized
Substances from Unitized Lands by wells on land not subject to
this Agreement. 1In the alternative, with respect to State and
Federal lands, with the consent of the Commissioner and/or the
Authorized Officer, and pursuant to applicable regulations,
pay a fair and reasonable compensatory royalty as determined

_16._



by the C(ommissioner and/or the Authorized Officer, which
compensatory royalty shall be borne by the Working Interest
Owners of such Tract 1in <the same manner as royalty on
production from the Tract being drained.

S8ECTION 23. LEASES AND CONTRACTS CONFORMED AND EXTENDED:
The terms, c¢onditions, and provisions of all leases,
subleases, and other contracts relating to exploration,
drilling, development, or operation for oil or gas on lands
committed to this Agreement are hereby expressly modified and
amended to the extent necessary to make the same conform to
the provisions hereof, but otherwise remain in full force and
effect, and the parties hereto hereby consent that the
Commissioner, as to State leases, and the Authorized Officer,
as to Federal leases, by their approval hereof do hereby
establish, alter, change, or revoke the drilling, producing,
rental, minimum royalty, and rovalty requirements of State and
Federal leases committed hereto and the regulations in respect
thereto to conform said requirements to the provisions of this
Agreement. Without limiting the generality of the foregoing,
all leases, subleases, and contracts are particularly modified
in accordance with the following:

(a) The development and operation of lands subject to
this Agreement under the terms hereof shall be deemed
full performance of all obligations for development and
operation with respect to each and every separately owned
Tract subject to this Agreement, regardless of whether
there is any development of any particular part or Tract
of the Unit Area, notwithstanding anything to the
contrary in the lease, operating agreement, or other
contract by and between the parties hereto, or their
respective predecessors in interest, or any of them.

(b) Drilling, producing, secondary recovery, or enhanced
0il recovery operations performed hereunder upon any
Tract of Unitized Lands shall be accepted and deemed to
be performed upon and for the benefit of each and every
Tract, and no lease shall be deemed to expire by reason
of failure to drill or produce wells situated on land
therein embraced.

(c) Suspension of drilling or producing operations on
all Unitized Land pursuant to direction or consent of the
Commissioner, the Authorized Officer, and the Division,
or their duly authorized representatives, shall be deemed
to constitute suspension as to each and every Tract of
Unitized Lands.



(d) Each lease, sublease, or contract relating to the
exploration, drilling, development, or operations for oil
and gas, which by its terms might expire prior to the
termination of this Agreement, is hereby extended beyond
any such term so provided therein, so that it shall be
continued in full force and effect for and during the
terms of this Agreement.

(e) Termination of this Agreement shall not affect any
lease which, pursuant to the terms therecf or any
applicable laws, shall continue 1in force and effect
thereafter.

(f) Any lease which i1s made subject to this Agreement
shall continue in force beyond the term provided therein
as to the lands committed hereto as long as such lands
remain subject hereto.

(g) Any lease embracing lands of the State of New Mexico
or of the United States of America having only a portion
of its land committed hereto shall be segregated as to
that portion committed and that portion not committed,
and the terms of such lease shall apply separately to
such segregated portions commencing as of the Effective
Date hereof; provided, however, that notwithstanding any
of the provisions of this Agreement to the contrary, such
lease shall continue in full force and effect beyond the
term provided therein as to all lands embraced in such
lease 1f 01l or gas 1s, or has heretofore been,
discovered in paying quantities on some part of the lands
embraced in such lease committed to this Agreement or, so
long as a portion of the Unitized Substances produced
form the Unit Area is, under the terms of this Agreement,
allccated to the portion of the lands covered by such
lease committed to this Agreement, or, at any time during
the term hereof, as to any lease that is then valid and
subsisting and upon which the lessee or Unit Operator is
then engaged in bona fide drilling, reworking, or
secondary recovery operations on any part of the lands
embraced in such lease, then the same as to all lands
embraced therein shall remain in full force and effect so
long as such operations are diligently prosecuted, and if
they result in the production of o0il or gas, said lease
shall continue in full force and effect as to all of the
lands embraced therein, and so long thereafter as oil or
gas 1in paying quantities 1s being produced from any
portion of said lands.



SECTION 24. COVENANTS RUN WITH LAND: The covenants herein
shall be construed to be covenants running with the land with
respect to the interests of the parties hereto and their
successors in interest until this Agreement terminates, and
any grant, transfer, or conveyance of interest in lands or
leases subject hereto shall be and hereby is conditioned upon
the assumption of all privileges and obligations hereunder by
the grantee, transferee, or other successor in interest. No
assignment or transfer of any Working Interest subject hereto
shall be binding upon Unit Operator until the first day of the
calendar month after Unit Operator 1is furnished with the
original, or acceptable photostatic or certified copy, of the
recorded instrument of transfer; and no assignment or transfer
of any Royalty Interest subject hereto shall be binding upon
the Working Interest Owner responsible therefor until the
first day of the calendar month after said Working Interest
Owner 1s furnished with the original, or acceptable
photostatic or certified copy, of the recorded instrument of
transfer.

SECTION 25. EFFECTIVE DATE AND TERM: This Agreement shall
become effective on the first day of the month next following:

(a) The effective date of the Division's order
approving statutory unitization of the Unit Area;

(b) The approval of this Agreement by the Commissioner
and the Authorized Officer;

(c) The recording of one (1) counterpart of this
Agreement with the County Clerk of Lea County, New
Mexico; and

(d) The recording with the County Clerk of Lea County,
New Mexico, of a certificate by Unit Operator to

the effect that (a), (k) and (c¢) above have been
accomplished, and stating the Effective Date
hereof;

and provided, further, that if (a), (b), (¢) and (d) above are

not accomplished on or before October 1, 1995, this Agreement
shall expire ipso facto on said date (hereinafter called
"Termination Date") and thereafter be of no further force or
effect, unless prior thereto Working Interest Owners having a
combined Unit Participation of at least seventy-five percent
(75%) have decided to extend the Termination Date for a period
not to exceed one (1) year (hereinafter called "Extended
Termination Date"). If said Termination Date is so extended,
and {(a), (b), (c) and (d) above are not accomplished on or
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before said Extended Termination Date, this Agreement shall
expire ipso facto on said Extended Termination Date and
thereafter be of no fturther force or effect.

This Agreement and/or the Unit Operating Agreement shall be
amended in any and all respects necessary toc conform to the
Division's order approving statutory unitization.

Any and all amendments of this Agreement and/or the Unit
Operating Agreement that are necessary to conform said
agreements to the Division's order approving statutory
unitization shall be deemed to be hereby approved by the
parties hereto without any necessity for further written
approval by said parties, except as follows:

(a) If any amendment of this Agreement has the effect
of reducing any Rovalty Owner's participation in
the production of Unitized Substances, such Royalty
Owner shall not be deemed to have hereby approved
the amended agreement without the necessity of
further approval in writing by said Royalty owner;
and

(b) If any amendment of this Agreement and/or the Unit
Operating Agreement has the effect of reducing any
Working Interest Owner's participation in the
production of Unitized Substances, or increasing
such Working Interest Owner's share of Unit
Expense, such Working Interest Owner shall not be
deemed to have hereby approved the amended
agreements without the necessity of further
approval in writing by said Working Interest Owner.

The term of this Agreement shall be for and during the time
that Unitized Substances are produced in paying cquantities
from the Unit Area and as long thereafter as diligent
drilling, reworking, or other operations (including pressure

maintenance and/or secondary recovery operations) are
prosecuted thereon without cessation of more than ninety (90)
consecutive days, and as 1long thereafter as Unitized

Substances are produced as aforesaid, unless sooner terminated
by Working Interest Owners in the manner hereinafter provided.

This Agreement may be terminated at any time with the approval
of the Commissioner, the Authcrized Officer, and the Division
by Working Interest Owners having at least eighty percent
(80%) of Unit Participation, as determined from Exhibit "C."
Notice of such termination shall be given by Unit Operator to
all parties hereto.



Unit Operator shall, within thirty (30) days after the
Termination Date of this Agreement, record in the office where
a counterpart or notice of this Agreement 1is recorded, a
certificate to the effect that this Agreement has terminated
according to its terms, and stating further the Termination
Date.

If not otherwise covered by the leases unitized under this
Agreement., Royalty Owners hereby grant Working Interest Owners
a period of six (6) months after termination of this Agreement
in which to salvage, sell, distribute, or otherwise dispose of
the personal property and facilities used in connection with
Unit Operations.

SECTION 26. APPEARANCES: Unit Operator shall have the
right to appear for or on behalf of any and all interests
affected hereby before the Commissioner, the Authorized
Officer, and the Division, and to appeal from any order issued
under the rules and regulations of the Commissioner, the
Authorized Officer, or the Division, to apply for relief from
any of said rules and regulations in any proceedings relative
to operations before the Commissioner, the Authorized Officer,
or the Division or any other legally constituted authority;
provided, however, that any other interested party shall also
have the right at his or its own expense to be heard in any
such proceedings.

SECTION 27. NOTICES: All notices, demands, objections, or
statements required hereunder to be given or rendered to the
parties hereto shall be deemed fully given if made in writing
and personally delivered to the party or parties, or sent by
postpaid certified mail, addressed to such party or parties at
their respective addresses set forth in connection with the
signatures hereto or to their ratifications or consents
hereof, or to such other address as any such party or parties
may have furnished in writing to the party sending the notice,
demand, or statement.

SECTION 28. NO WAIVER OF CERTAIN RIGHTS: Nothing contained
in this Agreement shall be construed as a waiver by any party
hereto of the right to assert any legal or constitutional
right or defense as to the validity or invalidity of any law
of the United States of America or the State of New Mexico, or
rules or regulations issued thereunder, in any way affecting
such party, or as a waiver by any such party of any right
beyond his or its authority to waive; provided, however, each
party hereto covenants that during the existence of this
Agreement such party will not resort to any action at law or
in equity to partition the Unit Area or the facilities used in




the development or cperation hereof, and to that extent waives
the benefits of all laws authorizing such partition.

SECTION 29. LOSS OF TITLE: In the event that the title of
any party or to any interest subject to this Agreement fails,
such party or interest shall be automatically regarded as not
committed to this Agreement, effective as of 7:00 a.m. on the
first day of the calendar month in which the failure of title
is finally determined; provided, however, that such party or
interest shall not be so regarded if it can be requalified for
admission voluntarily or under Section 13 hereof within one
hundred twenty (120) days after the date on which such title
failure was finally determined. If any party or interest to
which title has failed cannot be committed to the Unit Area
under the Section 13, then such interest shall be paid
pursuant to the lease or other pertinent agreement appliable
thereto.

If title to a Working Interest fails, the rights or
obligaticons of Working Interest Owners by reason of such
failure shall be governed by the Unit Operating Agreement.

In the event of a dispute as to the title to any Working
Interest or Royalty Interest subject hereto, payment or
delivery on account thereof may be withheld without liability
or interest until the dispute is finally settled; provided,
that as to Federal or State lands or leases, no payments of
funds due the State of New Mexico or the United States of
America shall be withheld, but such funds shall be deposited
as directed by the Commissioner or the Authorized Officer to
be held as unearned money pending final settlement of the
title dispute, and then applied as earned or returned 1in
accordance with such final settlement.

Unit Operator, as such, 1s relieved from any responsibility
for any defect or failure of any title hereunder.

SECTION 30. COUNTERPARTS: This Agreement may be executed
in any number of counterparts, no one of which needs to be
executed by all parties, and nay be ratified or consented to
by separate instrument in writing, specifically referring
hereto, and shall be binding upon all those parties who have
executed such a counterpart, ratification, or consent hereto
with the same force and effect as 1f all parties had signed
the same document, and regardless of whether or not it is
executed by all other parties owning or claiming an interest
in the lands within the Unit Area.




SECTION 31. JOINDER COMMITMENT: Execution of or joinder in
this Agreement by any party, either as a Working Interest
Owner or as a Royalty Owner, shall commit all interests that
may be owned or controlled by such party.

SECTION 32. USE OF SURFACE AND USE OF WATER: Fach Working
Interest Owner, to the extent of his rights, grants to Unit
Operator the right to enter upon and use so much of the
surface of the Unitized Land as is necessary and reasonable to
conduct Unit Operations. Unit Operator shall pay to the
surface owner(s) any damages which may be required as a result
of Unit Operations, and such payments shall be considered as
items of unit expense to be borne by all Working Interest
Owners. The parties hereto, to the extent they have the right
to do so, hereby grant Unit Operator the right to use brine or
fresh water (or both) produced from any formation underlying
the Unit Area for injection into the Unitized Formation.

SECTION 33. INDEMNIFICATION: Unit Operator shall be held
harmless and shall be indemnified by all parties hereto,
whether Royalty Owners or Working Interest Owners, with
respect to any threatened, pending, or completed action, suit,
or proceeding to which Unit Operator was or is a party, or is
threatened to be made a party, by reason of the fact that he
is or was Unit Operator of the Unit Area. All parties hereto
shall indemnify Unit Operator against expenses, 1including
attorney's fees, judgments, and amounts paid in settlement
actually and reasonably incurred by Unit Operator in
connection with prosecuting or defending such action, suit, or
proceeding, 1f Unit Operator acted in good faith and in a
manner which Unit Operator reasonably believed, in his sole
discretion, to be in or not opposed to the best interests of
the Unit Area, provided that the conduct of Unit Operator does
not constitute gross negligence, or willful and wanton
misconduct. The termination of any action, suit, or
proceeding by judgment, order, or settlement adverse to Unit
Operator and/or the Unit Area shall not, of itself, create a
presumption that Unit Operator did not act in good faith and
in a manner which he reasonably believed to be in or not
opposed to the best interests of the Unit Area. The foregoing
indemnification shall apply both to actions, suits, or
proceedings threatened, commenced, or prosecuted by Unit
Operator on behalf of the Unit and the parties hereto, and to
actions, suits, or proceedings threatened, commenced, or
prosecuted against Unit Operator and the parties hereto.

SECTION 34. FORCE MAJEURE: All obligations arising
hereunder, except for the payment of money, shall be suspended
while compliance is prevented, in whole or in part, by an
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event Lteyond the reasonable control of Unit Operator,
including, but not limited to: A labor dispute; fire; war; a
civil disturbance; an act of God; federal, state, or municipal
laws or regulations:; any rule, regulation, or order of a
governmental agency; inability to secure materials; and any
other cause or causes beyond the reasonable contrcl of Unit
Operator, whether similar or dissimilar to those specified
above. Unit Operator shall not be required against his will
to adjust or settle any labor dispute. Neither this Agreement
nor any lease or other instrument subject hereto shall be
terminated by reason of suspension of Unit Operations due to
any one or more of the causes set forth herein.

SECTION 35. NONDISCRIMINATION: Unit Operator, in connection
with the performance of work under this Agreement relating to
leases issued by the United States of America, agrees to
comply with all of the provisions of Sections 202(1)-(7) of
Executive Order 11246 (30 F.R. 12319), which are hereby
incorporated by reference in this Agreement.

SECTION 36. TAXES: ©Each party hereto shall, for its own
account, render and pay 1its share of any taxes levied against
or measured by the amount or value of the Unitized Substances
produced from the Unitized Land; provided, however, that if it
is required or if it be determined that the Unit Operator or
the several Working Interest Owners must pay or advance said
taxes for the account of the parties hereto, it is hereby
expressly agreed that the parties so paying or advancing said
taxes shall be reimbursed therefor by the parties hereto,
including Royalty Owners, who may be responsible for the taxes
on their respective allocated share of said Unitized
Substances. No such taxes shall be charged to the State of
New Mexico or to the United States of America, or to any
lessor who has a contract with a lessee which requires his
lessee to pay such taxes.

S8ECTION 37. PERSONAL PROPERTY EXCEPTED: All lease and well
equipment, materials, and other facilities heretofore or
hereafter placed by any of the Working Interest Owners on the
lands covered hereby shall be deemed to be and shall remain
personal property belonging to and may be removed by the
Working Interest Owners. The rights and interests therein as
among Working Interest Owners are covered by the Unit
Operating Agreement.

SECTION 38. NO PARTNERSHIP: The duties, obligations, and
liabilities of the parties hereto are intended to be several,
and not ‘joint or collective. This Agreement is not intended
to create, and shall not be construed to create, an
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assoclation, partnership, or trust, cr to impose a partnership
duty, okligation, or liability with regard to any one or more
of the parties hereto. Each party hereto shall be
individually responsible for its own obligations as herein
provided.

SECTION 39. CORRECTION OF ERRORS: It is hereby agreed by
all parties to this Agreement that Unit Operator is empowered
to correct any mathematical, typographical, or clerical errors
which may exist in this Agreement and the exhibits hereto;
provided, however, that correction of any errors other than
mathematical, typographical, or clerical errors shall be made
by Unit Operator only after first having obtained approval of
Working Interest Owners having a combined Unit Participation
of sixty-five percent {65%) or more, as well as the
Commissioner, the Authorized Officer, and the Division.

IN WITNESS WHEREOF, the parties hereto have caused this
Agreement to be executed as of the first date above written
and have set opposite their respective names the date of
execution.

UNIT OPERATOR:

Charles B. Gillespie, Jr.

Date of Execution:

ACKNOWLEDGEMENT

STATE OF TEXAS

0
0

COUNTY OF MIDLAND

The foregoing instrument was acknowledged befcre me this
day of , 1995, by Charles B. Gillespie, Jr.

Notary Public

My Commission Expires:

2ndunit.agr
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TRACT NO.
1

2

10

11

EXHIBIT

SCHEDULE OF TRACT

nCu

PARTICIPATION

WEST LOVINGTON STRAWN UNIT AREA

LEA COUNTY,

NEW MEXICO

TRACT %
17.5512469
21.8483250
6.6006572
6.7468882
25.1358803
8.6434870
6.6711299
3.5738511
2.4973793
0.5523304
0.1788247

TOTAL 100.0000000
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UNIT OPERATING AGREEMENT
WEST LOVINGTON STRAWN UNIT AREA
LEA COUNTY, NEW MEXICO
THIS AGREEMENT is entered into as of the ~ day of
December, 1994, by the parties who have signed the original of
this instrument, a counterpart thereof, or other instrument

agreeing to be bound by the provisions hereof.

WITNEGSETH:

WHEREAS, the parties hereto, as Working Interest Owners,
have executed that certain agreement entitled "Unit Agreement
for the Development and Operation of the West Lovington Strawn
Unit Area, Lea County, New Mexico,'" hereinafter referred to as
the "Unit Agreement," which, among other things, provides for
a separate agreement to be made and entered into by and
between Working Interest Owners to provide for Unit Operations
herein defined;

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

ARTICLE 1

CONFTRMATION OF UNIT AGREEMENT

1.1 Confirmation of Unit Agreement. The Unit Agreement
is hereby confirmed and incorporated herein by reference and
made a part of this Agreement. The definitions in the Unit
Agreement are adopted for all purposes of this Agreement. In
the event of any conflict between the Unit Agreement and this
Agreement, the Unit Agreement shall prevail. For the purposes
of this Agreement, the following additional definitions are
incorporated to supplement the definitions set forth in
Section 2 of the Unit Agreement:

(u) "Unit Equipment" is defined as all personal property,
lease and well equipment, plants, and other facilities
and equipment taken over or otherwise acquired for the
joint account for use in Unit Operations.

(v) "Unit Expense" is defined as all costs, expenses, or
indebtedness incurred by Working Interest Owners or Unit
Operator pursuant to the Unit Agreement and this
Agreement for or on account of Unit Operations.



ARTICLE 2
EXHIBITS

2.1 Exhibits. The following exhibits are incorporated herein
by reference or by attachment hereto:

2.1.1 Exhibits "a", "B", and "C" of the Unit
Agreement.

2.1.2 Exhibit "D", attached hereto, is a summary
showing each Working Interest Owner's Working Interest in each
Tract, the percentage of total Unit Participation attributable
to each such interest, and the total Unit Participation of
each Working Interest Owner.

2.1.3 Exhibit "E", attached hereto, contains
insurance provisions applicable to Unit Operations.

2.1.4 Exhibit "F", attached hereto, 1is the
Accounting Procedure applicable to Unit Operaticns. In the
event of a conflict between this Agreement and Exhibit "F",
this Agreement shall prevail.

2.1.5 Exhibit "G", attached hereto, contains
Certificate of Compliance provisions provided for in Article
20.

2.1.6 Exhibit "H", attached hereto, is the Gas
Balancing Agreement applicable to Unit Operations.

2.2 Revision of Exhibits. Whenever Exhibits "A", "B" or
"C" are revised, Exhibit "D" shall be revised accordingly and
be effective as of the same date. Unit Operator shall also
revise Exhibit "D" from time to time as required to conform to
changes in ownership of which Unit Operator has been notified
as provided for in the Unit Agreement.

2.3 Reference to Exhibits. When reference is made
herein to an exhibit, it is to the exhibit as originally
attached or, if revised, to the last revision thereof.

ARTICLE 3

SUPERVISION OF OPERATIONS BY
WORKING INTEREST OWNERS

3.1 Overall Supervision. Subject to the other terms and
provisions of this Agreement and of the Unit Agreement,

-2 -



Working Interest Owners shall exercise overall supervision and
control of all matters pertaining to Unit Operations pursuant
to this Agreement and the Unit Agreement. In the exercise of
such power, each Working Interest Owner shall act solely in
its own behalf in the capacity of an individual owner, and not
on behalf of the owners as an entirety.

3.2 Particular Powers and Duties. The Working Interest
Owners, using the voting procedure given in Section 4.3,
unless otherwise specifically provided in this Agreement or in
the Unit Agreement, shall decide matters pertaining to Unit
Operations, which include, but are not 1limited to, the
following:

3.2.1 Method of Operation. The kind, character,
and methed of operation, 1including any type of pressure
maintenance, secondary recovery, or other enhanced recovery
program to be employed.

3.2.2 Drilling of Wells. The drilling, deepening,
or sidetracking of any well within the Unit Area for the
production of Unitized Substances, and the drilling of any
well for injection, salt water disposal, or for any other Unit
purpose.

3.2.3 Well Workovers and Conversion of Wells. The
reworking, recompleting, or repairing of any well for the
purpose of production of Unitized Substances reasonably
estimated to require an expenditure in excess of the
expenditure limitation specified in Section 3.2.4 below, and
the abandonment or conversicn of the use of any well from one
purpose to another, or the use of any such well for injection
or any other purpose other than production. Unit Operator
shall have the right to shut-in or temporarily abandon a well,
or to reactivate a well which was shut-in or temporarily
abandoned to its former use, with notification to the Working
Interest Owners, if doing so 1s reasonably estimated to
require an expenditure not in excess of the expenditure
limitation specified in Section 3.2.4 below.

3.2.4 Expenditures. The making of any single
expenditure in excess of fifty thousand dollars ($50,000.00),
except as provided in Section 7.9 below; provided that
approval by Working Interest Owners for the drilling,
sidetracking, reworking, drilling deeper, or plugging back of
any well shall include approval of all necessary expenditures
required therefor and for completing, testing, and equipping
the same, including necessary flow lines, separators, and
lease tankage, if the authority for expenditure ("AFE") for

-3 -



such work contains the estimated cost of all necessary
expenditures.

3.2.5 Amendment of Overhead Rates. The overhead
rates, as provided for in Section III of Exhibit "F" attached
hereto, shall be amended from time to time by affirmative vote
of the parties as set out in Section 4.3.2 below.

3.2.6 Disposition of Surplus Facilities. The sale
or other disposal of any major item of surplus unit material
or equipment, if the current 1list price of new equipment
similar thereto is twenty-five thousand dollars ($25,000.00)
or more.

3.2.7 Appearance Before a Court or Requlatory Body.
The designating of a representative to appear before any court
or regulatory body in matters pertaining to Unit Operations;
provided, however, that the authorization by Working Interest
Owners of the designation of any such representatives shall
not prevent any Working Interest Owner from appearing in
person or from designating another representative to appear in
his or its own behalf.

3.2.8 Audit Exceptions. The resolution of audit
exceptions, as provided for in accordance with COPAS Bulletin
No. 3.

3.2.9 Assignments to Committees. The appointment
or designation of committees or subcommittees necessary for
the study of any problem in connection with Unit Operations.

3.2.10 Selection of Successor to Unit Operator.
The selection of a successor to the Unit Operator.

3.2.11 Enlargement of Unit Area. The enlargement
of the Unit Area.

3.2.12 Investment Adjustment. The adjustment and
readjustment of investments.

3.2.13 Acquisition of Wells for Unit Operations.
The acquisition of wells for Unit Operations.

3.2.14 Termination of Unit Agreement. The
termination of the Unit Agreement.




ARTICLE 4

MANNER OF EXERCISING SUPERVISION

4.1 Designation of Representatives. Each Working
Interest Owner shall advise Unit Operator in writing of the
names and addresses of its representative and alternate who
are authorized to represent and bind it in respect to any
matter pertaining to the development and operation of the Unit
Area. Such representative or alternate may be changed from
time to time by written notice to Unit Operator.

4.2 Meetings. All meetings of Working Interest Owners
for the purpose of considering and acting upon any matter
pertaining to the development and operation of the Unit Area
shall be called by Unit Operator upon its own motion or at the
request of two or more Working Interest Owners having a total
Unit Participation of not less than ten percent (10%). The
representative of Unit Operator shall be Chairman of each
meeting. No meeting shall be called on less than fourteen
(14) days' advance written notice, with an agenda for the
meeting attached, unless notice is waived by Working Interest
Oowners owning ninety percent (90%) or more of the Unit
Participation. The Working Interest Owners attending such
meeting shall not be prevented from amending items included in
the agenda, or from deciding such amended item or other items
presented at such meeting. Any item proposed at a meeting
that was not included on the agenda or any amended agenda
cannot be brought to a vote at said meeting, but will require
approval by a poll vote or a subsequent meeting.

4.3 Voting Procedure. Working Interest Owners shall act
upon and determine all matters coming before them, as follows:

4.3.1 Voting Interest. Each Working Interest Owner
shall have a voting interest equal to its Unit Participation,
listed in Exhibit "D" attached hereto.

4.3.2 Vote Required. Unless otherwise provided
herein or in the Unit Agreement, Working Interest Owners shall
determine all matters by the affirmative vote of three (3) or
more Working Interest Owners having a combined voting interest
of at least seventy percent (70%); however, should any one
Working Interest Owner have more than thirty percent (30%)
voting interest, its negative vote or failure to vote shall
not defeat a motion, and such motion shall pass if approved by
Working Interest Owners having a majority voting interest,
unless one (1) or more additional Working Interest Owners




having a combined voting interest of at least five percent
(5%) likewise votes against the motion or fails to vote.

Unless otherwise specified in an AFE, work approved by a
vote must be commenced within one (1) year of the approval
date. If not commenced during this period, the work must be
reproposed.

4.3.3 Vote at Meeting by Non-Attending Working
Interest Owners. Any Working Interest Owner not represented
at a meeting may vote on any item included in the agenda of
the meeting by letter, telegram, or facsimile transmission,
followed by U. S. Mail, addressed to the Chairman of the
meeting, provided such vote 1is received prior to the
submission of such item to vote. Such vote shall not be
counted with respect to any item on the agenda which is
amended at the meeting.

4.3.4 Poll Votes. Working Interest Owners may
decide any matter by vote taken (without a meeting) by letter,
telegram, or facsimile transmission, followed by U. S. Mail,
provided the matter is first submitted in writing to each
Working Interest Owner and no meeting on the matter is called,
as provided in Section 4.2, within fourteen (14) days after
such proposal is dispatched to Working Interest Owners. If a
meeting is called within the fourteen (14) days, then the poll
vote is canceled and the vote shall be held at the meeting.
Such vote will be final, and Unit Operator will give prompt
notice of the results of such voting to all Working Interest
owners.

ARTICLE 5

INDIVIDUAL RIGHTS AND PRIVILEGES
QF WORKING INTEREST OWNERS

5.1 Reservation of Rights. Working Interest Owners
severally reserve to themselves all their rights, powers,
authority, and privileges, except as expressly provided in
this Agreement and in the Unit Agreement.

5.2 Specific Rightgs. Each Working Interest Owner shall
have, among others, the following specific rights and
privileges:

5.2.1 Access to Unit Area. Access to the Unit
Area, at all reasonable times, to inspect the operations
hereunder and all wells, records, and data pertaining thereto.




5.2.2 Reports by Reguest. The right to receive
from Unit Operator, upon written request, copies of all
reports to any governmental agency, reports of crude oil runs
and stocks, inventory reports, and all other data pertaining
to Unit Operations. The cost of gathering and furnishing data
not ordinarily furnished by Unit Operator to all Working
Interest Owners shall be charged solely to the Working
Interest Owner(s) requesting same.

5.2.3 Audits. The right to audit the accounts of
Unit Operator according to the provisions of Exhibit "F."

ARTICLE 6

UNIT OPERATOR

6.1 Unit Operator. CHARLES B. GILLESPIE, JR. is hereby
designated as the initial Unit Operator.

6.2 Resignation or Removal of Unit Operator. Unit
Operator may resign at any time. Resignation or removal of
Unit Operator shall be pursuant to and handled in accordance
with the provisions of Section 7 of the Unit Agreement.

If Unit Operator becomes insolvent or bankrupt, or is
placed in receivership, he shall be deemed to have resigned
without any action required by non-operating Working Interest
Owners. If a petition for relief under the federal bankruptcy
laws is filed by or against Unit Operator, and the removal of
Unit Operator is prevented by the federal bankruptcy court,
all non-operating Working Interest Owners and Unit Operator
shall comprise an interim operating committee to serve until
Unit Operator has elected to reject or assume this Agreement
pursuant to the federal Bankruptcy Code. An election to
reject this Agreement by Unit Operator as a debtor in
possession, or by a trustee in bankruptcy, shall be deemed a
resignation as Unit Operator without any action required by
non-operating Working Interest Owners, except the selection of
a successor Unit Operator. During the period of time that the
operating committee controls Unit Operations, all actions
shall require the approval of two (2) or more parties owning
a majority of the Unit Participation.

If Unit Operator sells all of its interest in the Unit,
it shall be deemed to have resigned without any action
required by non-operating Working Interest Owners. However,
a merger or consolidation, or the change of a corporate or
partnership name, or the sale or transfer to a subsidiary,
parent company, a subsidiary of a parent company, or an

-7 -



affiliate organization, shall not be construed as a sale of
all of Unit Operator's interest in the Unit Area.

6.3 Selection of Successor Unit Operator. Upon the
resignation or removal of Unit Operator, a successor Unit
Operator shall be selected by Working Interest Owners as
provided in Section 8 of the Unit Agreement.

In the event no Working Interest Owner obtains the
percentage vote necessary to become successor Unit Operator
under Section 8 of the Unit Agreement, a Unit Manager shall be
selected by the Working Interest Owners owning a plurality of
the Unit Participation, who shall perform the duties of Unit
Operator until a successor Unit Operator is elected.

6.4 Records and Information. A Unit Operator resigning
or being removed shall give complete cooperation to the
successor Unit Operator or Unit Manager, and shall deliver
thereto all records and information necessary to the discharge
of the successor Unit Operator's or Unit Manager's duties and
obligations.

ARTICLE 7

POWERS AND DUTIES OF UNIT OPERATOR

7.1 Exclusive Rights to Operate Unit. Subject to the
other provisions of this Agreement, and to the orders,
directions, and limitations rightfully given or imposed by
Working Interest Owners, Unit Operator shall have the
exclusive right and be obligated to conduct Unit Operations.

The parties, to the extent of their rights and interests,
hereby grant to Unit Operator the right to use as much of the
surface of the Unitized Land as may reasonably be necessary
for Unit Operations.

7.2 Workmanlike Conduct. Unit Operator shall conduct
all operations hereunder in a good and workmanlike manner and,
in the absence of specific instructions from Working Interest
Owners, shall have the right and duty to conduct such
operations in the same manner as would a prudent operator
under the same or in similar circumstances. Unit Operator
shall freely consult with Working Interest Owners and Kkeep
them advised of all matters arising in connection with such
operations which Unit Operator, in the exercise of its best
judgment, considers important. Unit Operator shall not be
liable to Working Interest Owners for damages unless such




damages result from the gross negligence or willful misconduct
of Unit Operator.

7.3 Liens and Encumbrances. Unit Operator shall
reasonably endeavor to Keep the lands and leases in the Unit
Area and the Unit Equipment free from all liens and
encumbrances occasioned by its operations hereunder, except
the liens of Unit Operator and Working Interest Owners granted
hereunder.

7.4 Employees. The number of employees used by Unit
Operator in conducting operations hereunder, the selection of
such employees, the hours of labor, and the compensation for
services to be paid any and all such employees, shall be
determined by Unit Operator. Such employees shall be employed
by Unit Operator. Nothwithstanding the foregoing, Unit
Operator shall have the right to contract with third persons
for the performance of any labor or services, or for the
provision of materials and equipment, required for operations
hereunder, under such terms as are reasonable in the industry.

7.5 Records. Unit Operator shall keep true and correct
books, accounts, and records of its operations hereunder.

7.6 Reports to Working Interest Owners. Unit Operator
shall furnish to each Working Interest Owner periodic reports
of the development and operation of the Unit Area.

7.7 Reports to Governmental Authorities. Unit Operator
shall make all reports to governmental authorities that it has
the duty to make as Unit Operator.

7.8 Engineering and Geological Information. Unit
Operator shall furnish to each Working Interest Owner, upon

written request, a copy of the logs of, and copies of
engineering and geological data pertaining to, wells drilled
for Unit Operations.

7.9 Expenditures. Unit Operator is authorized to make
single expenditures not in excess of fifty thousand dollars
($50,000.00) without prior approval of the Working Interest
Owners. This expenditure limit may be revised from time to
time by an affirmative vote of three (3) or more Working
Interest Owners having a combined voting interest then in
effect of at least eighty percent (80%). However, if an
emergency occurs, Unit Operator may immediately incur such
expenditures which in his or its opinion are necessary and
reasonable to deal with the emergency. Unit Operator shall



report to Working Interest Owners, as promptly as possible, on
the nature of the emergency and of the action taken.

7.10 Wells Drilled by Unit Operator. All wells drilled
by Unit Operator shall be at the usual rates prevailing in the
area. Unit Operator may employ its own tools and equipment,
but the charge therefor shall not exceed the prevailing rate
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 decing work of a
similar nature.

7.11 Border Agreements. Unit Operator may, after
approval by Working Interest Owners, enter intc border
agreements with owners of lands adjacent to the Unit Area for
the purpose of coordinating operations.

Such agreements may provide for the cooperative
development, operation, fluid injection, or similar programs
with respect to the equivalent of the Unitized Formation
outside the Unit Area. Any such agreement may make provision
for the drilling or conversion, equipping, and operation of
compensating fluid injection wells in the Unitized Formation
and the adjoining equivalent of the Unitized Formation outside
the Unit Area. Any such cooperative agreement shall in no way
affect or alter the percentages of participation established
hereunder as to the parties hereto, nor shall such agreement
provide for the sharing or allocation of production between
the Unit Area and any outside lands.

ARTICLE 8
TAXES

8.1 Ad Valorem Taxes. Beginning with the first calendar
year after the Effective Date hereof, Unit Operator shall make
and file all necessary property tax renditions, whether on
real or personal property, and returns with the proper taxing
authorities with respect to all property of each Working
Interest Owner used or held by Unit Operator for Unit
Operations. Unit Operator shall settle assessments arising
therefrom. All such property taxes shall be paid by Unit
Operator and charged to the Jjoint account; however, if the
interest of a Working Interest Owner 1is subject to a
separately assessed overriding royalty interest, production
payment, or other interest in excess of a one-eighth (1/8)
royalty, such Working Interest Owner shall notify Unit
Operator of such interest prior to the rendition date and
shall be given credit for the reduction in taxes paid
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resulting therefrom. Any Working Interest Owner dissatisfied
with any assessment of its interest in real or personal
property shall have the right, at its own expense, and after
due notice to Unit Operator, to protest and resist any such
assessment.

If ad valorem taxes are based in whole or in part upon
separate valuations of each party's Working Interest, then
notwithstanding anything to the contrary herein, charges to
the joint account for ad valorem taxes shall be made and paid
by the parties hereto in accordance with the percentage of tax
value generated by each party's Working Interest.

8.2 Taxes and Assessments. Each Working Interest Owner
shall pay or cause to be paid all production, severance,
gathering, and other taxes and assessments imposed upon or on
account of the production or handling of its share of Unitized
Substances.

8.3 Income Tax Election. Notwithstanding any provisions
herein that the rights and liabilities hereunder are several
and not joint or collective, or that this Agreement and
operations 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 from the
application of all of the provisions of Subchapter K, Chapter
1, Subtitle A, of the Internal Revenue Code of 1986, as
permitted and authorized by Section 761 of the Internal
Revenue Code and regulations promulgated thereunder. Unit
Operator is authorized and directed to execute on behalf of
each of the parties hereto such evidence of this election as
may be required by the Secretary of the Treasury of the United
States or by the federal Internal Revenue Service, including
specifically, but not by way of limitation, all of the
returns, statements, and data required by Treasury Regulation
1.761. Should there be any requirement that each party hereto
give further evidence of this election, each such party shall
execute such documents and furnish such other evidence as may
be required by the federal Internal Revenue Service or 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 State of New Mexico income tax law, or any
future income tax law of the United States, contain provisions
similar to those in Subchapter K, Chapter 1, Subtitle A, of
the Internal Revenue Code of 1986, under which an election
similar to that provided by Section 761 of the Internal
Revenue Code is permitted, each of the parties hereto agrees
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to make such election as may be permitted or required by such
laws. In making the foregoing election, each of the parties
hereto states that the income derived by such party from the
operations under this Agreement can be adequately determined
without the computation of partnership taxable income.

ARTICLE 9
INSURANCE
9.1 Insurance. Unit Operator, wifh respect to Unit
Operations, shall:
(a) comply with the workers' compensation laws of

the State of New Mexico,

(b) carry employer's liability and other insurance
required by the laws of the State of New
Mexico; and

(c) provide insurance as set forth in Exhibit "E."

ARTICLE 10

ADJUSTMENT OF_INVESTMENTS

10.1 Personal Property Taken Over. Upon the Effective
Date hereof, Working Interest Owners shall deliver to Unit
Operator possession of:

10.1.1 Wells and Well Equipment. All useable wells
and nonuseable wells that are capable of producing Unitized
Substances, together with the casing, tubing, and down-hole
equipment up to and including all wellhead connections.

10.1.2 Lease and Operating Equipment. All surface,
lease, and well operating equipment, injection or salt water
disposal wells, and other facilities related to current
production from the Unitized Formation which Working Interest
Owners determine to be necessary or desirable for conducting
Unit Operations.

10.1.3 Records. A copy of all production and well
records pertaining to any well which has historically or is
currently producing from the Unitized Formation.

10.2 Inventory and Evaluation of Personal Property.
Unit Operator shall prepare a list of each Working Interest
Owner's current major equipment within the Unit Area that is
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to be inventoried into the joint account. A Working Interest
Owner may remove any item(s) from his 1list only on the
condition that the Unit may use it as long as needed prior to
return. This list shall include all of a Working Interest
Owner's current equipment being utilized in producing oil or
gas from the Unitized Formation, except that any item may be
deleted from the 1list by Unit Operator, based upon a
preliminary environmental assessment recommendation. Unit
Operator shall have until the actual inventory is performed to
recommend deletion of additional items based upon revised or
additional environmental assessments. Working Interest Owners
shall appoint an inventory committee which shall, as of the
Effective Date hereof, or as soon thereafter as feasible,
cause to be taken, under the supervision of Unit Operator and
at Unit Expense, joint physical inventories of all lease and
well equipment on the inventory list, which inventories shall
be used as a basis for determining the controllable items of
equipment to be taken over by Unit Operator hereunder. Unit
Operator shall notify each Working Interest Owner within each
separate Tract at least fifteen (15) days prior to the taking
of the inventory with respect to said Tract, so that each of
said Working Interest Owners may make arrangements to be
represented at the taking of the inventory. Such inventories
shall include and be limited to those items of equipment
normally considered controllable as recommended in the
material classification manual in Bulletin No. 6 dated May,
1971, or any amendments thereto, published by the Petroleum
Accountants Society of North America, except that certain
items normally considered noncontrollable, such as sucker rods
and other items as agreed upon by the Working Interest Owners
may be included in the inventories in order to insure a more

equitable adjustment of investments. Immediately following
completion, such inventories shall be priced in accordance
with the provisions of Exhibit "F", Accounting Procedure,

attached hereto and made a part hereof. Such pricing shall be
performed under the supervision of, by the personnel of, and
in the offices of Unit Operator, with Working Interest Owners
furnishing such additional pricing help as may be available
and necessary. With respect to each well taken over for Unit
Operations, no value shall be assigned to intangible drilling
costs of such well or to the down-hole casing therein.

10.3 Inventory and Valuations. After completion of the
inventory and evaluation of property in accordance with the
provisions of Section 10.2, Unit Operator shall submit to each
Working Interest Owner a copy of the inventory and valuations
thereon together with a letter ballot for approval of such
inventory and valuations. Within sixty (60) days after
receipt of such inventory and valuations, each Working




Interest Owner shall return such letter ballot to Unit
Operator indicating 1ts approval or disapproval thereof. It
is agreed that such inventory and valuations shall be binding
upon all parties if approved by Working Interest Owners owning
at least seventy percent (70%) of the Working Interest in the
Unit Area.

10.4 Investment Adjustments. As soon as practicable
after approval by Working Interest Owners of the inventory and
valuations as provided in Section 10.3, each Working Interest
Owner shall be credited with the value of its interest in all
personal property taken over by Unit Operator under Sections
10.1.1 and 10.1.2, and charged with an amount equal to that
obtained by multiplying the total value of all such personal
property so taken over by Unit Operator under Sections 10.1.1
and 10.1.2 by such Working Interest Owner's Unit Partici-
pation, as shown on Exhibit "D." If the charge against any
Working Interest Owner is greater than the amount credited to
such Working Interest Owner, the resulting net charge shall be
paid and in all other respects be treated as any other item of
Unit Expense chargeable against such Working Interest Owner.
If the credit to any Working Interest Owner is greater than
the amount charged against such Working Interest Owner, the
resulting net credit shall be paid to such Working Interest
Owner by Unit Operator out of funds received by it in
settlement of the net charges described above.

10.5 General Facilities. The acquisition of warehouses,
warehouse stocks, lease houses, camps, facilities systems, and
office buildings necessary for Unit Operations shall be by
negotiation by and between the owners thereof and Unit
Operator, subject to the approval of Working Interest Owners.

10.6 Ownership of Personal Property and Facilities. Each
Working Interest Owner, individually, shall, by virtue hereof,

own an undivided interest 1in all personal property and
facilities taken over or otherwise acquired by Unit Operator
pursuant to this Agreement equal to its then current Unit
Participation, shown on Exhibit "D."

ARTICLE 11

DEVEILOQPMENT AND OPERATING COSTS

11.1 Basis of Charge to Working Interest Owners. Subject
to the provisions of Section 11.2 hereof, Unit Operator
initially shall pay all Unit Expenses. Each Working Interest
Oowner shall reimburse Unit Operator for its share of Unit
Expenses. All charges, credits, and accounting for Unit
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Expenses shall be in accordance with Exhibit "F." All costs
and expenses for equipment, drilling of wells, conversion of
wells for injection purposes, and construction of enhanced oil
recovery facilities shall be "Investment Costs." Each Working
Interest Owner's share of Investment Costs and monthly
operating expenses shall ©be the same as 1its Unit
Participation.

11.2 Advance Billings. Unit Operator shall have the
right, at its option, to require other Working Interest Owners
to advance their respective proportionate share of estimated
development and operating costs and expenses by submitting to
such other Working Interest Owners, on or before the 15th day
of any month, an itemized estimate of such costs and expenses
for the succeeding month with a request for payment 1in
advance. Within thirty (30) days thereafter, each Working
Interest Owner shall pay to Unit Operator its proportionate
part of such estimate. Adjustment between estimates and the
actual costs shall be made by Unit Operator at the close of
each calendar month, and the accounts of the Working Interest
Owners shall be adjusted accordingly.

11.3 Commingling of Funds. Funds received by Unit
Operator under this Agreement need not be segregated by Unit
Operator or maintained by it as a separate fund, but may be
commingled with its own funds.

11.4 Lien and Security Interest of Unit Operator and
Working Interest Owners. Each Working Interest Owner dgrants
to Unit Operator a lien upon its 0il and Gas Rights in each
Tract, and a security interest in its share of Unitized
Substances when extracted and its interest 1in all Unit
Equipment, to secure payment of its share of Unit Expense,
together with interest thereon at the prime rate set by
Citibank N.A., New York, New York, for the same period plus
one percent (1%) per annum, plus attorney's fees, court costs,
and other costs in connection with the collection of unpaid
amounts. To the extent that Unit Operator has a security
interest under the Uniform Commercial Code of the State of New
Mexico, Unit Operator shall be entitled to exercise the rights
and remedies of a secured party under the Uniform Commercial
Code. The bringing of a suit and the obtaining of 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, upon default by any Working Interest owner in the
payment of its share of Unit Expense, Unit Operator shall have
the right, without prejudice to other rights or remedies, to
collect from a purchaser of production the proceeds from the
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sale of such Working Interest Owner's share of Unitized
Substances until the amount owed by such Working Interest
Owner, plus interest, has been paid. Each purchaser of
production shall be entitled to rely upon Unit Operator's
written statement concerning the amount of any default. Unit
Operator grants a like lien and security interest to the
Working Interest Owners.

11.5 Carved-Out Interest. If any Working Interest Owner
shall, after executing this Agreement, create an overriding
royalty interest, production payment interest, net proceeds
interest, carried interest, or any other interest out of its
Working Interest, such carved-out interest shall be subject to
the terms and provisions of this Agreement, specifically
including, but without limitation, Section 11.4 hereof. If
the Working Interest Owner creating such carved-out (a) fails
to pay any Unit Expense chargeable to such Working Interest
Owner under this Agreement, and the production of Unitized
Substances accruing to the credit of such Working Interest
Owner is insufficient for that purpose, or (b) withdraws from
this Agreement under the terms and provisions of Article 16
hereof, the carved-out interest shall be chargeable with a pro
rata portion of all Unit Expense incurred hereunder, the same
as though the carved-out interest were a Working Interest, and
Unit Operator shall have the right to enforce against such
carved-out interest the lien and all other rights granted in
Section 11.4 for the purpose of collecting the Unit Expense
chargeable to the carved-out interest.

11.6 Carried Interest. Approved Investment Costs shall
be billed to the individual Working Interest Owners. If any
Working Interest Owner fails to pay its proportionate share of
such Investment Costs within sixty (60) days of receipt of
such bill, then such party shall be deemed a defaulting
Working Interest Owner. Any such defaulting Working Interest
Owner shall not be entitled to participate in, nor shall its
account be credited with, any share of Unitized Substances or
the proceeds thereof; instead, such defaulting Working
Interest Owner shall be deemed to have relinquished its
Working Interest in the Unit to Unit Operator or, at the
option of Unit Operator, to all non-defaulting Working
Interest Owners, who shall pay such defaulted Investment Costs
and carry the defaulted Working Interest until such defaulted
Investment Costs shall have been recovered from the Unitized
Substances or proceeds thereof attributable to such defaulting
Working Interest Owner, after first deducting monthly overhead
charges therefrom, plus an amount equal to two hundred percent
(200%) of such defaulted Investment Costs.
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If Unit Operator elects to allow non-defaulting Working
Interest Owners to carry such defaulted Investment Costs, Unit
Operator shall give notice to all non-defaulting Working
Interest Owners of such default. All Working Interest Owners
receiving such notice shall carry their proportionate part of
any such defaulting Working Interest Owner(s) interest by
paying the unpaid amount as if it were a Unit Expense in the
proportion that the Unit Participation of each such Working
Interest Owner bears to the Unit Participation of all such
Working Interest Owners. Any such additional amounts shall be
due and payable to Unit Operator within fifteen (15) days
following receipt of notice.

Upon failure by any defaulting Working Interest Owner to
pay 1ts share of any Investment Costs, Unit Operator (for
itself and/or for the benefit of the non-defaulting Working
Interest Owners) shall be entitled to collect and receive from
a purchaser of production the proceeds that otherwise would
accrue to such defaulting Working Interest Owner's share of
Unitized Substances, in satisfaction of such debt. All
Working Interest Owners covenant and agree to save all
purchasers of production harmless from any and all liability
by reason of paying such proceeds of Unitized Substances to
Unit Operator. Each purchaser of production shall be entitled
to rely on Unit Operator's written statement of the amounts in
default.

During the period of time Unit Operator and/or the non-
defaulting Working Interest Owners are entitled to receive the
defaulting Working Interest Owner's share of production of
Unitized Substances, or the proceeds thereof, Unit Operator
and/or the non-defaulting Working Interest Owners shall be
responsikle for the payment of all production, severance,
excise, gathering, and other taxes, and all royalty,
overriding royalty, and other burdens applicable to the
Working Interest of said defaulting Working Interest Owner.

A defaulting Working Interest Owner shall lose its voting
interest (as defined in Section 4.3.1 above) during its period
of default. Its voting rights shall be shared proportionally
and exercised by Unit Operator, or each of the non-defaulting
Working Interest Owners, as provided for in Section 4.3 above.
Each non-defaulting Working Interest Owner paying its share of
the unpaid amount shall, to obtain reimbursement thereof, be
subrogated to the security rights described in Section 11.4 of
this Agreement.

If and when Unit Operator and/or the non-defaulting
Working Interest Owners recover from a defaulting Working
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Interest Owner's relingquished interest the amounts provided
for above, the relinquished interest of such defaulting
Working Interest Owner shall automatically revert to it, and,
from and after such reversion, such defaulting Working
Interest Owner shall own the same interest in the Unit, the
material and equipment in or pertaining thereto, and the
production therefrom as such defaulting Working Interest Owner
would have been entitled to had it timely paid its share of
Investment Costs as provided hereinabove. Thereafter, such
defaulting Working Interest Owner shall be charged with and
shall pay its proportionate share of the further costs of Unit
Operations in accordance with the terms of this Agreement and
Exhibit "F."

The remedies included in this provision shall be 1in
addition to the rights provided by law and by Section 11.4
above.

11.7 Rentals. The Working Interest Owners of each Tract
shall pay all rentals, minimum royalty, advance rentals, or
delay rentals due under the lease thereon, and shall con-
currently submit to the Unit Operator, upon written request,
evidence of payment.

11.8 Budgets. Before or as soon as practical after the
Effective Date, Unit Operator shall prepare a budget of
estimated Unit Expense for the remainder of the calendar year,
and, on or before the first day of each December thereafter,

shall prepare a budget for the ensuing calendar year. A
budget shall set forth the estimated Unit Expense by quarterly
periods. Budgets shall be estimates only, and shall be

adjusted or corrected by Working 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.

ARTICLE 12

NON-UNITIZED FORMATIONS

12.1 Right to Operate. Any Working Interest owner that
now has or hereafter acquires the right to drill for and
produce o0il, gas, or other minerals from a formation
underlying the Unit Area other than the Unitized Formation
shall have the right to do so notwithstanding this Agreement
or the Unit Agreement. 1In exercising the right, however, the
Working Interest Owner shall exercise care to prevent
unreasonable interference with Unit Operations. No Working
Interest Owner other than Unit Operator shall produce Unitized
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Substances through any well drilled or operated by it. If any
Working Interest owner drills any well into or through the
Unitized Formation, the Unitized Formation shall be protected
in a manner satisfactory to Unit Operator and other Working
Interest Owners so that production of Unitized Substances will
not be adversely affected.

12.2 Multiple Completions. No well now or hereafter
completed in the Unitized Formation shall ever be completed as
a multiple completion, unless such multiple completion and
subsequent handling of the multiple completion is approved by
Working Interest Owners in accordance with the voting
procedure described in Section 4.3 above.

ARTICLE 13
TITLES

13.1 Warranty and Indemnity. Each Working Interest Owner
represents and warrants that it is the owner of the respective
Working Interest as shown to be owned by it on appropriate
Exhibits to this Agreement, and hereby indemnifies and holds
the other Working Interest Owners harmless from any loss due
to the failure, in whole or in part, of its title to any such
interest, except failure of title arising out of operations
hereunder; provided, however, that such indemnity and any
liability for breach of warranty shall be limited to an amount
equal to the net value that had been received from the sale of
Unitized Substances attributed hereunder to the interest as to
which title failed. Each failure of title will be effective,
insofar as this Agreement is concerned, as of the first day of
the calendar month in which such failure 1is finally
determined, and there shall be no retroactive adjustment of
Unit Expense or retroactive allocation of Unitized Substances
or the proceeds therefrom as a result of title failure.

13.2 Failure of Title Because of Unit Operations. The
failure of title to any Working Interest in any Tract because
of Unit Operations, including nonproduction from such Tract,
shall not change the Unit Participation of the Working
Interest Owner whose title failed in relation to the Unit
Participations of the other Working Interest Owners at the
time of the title failure.




ARTICLE 14

LIABILITY, CLAIMS, AND SUITS

14.1 Individual Liability. The duties, obligations, and
liabilities of Working Interest Owners shall be several and
not joint or collective. Nothing contained herein shall ever
be construed as creating a partnership, joint venture, or an
association or trust between or among Working Interest Owners.

14.2 Settlements. Unit Operator may settle any single
damage claim or suit involving Unit Operations 1if the
expenditure does not exceed Twenty Thousand Dollars
($20,000.00), provided that the payment 1is 1in complete
settlement of such claim or suit. If the amount required for
settlement exceeds the above amount, Working Interest Owners
shall determine the further handling of the claim or suit,
unless such authority is delegated to Unit Operator. All
costs and expense of handling, settling, or otherwise
discharging such claim or suit shall be an item of Unit
Expense, subject to such limitation as is set forth in Exhibit
"F." If a claim is made against any Working Interest Owner or
if any Working Interest Owner is sued on account of any matter
arising from Unit Operations over which such Working Interest
Owner individually has no control because of the rights given
Working Interest Owners and Unit Operator by this Agreement
and by the Unit Agreement, the Working Interest Owner shall
immediately notify Unit Operator, and the claim or suit shall
be treated as any other claim or suit involving Unit
Operations.

ARTICLE 15
NOTICES

15.1 Notices. All notices required hereunder shall be in
writing and shall be deemed to have been properly served when
sent by mail, telegram, or facsimile transmission followed by
first class U. S. Mail, to the address of the representative
of each Working Interest Owner as furnished to Unit Operator
in accordance with Article 4 hereof.

ARTICLE 16
WITHDRAWAL OF WORKING INTEREST OWNER
16.1 Withdrawal. A Working Interest Owner may withdraw

from this Agreement by transferring, without warranty of
title, either express or implied, to the Working Interest
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owners who do not desire to withdraw, all its 0il and Gas
Rights, exclusive of Royalty Interests, together with its
interests in all Unit Equipment and in all wells used in Unit
Operations, provided that such transfer shall not relieve such
Working Interest Owner from any obligation or liability
incurred prior to the first day of the month following receipt
by Unit Operator of such transfer. The delivery of the
transfer shall be made to Unit Operator for the transferees.
The transferred interest shall be owned by the transferees in
proportion to their respective Unit Participations. The
transferees, in proportion to the respective interests so
acquired, shall pay the transferor for its interest in Unit
Equipment, being the salvage value thereof less its share of
the estimated cost of salvaging same and of plugging and
abandoning and restoring the surface of all wells then being
used or held for Unit Operations, as determined by Working
Interest Owners. In the event such withdrawing owner's
interest in the aforesaid salvage value is less than such
owner's share of such estimated costs, the withdrawing owner,
as a condition precedent to withdrawal, shall pay the Unit
Operator, for the benefit of Working Interest Owners
succeeding to its interest, a sum equal to the deficiency.
Within sixty (60) days after receiving delivery of the
transfer, Unit Operator shall render a final statement to the
withdrawing owner for its share of Unit Expense, including any
deficiency in salvage value, as determined by Working Interest
owners, incurred as of the first day of the month following
the date of receipt of the transfer. Provided all Unit
Expense, including any deficiency hereunder, due from the
withdrawing owner has been paid in full within thirty (30)
days after the rendering of such final statement by the Unit
Operator, the transfer shall be effective the first day of the
month following its receipt by Unit Operator, and, as of such
effective date, the withdrawing owner shall be relieved from
all further obligations and liabilities hereunder and under
the Unit Agreement, and the rights of the withdrawing Working
Interest Owner hereunder and under the Unit Agreement shall
cease insofar as they existed by virtue of the interest
transferred.

16.2 Limitation on Withdrawal. Notwithstanding anything
set forth in Section 16.1, Working Interest Owners may refuse
to permit the withdrawal of a Working Interest Owner if its
Working Interest is burdened by any royalties, overriding
royalties, production payment, net proceeds interest, carried
interest, or any other interest created out of the Working
Interest in excess of a one-eighth (1/8th) lessor's royalty,
unless the other Working Interest Owners willing to accept the
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assignment agree to accept the Working Interest subject to
such burdens.

ARTICLE 17

ABANDONMENT OF WELLS

17.1 Rights of Former Owners. If Working Interest Owners
decide to permanently abandon any useable well completed in
the Unitized Formation within the Unit Area prior to
termination of the Unit Agreement, Unit Operator shall give
written notice of such fact to the Working Interest Owners of
the Tract on which such well is located, and said Working
Interest Owners shall have the right and option for a period
of sixty (60) days after receipt of such notice to notify Unit
Operator of their election to take over and own said well and
to deepen or plug back said well to a formation other than the
Unitized Formation. Within sixty (60) days after said Working
Interest Owners have so notified Unit Operator of their desire
to take over such well, they shall pay Unit Operator, for
credit to the joint account of the Working Interest Owners,
the amount as estimated and fixed by Working Interest Owners
to be the net salvage value of the equipment in and on said
well, except casing and other equipment originally contributed
at no cost, plus costs to seal off the Unitized Formation and
perform casing integrity and Bradenhead tests. The Working
Interest Owners of the Tract, by taking over the well, agree
to seal off the Unitized Formation in a manner satisfactory to
Working Interest Owners in the entire Unit Area, and upon
abandonment to plug the well in compliance with all applicable
laws and regulations.

17.2 Plugging. In the event the Working Interest Owners
of a Tract do not elect to take over a well located thereon
which is proposed for abandonment, Unit Operator shall plug
and abandon the well in accordance with applicable laws and
regulations.

ARTICLE 18

EFFECTIVE DATE AND TERM

18.1 Effective Date. This Agreement shall become
effective on the date and at the time the Unit Agreement
becomes effective.

18.2 Term. This Agreement shall continue in full force
and effect so long as the Unit Agreement remains in force and
effect, and thereafter, until (a) all Unit wells have been
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abandoned and plugged or turned over to Working Interest
owners in accordance with Article 19 hereocf, (b) all personal
and real property acquired for the joint account of Working
Interest Owners have been disposed of by Unit Operator in
accordance with instructions of Working Interest Owners, (cC)
all required surface and subsurface restoration has been
performed, and (d) there has been a final accounting.

ARTICLE 19

ABANDONMENT OF OPERATIONS

19.1 Termination. Upon termination of the Unit
Agreement, the following will occur:

19.1.1 0il and Gas Rights. ©0il and Gas Rights in
and to each separate Tract shall no longer be affected by this
Agreement, and thereafter the parties hereto shall be governed
by the terms and provisions of the leases, contracts, and
other instruments affecting the separate Tracts.

19.1.2 Right to Operate. The Working Interest
Owners of any Tract desiring to take over and continue to
operate a well or wells located thereon may do so by paying
Unit Operator, for the credit of the joint account, the net
salvage value, as determined by the Working Interest Owners,
of the equipment in and on the well, except casing and other
equipment originally contributed at no cost, and by agreeing
to properly plug the well(s) at such time as it is abandoned
in compliance with applicable laws and regulations.

19.1.3 Salvaging Wells. Unit Operator shall
salvage as much of the casing and equipment in or on wells not
taken over by Working Interest Owners of separate Tracts as
can economically and reasonably be salvaged, and shall cause
the wells to be plugged and abandoned in compliance with
applicable laws and regulations.

19.1.4 Cost of Abandonment. The cost of
abandonment of Unit Operations shall be a Unit Expense.

19.1.5 Distribution of Assets. Working Interest
Oowners shall share in the distribution of Unit Equipment, or
the proceeds thereof, in proportion to their then current Unit
Participations.
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ARTICLE 20

LAWS, REGUIATIONS, AND CERTIFICATE OF CCMPLIANCE

20.1 Laws and Regqulations. This Agreement and all
operations hereunder are subject to all valid laws and valid
rules, requlations, and orders of all regulatory bodies having
jurisdiction, and to all other applicable federal, state, and
local laws, ordinances, rules, regulations, and orders,
including those relating to environmental issues; and any
provision of this Agreement found to be contrary to or
inconsistent with any such law, ordinance, rule, regulation,
or order shall be deemed modified accordingly.

20.2 Certificate of Compliance. In the performance of
work under this Agreement, the parties hereto agree to comply
and Unit Operator shall require each independent contractor to
comply with the provisions of Exhibit "G."

ARTICLE 21

GOVERNMENTAL REGULATIONS

21.1 Governmental Requlations. The Working Interest
Owners agree to release Unit Operator from any and all
liability, losses, damages, injuries, claims, and causes of
action arising out of, incident to, or resulting directly or
indirectly from Unit Operator's interpretation or application
of rules, rulings, requlations, or orders of any governmental
agency to the extent Unit Operator's interpretation or
application of such rules, rulings, regulations, or orders
were made in good faith. Working Interest Owners further
agree to reimburse Unit Operator for their proportionate share
of any amounts Unit Operator may be required to refund,
rebate, or pay as a result of an incorrect interpretation or
application of such rules, rulings, regqulations, or orders,
together with their proporticnate part of interest and
penalties owing by Unit Operator as a result of such incorrect
interpretation or application of such rules, rulings,
regulations, or orders, to the extent that such incorrect
interpretation or application was made in good faith.

ARTICLE 22

COUNTERPART EXECUTION

22.1 Counterpart Execution. This Agreement may be
executed in any number of counterparts, no one of which needs
to be executed by all parties, and may be ratified or
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consented to by separate instrument in writing specifically
referring hereto, and shall be binding upon all those parties
who have executed such a counterpart, ratification, or consent
hereto with the same force and effect as if all parties had
signed the same document, and regardless of whether or not it
is executed by all other parties owning or claiming an
interest in the land within the Unit Area. Furthermore, this
Agreement will extend to and be binding on the parties hereto,
their successors, devisees, heirs, personal representatives,
and assigns.

IN WITNESS WHEREOF, the parties hereto have executed this
Agreement upon the respective dates indicated opposite their
respective signatures.

UNIT OPERATOR:

CHARLES B. GILLESPIE, JR.

Date: By:

ACKNOWLEDGEMENT

STATE OF TEXAS )
)ss.
COUNTY OF MIDLAND )

The foregoing instrument was acknowledged before me this
day of , 1994, by Charles B. Gillespie, Jr.

Notary Public

My Commission Expires:

strawnop.agr
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EXHIBIT "D"

ATTACHED TO AND MADE A PART OF THE
WEST LOVINGTON STRAWN UNIT AREA
UNIT OPERATING AGREEMENT
LEA COUNTY, NEW MEXICO

WORKING INTEREST OWNER SUMMARY

TRACT
PARTICIPATION

WORKING INTEREST OWNER UNIT TRACT NO. — FACTORS
ANDERSON, LEONARDO S. JR. 5 0.1570992
OWNER TOTAL: 0.1570992

CROW. WILLIAM R. 8 0.0893463
9 0.0624345

OWNER TOTAL: 0.1517808

DALEN RESOURCES OIL & GAS CO. 6.5817176
10.9241625
3.3003286

3.3734441

11.9395433
4.3217435

3.3355649

1.7869255

1.2486897

0.1556306

0.0558827

(o R S R

~J

R el e

OWNER TOTAL 47.0236330

DAVID PETROLEUM CORP. 10 0.2410692
Il 0.0670593

OWNER TOTAL 0.3081285

6.5817176
10.9241625
3.3003286
3.3734441
11.9395432
4.3217435
3.3355650
8 1.6975793
9 1.1862551
10 0.1556306
Ll 0.0558827

GILLESPIE, CHARLES B., JR.

B e N R R S

OWNER TOTAL 46.8718522



HILL, LAURA GERALDINE

MCLANE. MONTY D.

PHILLIPS PETROLEUM CO.

OWNER TOTAL

wh

OWNER TOTAL

OWNER TOTAL

WLSU TOTAL =

), 1570992

0.1570992

42595

0.9425954

43878117

4.3878117

100.0000000%



EXHIBIT "“E"

Attached to and made a part of that certain Unit Operating

Agreement dated December , 1994, by and between Charles B. Gillespie,
Jr., as Unit Operator, and Non-Operators named therein, Lea County, New
Mexico:

West Lovington Strawn Unit Area
Lea County, New Mexico

INSURANCE PROVISIONS

Unit Operator shall carry insurance as follows for the benefit and
protection of the parties to this Agreement:

a. Worker's Compensation Insurance in accordance with the laws of
governmental bodies having Jjurisdiction including, if
applicable, United States Longshore and Harbor Worker's
Compensation Act with Outer Continental Shelf Extension, and
Employers' Liability Insurance. Employers' Liability
Insurance shall provide coverage of $100,000.00 per accident.

b. Unit Operator may include the aforesaid risks under its
qualified self-insurance program, if any, provided Unit
Operator complies with applicable laws, and in such event Unit
Operator shall charge to the 3joint account a premium
determined by applying manual insurance rates to the payroll.

Unit Operator shall not be obligated or authorized to obtain or
carry on behalf of the joint account any additional insurance
covering the parties or the operations to be conducted hereunder
without the consent and agreement of all parties. Fach party
individually may acquire at its own expense such insurance as it
deems proper to protect itself against claims, losses, or damages
arising out of the joint operations, provided that such insurance
shall include a waiver of subrogation against the other parties in
respect of their interests hereunder. All uninsured losses and all
damages to jointly owned property shall be borne by the parties in
proportion to their respective interests.

Unit Operator shall promptly notify non-operators in writing of any
losses involving damage to a jointly owned property in excess of
$100,000.

Unit Operator shall require all contractors engaged in operations
under this Agreement to comply with applicable worker's
compensation laws and to maintain such other insurance and in such
amounts as Unit Operator deems necessary.

In the event less than all parties participate in an operation
conducted under the terms of this Agreement, then the insurance
requirements and costs, as well as all losses, liabilities, and
expenses incurred as the result of such operations, shall be the
burden of the party or parties participating therein.
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EXHIBIT R

. Unit Operating Agreement covering the West
Attach tof = - . — 2
L?Lovfcn%a{%%meg‘g?aown TUnit Area, bea coudnty, New MEXZITT, TUdted
Decempber ;. 1994, ©°Y and Detween Charlcs B. GilIIgspie, or.,

as linit Qpexaro-, and Dalen Resourceg 0311 x Gas Cc., et a1,
Non-Operators.

ACCOUNTING FROCEDURE
JOINT OPERATIONS
I. GENERAL PROVISIONS
L Definitions

“Joint Property” shail mean the reai and personai property subject to the agreement w which this Accounting Procedure
is attached.

“Joint Operations” shall mean ail operations necessary or proper for the deveiopment. operation. protection and
maintenance of the Joint Property.

“Joint Account’ shall mean tne account showing the charges paid and creqits receiveg in the conduct of the Joint
Operauons ana which are to be sharea by the Parties.

“Operator’ shall mean the party aesignated to conauct the Joint Operations.

“Non-Operators” shall mean the Parties w this agreement other than tne Uperator.

“Parues’ shall mean Uperator ana Non-Uperators.

“First Level Supervisors” shall mean tnose empioyees wnose primary function in Joint Operauons is the direct
supervision of other empioyees andror contract labor directly empioyed on the Joint Property in a field operating
capacity.

“Technical Empioyees” shall mean those employees having special and specific engineering, geological or other
professional skills, and whose primary function in Joint Operauons i1s the handiing of specific operaung conditions and
problems for the benefit of the Joint Property.

“Persona: Expenses” shaii mean travei and other reasonabie reimbursabie expenses of Operators empioyees.

“Materiai” shali mean personal properry, equipment or suppiies acquired or held for use on the Joint Property.
“Controllable Material” shall mean Material which at the time is so classified in the Material Classification Manual as
most recently recommended by the Council of Petroleurmn Accountants Societies.

!\2

Statement and Billings

Operawr snail bill Non-Operatwrs on or before the last day of each month for their provortionate share of the Joint
Account for the preceding montn. Such bills wiil be accompanied by statements which idenufy the authority for
expenditure, iease or iaciiity, and ail charges ang credils summarized by appropriate ciassifications of investment and
expense except that items of Controliabie Matenai and unusuai charges and creaits shail be separately identified and
fully describea in getail.

3. Advances and Payments by Non-Operators

A.  Unless otnerwise provided for in the agreement. the Operator may require the Non-Operators to advance their
share of estimated cash outiay for the succeeaing month’s operation within fifteen (15) days after receipt of the
billing or by the first day of the month for whicn the advance is required, whichever 1s later. Operator shall adjust
each montnly billing w reflect aavances received from tne Non-Qperators.

B.  Each Non-Operator shall pay its proportion of all bills within fifteen (15) days after receipt. If ptymgcm is not e
wi{.:hi uch 1 the %npaui[\falance nail lg:r interest monthly at the prime rate in eifect at ll\an
o ew orx, ew OY ¥n the first day of the month in which deiinquency occurs plus 1% or the
maxiumum contract rate permitited by the appiicable usury laws in the state in whicn the Joint Property is iocated,
whichever is tne lesser, pius atwrneys fees, court costs, and other costs in connection with the coliection of unpaid
amounts.

4. Adjustments

Payment of any sucn bills shall not prejudice the rignt of anv Non-Operator to protest or question the correctness thereof:
provided. however. ail bills and statements rengerea tw Non-Uperators by Operator during any calendar year shail
conciusively be presumea W be true ana correct after twenty-four (24) montns following the end of any such caiendar
year, uniess witnin the said twency-four (24) montn period a Non-Uperator takes written exception therew and makes
claim on Uperator for adjustment. No adjustment favorable to Operator shall be made uniess it is made within the same
prescribed period. The provisions of tnis paragrapn shail not prevent adjustments resuiting from a physical inventwory of
Controilable Materia: as provided for in Section V.

COPYRIGHT® 1985 by the Councii of Petroleumn Accountants Societies.

o1
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Audits

A. A Non-Operator. upon notice tn writing 0 UDerator ana aii otner Non-uUperalors. sndil have the rgnt o audit
{Jperalors aCcOUNLS anu recoras retating to tne Joint ACCOUAL {Or anv calendar vear witmin the twenty-four
124) montn pertoa foiiowing tne end of such catenaar vear: provided. however, the Maxking of an auait shail not
exlend the Ume for tne LAKiNE of WrILen exception W ana the aqjustments of accounts as provided for in
Paragrapn 4 ol this Secuon [. Where tnere are two or more Non-Uperators. the Non-Uperators shall make
every reasonanie effort Lo conQuct a jOINL auqil in a manner wnicn wiil resuit in a minimum of inconvenience
w the Operator. Uperator snail bear no portion of the Non-Operators audit cost incurred under this
paragrapn uniess agreeg o by the Operator. The auans shail not be conductea more than once each year
without prior approval of Uperawr. except upon tne resignauon or removai of the Uperator. and shall be made
at the expense ol those Non-Uperalors approving sucn audit.

B.  The Operator snail repiy 1n writing 10 an audit report within 180 days aiter receiot of such report.

Approvai By Non-Uperators

Where an approvai or other agreement of the Parties or Non-Operators 1s expressiy requirec under other sections of
this Accounung Proceaure ana if the agreement to wnicn this Accounting Procedure s attached contains no

contrary provisions in regara theretw. Uperator snall nouiv all Non-Operators of the Operators proposal. and the
agreement or approvat of a majority in interest of the Non-Uperators snaii be controiling on ail Non-Operators.

m]HS_

1I. DIRECT CHARGES

Operator shail charge the Joint Account witn the following items:

Ecological and Environmentai

Costs incurred for the beneiit of the Joint Property as a resuit of governmental or reguiatory requirements to satisfy
environmental considerations appiicable to the Joint Operations. Such costs may include surveys of an ecological or
archaeologicai nature and poliution control procedures as required by appiicable laws and regulations.

Rentals and Royalties

Lease rentals and rovaities paid by Operator for the Joint Operations.

Labor

A.

i

(1) Salaries ana wages of Operators field emoplovees airectiv empioyed on tne Joint Property in the conduct of
Joint Operauons.

(2) Salaries of First Levei Supervisors in the field.

(3) Salaries and wages of Technical Employees directly empioyed on the Joint Property if such charges are
exciuded from the overnead rates.

(4) Salaries and wages of Technical Employees either temvorarily or permanentiy assigned to and directly
employed in the operation of the Joint Property if such charges are excluded from the overnead rates.

Operator’s cost of holiday, vacauon. sickness and disability benefits and other customary allowances paid to
employees whose saiaries and wages are chargeapie to the Joint Account under Paragrapn 3A of this Section II.
Such costs under this Paragrapn 3B 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 Paragrapn 3A of this Section II. If
percentage assessment 1S used. the rate snall be based on the Operators cost experience.

Expenditures or contributions made pursuant to assessments imposed by governmental authority which are
applicable w Uperators costs chargeable to tne Joint Account under Paragrapns 3A and 3B of this Section II.

Personai Expenses of those empioyees whose salaries and wages are chargeavie w the Joint Account under
Paragrapn 3A of this Secuon [I.

Employee Benefits

Operators current costs of established plans for empioyees’ group life insurance. hospialization. pension. retirement
stock purchase. thrift. bonus. and other benefit plans of a like nature. appiicable 1o Operators labor cost chargeable to the
Joint Account under Paragrapns 3A and 3B of this Section il shall be Operator's actual cost not to exceed the percent
most recently recommenaea by the Councii of Petroleum Accountants Societies.
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Materiai

“latemal ourcnaseg or [urnisnea ov Uperawor lor use on tne Jownt Proverty as orovidea unaer Section V. Only sucnh
Material snail oe purcnasea for or transierread [0 tné Juinl Property as mav de requirea for immeQiate use ang is
~easonably practical ana consistent witn efficient ana eCoNOMICAL ODErations. . ¢ RCCUMULAtion of surpius stocks shall be
avolaed.

Transportauon
Transportauon of empioyees ana Materia: necessary tor tne Jjoint Uperations oul subject 1o the foilowing nimitations:

A, If Materiai 1s moved to the Joint Property from tne Uperators warenouse or other properties. no charge shall be
made to the Joint Account for a aistance greater tnan the aistance [rom tne nearest retiable supply store where like
materai is normaliy avaiiable or raitway receiving point nearest the Joint Property uniess agreea to by the Parties.

B. If surpius Materai is movea to Operalors warenouse or other sworage point. no cnarge snall be made to the Joint
Account for a aistance greater than the distance to the nearest refiable suppty store wnere like material is normaily
avaifable, or raitway receiving point nearest the Joint Property uniess agreea w by the Parties. No charge shall be
made (o the Joint Account for moving Materiat w other properues oeionging o Uperator. uniess agreed o by the
Parties.

[

[n the appiication of subparagrapns A and B above. the option to eaquanze or vnurge actual trucking cost is
avaliable wnen tne actual cnarge 1s 3400 or iess excluding accessorial cnarges. [he 3400 wiil be adjusted to the
amount mast recently recammenaea by the Louncu of Petroleum Accountants Societies.

Services

The cost of contract services, equipment and utilities provided by outside sources. except services exciuded by Paragraph
10 of Section il and Paragrapn i i. and iii. of Section [II. The cost of professionai consultant services and contract
services of technicai personnei directty engaged on the Joint Property if sucn cnarges are exciuded from the overhead
rates. The cost of professional consuitant services or contract services of technical personnei not directly engaged on the
Joint Property shall not be chargea w the Joint Account uniess previously agreea w by the Purties.

Equipment and Facilities Furnished By Operator

A.  Operatwr shall charge tne Joint Account for use of Operator owned equipment and facilities at rates commensurate
with costs of ownership and operation. Such rates shall inciude costs of matntenance. repairs, other operating
expense, insurance, !1xes. depreciation. and interest on gross investment less accumuiated depreciation not to
exceed twelve cercent{ 1 £ __ ") per annum. Sucn rates snall not exceed average commerciai
rates currentty prevauing in the immeaiate area of the Joint Property.

B.  In lieu of charges in paragrapn 3A abave. Uperator may eiect to use average commerciai rates prevailing in the
immediate area of the Jownt Property less 2U%. For automotive equipment. Uperalor may eject to use rates
published by the Petroieum Motor Transport Association,

Damages and Losses w Joint Property

All costs or expenses necessary for the repair ar replacement of Joint Property made necessary because of damages or
losses incurred by fire. flood. storm. theft. accident, or other cause, exceot those resuiting from Operators gross
negligence or willful misconduct. Operator snall furnisn Non-Operator written notice of damages or losses incurred as
s00n as practicable after a report tnereof has been received by Operator.

Legal Expense

Expense of handling, invesugating and settling litigation or ciaims. discharging of liens. payment of judgements and
amounts paid for settlement of claims incurred in or resuiting from operations under the agreement or necessary to
protect or recover the Joint Property. except that no cnarge for services of Operators leral staff or fees or expense of
outside attorneys snail be maae uniess previousiy agreed to by the Parties. All other legal expense is considered to be
covered by the overnead provisions of Section 1II unless otherwise agreea o by the Parties. except as provided in Section
[. Paragrapn 3.

Taxes

All taxes of every kind and nature assessed or {evied ubon or in connection witn the Juint Property, the operation thereof,
or the proauction therefrom. and which taxes have been paid by the Uperawor for the benefit of the Parties. If the ad
vaiorem taxes are based in whole or in part upon separate valuations of euch party’s working interest, then
notwithstanaing anything (o the contrary nerein. charges w the Joint Account shall be mude and paid by the Parties
hereto 1n accoraance witn the tax value generaleq by eacn pariy's working interest.

!
|
|
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[nsurance

‘iet premiums paid for :nsurance recuireq to Le carriea or tne Joint Uperations for tne orowection of the Parties. In the
svent Joint Uperations are conaucteg In 4 stale 1n wnicn OUperator mav act as sel-insurer for Workers Compensation
.nasor Emptoyers Liubiiitv under tne respective SLALes iaws. Uperator mav. it 1Ls election. inciude the risk unaer s seif-
_nsurance program and in that event. UDEralor sNall Inciude 4 enarge at Uperalors cost Nol L0 exceed manuai rates,

Abandonment and Reclamauon

Costs incurred for apandonment of e Joinl Property, nciuding cosls require@ oY governmental or other regulatary
auLhority.

Communications

Cast of acquiring, leasing. instailing, operating, repairing and maintaining communication systems, inciuding radio and
microwave facilities airectly serving tne Joint Property. [n the event communication factlities/systems serving the Joint
Property are Operator owned, cnarges 1o the Joint Account snail be maae as proviged in Paragrapn 3 of this Section II.

Other Expenditures

Any other expenaitiire not coverea or deall with in tne foregoing provisions of this Section (I, or in Section i{Il and which
> 0f direct penefit 1o tre Joint Procerty ana 1s 1ncurred ov the Uperator 1n the necessary ana proper conauct of the Joint
)perations.

III. OVERHEAD
Overhead - Drilling and Producing Operauons

i As compensation for administrative. supervision. office services and warehousing costs. Operator shall charge
drilling and proaucing operations on either:

{ X) Fixed Rate Basis. Paragrapn 1A, or
() Percentage Basis. Paragrapn 1B

Unless otnerwise agreed to by the Parties, such charge shali be in lieu of costs and expenses of all offices and
salaries or wages pius appiicable burdens ana expenses ol all personnel. except those directly chargeabie under
Paragrapn 3A. Section il. The cost and expense of services rom outside sources in caonnection with matters of
taxation. traffic. accounting ar matters oefore or invoiving governmentai agencies snail be considered as included in
the overnead rates providea for in tne above selecteq Paragrapn of this Section i1l unless sucn cost and expense are
agreea o by the Parties as a airect cnarge o the Joint Account.

N The salaries, wages ana Personai Expenses of Techrmicai Employees and/or the cost of professional consuitant
services and contract services of technicai personnet directiv employed on the Joint Property:

() shall be covered by the overnead rates. or
{ ¥ ) shall not be covered by the overnead rates,

ii.  The salaries. wages and Personai Expenses of Technicai Employees and/or costs of professional consuitant services
and contract services of techncal personnel either temporariiv or permanently assigned to and directly empiloyed in

the operation of the Joint Property:

( X ) shall be coverea by the overnead rates. or
() shail not be coverea by the overnead rates.

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

Dritling Well Rate s __2¢000.00
(Prorawa for less than a {ull montn)

Producing Well Rates __200.00

(2} Application of Overhead - Fixed Rate Basis snail be as follows:

1a)  Drilling Weil Rate

.1} Charges for driiling welis shall bezin on the date the weil is spudded and terminate on the date
tne ariiing rg, « r1g, Or olher unils Used Ih complenion ol the well 1s reieased. whichever
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5 later. excent thal no CNarge snail be made auring suspension of driiling or compietion operations
Sor fifteen (13) or more consecutive culengar aavs.

9] Charges for ‘velis UnUergoing any type of workover or recompletion for a period of five (5)
Conseculive work aays OF more snal e maage at (e ariling weu rate. Such charges shall be
ippiea for the period Irom Cu4le WOrKOVer oDeralions. wilh rig or otner unils used in workover,
commence LArougn aate of rig or otner unit release. exceot tnat no charge snall be made during
suspension of operauons [or [1{1een (13) ur more conseculive caiengar aays.

(b)  Producing Well Rates

(1} An acuve weli either proaucea or injected into for any portion of the montn shail be considered as
a one-wel] charge for the enure month,

(2) Each active compietion in a muiti-comnieted well in which proguction 1s not commingied down
hole shail be consigered as a une-weil charge proviaing eacn compieuion is considered a separate
well by the governing regulatory authority.

(3)  An inactive gas weil shut in pecause of overproduction or failure of purchaser to take the
production snall be constaereq us a one-weu ¢narge proviaing the gas weil is directly connected o
4 permanent sates outlet.

4) A one-weil charge snail be mage for the montn in which piugging and abandonment operations
ire compietea on any wetl. This one-weti charge snail be maue wnetner or not the weil has
proqucea except wnen ariiling weii rate aopiies.

(5)  All other inacuve weils (inciuding but not limited 10 1nacnive weils covered by unit allowable, lease
allowable, transierred ailowaole. etc.) shail not quanfy for an overnead charge.

The weil rates snall be adjusted as of the first day of April each year iollowing the effective date of the
agreement to which this Accounting Proceaure 1s attacned. The adjustment shall be computed by muitiplying
the rate currently in use py the percentage increase or decrease In Lhe average weekly earnings of Crude
Petroleum and Gas Production Workers for the last calendar year comparea 0 the calendar year preceding 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. Bureau oi Labor Statistics. or the equivalent Canadian index as
published by Statistics Canada. as appiicable. The adjusted rates shall be the rates currently in use, plus or
minus the computed adjustment

B. Overhead - Percentage Basis

(1)

(2

Operator shail charge the Joint Account at tne foilowing rates:

(a) Deveiopment

Percent ( %) of the cost of development of the Joint Property exciusive of costs
provided unaer Paragrapn 10 of Section il and all salvage credits.

(b} Operaung

Percent ( ) of the cost of operating the Joint Property exclusive of costs provided
under Paragrapns 2 and 10 of Section 1I, all salvage credits. the value of injected substances purchased
for secondary recovery and all taxes and assessments which are fevied. assessed and paid upon the
mineral interest in and to the Joint Property.

Application of Overhead - Percentage Basis shall be as foilows:

For the purpose of determining charges on a percentage basis under Paragrapn LB of this Section III,
development shall include all costs in connection with drilling, redriiling, deepeming. or any remedial
operations on any or ail wells invoiving the use of drilling rig and crew capable of drilling to the producing
interval on the Joint Property; alse. preiiminary expenditures necessary in preparation for drilling and
expenditures incurred in abandoning wnen the weil is not completed us a producer. and originai cost of
construction or installation of fixed assets. the expansion of fixed assets and any other project clearly
discernible as a fixed asset, except Major Construction as aefined in Paragraph 2 of this Section IIL All other
costs shail be considered as operating.

Overhead - Major Construction

To compensate Operator for overnead costs \ncurred in the construction and installation of fixed assets. the expansion of
{ixed assets. ana anv other project clearly discernibie as a fixed asset required for the deveiopment and operation of the
Joint Property. Uperator snail either negoulale a rute Drior w the beginning of construction. or snali charge the Joint
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100,000,00

Account for overnead paseda on Lne [oilowing rates for anv Major Construction project in excess ol 3

Al ____5___. - of first 3100.000 or tota: cost if less. nius
3. 3 .. of costs in excess af $100.000 but iess tnan 31.000.000. pius
2

C. % of costs in excess of 31.000.000.

Tatal cost shail mean tne gross cost of any one project. For the purpose of this paragrapn. the component parts of a single
project snail not e treatea separately ana tnhe cost of drilling ana workover weuis ana aruficiai lift equipment shail be
excluded.

Catastrophe Overhead

To compensate Operator for overnead costs incurred in the event of expenaitures resuiting from a single occurrence due
w oil spiil. blowout. expiosion, fire, storm. nurricane. or other catasuropnes as agreed W ov the Parties, which are
necessary to restore the Joint Property w the equivalent conaition that existed prior to the evemt causing the
expenditures. Operator snail either negouate a rate prior w charging the Joint Account or snail charge the Joint Account
for overnead based on the following rates:

AL __5__._‘6 of total costs tnrougn $100.000: plus
3

B o %of total costs in excess of $100.000 but less than $1.000.000: pius
2

Co— % of total costs 1n excess of $1.000.000.

Expenattures subject 1 the overneads above wiil not be reduced by insurance recovertes. and no other overhead
provisions of this Secuion i{I shail appiy.

Amendment of Rates

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

IV. PRICING OF JOINT ACCOUNT MATERIAL PURCHASES, TRANSFERS AND DISPOSITIONS

Operator 1s responsibie for Joint Account Materiai and shail make proper and timeiy charges and credits for ail Materiai
movements affecting the Joint Property. Operator shall provide all Materiai for use on the Joint Property; however, at
Operators opuon, such Materiai may be suppiied by the Non-Operatwor. Operator shail make timeiy disposition of idle and/or
surpius Matenai, such disposa: being mage either througn saie w Operator or Non-Operator. qivision in kind, or sale to
outsiders. Uperator may purcnase. put snall be unaer no obiigation to purcnase. interest of Non-Operators in surplus condition
A or B Materiai. The disposai of surpius Controtiable Materiai not purcnased by the Uperator snail be agreed w by the Parties.

1

Purchases

Material purchased shall be charged at the price paid by Operawr after deduction of all discounts received. In case of
Material found to be defective or returned to vendor for any other reasons. credit shall be passed to the Joint Account
when adjustment has been received by the Operator.

Transfers and Dispositions

Material furnished to the Joint Property and Matertai transferred from the Joint Property or disposed of by the Operator,
unless otherwise agreed o by the Parties, snail be priced on the following basis exclusive of casn discounts:

A.  New Material (Condition A)
(1)  Tubular Goods Other than Line Pipe

(a) Tubular goods. sized 2% incnes OD and larger, except line pipe. shall be priced at Eastern mill
published carioad base prices effective as of date of movement plus transportation cost using the 80,000
pound caricad weight basis to the raiiway receiving point nearest the Joint Property for which
published raii rates for tubular goods exist. If the 80,000 pouna rail rate is not offered. the 70,000 pound
or 90.000 pouna rail rate may be used. Freight charges for tubing will be caicuiated from Lorain, Ohio
and casing from Youngswwn, Ohio.

(b)  For grades which are special to ane mill only, prices shall be computed at the miil base of that miil plus
transportation cost from tnat mill to the railway receiving point nearest the Joint Property as provided
above in Paragrapn 2.A.(1Xa). For transporiatuon cost from points other than Eastern muiis. the 30.000

W
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(2)

)

(d)

—W

pound Vil Field Haulers Associalion inlerstate Lruck rale snail be useq.

Special ena finish uDuiar g00ds Snail be priced at the lowesl Dublisned out-ol-stock price. 1.0.b. Houston.
Texas. pius transoortation cost. using wii Field Haulers Associauion interstate 30.000 pouna truck rate.
5 the ratiway recelving point nearest tne Joint Property.

Macaron! toing (size tess than 23 incn OD) shail be pricea at the lowest puniished out-of-stock prices
f.0.b. the supptier pius transporation costs. using the Vil Field Haulers Association interstate truck rate
per weignt of (UDING Lransierred. o Lhe raiiway receiving point nearest tne Jjoint Property.

Line Pipe

(a)

(b)

(c)

(d)

Line pipe movements texcept size 24 inch OD and larger with walls % inch ana avers 30.000 pounds or
more shail be pricea under provisions ol tubular gooas pricing in Paragrapn A.(1Xa) as provided above.
Freight charges snail be calculated from Lorain. Ghio.

Line pipe movements texcept size 24 inch OD and larger with walls % inch and over) iess than 30,000
pounds shail be pricea at Eastern muil published caricad base prices effective as of date of shipment,
plus 20 percent. pius transportation costs based on freignt rates as set forth under provisions of tubular
goods pricing tn Paragrapn A.lXa) as provided above. Freight charges snail be ecalculated from Lorain.
Chio.

Line ptpe 24 incn OD and over ana ¥ inch wail and larger snail be priced f.o.b. the point of
manulacture at current new puolishea prices plus Lransportation cost Lo lne ratiway receiving point
nearest the Joint Property.

Line pipe, inciuding {abricated line pipe, drive pipe and conduit not iisted on punlished price lists shall
be priced at quoted prices pius freight to the raiiway receiving point nearest the Joint Property or at
prices agreed to by the Partes.

Other Material shall be priced at the current new price. in effect at date of movement, as listed by a reliable
supply store nearest the Joint Property, or point of manufacture, pius transportation costs. if applicable, to the
railway receiving point nearest the Joint Property.

Unused new Materiai. except tubular goods, moved from the Joint Property shail be priced at the current
new price, in effect on date of movement. as listed by a reliable supply store nearest the Joint Property, or
point of manufacture, pius transportation costs, if applicable. w the raiiway receiving point nearest the Joint
Property. Unused new tubulars wii: be priced as provided above in Paragrapn 2.A.(1) and (2).

Good Used Materai Conditien B)

Materiai in souna and serviceasie condition ana suitable for reuse without reconaitioning:

(1)

@

3

Materiai movea to the Joint Property
At sevenrty-five percent (75%) of current new price, as determined by Paragraphn A.
Materiai used on and moved fram the Joint Property

(a) At seventy-five percent (75%) of current new price, as determined by Paragraph A. if Material was
originally chargea to the Joint Account as new Materiai or

(b) At sixty-five percent (65%) of current new price, as determined by Paragraph A. if Materiai was
oniginaily chargea to the Joint Account as used Materiai.

Materiai not used on ana moved from the Joint Property

At seventy-five percent (75%) of current new price as determined by Paragraph A.

The cost of reconditioning, if any, shall be absorbed by the transierring property.

Other Used Maternal

(1

Condition C

Materiai which is not in sound and serviceable condition and not suitable for its original function untii
after recongitioning snall be priced at fifty percent (50%) of current new price as determined by
Paragrapn A. The cost of reconditioning shall be chargea to the receiving property, provided Condition
C value pius cost of reconaitioning aoes not exceed Candition B value.

[
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2)  Conaition U
Material. exciuding Junk. no ionger suitaoie for 1S originai purpose, oul usapie for some other purpose
shall be pricea on 3 vusSIS commensurate wWiln IS use. Uperator may aispese of Condition D Yateriat
under procequres normatiy usea oy Uperator witnout drior approvat of Non-Uperators.

ta) Casing, tuoing, or drill pipe usea as iine pipe snail be priced as Grade A and B seamiess line pipe
of comparaoie size ana wetgnt. Used casing, tubing or arul pipe uuiized as {ine pipe shail be
priced at usea line pipe prices.

(b) Casing, tuning or arill pipe used as higher pressure service iines than standard line pipe. e.g.
power o1i lines, snail be pricea unaer normai pricing procedures for casing, tubing, or drill pipe.
Upset tubuiar goods shail be priced on a non upset basis.

(3) Condition E

Junk shail be priced at prevailing prices. Operator may dispose of Condition E Material under
procedures normaily utilized by Operator without prior approvai of Non-Operators.

D. Obsolete Matenai

Material which is serviceanie and usabie for its originai function out conaition anasor vaiue of such Materiai
is not equivaient o that wnicn woula Justify a price as provided above may be spectaily priced as agreed to by
the Parties. Such price shouid resuit in the Joint Account being chargea with the vaiue of the service
rendered 0y sucn Materiai.

E. Pricing Conditions

(1) Loading or unloading cosis may be charged o the Joint Account at the rata of twenty-five cents (25¢)
per hundred weight on all tubujar goods movements, in lieu of actual loading or unloading costs
sustained at the stocking point. The above rate shall be adjusted as of the first day of April each year
following January 1, 1985 by the same percentage increase or decrease used to adjust overhead rates in
Section [II. Paragrapn LA.(3). Each year, the rate calcuiated shall be rounded to the nearest cent and
shall be the rate in effect until the first day of April next year. Such rate shall be published each year
by the Councii of Petroleum Accountants Societies.

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

Premium Prices

‘Whenever Materiai is not readiiv obtainable at pubiished or listed prices pecause of nationai emergencies, strikes or other
unusua! causes over wnich the Uperalor nas no conuwroi. the Operawr may cnarge the Joint Account for the required
Materiai at the Operators actuai cost incurrea in proviaing sucn Materiai, in making 1t suitable for use, and in moving it
o the Joint Property; provided notice in writing is furnished to Non-Operators of the proposed charge prior to billing
Non-QOperators for such Material. Each Non-Operator shall have the right, by so eiecting and notifying Operator within
ten days after receiving notice from Operator, to furnish in kind all or part of his share of such Material suvitable for use
and acceptabie 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
Acegunt unul adjustment has been recerved by Operator from the manufacturers or their agents.

V. INVENTORIES

The Operator shall maintain detailed records of Controilable Material.

1.

Periodic Inventories, Notice and Representation

At reasonable intervais, inventories shall be taken by Operator of the Joint Account Controilable Materiai. Written notice
of intention to take inventory snall be given by Operatwr at least thirty (30) days before any inventory is to begin so that
Non-Operators may be represented when any inventory is taken. Failure of Non-Operators 10 be represented at an
inventory shall bind Non-Operators to accept the inventory taken by Operator.

Reconciliation and Adjustment of Inventories

Adjustments to the Joint Account resuiting from the reconciiiation of a physical inventory shall be made within six
montns following the taking of the inventory. {nventory adjustments snail be mage oy Operator to the Joint Account for
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vverages and shortages. out. Uperator snail be heid accountasle oniv (or Shortages aue 0 (ack of reasonabie diligence.

Special Inventories

Special inventories may pe taken wnenever tnere s any sale. change of interest. or cnange of Operator in the Joint
Property. it shail be the auty of the party seiiing o nouty ati other Parties as quickly as possipie after the transier of
.nterest takes piace. In sucn cases. potn the seiler ana the purcnaser snail De governea ov sucn inventory. In cases
inveiving a change aof Operator. atl Parties snail be governea by sucn inventory.

Expense of Conducting invenwries

A, The expense of conducting periodic inventories snail not be chargea to the Joint Account uniess agreed to by the
Parties.

B.  The expense of canducting special inventories shall be charged to the Parties requesung sucn inventories, except
inventories required due to cnange of Operator snail be chargea to the Joint Account.

|
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|
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EXHIBIT "“'G"
CERTIFICATE OF COMPLIANCE

ATTACHED TO AND MADE A PART OF THAT
UNIT OPERATING AGREEMENT DATED DECEMBER __ , 1994,
WEST LOVINGTON STRAWN UNIT ARERA,
CHARLES B. GILLESPIE, JR., A8
UNIT OPERATOR, LEA COUNTY, NEW MEXICO

Unless this Agreement is exempted by law, rule, regulation, or
order, Unit Operator shall comply with the following clauses contained
in the Code of Federal Regulations (including any revision or
redesignation thereof), which are incorporated herein by reference, the
full text of which will be made available upon request:

48.C.F.R. §52.222-35 (Disabled and Vietnam Era Veterans)

48.C.F.R. §52.222-36 (Handicapped Workers)

48.C.F.R. §b52.222-26 (Equal Opportunity)

48.C.F.R. §52.219-8 and -9 (Small Disadvantaged Business
Concerns)

48.C.F.R. §52.219-13 (Women-Owned Small Businesses)

Where required by law, and unless previously provided, Unit
Operator shall provide a Certificate of Non-Segregated Facilities to
Non-Operators and shall require its contractors and subcontractors to so
provide the same to Unit Operator. Unit Operator agrees and covenants
that none of its employees, or employees of 1its contractors or
subcontractors who provide services pursuant to this Agreement, are
unauthorized aliens as defined in the Immigration Reform and Control Act
of 198s6.



EXHIBIT "'H"
GAS BALANCING AGREEMENT

ATTACHED TO AND MADE A PART OF THAT
UNIT OPERATING AGREEMENT DATED DECEMBER __, 1994
WEST LOVINGTON STRAWN UNIT AREA
CHARLES B. GILLESPIE, JR. (UNIT OPERATOR)
LEA COUNTY, NEW MEXICO

For the purpose of this Agreement, the working interest owners are
sometimes hereinafter referred to as "a party" or "the parties."

I. DEFINITIONS:

A.

"Affiliate" is any company that is controlled or wholly owned
by another company. Spouses and the minor children of any
parent shall also be deemed to be an affiliate for purposes of
this Agreement.

"Alternate Price" is the price which shall apply for purposes
of Article IV or Article V whenever a party has taken Gas for
its account, but has not immediately sold the Gas or where a
party has sold its Gas to an Affiliate. Any Gas so taken or
sold shall be valued at the monthly spot market price listed
for the geographical area where the Unit is 1located as
published by Inside F.E.R.C.'s Gas Market Report, unless a
party can show its valuation or affiliate sales price is
representative of other arms' length transactions available in
the area for the same production month(s) for gas of
comparable quality. If a range of prices is published for the
geographical area in question, then the value of the Gas shall
be calculated by averaging the different prices listed for
that geographical area. The Alternate Price shall be adjusted
to reflect actual gathering, treating, transportation, or
other gas handling costs incurred by parties selling gas from
the Unitized Formation. If Inside F.E.R.C.'s Gas Market
Report ceases to list monthly spot market prices for the
geographical area in question, then a similar publication
shall be substituted by mutual consent of the parties.

"Balanced" 1is that condition which occurs when a party has
taken the same percentage of the cumulative volume of Gas
production it is entitled to take pursuant to the terms of the
Unit Agreement, or when an Underproduced party has had its Gas
account balanced by one or more Overproduced parties pursuant

to the provisions of Article IV or Article V of this
Agreement.

"Btu" means the amount of heat required to raise the
temperature of one pound of water from fifty-eight and five-
tenths degrees Fahrenheit (58.5°) to fifty-nine and five-
tenths degrees Fahrenheit (59.5°) at a pressure of fourteen
and sixty-five one hundredths (14.65) pounds per square inch
absolute and dry.



EXHIBIT

"Gas" includes casinghead Gas (which is all Gas produced with
crude o0il) and natural Gas from Gas wells, but shall not
include liquid hydrocarbons recovered by primary separation
equipment.

"Overproduced" is the status of a party when the percentage of
the cumulative volume of Gas taken by that party exceeds that
party's percentage interest, as established by the Unit
Agreement, for the cumulative volume of Gas produced from the
Unitized Formation.

"Royalty Owner" shall include all owners of royalty interests,
overriding royalty interests, production payment interests,
and similar interests payable out of production.

"Underproduced" is the status of a party when the percentage
of cumulative volume of Gas taken by that party is less than
that party's percentage interest, as established by the Unit
Agreement, for the cumulative volume of Gas produced from the
Unitized Formation.

"Unit" is defined as the West Lovington Strawn Unit Area, Lea
County, New Mexico.

"Unit Agreement" refers to the agreement entered into by the
Royalty Owners and working interest owners in the Unitized
Formation for the West Lovington Strawn Unit Area and approved
by the Commissioner of Public Lands of the State of New
Mexico, the United States Department of Interior, and the New
Mexico 0il Conservation Division.

"Unit Operating Agreement" refers to the agreement entered
into by the working interest owners owning an interest in the
Unitized Formation for the West Lovington Strawn Unit Area.

"Unit Operator" is defined to coincide with the definition for
Unit Operator found in Section 2 of the Unit Agreement for the
West Lovington Strawn Unit Area.

"Unitized Formation" is defined as that stratigraphic interval
underlying the Unit Area found between the top of the Strawn
Formation and the base of the Strawn Formation. The top of
the Strawn Formation is defined as all points underlying the
Unit Area correlative to the depth of 11,420 feet, and the
base of the Strawn Formation is defined as all points
underlying the Unit Area correlative to the depth of 11,681
feet, as identified on the Compensated Neutron/Litho-Density
Log for the Speight Fee Well No. 1, located in Lot 3 of
Section 1, Township 116 South, Range 35 East, NMPM, Lea
County, New Mexico.

nygn
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II. APPLICATION OF THIS AGREEMENT:

The working interest owners subject to the Unit Operating Agreement
to which this Agreement is attached own the Gas produced from the
Unitized Formation, and are entitled to share in the production as
stated in the Unit Agreement. In accordance with the terms of the Unit
Agreement, each working interest owner shall have the right to take in
kind or separately dispose of its proportionate share of Gas produced
from the Unitized Formation. Whenever the Gas accounts of any of the
parties are Overproduced or Underproduced, then this Agreement shall be
in effect.

Unit Operator shall administer the provisions of this Agreement.
To the extent practicable, Unit Operator shall cause deliveries to be
made at such rates as may be required to give effect to the intent that
the Gas production accounts of all parties are to be, or are to become,
Balanced. In so doing, Unit Operator shall not incur any liability to
any non-operator.

IITI. STORING AND MAKING UP GAS PRODUCTION:
A. Right to Take and Market Gas.

During any period or periods when any party does not take, has
no market for, or the market of a party is not sufficient to take
that party's full share of the Gas produced from any well located
within the Unit, or such party's purchaser otherwise fails to take
such party's share of Gas produced from the Unitized Formation, the
other party or parties shall be entitled, but not required, to
produce and take or deliver to their respective purchaser(s) each
month the remaining available Gas.

Whenever more than one party wishes to take and/or market the
share of Gas owned by another party that is not taking or selling
its proportionate share, then, in the absence of any other
agreement between them, those parties wishing to take and/or market
the Gas shall only be entitled to take such additional amount that
is in direct proportion to what their percentage interest bears to

the total interest of all parties desiring to take the additional
Gas.

All parties shall share in and own the liquid hydrocarbons
recovered from such Gas by primary separation equipment in
accordance with their respective interests and subject to the terms
of the Unit Operating Agreement, whether or not such parties are
actually taking and/or marketing Gas at such time.

B. Making Up Underproduction.

Each Underproduced party shall be credited with Gas in storage
equal to its percentage share of the total volume of Gas produced
under this Agreement, 1less that portion of the Gas actually
marketed or taken by such party and less that portion of Gas used

EXHIBIT "H"
GAS BALANCING AGREEMENT
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in operations, vented, or lost.

Each Underproduced party shall endeavor to bring its taking of
Gas into a Balanced condition. If Unit Operator has an established
Gas nomination procedure, then an Underproduced party may make up
Gas consistent with the percentages listed below in this Article
III (B), so long as it adheres to Unit Operator's nomination
procedure. If Unit Operator has no nomination procedure in place
and the Underproduced party has not taken Gas for one or more
consecutive months immediately prior to the month in which it
wishes to commence making up a share of its Underproduction, then
the Underproduced party shall give at least thirty (30) days
advance written notice to Unit Operator prior to taking Gas.

An Underproduced party shall be entitled to take or deliver to
a purchaser its full share of Gas produced from the Unitized
Formation (less any used in operations, vented, or lost) plus, (i)
for the months of March, April, May, June, July, August, September,
and October only of any calendar year or years during which this
Agreement is in effect, an amount up to an additional fifty percent
(50%) of the monthly quantity of Gas attributable to the
Overproduced party or parties, or (ii) for the months of November,
December, January, and February only of any calendar year or years
during which this Agreement may be in place, an amount up to an
additional twenty percent (20%) of the monthly quantity of Gas
attributable to the Overproduced party or parties. If more than
one Underproduced party is entitled and desires to take additional
Gas, they shall divide the additional Gas in direct proportion to
what each such party's percentage interest bears to the total
percentage interest of all Underproduced parties desiring to take
the additional Gas. The first Gas made up in any Balancing of the
accounts shall be considered to be the first Gas Underproduced.

C. Filing Monthly Statement of Gas Volumes Taken With Unit
Operator.

In the event Gas produced from the Unitized Formation is sold
to two or more Gas purchasers, then, within sixty (60) days after
the end of each calendar month, each party shall supply a written
statement of the volume and the Btu content of the Gas it took from
the Unitized Formation and the identity of its Gas purchaser, if
any, to Unit Operator at the following address:

Charles B. Gillespie, Jr.
Post Office Box 8
Midland, Texas 79702-0008

The above address may be changed from time to time and notice
of such change of address shall be deemed to be received when sent
by certified mail to each working interest owner's last known
mailing address. Unit Operator shall maintain appropriate
accounting on a monthly and cumulative basis of the quantities of
Gas each party is entitled to take and/or market and the quantities

EXHIBIT "H"
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IvV.

of Gas actually taken and/or marketed by each of the parties. With
respect to Gas purchased from or transported for more than one
party by or through any pipeline connected to a Unit well, each
party selling to or transporting through such pipeline shall
furnish to Unit Operator or cause the pipeline owner to furnish to
Unit Operator monthly volume statements showing the split of
ownership through such pipeline's sales or pipeline inlet meter for
each such well for each calendar month.

In the event Gas taken or sold from the Unitized Formation
during any single production month results in an imbalance in the
Gas production accounts of the parties, or the accounts of the
parties were previously not Balanced, then, within ninety (90) days
after the end of each such calendar month, Unit Operator shall
furnish each party a statement showing the then current status of
the Overproduced and Underproduced accounts of all parties.

If any party does not provide Unit Operator with the monthly
statement of volume and the Btu content of the Gas taken when
required to do so by the terms of this Agreement, then each such
party shall not have the right to balance its account pursuant to
the provisions of cash balancing found in Article IV of this
Agreement.

To determine respective volumes of Gas taken by separate Gas
pipelines connected to Unit wells, measurement of Gas for
overproduction and underproduction shall be accomplished by use of
sales meters and lease measurement equipment which shall be in
accordance with American Gas Association requirements.

Each party agrees that it will not utilize any information
obtained hereunder for any purpose other than implementing or
administering the terms of this Agreement.

D. Payment of Royalty and Production Taxes.

At all times while Gas 1s produced from the Unitized
Formation, unless otherwise required by any State or Federal law or
regulations, each party shall pay, or cause to be paid, all royalty
due and payable on its share of Gas production. Each party agrees
to hold each other party harmless from any and all claims for
royalty payments asserted by its royalty owners.

Each party taking Gas off the lease or delivering Gas to its
Gas purchaser shall pay, or cause to be paid, all production and
severance taxes due on all volumes of Gas it takes or sells to a
Gas purchaser.
OPTIONAL CASH BALANCING IN THE EVENT OF AN OWNERSHIP CHANGE:

In the event an Overproduced party intends to sell, assign,

exchange, or otherwise transfer any of its interests in the Unitized
Formation, it shall notify in writing, sent by certified mail, the other

EXHIBIT "H"
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working interest owners in the Unit of such fact within forty-five (45)

days prior to closing the transaction. Within twenty (20) days after
receipt of the Overproduced party's notice of its intent to sell,
assign, exchange, or otherwise transfer its interests in the Unitized
Formation, any Underproduced party may make a written demand upon the
Overproduced party in question for cash settlement of the Underproduced
party's share of the total Underproduction in the Unitized Formation,
not to exceed the Overproduced party's Gas imbalance. If more than one
Underproduced party wishes to cash balance its Gas account, then each
Underproduced party shall have the right to receive cash settlement of
its proportionate share of the total volume of Gas Underproduced by
those Underproduced parties seeking a cash settlement until the Gas
accounts of all Underproduced parties in question are Balanced or the
amount of the Overproduced party's Gas imbalance is Balanced, whichever
occurs first. Unit Operator shall immediately be notified of any demand
for cash settlement made pursuant to this Article. After a cash
settlement has been made, Unit Operator shall be immediately notified
and the Gas balance accounts of the parties shall be adjusted
accordingly. Any cash settlement made pursuant to this Article shall be
on the same basis as is set forth in Article V(B) below.

The provisions of this Article shall not be applicable in the event
an Overproduced party has mortgaged its interest, or disposed of its
interest by merger, reorganization, consolidation, or sale of
substantially all of its assets to a subsidiary or parent company, or to
any company in which any parent or subsidiary owns a majority of the
voting stock of such company.

v. FINAL CASH BALANCING:
A. Gas Imbalance.

If, at termination of the Unit, an imbalance in Gas production
exists between the parties, then a cash settlement shall be made
among the parties for the total volume of the Gas imbalance.

B. Distribution of Final Gas Balancing Statement and Settlement
of Cash Imbalance.

Within one hundred twenty (120) days after termination of the
Unit, Unit Operator shall provide a final accounting of the Gas
imbalance to all parties hereto. As part of the final accounting
process, Unit Operator shall calculate the amount of Gas (based on
volume and Btu content, but not on price, and calculated monthly
basis) that each Overproduced party owes to each Underproduced
party. If there is more than one Underproduced party, then the
total volume of Gas overproduced shall be divided among all of the
Underproduced parties in proportion to their percentage interest in
said Gas, and each Overproduced party shall calculate its cash
payment to each Underproduced party based on either:

(1) the volume of Gas remaining in the Overproduced party's Gas
account immediately after the last cash settlement made with

EXHIBIT "“H"
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any party or parties pursuant to the provisions of Article IV
above; or

(2) 1f there has been no prior cash settlement made pursuant to
the provisions of Article IV above, then the actual proceeds
received by the Overproduced party or parties for the
Overproduced share of Gas.

Where applicable, the value of the Gas Overproduced shall be
based on the Alternate Price established pursuant to Article I(B)
above. Each Overproduced party shall make settlement directly to
each underproduced party.

Each Overproduced party shall cash settle with each
Underproduced party within thirty (30) days after receipt from the
Unit Operator of the statement showing the Overproduced party's
volumetric and Btu content overproduction in the Unitized
Formation. Payments made by an Overproduced party to an
Underproduced party shall relieve the Overproduced party of
liability to any other party for the sums actually paid. Unit
Operator shall not be liable to any party for the failure of any
Overproduced party to pay any amounts owed pursuant to the terms
hereof.

VI. DEDUCTIONS FROM CASH SETTLEMENT:

When preparing a cash settlement with any Underproduced party, an
Ooverproduced party may deduct actual costs incurred for the following
items, but only to the extent they have not been previously deducted
from a previous cash settlement: Gathering and transportation charges,
compression, dehydration and any applicable treating charges, and
production and severance taxes paid by, or on behalf of, such
Overproduced party. Royalty payments may be deducted from such proceeds
attributable to the overproduction only if actually paid to royalty
owners by, or on behalf of, an Overproduced party, and then only to the
extent the amount of royalty paid is not in excess of the royalty
owners' share of royalty.

VII. MISCELLANEOUS:

A. Term.

This Agreement shall remain in effect until the Gas balance
accounts between the parties are settled in full, and the two year
audit period provided for in Article VII(E) below has ended. This
agreement shall inure to the benefit of and be binding upon the
parties, their heirs, devisees, successors, legal representatives,
and assigns.

B. Intent of the Parties.

Subject to the provisions of Article IV above, it is the
intent of the parties to only cash balance the Gas imbalance of the
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parties when the Unit is terminated.
cC. Expenses.

Nothing herein shall change or affect each party's obligation
to pay its proportionate share of all costs and liabilities
incurred for operations pursuant to the Unit Operating Agreement.

D. Interest.

No interest shall be payable in any cash settlement made
pursuant to the provisions of this Agreement, except in the event
an Overproduced party fails to remit payment to an Underproduced
party within forty-five (45) days after Unit Operator has mailed
notice to said Overproduced party that an Underproduced party
wishes to cash balance pursuant to the provisions of Article IV or
Article V(B) above. If payment is not made to the Underproduced
party within said forty-five (45) day period, interest shall accrue
on the unpaid balance at a rate of two percent (2%) above the prime
rate at Citibank, N.A. of New York, New York, or any successor
bank, or the maximum interest rate allowed by law in the
jurisdiction where the Unit is located, whichever is the lesser
percentage, from a date commencing forty-five (45) days after Unit
Operator has mailed notice to the Overproduced party until payment
is actually made by the Overproduced party.

E. Audits.

Notwithstanding any provision to the contrary found in the
Unit Operating Agreement or any other exhibit attached thereto, any
party shall have the right to audit the records of any other party
for the following length of time:

For any cash payment made pursuant to the provisions of this
Agreement, each party shall have the right for a period of two
(2) years following the date of the final cash settlement to
audit the records relating to price and volume of all Gas
taken or sold, including Btu adjustments, of any other party.

Each party agrees to retain information on the volume of Gas
taken or sold each month from the Unitized Formation, the Btu
content of such Gas, and the price per MCF he or it received for
such Gas for the period of time stated immediately above.

F. Well Tests.

Nothing herein shall be construed to deny any party the right,
from time to time, to produce and take or deliver to its Gas
purchaser up to one hundred percent (100%) of the entire well
stream of any well producing from the Unitized Formation to meet a
deliverability test required by its Gas purchaser, provided such
tests are reasonable in light of overall industry standards.
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G. Monitoring of Takes of Production.

Each party shall at all times use its best efforts to requlate
its takes and deliveries from each Gas well producing from the
Unitized Formation so that, where applicable, the Unit will not be
shut-in for overproducing the allowable assigned to it by the
reqgulatory body having jurisdiction. Additionally, each party
shall communicate, as necessary, the contents of this Agreement to
its respective Gas purchaser(s) or transporter(s) so as to ensure,
to the greatest extent practicable, that its Gas purchaser(s) or
transporter(s) does not take Gas 1in excess of the quantities
provided for herein.

H. Monies Subject to Refund.

In any cash settlement made pursuant to the terms of this
Agreement, that portion of the monies received by an Overproduced
party which is subject to refund by order of the Federal Energy
Regulatory Commission ("FERC") or any other governmental authority
may be withheld by the Overproduced party until such prices are
fully approved by the governmental agency in question, unless an
Underproduced party furnishes an undertaking acceptable to the
Overproduced party or parties, agreeing to hold the Overproduced
party or parties harmless from financial loss due to the pending
refund. If any refund is required by any governmental authority
after a cash settlement has been made pursuant to the terms of this
Agreement, each party agrees to account for its respective share of
such refund.

I. Sales to an Affiliate, and Valuation of Stored Gas or Gas Used
Off Lease.

If an Overproduced party has sold Gas to an Affiliate, or
stored Gas or used Gas off lease, then for the purposes of Article
IV and Article V of this Agreement, any Gas so sold, stored, or
used off lease shall be valued at the Alternate Price as such term
is defined in Article I(B) of this Agreement.

Je Attorney Fees and Court Costs.

The party who prevails or substantially prevails in any
lawsuit or other proceeding brought to enforce any provision of
this Agreement shall be entitled to receive reimbursement from the
losing party for all court costs and reasonable attorney fees
incurred in connection with said action.

K. Governing Law.

This Agreement and all matters pertaining hereto, including,
but not 1limited to, matters of performance, non-performance,
breach, remedies, rights, duties, and the interpretation or
construction, shall be construed and enforced in accordance with
the laws of the jurisdiction in which the Unit is located.
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h.exh

L. overproduced Party Shall Notify Unit Operator that Payment Has
Been Made.

Within thirty (30) days after an Overproduced party has paid
an Underproduced party for all or a portion of the value of the
Overproduced party's overproduction pursuant to the provisions of
Article IV or Article V(B) of this Agreement, the Overproduced
party shall notify Unit Operator in writing of the volume of Gas
(expressed in MCF and the corresponding Btu content) covered by the
payment and the party to whom such payment was made, so Unit
Operator may maintain a current and accurate gas balancing
statement for all parties.
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