KELLAHIN AND KELLAHIN
ATTORNEYS AT LAW
£L PATIiO BUILDING
W. THOMAS KELLAHIN® 17 NORTH GUADALUFPE TELEPHONE {505) 982-4285

*NEW MEXICO 80ARD OF LEGAL SPECIALIZATION PosT OFFICcE Box 2265 TELEFAX (SO5) ©982-2047

RECOGNIZED SPECIALIST IN THE AREA OF

NATURAL RESOURCES-OIL AND GAS LAW SANTA FE, NEW MEXICO 87504-2265

JASON KELLAHIN (RETIRED 1991) July 19’ 1996
Mr. Michael E. Stogner HAND DELIVERED
Mr. David R. Catanach HAND DELIVERED
Rand L. Carroll, Esq. HAND DELIVERED

Oil Conservation Division
2040 South Pacheco
Santa Fe, New Mexico 87505 HECEI‘!EE@

Re: HALLWOOD’S MOTION TO DENY MERRION’S REQUEST JUL 191996
FOR CONSOLIDATION OF POOLING CASES; TO
DISMISS MERRION OIL & GAS APPLICATION FOR it Conservation Division

LACK OF JURISDICTION; AND FOR FAILURE OF
MERRION TO COMPLY WITH DIVISION RULES,
REGULATIONS AND DECISIONS

NMOCD Case 11572

Application of Hallwood Petroleum, Inc.
for Compulsory Pooling

San Juan County, New Mexico

Gentlemen:

On behalf of Hallwood Petroleum, Inc.("Hallwood"), please find enclosed
our Motion to Deny Merrion Oil & Gas ("Merrion") request for a continuance of
the reference case now set for hearing on July 25, 1996 and Hallwood’s Motion to
Dismiss Merrion’s compulsory pooling case filed on July 9, 1996 and set for
hearing on August 8, 1996.

Hallwood seeks Division approval to go forward with its compulsory pooling
case now set for hearing on July 25, 1996.
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fxc: Hallwood Petroleum Inc.
Attn: Connie Heath
Merrion Oil & Gas
Attn: George Sharpe



: STATE OF NEW MEXICO
ENERGY, MINERALS AND NATURAL RESOURCES DEPARTMENT
OIL CONSERVATION DIVISION

IN THE MATTER OF THE APPLICATION

OF HALLWOOD PETROLEUM, INC.

FOR COMPULSORY POOLING,

SAN JUAN COUNTY, NEW MEXICO CASE NO. 11572

HALLWOOD PETROLEUM, INC.’S
MOTION TO DENY MERRION OIL & GAS’

REQUEST FOR CONSOLIDATION OF POOLING CASES

AND TO DISMISS MERRION OIL & GAS’

APPLICATION FOR LACK OF DIVISION
JURISDICTION TO GRANT MERRION’S REQUEST AND

FOR FAILURE OF MERRION OIL & GAS TO
COMPLY WITH DIVISION RULES, REGULATIONS
AND DECISIONS

Comes now HALLWOOD PETROLEUM, INC. ("Hallwood"), by
its attorneys, Kellahin and Kellahin, the applicant in the referenced case and
moves the Division to resolve a dispute with Merrion Oil & Gas
("Merrion") concerning compulsory pooling of the N/2 of Section 27,
T32N, R13W, by issuing a Division Order which:

(1) denies Merrion’s participation in the referenced case and
a dismisses Merrion’s compulsory pooling case because
Merrion is not represented by New Mexico counsel as
required by law;

(2) denies Merrion’s request for a continuance of the
Hallwood case so that it can be consolidated with Merrion’s
compulsory pooling case filed July 9, 1996 and set for
hearing on August 8, 1996 because Merrion has filed its
compulsory pooling so that Merrion can be designated
operator in order to avoid paying Hallwood for post
production expenses attributed to transporting the gas or
disposing of produced water;
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and in

(3) acknowledges that the Division lacks jurisdiction under the
compulsory pooling provisions of Section 70-2-17(c) NMSA
1978 to resolve Merrion’s dispute with Hallwood over (a) the
transportation fee Merrion would have to pay to Hallwood if
Merrion elected to use Hallwood’s gathering line system
rather than constructing its own gathering line and, (b) over
the costs of disposal of produced water because the Division
only has jurisdiction to resolve disputes over the costs of
drilling and completing the subject well and not the post
production expenses attributed to transporting the gas or
disposing of produced water; and

(4) denies Merrion’s request to be designated operator and
dismisses Merrion’s compulsory pooling application because
contrary to the custom and practice before the Division and in
violation of Section 70-2-17 (c) NMSA (1978), Merrion has
prematurely instituted compulsory action against Hallwood
without first undertaking a good faith and reasonable effort to
form a spacing unit on a voluntary basis for the drilling of the
subject well.

support states:

FACTUAL BACKGROUND

(1) On March 22, 1996, Hallwood Petroleum, Inc.
(Hallwood"), as Agent for EM Nominee Partnership
Company and Hallwood Consolidated Partners, L.P., advises
Merrion that Hallwood intends to drill a Fruitland Coal Gas
Well in the N/2 of Section 27, T32N, R13W. See Exhibit (1)

(2) On April 12, 1996, Hallwood sent its well proposal letter
and AFE to all working interest owners in the N/2 of Section
27, T32N, R13W proposing its Mead 27-1 Well to be drilled
at a standard location for production from the Basin Fruitland
Coal Gas Pool. See Exhibit (2)
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(3) As of the date of this proposal, the working interest
owners in this spacing unit consisted of the following owners
with the following percentages:

Hallwood 58%
Merrion 36%
Unocal 6%

(4) Unocal has agreed to commit its interest to Hallwood and
to Hallwood’s terms and conditions for this well.

(5) On June 11, 1996, Hallwood sent a letter to George
Sharpe of Merrion responding to various questions raised by
Mr. Sharpe. See Exhibit (3)

(6) On June 20, 1996, Merrion sent a letter to Hallwood. See
Exhibit (4)

(7) On July 1, 1996, Merrion confirms by letter to Hallwood,
that Merrion objections are limited to disputing Hallwood’s
proposed gas gathering and compression fee, salt water
disposal fee and overhead rates. See Exhibit (5)

(8) On July 2, 1996, Hallwood files its compulsory pooling
application requesting a hearing on July 25, 1996 and sends
a copy to Merrion who receives its copy on July 8, 1996.

(9) On July 9, 1996, George Sharpe sends notification to
Hallwood of Merrion’s compulsory pooling application which
is received by Hallwood on July 15, 1996. Exhibit (6)

(10) On July 10, 1996, George Sharpe files Merrion’s
compulsory pooling application with the Division and requests
an August 8, 1996 hearing.

(11) Also on July 10, 1996, George Sharpe on behalf of
Merrion sends Merrion’s well proposal and AFE to
Hallwood. See Exhibit (7)
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(12) On July 12, 1996, Hallwood sends letter confirming that
Merrion has no objection to Hallwood’s well costs, well
location, risk factor penalty, proposed joint operating
agreement, recognizes that Hallwood should operate because
it has the majority interest and only objects that in the event
Merrion does not elect to take its gas in kind then it does not
want to pay the gathering line and saltwater disposal fees
Hallwood has proposed. See Exhibit (8).

ARGUMENT AND AUTHORITY

UNAUTHORIZED PRACTICE OF LAW:

Mr. George Sharpe’s representation of Merrion Oil & Gas before the
New Mexico Oil Conservation Division, including filing of a compulsory
pooling application and a request for a continuance, constitute the unlawful
practice of law in violation of Section 36-2927 NMSA (1978). See also
1957-58 Op. Att’y Gen No. 58-200.

Accordingly, Hallwood requests that the Division dismiss the
compulsory pooling application filed of Merrion Oil & Gas.

MERRION’S POOLING APPLICATION IS
PREMATURE AND MUST BE DISMISSED:

Merrion has prematurely instituted compulsory action against
Hallwood without first undertaking a good faith and reasonable effort to
form a spacing unit on a voluntary basis for the drilling of the subject well.

Hallwood requests that Merrion’s compulsory pooling application in
which Merrion seeks to be designated operator of the well proposed by
Hallwood be dismissed because Merrion’ conduct is contrary to the custom
and practice before the Division and in violation of Section 70-2-17 (c)
NMSA (1978).
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THE DIVISION LACKS JURISDICTION TO
GRANT MERRION ITS REQUESTED RELIEF:

Merrion is asking the Division to establish a precedent. Merrion
wants the Division to resolve Merrion’s dispute with Hallwood over (a) the
transportation fee Merrion would have to pay to Hallwood if Merrion
elected to use Hallwood’s gathering line system rather than constructing its
own gathering line and, (b) over the costs of disposal of produced water.

Hallwood has proposed to Merrion that Merrion sign a voluntary
agreement (Joint Operating Agreement--AAPL 1989 Model Form) whereby
Merrion would agree that Hallwood, as operator and on behalf of the
working interest owners, will drill and complete the subject well based upon
certain estimated costs for conducting those activities.

Consistent with industry custom and practice and in order to provide
each owner in the well with an equal opportunity to sell gas from the well
in order to produce their just and equitable share of the gas, Hallwood has
proposed the 1989 Model Form Joint Operating Agreement ("JOA") which
specifically provides that:

"ARTICLE VI
DRILLING AND DEVELOPMENT

G. Taking Production in Kind:
(Alternative 2) No Gas Balancing Agreement:

Each party shall take in kind or separately
dispose of its proportionate share of all oil and
gas produced form the Contract Area....Any
extra expenditure incurred in the taking in kind
or separate disposition by any party of its
proportionate share of the production shall be
borne by such party. Any party taking its share
of production in kind shall be required to pay
for only its proportionate share of such part of
Operator’s surface facilities which it uses."
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"Any such sale by Operator shall be in a
manner commercially reasonable under the
circumstances, but Operator shall have no duty
to share any existing market or transportation
arrangement or to obtain a price or
transportation fee equal to that received under
any existing market or transportation
arrangement. "

The Operating Agreement form requires the interest owner to pay for
any additional costs required to separately market its share of the gas. This
would include such items as additional metering equipment and connections.

Hallwood will elect to take its share in kind and to market that share
through its own gas gathering system and has afforded Merrion that same
opportunity. Hallwood is not seeking to have Merrion own any interest in
this gathering system or to pay any of the capital or interest costs for
acquiring the rights of way, constructing the gathering system or financing
that investment.

Under the terms of the model Joint Operating Agreement, after initial
production is obtained, the operator is not obligated to market each owner’s
ratable share of production from the well. There is no logic or reason that
the compulsory pooling order should provide Merrion with more than it
would obtain by signing a Joint Operating Agreement.

In the absence of a voluntary agreement, the separate interest are
combined under a compulsory pooling order. A compulsory pooling order
should do no more than is done under the model JOA and that is to
expressly authorize each party to take his share in kind and separately
dispose of that share.

Merrion misunderstands the jurisdiction of the Division. The
Division does not get into the business of marketing the gas produced under
a compulsory pooling order. Therefore, if Hallwood is producing the gas
from the well and marketing it for its own account, then it will eventually
have to "gas balance" with the other interest owners. Merrion has the
option, but not the obligation, to market its share of gas from the well
without a split connection provided Hallwood is compensated for
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transporting that gas through the Hallwood gathering system. If Merrion
does not like the terms and conditions of that contractual arrangement, then
Merrion has the absolute right to make its own connections or other
arrangements for taking its share of gas at the wellhead.

The language of the Division’s compulsory pooling orders have
remained virtually unchanged for more than twenty years. The Division
does not have authority to resolve contractual disputes or make contractual
terms for parties. Nor does the Division need to have complicated and
lengthy regulatory hearings involving detailed analysis of the economics of
gas gathering and marketing and salt water disposal.

Merrion’s asserts that "Hallwood has a conflict of interest in
operating the well and also being the owner of the gas gathering and water
disposal facilities. Therefore, we are filing a parallel application to protect
our rights and to attempt to gain control of the operations." See Exhibit (7).

Contrary to Merrion’s assertion, it is common tax planning practice
for an oil and gas company to have an affiliated company which holds title
to its oil and gas leases and another affiliated company to be its "operating
company" which is designated as operator. Such an arrangement is legal,
appropriate and is not a "conflict of interest".

In addition, it is also common for an oil and gas company (For
example, Yates Petroleum Corporation, Nearburg Exploration Company,
and others) to create an affiliated company which will finance, construct
and operate a salt water disposal facility and then to dispose of produced
water charging a fee to Yates and the other working interest owner in those
wells. A similar arrangement is also made for gas gathering systems. Such
arrangements are legal, appropriate and are not "conflicts of interest".

In these circumstances, the one and only question should be: "Did
Hallwood offer all working interest owners, including Merrion, the same
charges for gas transportation from this well and for disposal of produced
water? If the answer is "Yes" then correlative rights are protected and the
Division’s jurisdiction stops. Correctly, Division pooling orders do not
adopt, ratify, approve, reference or otherwise impose any of the terms and
conditions for how the gas is to be gathered and marketed.
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The Division’s authority is to pool the acreage when there is an
absence of a voluntary agreement--not to establish gas gathering rates or salt
water disposal fees.

Just as the Division does not set the prices for acquisition of a lease
or farmout or provide for the recovery of exploration costs, likewise, the
Division does not determine the costs of gathering, transporting, salt water
disposal or the price paid for the gas.

Under a New Mexico compulsory pooling order each interest owner
is permitted to market their gas in kind and to sell, for their own account,
the entire production stream when other owners fail to take or market their
proportionate share of gas. In addition, the Division has jurisdiction to
resolve balancing problems when one interest owner takes more than their
share of gas under a compulsory order, but has no jurisdiction to determine
at what price that gas is sold or to what costs it is subject to after it is
produced to the surface.

Correlative rights is simply the opportunity to market or share in
production. The Division provides such a marketing opportunity to
Merrion when Merrion can take its share of gas in kind and make its own
gathering/disposal and transportation arrangements. The Division should
not get into the business of regulating the terms and conditions because the
Division only has jurisdiction to resolve disputes over the costs of drilling
and completing the subject well and not the post production expenses
attributed to transporting the gas or disposing of produced water.

To suggest that the Division can and should decide the costs of gas
gathering in a compulsory pooling order is to require the Division to
undertake the involved and complicated task of determining transportation
rate schedule for gathering gas from a well and transporting it to its next
distribution point as that product moves to its market.

Hallwood will be operating the well for benefit of those interest
owners willing to pay for the gathering of the gas by Hallwood and if not
then those interest owners have the absolute right to take their share of gas
production in kind and make their own marketing arrangements to their
sole satisfaction.
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CONCLUSION

Merrion’s dispute with Hallwood over (a) the transportation fee
Merrion would have to pay to Hallwood if Merrion elected to use
Hallwood’s gathering line system rather than constructing its own gathering
line and (b) over the costs of disposal of produced water must be dismissed
because the Division only has jurisdiction to resolve disputes over the costs
of drilling and completing the subject well and not the post production
expenses attributed to transporting the gas or disposing of produced water.

The right to take its share of gas in kind is the statutory protection
of Merrion’s opportunity to produce its just and equitable share of gas and
there is no need for the Division to attempt to assert jurisdiction over the
issue of gas gathering or salt water disposal costs.

WHEREFORE requests that the Division Hearing Examiner grant

this motion. /

W. Thoniag Kellahin
Kellahin & Kellahin

P. O. Box 2265

Santa Fe, New Mexico 87504
(505) 982-4285

CERTIFICATE OF SERVICE

W, Thomal/sf'Kéllahin
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March 22, 159§

Merrion 01l & Gas

610 Rellly Avenue
Farmington, NM 87439
Attn: Crystal wWilliams

Re: TI2N~RI13W=-27: N/2
San Juan County, NM

Dear Ms. Williams:

Pursuant to your lettsr dated February 21, 1996, please be advised
that Hallwood Petrcleum, Inc., as Agent for EM Nominee Partnership
Company and HallwceQ Consolidatad Partners, L.P. does not desire to
sell or farmout its interest in the refersncad lands. Rather,
Hallwocod wishes to pursue the drilling of a fruitland cocal test
well with the leaseheld cwner within the spacing unit.

Hallwood proposes %to operate such well where Hallwcod and its
pariners may penefit from Hallwocd'’s extensive gathering system and
imminent cenversicn of the Cardon Com #1 well (1130’FNL, 1CSQ0’TFEL,
27-T32N-R13W) to a salt water dispcsal well. Hallwced Petroleum,
inc., plans to use the Cardon Com #1 wall for disposal frem
additional Hallwood operatesd wells. If water from nonoperated
wells ara disposed of in the Cardcn Com #1 well, such well must be
classifiad as a commercial well and Hallwced dces not wans to be
regu.ated as an Operator ¢f a commercial salt water dispcgal well
nor does Hallwood wish to s@ll the Cardon Com well.

Hallwcod is not seeking any further acreage acguisition within the
spacing unit for Iits cwn account and understands that ySu may be
under a verbal or writtan contract with San Juan Coal Coupany (BHEP)
for its mineral interest. In tha event you secure the razmaining
unleased acrsage within the spacing unit and wish to pursua
drilling a fruitland ccal test well jointly with Hallwocd, please
contact the undersigned at (303) 850-6227 to discuss this matter
further.,

Sincerely,
INC,.

HALLWOOD PETROLEgE,

Connie Heath
Distxict Land Manager
Rocky Mountain/Mid-Continent Districe

EXHIBIT

i 7
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april 12, 1996 CERTIFIED MAIL

Merrion 0il & Gas

610 Reilly Avenus
Farmington, NM 87499

Attn: Ms., Crystal Williams

Hegarty & Associates
12 Hilltop Avenue

P.0. Box 64
Farmington, NM 874989
Attn: Patrick Hegarty

Union 011 of California
" P.0., BOX 4551

Houston, TX 77210-4551
Attn: Ma. Judy Fine

Re: Mead 27-1
San Juan County, NM

Ladies and Gentlemen:

Enclosed is Hallwocd’s AFE 6142005 whereby Hallwood propeses the
drilling of a well te a depth sufficient to adequately test the
Fruitland Coal formation at approximately 2,050 feet subsurface.
The N/2 of Section 27-T33N-R13W will be the spacing unit for the
proposed well. Should you desirs to participate to the full extant
of your interest in the drilling, testing and completion of this
proposed well, please return an executed copy ©f the AFE to the
undersigned within thirty (30) days from receipt hereof.

Upon receipt of the executed AFE, Hallwood will prepare a joint
operating agreement for your review and execution.

If you have any questions concerning this matter, please contact
the undersigned at (303) 850-6227,.

Sincersly,
HALLWOOD PETROLEUM, INC.

/ ' s
ennie Heath

District Land Nanager
Rocky Mountain/Mid-Continent District

EXHIBIT



CPERATOR: Mallwood Petroleum, Inc. AFE NO: 6142008

WELL NANR: Mead #27-1 = JATE: 4/10/96

LOCATION: 3K NE Section 37-T3IN~R13N (N/2 Spacing Unit)

COUNTY: Zan Juan [ STATE: MM | PREPARSD 3Y: Kavia 2. O’Connell

PROJECT DESCRIPTION: Drill and complete a 2050 Fruitland Cosl well.

ASCOUNT DRILLING I[WTANGIALIA DERCRIPTION
800.009 Srilling Title Opinion & Legal Fees 3 5,500
30Q.08% Parmits, Survey, Damages 9,000
800,08Q Location, Roads & Lease Rsstoraticn 3,500
8030.022 Rig Mobilization/Demsbilizaticon {included in foctage) -
803.037 Foctage/Turnkey Drlg 3208Q/ft. @ $_.8,30/%« 31,778
800.023 Daywork Drilling _31 days 4 $_4200 day 4,200
800.041 Juel Ludricants ===
800.047 3ics it
800.04% Water/Water wWell 1,500
80C.Q76 Tquipment Rental - Surface 500
a83¢.977 Tool & Equipment Rental - Sudsurfacs waom
8C0.026¢ Xiscellanecus Egquipment/sSupplies 500
80C.062 Oxr:lling Mud/Additives om——
8C0.012 Contzacs Labor 500
| 800.144 Casing Crews ——
"800, 040 Cementing Sarvices 4,800
|| 300.879 Mud Logging i
4 80C.0B8 Caring ——
80C. 111 DST!: / DST's 8 8§ /DST ewas
800.099 Open Hele Logging 4,000
8038.101 Inginesring & Supsrvision days ¢ § fday ——
ff 890.211 Overhead: Drilling 4 days @ 3_250 /day 1,900
1800.014 Gaclogical Services days 8 § /day ————
800.017 Water Tranepocsation 1,000
800.2370 Risk Management ===
800.163 Envizronmental ———
3C0. 166 Pipe/Coliar Insurance ————
8C0.444 Othner ———
| 8C0.863 P& A ———
8C0.80Q0 Miscallanecus Contingency 2,000
SUBTOTAL INTANGIAZLES $67,778

DRILLING TANOIBLES

81G.210 3urface Casing 350 #=, 8 5/8 -, _24 p/f=. 2 5_9.00Q /£~ § 3,180
910.21% Interaediate Casing £, », #/f%. 9 3§ I 43 ——
810.220 Casing Egquipment 750
310.230 Casing Head 1,000
810.800 Miscallaneous Contingency m——
SUBTOTAL TANGIBLEE § 4,300
TOTAL DRY ZQLZ COsTs $72,675




Page 3 of 2
] “2LL NAMB: dead #27-1 [ AFe NO: 6142008 S
AC co 2ON_INTAN DRECAIPTION AF] AMOUNT
80%.040 Camenting Services § 32,000
805,080 Cirtwork, Rocads & Location 3,%00
8Cs.029 Completian Unit Swab Aig _@ days & $_JL.350/day 12,400 |
805,078 Equipment Rental - Surface 1,500 |
8Q3.077 Teol & Zquipment Rental - Subsurface -
808.026 Misc. Equipment & Supp.ies 1,500
808 .0458 Water Hauling/Completlion Fluids 8,000
80%.033 Cased Hols Wireline §Service 1,500
8905.068 jeimulation & Treatnment 60,000
805.0687 Testing, BHP Fluid Analyesis, etc. 3,000
80s.817 Transpertaticn =
805.012 contract Labor 3,000 |
8G5.144 Casing Crews et
805.101 Engineering & Supsrvision _14 days 3 5_250 /day 3,500 |
805.11¢ Overnead Complation days @ § /day omow |
8C5.083 Permanent Camages, Permits w———
8C5.01% Biowout Prevention Equipment il
863.070 Risk Managemant ————
2Cs.800 Miscellaneous Contingency wo——
SUNTOTAL TANGIBLES $101,900 t
COMPLETION TANGIALES ?
315.810 7:2 zod & Ulner 2050 f=, _5 /2 ", _15.5 #/%+, @ $_35.75 s l‘,SOO;
8.5.330 Cag: Accasgories 6,000 !
813.028 ¥ellhead /Christmas Tres 1,500
915.3.3 Prad. Tubing _2,.2QQ f#=, 2 7/8 ", _6.5 #/ft, @ $_L.78 It 3,500 |
8.5.235 Pumping Unit & Prine Mover 7,000
38.5.377 Subsurface Tquipmenz - Rods 1,800
8.5.077 Subsurface Equipment = Boxtom Hole Pump 1,200
8.5.044 Surface Separation Bquipment 15,800 !
9.3.340 Tanks with Pittings, Stairs 3,000
815.2%0 Lines, Fl.ow, FTuel, 3SWD -
815.06Q Pipe Line Installaczian daind
15.08% Yalves, Fittings, Misc. Equipment 3,000
815.066 Llectrical Bquipment _—
8.5.033 Contract Labor ———
81%.500 Piavform (Cfishoze) =
8.3.401 Engineering/Supervision o——
815.108 Platlorm Production Facility ————
815.110 Platfsrm Plre/Electrical o=
8.5.120 Platform Yaterfloed Facility ——
8.5..52 Purchasad Compressor inid
8.5.8Q0 Miscellaneousd <Canzingency ~———
SUBTOTAL TANGIBLES $ 33,300
TOTAL CONPLITION COSTS $161,700
L TOTAL “BLL COSTS £234,137%

APLMADSITEXC
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PS Form 3811, Decamber 1994 J 0 Domestic Relurn Recaipt
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4582 Soust Ulster Strest Pariweay + Stanford Placs I + Suste 1700 « Post Qffice Box 378111
Derver, Colorado 80237 « (303) 850-7373

June 11, 1996

Merrion ©0il & Gas

610 Reilly Avenue
Farmington, NM 87499
Attn: Mr. George Sharp

Re: Xead 27-1
8an Juan County, NM

Dear Mr. Sharp:

Pursuant to our discussicn of this date, the fellowing infermation
was gathared in an effort to ansver several gquestions Xerrion has
concerning Hallwcod’s impernding drilling and subsequent cperations
of the referenced well. Hallweocod anticipates a dispcsal fee of
$l/barrel of salt water disposed in the Cardon Com #1 well to be
the going rate for such water facility. This rate is competitive
with charges of similar nature paid by Hallwood to other Operators
of disposal wells in the LaPlata area. Hallwood will net charge
any capitalization costs to users of the Cardon Com #1 well.
Hallwcod plans to utilize the Carden Com #1 well for water dispesal
from othaer Hallwocd operated wells in the area and such disposal
feas will be charged cn a well by well kasis in accordance with
monthly water disposal rates.

Hallwood will charge a marketing fae (consulting fee) for any
marketing effort performed on behalf of its partners. Such fee is
rased on a fixed percentage (less than 7%) applied tc all value
received above the pested index price. In the event the value
received 1z ever telcow the postad index price, a credit would ke
applied te your account. This marksting method guarantees Hallwoed
and its partners a miniaum of the posted index price as well as
insuring a profit akbove the posted index price. Such marketing fee
is paid to a third party consultant and Kallwood bears its share of
these chargea along with any partner in the well. In lieu of
paying the consulting fee, Merrion is always entitled to market its
own share of productien.

The producing overhead rate as proposed in tha JOA is competitive
with other Fruitland Coal Cperators at $452/month and well within
the publighed COPAS rates, This rate is necessary to compenaats
Kallwood for the complexity ©f cperating wells and compresgoers in
a 7 day/wesk operation. Hallwood operates over thirty Fruitland
Coal wells in the San Juan basin and the foregoing overhead rate
has been acceptable to its partners. Hallwood continues to strive
for low operating costs were feasible and prudent.

EXHIBIT
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If you have any questions concerning the information provided
herein, please call me at (303) 850-6327. Additicnally, please
exscuts and rsturn the AFE to the undersigned at your earliest
convenience along wvith your suggested changes and cozmants to the
proeposed JOA. Hallwood is moving ferward with a Drilling Title
Opinion and settlement of surface damages. Hallwood anticipates a
late guly spud for this well assuming a minimal amcunt of title
curative.,

S8incerely,

nnie Heath '
District Land Manager
Domestic Operations Group
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June 20, 1996 4 w
Ms, Connie Heath
District Land Magager

Hallwoaod Petroleum, Inc.
P.0.Box 378111
Denver, Colorado 30237

Re: . Mead 27-1
San Jusn County, NM

Dear Connie:

Thank you for your response to some of the questions I voiced in our phone conversation
a few weseks back. This letter outlines some additional guesticns and concerns that
Merrion needs addressed before we will execute an AFE ard an Operating Agresment.

1.)  AFE Costs - In general, the $234,000 to drill and comglete 2 2000 foot
well seems pricey  Mermrion feels that we could drill the well significantly
cheaper. Specific issues:

2.)  The $15.50/fco: drilling cost appears o te for a large rig.
Could you use a shallow rig (e.g. Ludwig)?

b.) Is 5 1/2” casing needed? With anticipated water production ratzas
cf'less than S0 BWPD, would 4 1/2" casing be more prudeat?

¢.)  The AFE did not appear to cover 4 gas meter or any line pipe 1o tis
the well in for gas sales or to tie the water in to your disposal well.

2.)  Qverhead Rates - Merrion still feels the $452/month overhesd rate is too
high. If Hallwood cannot cperate for less, then Merrion wants to operate
and would be willing to do so at an overhead rate of $300/momth. This
would be to the benefit of the limited partnersnips which Hallwood
represents and who are the true working interest owners in the welil.

W

610 Reilly Avenue » Farmingron, New Mexico 87400 o 503-327-9801 7 505-326-5900 (Faz)
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3). Water Disposal Costs - Merrion feeis the $1.0C/Bbl disposal fee that
Hallwood Petroleum anticipates charging the producing wells is too high.
With true ongoing operating costs in the $.10 to $.20/Bbl range, the fee
certainly includes allowances for capital recovery. While we acknowledge
that Hallwood Petroleum needs o recover the cost to convert the well to
injection, we feel that a fee of less than the average 3.73/Bbl we pay at
Sunco would be much more reasonable and would certainly benefit
Hallwood’s limited parnerships that are owners in the producing wells.

4)  Water Disposal Well Onerations - Hallwood argues that they, rather than
Merticn, should operate the Mead 27-1 so that the water disposal well they

operate won't be treated as a commercial facility. Merrion disagrees.
First, it appears that Hallwood Petroleum has already set the disposal well
up to be a commercial facility, with them owning the injection well and
charging rates that are far from a bargain to the working interest owners in
the wells (i.e., Merrion, Hallwood's limited partnerships, stc.). Except for
the rates charged, Merrion does not have a probiem with that. However,
regardless of the set up, according o Ernie Busch of the NMOCD, as long
as the well has a UIC permit for the injection of Fruitland Coal water, then
no matter what wells the water comes from and who operates and/or owns
those wells, everything is covered from a regulatory standpoint. A special
permit for a commercial facility is only needed if an evaporation pond or
other disposal method is used. Therefore, Hallwood could accept water
from Merrion operated wells, and with twe more wells planned by
Merrion, we would want your agreement to do this.

5) Transfer of Querations - Per cur phone conversation, Merrion will nct
agree to allow operations 10 automatically transfer to a buyer unless that
buyer is 8 Hailwood related entity.

6.)  Gas Balanging - Hallwood's proposal to market Merrion's gas was
reasonable. Should Merrion ultimately be the operator, we would offer
simiiar terms. Hopefully, therefore, gas balancing may never be an issue.
Nonetheless, a gas balancing agreement is still nesded, and we have only
one problem with your proposed form. Merrion suggests that any cash
settlernent at the termination of production be at thﬂw

the price actually recexved ]



June 20, 1996
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Connie, we look forward to amicably working out these issues and ultimately drilling a
successfil well. If agreeable, please remit a revised AFE and Opemmg Agreement with
the changes outlined hersin. Thank you for your consideration.

Sincerely,

ﬁ W

George F. Sharpe
Maaager - Oil & Gas Investments

xc: CW, TGM

GFS:pag
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OIL & GAS
July 1, 1996
RECEIVED EM & MC
Ms. Connie Heath JUL g~ 1996
District Land Manager

Hallwood Petroleum, Inc. OPEH' HP’ DENVEH

P.O. Box 378111
Denver, Colorado 80237

Re: Mead 27-1
San Juan County, New Mezico

Dear Ms. Heath:

Thank you for calling me back on the issues outlined in my June 20, 1956 letter. We seem
to have agreement in several areas (AFE casts, transfer of operations, and gas baiancing).
However, Merrion still has some existing concerns that must be addressed before we will
execute an AFE and an Operating Agreement. Specifically, those are:

1) The $1.00/Bbl disposal fee is too high, though it will save money over the
competition because of the proximity of the disposal well to the producing
weil. We would agree to that only if you would agree to allow Merrion to
utilize your injection well (should you have excess injection capacity) for
our other two coal wells planned for the area under the same provisions.

2) The $.25/MCF gathering and compression fes (which I just became aware
of in our phone conversation) is totally unacceptable, and is not in the best
interest of any working interest owner, save Hallwood Petroleum Inc | as
the General Partner of your limited partnerships. Only one half mile away,
El Paso 1s obligated to tie in the well at their expense if the well makes
over 300 MCFD (which we all think it will or we wouldn't be drilling it).
The only incremental cost, therefore, is for compression. Attached is a
rough calculation showing that $.05/MCF is the true cost (including
capital recovery) of compression.

EXHIBIT
5
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July 1, 1996

3)  Your counter-proposal of a $375/month overhead rate is still too high.
Again, Merrion offers to operate the well at 2 $300/month overhead rate.
However, assuming we can come to terms on water disposal and gas
gathering, Merrion would agree to pay Hallwood $350/moanth for
operating overhead. The drilling overhead rate would be adjusted
proportionately.
Connie, Merrion does not mean to be contentious. However, we truly believe that the
fees you have set for Hallwood Petroleum’s services are too high, not negotiated at arms
length, and not in the best interest of all the working interest owners in the well We hope
we can come to terzs on these issues.

Please call me with any questions. We would still be interested in a field tour the week of
July 8th.

Sincerely,

George F. Sharpe
Manager - Oil & Gas Investments

cc: TGM, CW

tc
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July 9, 1996

TO ALL INTERESTED PARTIES ENTITLED TO NOTICE
OF HEARING OF THE FOLLOWING NEW MEXICO
OIL CONSERVATION DIVISION CASE:

RE: Application of Merrion Oil & Gas Corporation
for Compulsory Pooling
San Juan County, New Mexico

Enclosed please find our application for a compulsory pooling for the Mead 27-1
Well which has been set for hearing on the New Mexico Qil Conservation Division
Examiner’s docket now scheduled for August 8 1996. The hearing will be held at
the Division hearing room located in Santa Fe, New Mexico.

As an interest owner who may be affected by the application, we are notifying you of
vour right to appear at the hearing and participate in this case, including the right to
present evidence either in support of or in opposition to the application. Failure to
appear at the hearing may preclude you from any involvement in this case at a later
date.

Pursuant to the Division’s Memorandum 2-90, you are further notified that if you
desire to appear in this case, then you are requested to file a Pre-Hearing Statement
with the Division no later than 4:00 PM on Friday, August 2, 1996, with a copy
delivered to the undersigned.

Yours truly,

MERRION OIL & CAS CORPORATION

% { .
GeorgeF.Sh{:‘pj{'

Manager-Oil & Gas Investments

cc: By certified mail-Return receipt requested to ail parties listed in application.

610 Reilly Avenue e Farming:on, New Mcexice 87499 o 505-327-3801 / 505-326-590C (Fax)

EXHIBIT




STATE OF NEW MEXICO
ENERGY, MINERALS AND NATURAL RESOURCES DEPARTMENT
OIL CONSERVATION DIVISION

IN THE MATTER OF THE APPLICATION
OF MERRION OIL & GAS CORPORATION
FOR COMPULSORY POOLING,

SAN JUAN COUNTY, NEW MEXICO

CASE NO.

ARPLICATION

Comes now MERRION QIL & GAS CORPORATION, in accordance with
Section 70-2-17(c) (1978) applies to the New Mexico Oil Conservation Division for an
order pooling all mineral interests in the Basin Fruitland Coal Gas Pcol underlying
the N/2 of Section 27, T32N, R13W, NMPM, San Juan County, New Mexico,
forming a standard 320-acres spacing and proration unit for any production from the
Undesignated Basin Fruitland Coal Gas Pool. Said unit is to be dedicated to its Mead
27-1 Well to be drilled and completed at a standard well location in Unit H of said
Section 27. Also to be considered will be the costs of drilling and completing said
well and the allocation of the costs thereof as well as actual operating costs and
charges for supervision, designation of Merricn Oil & Gas Corperation as the
operator of the well and a charge for risk involved in said well.

WHEREFORE, Merrion, as applicant, requests that this application be
nsolidat i icati f Hallwocd P um Ing¢. dated r 2,19
vering said well_a t i 11 ) before the Division's

duly appointed examiner, and that after notice and hearing as required by law, the
Division enter its order pooling the mineral interest described in the apprcpriate
spacing unit for the drilling of the subject weil at a standard well lccation upon
terms and conditions which include:

1. Merrion Oil & Gas Corporation be named operator;

2. Provisions for applicant and all working interest owners to participate
in the costs of drilling, compieting, equipping and operating the weil;

3. [n the event a working interest owner fails to elect to participate, then
provision be made to recover out of production, the costs of the
drilling, completing, equipping and operating the well, including a risk
factor penalty of 200%;

4. Provision for overhead rates per month drilling and per month
operating and a provision providing for an adjustment method of the
overhead rates as proviced by COPAS;



NMOCD Application
Merrion Oil & Gas Corporation
Page2

3. Provisions pooling any non-participating royaity interest owners; and
6. For such other and further relief as may be proper.

In accordance with the Division’s notice requirements, a copy of this
application has been sent by certified mail to the following working interest owners
in the well:

EM Nominee Partnership Company
4582 South Ulster Street Parkway, Suite 1700
Denver, CO 80237

Hallwood Consoclidated Partners, L.P
4582 South Ulster Street Parkway, Suite 1700

Denver, CO 80237
- Union Oil Company of California
P.O. Box 4551
Houston, TX 77210-4551
Yours truly,
MERRION OIL & GAS CORPORATION

-

George F. Sharp
Manager-Qil & Gas Investments
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Hallwood Consolidated Partners, LP Jup is s
¢/o Hallwood Petroleum

Attn: Ms. Connie Heath ROCICESAAIC. CONT.

4582 S. Ulster Street Plowy ., Suite 1700
Denver, Colorado 80237

Re: Mead 27-1
San Juan County, New Mexico

Dear Connie:

Per our phone conversation, enclosed are the foilowing:
1) AFE for $226,250 to driil the Mead 27-1,
2.))  Operating Agreement for subject well;

3) Force Pooling Application for subject well.

As you know, Merrion has been force pooled by Hallwood because we disagree with your
plans for operations of the well We feel that Haillwood has a conflict of interest in
operating the well and also being the owmer of the gas gathering and water disposal
facilities. Therefore, we are filing 2 paralle! application to protect our rights and to
attempt to gain control of the operations.

We intend to cooperate with you in preparation for the force-pool heanng, and trust the
OCD will make a fair and wise decision. Regardless of the outcome, we intend to
cooperate with you in the drilling of what hopefully will be a successful well.

Please call me with any questions.

Sincerely,

George F. Sharpe
Manager - Oil & Gas Investments

xc: TGM, CW, TR

610 Reiily Avenue o Farmington, New Mexico §7401 e 505-327-9801 / 303-326-5900 (Faxj
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Authority for Expenditurs (AFE)

Drililing Waell Cost Estmate
AFE No. 98031 AFE Type: 1 Lease: Mead 27 WellNo: 1
Acoourring Well No. Projeat: Orfit Fruitland Coal Wed Flaid: Resin Frylgana
Locaion: 7400 ire & 790 fal (a8 Ne) Lessa MNo: ™ 2.0
S04 27, TN, R1IW Spacing: 320 Acres Oparssor: Mamon Of & Gas
Coamy: San Jusn State: NM Usit [ Slaven 3, Dumn
Division of interest: 1
1) METOUON CIL & GAS
2) MALLWOCD CONSOLIDATED PARTNERS, LP
3) EM NOMINEE PARTNERSMIP €2, 25.426000%
4) UNION OR. £0. QF CALIFORNIA $.250000%
Talm £2.750000%

[intangibias - Oriting (1605)

230 ROW Acquisxion & Surface 3
220 Survey, Archasciogy, Perrting 3 1006 § 1,000
201 Drdling RiQ Factage Cont 2050 't @ $13.50 pervoot.. 3 22700 3 27,700
202 Caywork 1489 Q@ §.40Q0 perdwy..... 3 3.800 3 3,800
203 Location Construction, anchors 3 3500 $ 3.500
204 Cament 3 Camerting Surfece Cesing 3 2,500 $ 2.800
204 Cament & Camenting Long String s 3500 3 £.00¢
208 Cpen Meole Surveys ] 4000 $ 4,000
207 Legni Feus 3 2.%0 3 1.500
208 Driling Supesvision 2d3 Q@ $35C perday..... $ 700 3 700
210 Miscoslansous 3 .50 § 1,500
211 Truexng ] 350 3 1.000
212 Orilng Water $ P | 250
212 Dedling mud 3 2000 3 2.000
213 Admmvetunve & General Expenise 12483 Q 318 perday..... $ 1.8¢ S 1,380
Comingency 5% _ 3 3.00¢ 3 3,100
— Total Intangiaes - Orting . S 82980 5 65230
[intangibies - Completion (1810) Cry o Camoetes |
301 Competon Rig sdws Q 51,950 peraay.... S 15,600
309 Perioreting & Loggmg s 2.500
304 Stmuiation 3 60.000
304 Location Clearwp 3 2500 3 1,380
308 Company Suparvaion 12dwne @ 3350 perday..... 3 s 3 4,200
309 Rouststout Labor ddeyn @ $800 per duy .. 3 3,400
309 Yeicer 2days @ 3385 perday.... 3 700
310 8k & Scuper S 1.000
J10 Too, Bg & swapment Revd 3 1.000
310 Tank & Miscalaneocua rertals 3 00
311 Weter (includes trucxing) 3 3.00¢
311 Trucking 3 1,000
Contngency 2.0% 3 1,300
Totai inuangibiss - Compietion 3 24850 3§ 98250
Total intangidies - Or| 3 b3, 161,
[Tangities - Orilling & Compintion (1640) — 1
438 Caarng Swurfece 838" 248 IS0 ety 3 9.25 per foot $ 3200 3 3.200
808 Proguction 5172 19.58 2050 reet @ s 4.75 perfot 3 9.700
811 Tubing 2-77° 5.58 EUE JSS veed 2,000 femt Y s .12 perisot s 4,200
951 Fowiing 3° Line Pipe 500 famt 3 1.58 perfoct 3 300
327 Sucker Rods /4™ SM Cug, used 29000 e Q H 0.97 per foot 5 1.900
320 ‘Weilhead equioment 3 wo s 3.500
815 Fioat squipment 3 500 3 1.500
130 Gosomnhore Pumg s 1,250
838 Pumpng Unit & Engne 114 AP uged w/ FM 348 ussa H 15,000
340 Tark & Seoarmior 3 20,000
880 Frings. valves. fancing. aoncrews & miscallanecus b ] 3,000
336 Miscoelaneous 3 500
Total Tangibles 3 4550 3 64860
Total Estimated Cost $ 70,380 $228.130
1 VV\.M/VWV\/ —
A8 %% ¢ o X 10-96
Mermon Ol & Jas Carporution
ADDIOves, Oxw:
Putner
7/10/98 Paga 1 o MEAD_AFE XLS



AFE& No.

96031 AFE Type: 1

Asoounting Wali No.
Location:

County:

1800 td 4. 790" fol (ow @)
3ec 27, TI2N, R13W
San Juan ate: MM

Authority for Expenditure (AFE)
Drifling Weil Cost Estimate

Lease: Mesd 27

Project Ot Fruilang Codl Wel

Spanioy: 320 Acwa

Ohuisian of intereec

1} MERRICN QK, & GAY

Well No:

1

e Fruddand
2,050
Merrion Ot & Gas
Steven S. Qunn

3 3
2) HALLWOOD CONSOLIDATED PARTNERS, LP] ¢ X5 3 S7T940( 25.625000% 5425000%
3f EM NOMINEE PARTNERSMHP £O. 3 249 3 82343 31.57%000% 28.625006%
4] UNICN QR CT, OF CALIFQRNIA | 439 3 41| a2sm00% @.250000%
Toles 70380 § 228.130 ) 100.000000% - nmlgs" —
e ——————————— R -
|intangibtes - Oruling (1806) Cry Hole Camasesa|
230 ROW Acuukion & Surface OurTages 3 4000 3 4,000
20 Survey, Arehasoiogy, Perndiing 3 1,000 § +.000
301 Dang Rig  Factage Coat 2,050 fomt @ $13.50 parfoot... 3 7700 8 7,700
202 Daywork 1dar3 B $3.800 parday... 3 38000 3 3,800
203 Location Construction, anchocs 3 3500 3 3,500
204 Cament & Samarding Surtecs Camng 3 2%8 3 2,200
204 Cament & Camenting Long String 3 500 8 $,000
108 Qpen Mo Surveys $ 4004 3 4.000
207 Lagal Fens 3 3,500 3 3,500
2C8 Drifling Supsrnzon 2883 3350 perdey... 3 T s 700
210 Miszaiansoua 1,600 § 1.500
11 Trucking 3 350 3 1,000
212 Orting Waser 3 PO 250
212 Drfting mug 3 2900 3 2.000
213 Admnstwive & General Expense 12 deve @ 3118 perzay... $ 1380 3 1.380
Canengency E. I 3 3,000 3 3.100
L Tatal intangibios - Oriling 3 42.980 3 §5.230 |
{Intangities - Comoletion (1610) Cry e Comasean |
101 Compenon Rig 3can P 31,950 per day..... 3 15.800
303 Perfaratng & Logging $ 2,500
304 Sumuigcon 3 £0.000
308 Locamon Ceanup S 2500 3 1,280
108 Company Supervison 2eave B 250 peroay... 3 e 5 4,200
309 Roustabout Labor 4deye B 3900 Der day.... 3 3.800
09 Welder 2 3350 per day..... 3 700
310 BR & Scrper s 1,000
310 Tool, thg & equigment Remtal 3 1,000
310 Tank & Mscadaneous rentais $ $00
311 Winter (Inciudes Tucang) s 3,000
311 Troexng 3 1.000
Cormngency 2.0% 3 *,300
Toll NengIDIes - Compieton 3 3,860 $§ 96
Totsi n ' 9 3 oo, 187,
[Tangibies - Drilling & Complwton (1840} ]
$0% Camng Susmece LT UB 350 rem @ s 925 petfont 5 3200 $ 3.200
308 Production =172 15.58 4,050 fent @ 3 475 partoot $ 9.700
811 Tubing 2-7/8° $.98 EUE JS§ saed 4000 fent @ s %12 per ‘oot $ 4,200
851 Flowine 3* Line Mo 500 femt @ 3 1.50 pwr foot $ 300
127 Sucaer Roda  V/e® SM Cpig, vsed 2,000 font @ 3 2.97 perfooe 3 1,900
820 Wailhees sguipment - ] 8st § 3.500
315 Float aguoment 3 00 3 1,500
430 Bottomaoie Pump 3 1,380
136 Pumping Unitd Engine 114 AP) used wr FM 348 ysed $ 15,000
34C Tank & Sepammr $ 20.000
V60 SRUNgS, vaives, fencing, concrewm & miscallanecus ] 3.000
194 MeCuiianecus ] 500
Tola) Tengibies 3 4560 8 544650
Total Estimated Cost $ 70,330 $228,130
Qs e -
Anproved: ]‘ Cus: Q' (' 0 - q 6
Mwrmon Qi & Gas Carporsson
Apgroves; QOmta:
Purm
110096 Page 1 af 1 MEAD_AFE.XLS






Hdallwood Energy Companies

4582 South Ulster Strest Pariuay » Stanford Placs Ul + Suite 1700 + Post Office Box 378111
Denveor Colorado 80237 » (303) 8507373

————— > —— -~

July 12, 1996 CERTTFIED MAIL
OVERNIGHT DELIVERY

Merrion Oil & Gas e e e ——

610 Rei lly Avenue . # ol pagos *»
Farmington, NM 87401-2634 Post-t™ drand fax transmittal memo 767 1— : //)

Attn: Mr. George Sharp — From )
Co. ce Q@j/ -
n 4
Re: Mead 27-1 e { °‘:‘ (303} 95D~ 22
San Juan County, NM Fﬁ. r“
Dear Mr. Sharp: ~N

Pursuant to your letter dated July 1, 1996 and subsequent telephone
conference with myself and Kevin O‘/Connell of Hallweod, it appears
Hallwood and Merrion are in agreement over several key issues with
regard to drilling the proposed well. It is my understanding that
Merrion does not have any objections to the following items as
presented by Hallwood to Merrion in mid-April 1896:

1. Well Cost as presanted by Hallweed’/s AFE #6142005

2. Well locaticn, geological prognesis and drilling prognosis
as presentaed with AFE #6142008

3. Proposed risk penalty of 100%/300% as presented in JOA

4. Deletion of Transfer of Operations under Article XVI.D.1
as presented in JOA

5. Acceptance of Gas Balancing Agreement as presented in
Exhibit E to JOA

However, Merrion specifically objects to the following matters:

1. A $1.00/Bbl disposal fee intoc the Cardon Com #1 well which
is owned and operated Ly Hallwced Petroleum Inc., and
pending a successful ccnversion as a disposal well.
Merrion would accept the $1.00/Bbl rate if Hallwood
granted Merrion the right to utilize the injection well
(assuming Hallwood has excess injection capacity) for
two additional ccal wells proposed by Merrion.

2. A $.25/MCF gathering and ccmpression fee charged by
Hallwood to all parties who centract with Hallwoed to sell
and market gas thrcugh the Hallwood owned and operated
gathering system. Merricn would prefer to hook-up to
the existing pipe line which extends from the Montoya 27-1
well located in the SE/4 of 27-T32N-R13W te the former
Snyder Cil Tafoya #1A Mesaverde waell in the SE/NW of 35-

EXHIBIT
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32N-R13W and ties into E1 Paso’s pipeline system. This
portion of line was purchased by Hallwood in e@arly 1991
and Hallwood does not currently utilize this portion of
the line since completion of cur gathering system in a
configuration which gives Hallwocd access to both El1 Paso
and Williams.

3. A producing well rate of $37%/month for overhead charges
(reduced by Hallwocd from the originally propesed
$452/month). Ernst & Young 1995 survey for similar wells
shows other Operators to be charging between $421 and
$429.

Notwithstanding the foregoing objections, Merrion has offered to
allow Hallwood to proceed with drilling the subject well prior to
the force pocling hearing, then allowing the Director of the Cil
Conservation Division toc rule on evidenca relative to Operations.
While Merrion’s option could save on rig move costs with Hallwcod’s
ongoing operations in the area, Hallwood is not in favor of
proceeding to drill the well without firmly establishing
Operations. Merrion recognizes Hallwood’s majority interest in the
spacing unit and has suggested that the largest interest cwner
should be allowed to operate assuming there are no relevant
discrepanciaes in operating costs, geological prognosis, etc.

Merrion’s objections to the SWD rate and gathering fees have been
addressed by Hallwcod and Merrion may elect to take its gas in
kind. Again the SWD rate gquoted by Hallwood is cheaper <than
trucking the water to another dispeosal system and comparable for
the Basin. Finally, Hallwocod has compromised ¢n the overhead rate
and as an established operator of Fruitland Coal wells, Hallwood is
well aware of the overhead expenses diractly affacting each well
and what an Cperator is willing to bear.

Please ke aware that Hallwocd Petroleum, Inc., is the established
Operating company for its two limited partnerships, EM Nominee
Partnership Company and Hallwood Consclidated Partners, L.P.
Hallwcod’s limited partners bear the same cost that Merrion or any
other partner would be expacted to bear. Your position that
Hallwocod is not negotiating at arms length or in the best interest
of all the working interest owners in the well is simply not true.

Hallwood is still hopeful that a resolution may be worked out priecr
to the hearing on compulsery pooling but Kallwood remains firm in
its position regarding Merrion’s okjections.

Sinceraely,

HéLLWOOD PETROLEUM{/;qC.

// ," N / . // !
,éf@4ﬂ4{ﬁ;@g{frﬁr’/ )
onnie Heath

District Land Manager

Domestic Operations Group



