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Post Office Box 1569
Carlsbad, NM 88221-1569
i (505) 887-1191
&l 1.800-658-2713

February 16, 2001

Walter M. Frank

Devon Energy Production Co., L.P.

20 North Broadway, Suite 1600

Oklahoma City, OK 73102

RE: Permit to Drill

Dear Mr. Frank:

At its regular meeting of February 13, 2001, the Governing Body of the City of Carlsbad
approved your application for a permit to drill within the City Limits as more particularly

described on the application and attached memorandum which contains additional requirements.

Should you have any questions regarding this matter, please do not hesitate to call.

Si_ncergl&, \ \\

R. Tully

City Administrafor B
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CARLSBAD NM 88221 APPLICATION FOR PERMIT

101 N. HALAGUENE, 88220
A separate application shall be required for each well, trunkline pipeline

and each water or gas repressurizing or injection facility.

| i
a Drill Well 0  Water/Gas IRepressurizing/Injection Facility

X Re-enter/Deepen Existing Well O Construct/QOperate Gas Pipeline
’ i
|
Applicant Name: Devon Energy Production Company, L.P.  — | Filing Date: 01-02-2001

If not Corporation, name of local attorney as Agent:

If Corporation, Name of Registered Agent:  CSC (CORPORATION SRV C0),i121 E. PALACE AVE, SANTA FE 871

Applicant Acdress: 20 NORTH BROADWAY, SUITE 1500 City:  OKLAHOMA CITY State/Zip: 0K 73102

Proog d‘ff‘ fincluding location of aathgring lines): .We will use currer}t pac} still 1n place from origi-
nal ari ing (a square pad with boundries 125' in each direction from actual well spot).

Gas transporter selection will depend upon flow rate of well. See attachments AEBGC

Name of lease owner: DEVON ENERGY PRODUCTION COMPANY, L.P.

Accurate description of well location (with legal description of ail acreage dedicateé! to well or legal description of easements

to be used by pipeline): .1 sbad ""22H" Fee Com. #2
1350' FNL § 660'FEL
Section 22, TZ21S, R26E
Eddy Cnty, New Mexico

See attachment D

Location with respect to property lines, right-of-way boundaries, and surface contolurs:
See Attachments E § F & G

01

Ground olevation at well site: 3143!

Type of derrick: Temporary Proposed depth: 11,300"

Detailed explanation of oparating pressures of all pipelines and facilities:
Sales line pressure of no more than 600 psig.

Facilities operations pressure of no more than 600 psig.
Wellhead pressure of no more than 3,000 psig. '

Appiication continued on reverse side.
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|
|
t

Location of compressor with operating characteristcs: J
On location pad, suction pressure 50 psig, discharge pressure 550 psig

Location of compressor control with operating characteristics: On compressoré skid, low suction pressure,
high discharge pressure, and other standard compressor shut-down equipment

Location of safety devices with operating characteristics:
on compressor skid, same devices as listed above |

m erson to be nptified in case of emergency:
dpVAlS s ST B Cathoy 505/300-5803

erry 5
Proposed hole size: Casing Program:

17 1/2", 12 1/4", 7 7/8" 13 3/8'", 8 5/8'", 5 1/2"

Mud Program: Cementing p,-%g rajn: surface and intermediate are
fresh to 2200', brine § starch to TD existing; oxlr production csg, TOC to 6500’

Specifications of safety provisions and equipment for installation of any pipeline w:th pressures in excess of 250 psi:
New pipe, fittings, and valves will be used in constructlﬂn.

Only certified welders will be used in construction.

Check valve will be installed at feeder/trunk line junctign.

ee attachment H

n

Have you attached a current certifled financial statement? Q(Yes 2 No

A[\ o

Signature of authorized agent: )(1 ?rsi \ ‘V\MA]-M! g\g Date: | :_:3 O\

Typed or Printed name of authomgent. Walter M. Frank, Senior (perations Engineer, Devon /cg

This application shail be filed with the City Administrator arld accompanied by a filing fee of
$500.00 in cash, cashier’s check, or certified check made pay{able to the City of Carisbad.

& Cash, Cashier's Check, Certified Check accompanies application.

Permit: (B/Approved O Disapproved by Council. L'pate: /9 -l’—?ﬁ(‘)@}

This Permit incorporates by reference and requires compliance wlth alI applicable Ci rdinances
S RS S  wpe y o

and regulations. NS ¢ g = _

\—Giﬁ/ Administrator )

Date: Z | Sl




City of Carlsbad

Interoffice Memorandum

Mayor Gary L. Perkowski City Administrator Jon R. Tully
To: Jon Tully
Luis Camero
From: John Waters, Deputy Director of Public Works & 5y
Environmental Services Manager
Date: January 18, 2001 ‘
RE: Drilling Permit for Devon Energy Permit: Carlsbad “22H” Fee Com. #2

An inspection of the above referenced well property and drilling permit application
has revealed several ordinance violations committed by Devon during the original
drilling and closure of the borehole in question.

Specifically, section 34-67 (a) (1), requiring that the storage and circulation of all
drilling fluids be in steel tanks and that all sump pits and reserve pits be steel
tanks was violated. Open pits were excavated and constructed from earth onsite.

Section 34-67 (a) (2), requiring that all cuttings and fluids removed from
circulating pits must be confined to steel pits and removed from the location upon
completion of the well, was also violated. Drilling materials were observed in the
bottom of the earthen pits.

Section 34-68 (c) was violated in that the property was not restored to its original
condition within two weeks of well closure (which occurred on 5 /8/99). This
sectjon also requires an operating well to landscape property around well while
the well is in production.

A small garage or storage building sits 324 feet south of the well casing. If this

building is a “commercial building,” this is within the 500 feet required by Section

34-1163d (a). It is unclear whether this building was there prior to the well being
rilled in 1998.

Ifit is the council’s wish to grant the permit, I recommend that Devon be required
to adhere to the following conditions: :

1. All regulations contained in Chapter 34 of the Code of Ordinances
entitled “Oil and Gas Wells and Pipelines” are followed (as required to
reenter an existing well under section 34-37).

2. Any variances of the Ordinances of drilling procedures must be
approved prior to drilling.

3. Prior to drilling operations, the requirements of Section 34-70 (Fences
with locking gates required) be satisfied.

4. Prior to drilling operations, all existing earthen pits must be removed
and all plastic associated with such pits be removed and disposed of

properly.

S. Any associated pipelines must meet Ordinance requirements.

01-18-01PC4:08 RCVD
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ATTACHMENT “B”
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ATTACHMENT “C”
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B0, Box 1980

" Hc-s, NM 88241-1980

‘DISTRICT 1I
P. 0. Orawer DD
Artesio, NM 88211-0719

DISTRICT Il
1000 Rio Brozos Rd.
Aztec, NM 87410

SLELS WL IWEF MEaALlV

P. 0. Box 2088

Energy - Minerals, and Natural Resources Depr “-ment

OIL CONSERVATION DIVISION

Santa Fe, New Mexico 875042088

ATTACHMENT “D”

Submit to the Appropricte

g‘l:'iml.nu 4 copies
{ ] -

fee Lecse - J copies

[C] AMENDED REPORT

DISTRICT IV
P. 0. Box 2088
Sonta Fe, NM 87507-2083 WELL, LOCATION AND ACREAGE DEDICATION PLAT
' APt Number 2 Pool Code 3 Pool Name
- AVALON (MORROW) _
¢ Property Code $ Property Name § Well Number
CARLSBAD ‘22° H STATE COM 2

' OGRID No. ® Operstor Name 9 Elevation

6137 DEVEON ENERGY CORPDRATION (NEVADA) 3143°

* SURFACE LOCATION

UL or lot no.| Section | Township Range Lot [da |Fest from the|North/South line|Feet from the| Zast/West line | County

H 22 |21 SOUTH|26 EAST, N.M.P.M. 1350' NORTH 860’ EAST EDDY

"BOTTOM HOLE LOCATION IF DIFFERENT FROM SURFACE

UL or lot no.| Section | Township Range Lot ida |Fest from the|North/South line|FPeet from the| Bast/West line | County
2 Dedieated Acres | '3 Joint or Infill |'¢ Consolidation Code |'® Order No.

320

NO ALLOWABLE WELL BE ASSIGNED TO THIS COMPLETION UNTIL ALL INTERESTS HAVE BEEN
CONSOLIDATED OR A NON-STANDARD UNIT HAS BEEN APPROVED BY THE DIVISION

OPERATOR CERTIFICATION

1 hereby certily that the inforrmalion
conloined herswn s lrve and complete
lo lhe best of my knowledge ond befef,

[ Printed Name

Signature

SURVEYOR CERTIFICATION

! hereby certily that the well
location shown on (lhis plot wos
plotted from field noles of octual
surveys mode by me or under
my supervision, ond that the
some is lrve aond correct lo the
best of my belief.

Date of mmmlm,,
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= _ -y ATTACHMENT “F”

; Surface Owners
Sectlon 22, T21S, R26E, Eddy County, NM

Thomas D. Parker ;

c/o ME. & Mary L. Hednck

4502 W. Pierce : e
Carlsbad, NM 88220 G/

Part of section 22 described beg NE com sec 22, S 00 deg 06’ W 1860.26', W 295", S 365.44', E
295", S 00 deg 06' W 1667.77° to NWly ROW US Hwy 285, NWly on ROW 2336.61' radius
5803', N 47 deg 01' 50" E 178.51, N 00 deg 13' W 251.83", S 89 deg 47' W 201',N 00 deg 13", W
1501.94', N 89 deg 28' 48" E 1249 46 to POB.

W. B. Duff

Rio Tanks and Fast Line, Inc

4602 W. Pierce : .
Carlsbad, NM 88220 or &t

- iy

Part of SESE sec 15 and E/2 NE sec 22 beg NW cor SESE sec 15, N 89 deg 43' 26" E 100, S 00
deg 51' 25" E 1317.98', S 00 deg 13' E 1501.94', N 89 deg 47' E 201', S 0 deg 13'E 251.89', S 47
deg 01' 50" W 178.51' to NE ROW Hwy, NWly 249.80', N 00 deg 13' W 1691.24', N 0 deg 51"
25" W 1318.57' to POB |

ME. & Mary L. Hedrick

4502 W. Pierce . '

Carlsbad, NM 88220 : J %
: Re

2.5 acres in SE NE lying E & N of Hwy. Map #180-27. Located S of 3786 Seven Rivers Hwy.

George Markle, et al
1003 North Shore Drive
Carlsbad, NM 88220

8LvE

Entire SE SE of Section 22, T218, R26E

David Maley
P.O.Box 519
Carlsbad, NM 88221 ff\aﬁf"‘t“
Beg inter SWly ROW line US Hwy 285 and S line of NE/4 SE/4; thence S 89 deg 55'15" W,
176.7T,S 89 deg 55’ 15" W 1154.13', N 00 deg 13' W 2003.94' to Sle ROW of US Hwy 286,
SEly on ROW curve 2331 72' to POB. (30.84 acres) i
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ATTACHMENT “H”
UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One) ' '
X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended September 30, 1998
OR

- TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

Commission File No. 1-10067

DEVON ENERGY CORPORATION
(Exact Name of Registrant as Specified in its Charter)

Oklahoma 73-1474008
(State or Other Jurisdiction of (I.R.S. Employer

Incorporation or Organization) Identification Number)
20 N. Broadway, Suite 1500

Oklahoma City, Oklahoma . , 73102
(Address of Principal Executive Offices) (Zip Code)

Registrant's telephone nmber, including area code: (405) 235-3611

Not applicable

Former name, former address and former fiscal year, if changed from last report.

Indicate by check mark whether the registrant (1) has filed all reports required to be filed
by Section 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months

(or for such shorter period that the registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. Yes X No_ .

The number of shares outstanding of Registrant's common stock, par value $.10, as of
November 9, 1998, was 32,319,897.

1 of 31 total pages



DEVON ENERGY CORPORATION

Index to Form 10-Q Quarterly Report
to the Securities and Exchange Commission

PartI. Financial Information

Item 1. Consolidated Financial Statements

Consolidated Balance Sheets, September 30, 1998 (Unaudited)
and December 31, 1997

Consolidated Statements of Operations (Unaudited),
For the Three Months and Nine Months Ended
September 30, 1998 and 1997

Consolidated Statements of Comprehensive
(Unaudited), For the Three Months and Nine Months Ended
September 30, 1998 and 1997 .

Consolidated Statements of Cash Flows (foé.udimd),
For the Nine Months Ended September 30, 1998 and 1997

Notes to Consolidated Financial Statements.

Item 2. Management's Discussion and Analysis of Financial
Condition and Results of Operations.

d

PartII. Other Information

Ttem 6. Exhibits and Reports on Form 8-K

26



DEVON ENERGY CORPORATION

Part L Financial Information _
Item 1. Consolidated Financial Statements
September 30, 1998 and 1997

(Forming a part of Form 10-Q Quarterly Report
to the Securities and Exchange Commission)



DEVON ENERGY CORPORATION AND SUBSIDIAKIES

. Consolidated Balance Sheets
~.ptember 30,  December 31,
1998 1997
(Unaudited)
Assets
Current assets: -
Cash and cash equivalents $ 7,150,368 42,064,344
Accounts receivable - 39,960,269 47,507,805
Inventories 2,340,942 2,422,822
Prepaid expenses 1,183,241 799,923
Deferred income taxes 434.000 434 000
Total current assets —51.068.820  __93.228.8%4
Property and equipment, at cost, based on the full
cost method of accounting for oil and gas properties - 1,231,195,602 1,103,320,502
Less: Accumulated depreciation, depletion
and amortization _558,754.200_ 7
672,441,402 737,802,780
Other assets 13839177  _15.371.368
Total assets S 737349399  _846,403.04
Y sye e t l ]
Current liabilities:
- Accounts payable:
Trade 14,185,878 9,628,890
Revenues and royalties due to others 6,619,286 11,531,296
Income taxes payable - 4,901,940
Accrued expenses 2,818,132 4,750,699
Total current Liabilities 23,623,296 30,812,825
Revenues and royalties due to others 2,969,891 2,862,794
Other liabilities 24,343,111 18,177,130
Deferred income taxes 67,588,000 101,474,000
Company-obhgated mandatorily redeemable convertible
preferred securities of subsidiary trust holding
solely 6.5% convertible junior subordinated
debentures of Devon Energy Corporation 149,500,000 149,500,000
Stockholders’ equity:
Preferred stock of $1.00 par value.
Authorized 3,000,000 shares; none issued - -
Common stock of $.10 par value.
Authorized 400,000,000 shares; issued
32,319,894 in 1998 and 32,318,895 in 1997 3,231,990 3,231,890
Additional paid-in capital 392,937,092 392,919,170
Retained earnings 79,768,927 149,946,232
Accumulated other comprehensive earnings (loss) - '
foreign currency translation adjustments —(6612908) __(2.520.999)
Total stockholders' equity _ 460,325,101 43.576,2
Total liabilities and stockholders' equity $_737.349.399 846,403,042

See accompanying notes to consolidated financial statements.



DEVON ENERGY CORPORATION AND SUBSIDIARIES

Consolidated Statements of Operations
- (Unaudited)
Three Months Nine Months
Ended September 30, Ended September 30,
1998 1997 1998 1997
Revenues
Qil sales $ 19,905,958 31,267,250 65,470,104 100,857,256
Gas sales 32,491,082 34,044,149 102,769,643 107,458,126
Natural gas liquids sales - 3,132,210 . 5,206,135 11,120,619 16,534,020
Other : T 1,542,930 - 2.342.969 - -----5145988 - 5562529 .. —. ......
Total revenmes 57.072.180 72,860,503 184,506 354 230,411,931
Costs and expenses - - ' - :
Lease operating expenses . .. 18,193,654 15,814,690 = . 55,305,723 46,155,611
Production taxes 3,247,024 4,109,654 9,786,223 13,165,045
Depreciation, depletion and
amortization 23,173,694 20,246,574 68,197,427 60,388,370
General and administrative expenses -~ = <~ - -3,166,842- - - 2,992,104~ ---— --9,907,254 9,228,599 - -~-- . -
° Interest expense 133,234 90,146 183,973 249,184
Distributions on preferred securities ‘
of subsidiary trust 2,429,374 2,429,375 7,288,125 7,288,126
Reduction of carrying value of oil and
gas properties (Note 3) 126,900,000 - 126,900,000 -
Total costs and expenses 177.243.822 45,682,543 277.568.725 136.475.435
Earnings (loss) before income taxes (120,171,642) 27,177,960 (93,062,371) 93,936,496
Income tax expense (benefit) (Note 3)
Current 846,000 5,546,000 5,482,000 14,091,000
Deferred _ ' (37,932.000) 5,326.000 (33.215.000) _23,484,000
Total income tax expense (benefit) (37.086.000) _10.872.000 (27,733.000) _37.575.000
Net carnings (loss) $(83.085642) 16305960 (65329371 36361496
Net earnings (loss) per average common "
share outstanding (Note 2):
Basic $.2.57 251 29 L35
Diluted 257 047 2.9 182

Weighted average common shares outstanding 12319894 32235002 2319543 32181077

See accompanying notes to consolidated financial statements.




DEVON ENERGY CORPORATION AND SUBSIDIARIES
Consolidated Statements of Comprehensive Operations

(Unaudited)
Three Months Nine Months
Ended September 30, Ended September 30,
1998 1997 1998 1997
N;t earnings (los.)‘ 7 $(83,085,642) 16,305,960 (65,329,371) 56,361,496

OMMMgaos)- :

forcign currency translation adjustments (Note 1) (2,523.936) 5,819 (4,091.909) __ (444.979)

See accompanying notes to consolidated financial statements.



DEYON ENERGY CORPORATION AND SUBSIDIARIES

See accompanying notes to consolidated financial statements,

Consolidated Statements of Cash Flows
(Unaudited)
Nine Months
Ended September 30,
1993 1997
Cash flows from operating activities
Net earnings (loss) $ (65,329,371) 56,361,496
Adjustments to reconcile net earnings to net .
cash provided by operating activities:
Depreciation, depletion and amortization 68,197,427 60,388,370
(Gain) loss on sale of assets _ (133,663) (155,040)
Deferred income taxes (benefit).. ... ... (33,215,000) 23,434,000 _
Reduction of carrying value of oil and gas -
properties ‘ 126,900,000 -
Accounts receivable 7,464,975 (12,138,238)"
Inventories 50,185 (73,883)
Prepaid expenses (626,579) (568,739)
Other assets 516,376 (767,123)_
- Increase (decrease) in:
Accounts payable 1,087,828 8,444,761
Income taxes payable (5,150,940) (4,705,447)
Accrued expenses : (1,921,585) (1,173,599)
Revenues and royalties due to 107,097 (196,312)
Long-term other liabilities 418.416 49.298
Net cash provided by operating activities 98.365.166 128,950,044
Cash flows from investing activities
Proceeds from sale of property and equipment 7,995,880 1,436,610
Capital expenditures (141,913,247) (91,418,731)
(Increase) decrease in other assets 60,830 (2.700,941)
Net cash used in investing activities (133,856,537 {92.683.062)
" Cash flows from financing activities -
Proceeds from borrowings on revolving lines of credit ‘e 1,847,750
Principal payments on revolving lines of credit - (9,343,750)
Issuance of common stock 18,022 © 3,115,223
Dividends paid on common stock (4,847,934) (4,828,709)
Increase in long-term other liabilities 5,976,550 2,020,566
Net cash provided (used) by financing activities 1.146.638 (7.638.920)
Effect of exchange rate changes on cash (569.243) (31,746)
Net increase (decrease) in cash and cash equivalents (34,913,976) 28,546,316
Cash and cash equivalents at beginning of period 42.064.344 9,401,350
Cash and cash equivalents at end of period $__7150368 37,947,666



DEVON ENERGY CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements

1. Summary of Significant Accounting Policies
Basis of Presentation

The accompanying consolidated financial statements and notes thereto have been prepared
pursuant to the rules and regulations of the Securities and Exchange Commission. Accordingly,
memomdmdomnomanymdudedmﬂnmmalmmmmnprepuedmamdmcemm
generally accepted accounting principles have been omitted. The accompanying consolidated

financial statements and notes thereto should be read in conjunction with the consolidated financial

statements and notes thereto included in Devon's 1997 annual report on Form 10-K.
In the opinion of Devon's management, all adjustments (all of which are normal and

recurring) have been made-which are necessary to fairly state the consolidated financial position-of- -~ ----

Devon and its subsidiaries as of September 30, 1998, and the results of their operations and their
cash flows for the three month and nine month periods ended September 30, 1998 and 1997.

Comprehensive Earnings (Loss) - Foreign Currency Translation Adjustments

Devon adopted Statement of Financial Accounting Standards No. 130, “"Reporting
Comprehensive Income,” on January 1, 1998. SFAS No. 130 was effective for fiscal years
beginning after December 15, 1997. SFAS No. 130 established standards for reporting and display
of "comprehensive income" and its components in a set of financial statements. It requires that all
items that are required to be recognized under accounting standards as components of

comprehensive income be reported in a financial statement that is displayed with the same
prominence as other financial statements. Devon has included such a statement in the

accompanying consolidated ﬁnanclal statements.

Devon owns certain oil and gas properties in Canada. For purposes of foreign currency
translation, the Canadian dollar is the functional currency for Devon's Canadian operations.
Translation adjustments resulting from transiating the Canadian subsidiary's foreign currency
financial statements into U.S. dollar equivalents are reported separately in the consolidated
statemnents of comprehensive operations, and accumulated in a separate component of stockholders'
equity in the consolidated balance sheets. The amounts reported have no related income tax

expense or benefit.
Reclassifications

Certain items in the 1997 consolidated statement of cash flows have been reclassified to
correspond with the 1998 presentation.



2. Earnings Per Share

The diluted loss per share calculations for the three month and nine month periods ended
September 30, 1998, produce results that are anti-dilutive. (For the three month period, the diluted
mlcxﬂanonreduwdthenetlossbySISmﬂhonandmcmsedﬁxecommonshmouistandmgby
5.2 million shares. For the nine month period, the diluted calculation reduced the net loss by $4.5
million and increased the common shares outstanding by 5.2 million shares. These 1998 changes
were caused by the same factors as, and were similar in amounts to, those in the following tables
for the 1997 periods.) Therefore, the diluted loss per share amounts for such periods reported in
the accompanying consolidated statements of operations are the same as the basic loss per share
amounts. ' ’

lhefoﬂomngmblamondlemenetamngsandmmmonshammumdmgumdmme”
mlmﬂauomofbamcmddﬂumdmmmgspershmforﬂmmreemonmmdmnemonmpenods

ended September 30, 1997.

Net
Earnings
Net Common (Loss)

(Loss)  Qutstanding Share
Three Months Ended September 30, 1997:
Basic camings per share $16,305,960 32,235,002 $0.51
Dilutive effect of:
Potential common shares xssuable upon the

conversion of Trust Convertible Preferred
securities (the increase in net earnings

is net of income tax expense of $963,000) 1,506,439 4,901,507
Potential common shares issuable upon the
exercise of outstanding stock options - 474,919
Diluted earnings per share $17.812.449  37.611.428 $0.47
Nine Months Ended September 30, 1997:
Basic earnings per share $56,361,496 32,181,077 $L.7S
Dilutive effect of:

Potential common shares issuabls upon the

conversion of Trust Convertible Preferred

securities (the increase in net eamings A ‘
is net of income tax expense of $2,889,000) 4,519,466 4,901,507

Potential common shares issuable upon the
exercise of outstanding stock options - 409.602
Diluted earnings per share $60.880.962 37,492.186 $1.62



3. Reduction of Carrying Value of Oil and Gas Properties

Under the full cost method of accounting, the net book value of oil and gas properties, less
related deferred income taxes, may not exceed a calculated “ceiling.” The ceiling limitation is the
discounted estimated after-tax future net revenues from proved oil and gas properties. The ceiling

is imposed separately by country. In calculating fitture net revenues, current prices and costs are
generally held constant indefinitely. The net book value, less deferred tax liabilities, is compared

to the ceiling on a quarterly and annual basis. Any excess of the net book value, less deferred
taxes, is written off as an expense. :

At December 31, 1997, Devon’s net book value of oil and gas ﬁmperties less deferred

taxes was well below the calculated ceiling.: This excess “cushion” was $146 million for Dévon’s "~~~ -

U.S. properties and $18 million for its Canadian properties. From December 31, 1997, to
September 30, 1998, the Texas Guif Coast gas price decreased approximately 35% and the price

of West Texas Intermediate crude oil decreased approximately 13%.. .As a result, as.of September .

30, 1998, the book value of Devon’s U.S. properties, less deferred taxes, exceeded the full cost
ceiling by approximately $88 million. (Devon’s Canadian properties had a full cost cushion of
approximately $8 million at September 30, 1998.) Accordingly, the carrying value of Devon’s
domestic oil and gas properties was reduced by $126.9 million in the third quarter of 1998. This
reduction was partially offset by a deferred income tax benefit of $38.9 million, resulting in a net

effect of $88 million.

4. Pending Merger

On June 29, 1998, Devon announced its intention to issue approximately 15.5 million
common shares in a merger with Northstar Energy Corporation (“Northstar”), a Canadian
independent oil and gas producer. The merger is subject to approval by the shareholders of both

- companies as well as certain regulatory and court approvals. If approved, the merger is expected
to be consummated in the fourth quarter of 1998. The merger is anticipated to be accounted for

under the pooling-of-interests method of accounting for business combinations. Therefore, upon
consummation of the merger, Devon’s previously reported financial results would be adjusted to
combine its results with those of Northstar and its predecessors.

-

Northstar’s proved oil and gas reserves, all of which are located in Canada, totaled 128
million barrels of oil equivalent at December 31, 1997. These barrels included 6 million barrels of
oil equivalent owned through Northstar’s share of an entity accounted for under the equity
method of accounting.

Devon filed a definitive proxy statement regarding this pending merger on November 6,
1998. Such proxy includes a description of the terms of the merger and other information about
both companies. The proxy can be accessed through the Securities and Exchange Commission’s
EDGAR system, or at Devon’s web site at http://devonenergy.com. °
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Following is Devon’s unaudited pro forma combined balance sheet as of September 30,
1998, assuming that the merger was consummated on such date.

UNAUDITED PRO FORMA COMBINED BALANCE SHEET

September 30, 1998
(In Thousands)
: Merger Devon-
Related Northstar
Pro Forma Pro Forma
Devon orthstar Adjustments Combined
Assets:
Current assets $ 51,069 63,695 (13,000) (a) $ 101,764
Oil and gas properties, net 651,441 308,936 960,377
Other property and equipment, net - - == 25,000 .. 4,773 - . ... L 25773 ...
Deferred income taxes ‘ . - 53,553 (53,553) @) -
Other assets, net ) 13.839 - 1.645 15.484
Total assets : $237.349 $432.602 $(66553  $L103.398
Liabilities: )
Current liabilities 23,623 62,815 86,438
Revenues and royalties due to others 2,970 6,218 9,188
Other liabilities o -24,343- - - - - - - . 24343 .. . .
° Long-term debt - 303,517 303,517
Deferred income taxes 67,588 - (53,553) (b) 14,035
Company-obligated mandatorily redeemable
convertible preferred securities of
subsidiary trust holding solely 6.5%
convertible junior subordinated debentures
of Devon Energy Corporation 149,500 - 149,500
Stockholders’ equity:
Preferred stock - - -
Common stock 3,232 - 1,554 (c) 4,786
Additional paid-in capital 392,937 397,178 (1,554) (c) 788,561
Retained earnings (deficit) 79,769 (316,760)  (13,000) (a) (249,991)

Accumulated other comprehensive earnings
(loss) — foreign currency translation

adjustments (6.613) (20.366) 6,979
Total stockholders’ equity 469,325 60,052 {13.000) 516,377

Total liabilities and stockholders’ equity  $737.349  $432.602 $(66.333)  $L103.398

Following is a description of the pro forma adjustments included in the above unaudited pro
forma combined balance sheet as of September 30, 1998:

(a) To record the payment of estimated business combination costs of $13 million,
representing primarily professional and advisory fees directly related to the merger.
These one-time business combination costs are not reflected in the following unaudited
pro forma statements of operations since they are non-recurring in nature. These costs
will be expensed by Devon in the quarter in which the merger is consummated.
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(b) To reclassify Northstar’s deferred tax assets against Devon’s deferred tax liabilities.

(¢) To record the issuance of 15,542,618 shares, par value $0.10, of Devon common stock in
for all 68,469,685 shares of Northstar common shares outstanding on
September 30, 1998, based upon an exchange ratio which is indirectly equivalent to
0.227 shares of Devon common stock for each Northstar common share and assuming

all exchangeable shares are exchanged for Devon common stock on such basis.
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Foﬂowinngwonsmmd&edpmﬁ:mmwmbinedstatanmofopaﬁﬁomforthemne
months ended September 30, 1998 and 1997, asmmxngthatthemergerwasconsummatedon]ammy
1, 1997,

UNAUDITED PRO FORMA COMBINED STATEMENTS OF OPERATIONS
For the Nine Months Ended September 30, 1998 and 1997

(In Thousands, Except Per Share Dats)
" Nine Mouths Ended Nine Months Ended
. September 30, 1998 September30,1997
' Devon- Devan-
o . Northstar ) _ Narthstar
: Pro Forma Pro Forma
Devon Northstar  Combined Devon * Northstsr  Combined
Oil sales . ..865470 45931 ... S111,401 .  $100,357 . 53016, 8153873 .. .
Gas sales 12,770 54,524 157294 107,458 44,413 151,871
Natural gas liquids sales 11,120 2,469 13,589 16,534 1,380 17914
Other —3.J46 10652 13.798 3363 37176 42739
Total revenues - -184506-- 113576 - 298.0%2 230412 - 135985 366397
Costs and expenses:
Lease operating expenses 55,306 30,492 85,798 46,156 24,711 70,867
Production taxes 9,786 1,030 10,816 13,165 803 13,968
amortization 68,197 24,716 92,913 60,389 55,751 116,140
General and administrative expenses 9,907 7,773 17,680 9,229 9,564 18,793
Interest expense 184 16,160 16,344 249 10,192 10,441
Deferred effect of changes in foreign :
currency exchange on long-term debt - 15,433 15,433 - 406 406
Dlstribtmons on preferred securities of
subsidiary trust 7288 - 7,288 7,288 - 7288
Reduction of carrying value of oil and - .
gas properties 126,900 _ 126,900 = = =
Total costs and expenses 77,568 95.604 BAT2 136,476 101,427 237.903
Earnings (loss) before income taxes (93,062) 179712 (75,090) 93,936 34,558 128,494
Incame tax expense (benefit):
Current 54%2 1,032 6,514 14,091 1465 . 15556
Deferred (3215 8408 (24.807) 2348 15414 38.398
Total income tax expense :
(benefit) 21.733) 2440 (18293) 37575 16379 34434
. Net earnings (loss) $(62.329) L ¥R x7) e ss6aal S17.672 $74040
Net eamings (loss) per average common share
outstanding:
Basic $(2.02) (1.19) $1.75 1.58
Dihuted $(2.02) (1.19) s1.62 149
Weighted average common shares _ ‘
Outstanding - basic 32,320 472316 32,181 46,925
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Following are Devon’s unaudited pro forma combined production, average price and other data for
the nine months ended September 30, 1998 and 1997, assuming that the merger was consummated on
January 1, 1997. ‘ ‘

Nine Months Ended . Nine Months Ended
e Sentember 30, 1998 September30,1997
Northstar Northstar
: Pro Forma Pro Forma
Devon Northstar . Combined Devon Northstar  Combined
Oil (thousand barrels) ) . 5044 4006 9,050 5218 3,362 8,580
+ . Gas (thousand Mcf) 54,983 45,529 100,512 52,063 35233  872%
NGLSs (thousand barrels) 1,180 . 368 1,548 1215 126 1,341
Thousand Boe : 15,387 11,962 ‘27349 15,111 9,360 2447
Average prices: e e e . e e = e —— A L. .. ..
Oil (per barrel) $12.98 1147 1231 19.33 15.77 17.93
Gas (per Mcf) 1.87 1.20 1.56 206 126 - 1.74
NGLs (per barrel) 943 6.71 8.78 13.61 10.95 13.36
Per Boe .- - 1166 860 .- 1032 14.88.. 10.56. 1323 .
Costs per Boe:
Operating costs - 423 2.64 353 3.93 273 347
of cil and gas properties 429 1.99 328 3.86 5.86 462
General and administrative expenses 0.64 0.65 0.65 0.61 1.02 0.77
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Item2. Management's Discussion and Analysis of Financial Condition and Results of
Operations.

The following discussion addresses material changes in results of operations for the three month
and nine month periods ended September 30, 1998, compared to the three month and nine month
periods ended September 30, 1997, and in financial condition since December 31, 1997. 1t is presumed
that readers have read or have access to Devon's 1997 annual report.on Form 10-K.

Overview

Production for the third quarter of 1998 totaled 5.1 million barrels of oil equivalent
(“Boe”) of oil, natural gas and natural gas liquids (“NGL”). This was level with the 5.1 million
Boe produced in 1997’s third quarter. However, due to significantly lower oil, gas and NGL
prices, 1998’s third quarter revenues of $57.1 million were down 22% compared to the
comparable 1997 total revenues of $72.9 million. Low prices in existence at the end of the 1998
quarter also led to an $88 million non-cash net charge from a. full cost ceiling reduction of oil and
gas properties. This charge resulted in an $83.1 million net loss, or $2.57 per share, in the third
quarter. Excluding the $88 million charge, 1998’s third quarter would have produced net
earnings of $4.9 million, or $0.15. per share.  Net earnings and net eamnings per share in the third
quarter of 1997 were $16.3 million and $0.51, respectively.

Production for the first nine months of 1998 totaled 15.4 million Boe. This was an increase of
2% above the production in 1997’s comparable period. However, average oil, gas and NGL prices in
the 1998 period were significantly lower than in the 1997 period. These lower prices led to a 20%
reduction in revenues, from $230.4 million in the first nine months of 1997 to $184.5 million in the first
nine months of 1998. The previously mentioned $88 million non-cash fuil cost charge resuited in a net
loss of $65.3 million, or $2.02 per share, in the first nine months of 1998. Excluding the full cost
writedown, the 1998 period would have yielded net earnings of $22.7 million, or $0.70 per share,
compared to net eamnings of $56.4 million, or $1.75 per share, in the first nine months of 1997.
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Resuits of Uperations

Total revenues a. .. ;ased $15.8 million, or 22%, in the ti. . quarter of 1998, and $45.9 .
million, or 20%, in the first nine months of 1998. These decreases were caused by reductions in
the average prices of oil, gas and NGL. Combined oil, gas and NGL revenues decreased $15.0
million, or 21%, in the third quarter of 1998, and $45.5 million, or 20%, in the year-to-date
period of 1998. The relative contributions of production and price changes to the quarterly and
year-to-date comparisons of revenues are shown in the tables below. (Note: Unless otherwise
stated, all references in this report to dollar amounts regarding Devon’s Canadian operations are

expressed in U.S. dollars.)

: Total
Three Months Ended Nine Months Ended
September 30, September 30, -
1998 1997  Change 1998 1997  Change
Production :
Oil (Bbls) 1,646,874 1,725,020 5% 5,043,918 5218472 3%
Gas Mch) 18,365,321 17,730,418 +4% 54,983,272 52,062,741 +%
. NGL (Bbls) 377,193 414,446 9% 1,179,691 1,214,944 3%
Oil, Gas and -
'~ NGL (Boe)' 5,084,954 5,094,536 -% 15,387,488 15,110,540  +2%
Revenues
oil $19,905,958 31,267,250 -36% 65,470,104 100,857,256  -35%
Gas 32,491,082 34,044,149 -5% 102,769,643 107,458,126 4%
. NGL 3.132.210 _5.206.135 40% _11,120619 16534020 -33%
Combined $53.229250 70517334 -21% 179360366 224.849402  -20%
Average Prices
0il (Per Bbi) $12.09 18.13 -33% 12.98 1933  -33%
Gas (Per Mcf) $ L7 1.92 8% 1.87 2.06 9%
NGL (Per Bbl) . § 830 12.56 <34% 9.43 1361 31%
Qil, Gas and NGL
(Per Boe)! $10.92 1384  21% 11.66 1488  -22%
Domestic
Three Months Ended Nine Months Ended
September 30, September 30,
1998 1997  Change 1998 1997  Change
Production
0il (Bbls) 1,387,458 1,503,734 % 4,293,940 -4,520,756 -5%"
Gas (Mcf) 16,751,561 15,662,465 +7T% 49,352,426 45,761,290 +8%
NGL (Bbls) 342,138 372,322 % 1,073,617 1,091,316 2%
Oil, Gas and ’
NGL (Boe)! 4,521,522 4,486,467 +1% 13,592,962 13,238,954 +3%
Revenues .
oil $16,652,491 27,297,108  -39% 55,719,056 87,513,250  -36%
Gas 30,350,695 31,524,367 4% 95,428,163 98,843,718 3%
NGL 2808125 _4.617.201 -39% _9.807.798 14598360  -33%
Combined $49.811311 63438676  -21% 160,955.017 200955328  -20%
Average Prices
Qil (Per Bbl) $12.00 1815  -34% 12.98 1936  -33%
Gas (Per Mcf) $ 181 201 -10% 1.93 216  -11%
NGL (Per Bbl) $ 821 1240  -34% 9.14 1338  -32%
Oil, Gas and NGL
(Per Boe)' ‘$1102 - 1414 22% 1184 - 1518  -22% - -
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Canada

Three Months Ended Nine Months Ended
September 30, September 30,
1998 1397 Change 1998 1397  Change
Production .
Oil (Bbls) 259,416 221286 +17% 749,978 697,716  +7%
Gas (Mcf) 1,613,760 2,067,953 2% 5,630,846 6,301,451 -11%
NGL (Bbis) 35,055 42,124 -17% 106,074 123,628 -14%
Oil, Gasand
NGL (Boe)' 563,432 608,069 7% 1,794,526 1,871,586 ~4%
Revenues
0il - $3,253,467 3,970,142 -18% 9,751,048 13,344,006 -27%
Gas 2,140,387 2,519,782 -15% 7,341,480 8,614,408 -15%
NGL , 324,085 588,934 45% _1312.821 _ 1,935,660 =32%
Combined SLILZ39 Z0I3838  -19% 18405349 23894074  -23%
Average Prices ‘ ) ' T
Qil (Per BbI) $12.54 17.94 -30% 13.00 19.13 -32%
Gas (Per Mcf) $ 133 122 +9% 130 137 -5%
NGL (Per Bbl) .. $925 . 1398 _ -34% 12.38 1566 . -21%
- Qil, Gas and NGL
(Per Boe)! $10.15 1164  -13% 1026 1277 <20%

1 Gasisconvexwdtobamlsufoilequivalent("Boc')attherateafsixMcfperbarrelofoﬂ.baseduponthc
approximate relative energy content of natural gas and oil, which rate is not necessarily indicative of the
relationship of oil, gas and NGL prices. The respective prices of these products are affected by market and
other factors in addition to relative energy content. :

Oil Revenues. Oil revenues decreased $11.4 million, or 36%, in the third quarter of 1998.

A decrease in the average price of $6.04 per barrel, or 33%, reduced oil revenues by $10.0

million. The remaining $1.4 million reduction in oil revenues was caused by a 78,000 barrel, or

5%, decrease in production.

Oil revenues decreased $35.4 million, or 35%, in the first nihe months of 1998.- A
decrease in the average price of $6.35 per barrel, or 33%, reduced oil revenues by $32.0 million.
The remaining $3.4 million reduction in oil revenues was caused by a 175,000 barrel, or 3%,

decrease in production. .

Gas Revenues. Gas revenues decreased $1.6 million, or 5%, in the third quarter of 1998.
A decrease in the average price of $0.15 per Mcf, or 8%, decreased gas revenues by $2.8 million.
The effect of lower prices was partially offset by $1.2 million of increased gas sales caused by a

0.6 Bcf, or 4%, increase in gas production.

Devon’s coal seam gas properties produced 4.9 Bef of gas in the third quarter of 1998
compared to 4.2 Bef in the third quarter of 1997. During the last two years, Devon has
conducted a program of mechanical improvements at the Northeast Blanco Unit coal seam gas
property. Such program has caused the majority of the quarterly and year-to-date gains in coal
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seam gas production during 1998. Devon’s other domestic properties produced 11.9 Bef in
1998’s third quarter compared to 11.5 Bef in 1997°s third quarter. This increase was primarily
due to new wells drilled since the middle of 1997.

The coal seam gas properties averaged $1.64 per Mcf in 1998’s third quarter compared to
the average of $1.88 per Mcf in 1997’s third quarter. Devon’s other domestic gas properties
averaged $1.88 per Mcf'in the 1998 quarter compared to $2.06 per Mcf in the 1997 quarter.

Gas revenues decreased $4.7 million, or 4%, in the first nine months of 1998. A decrease
in the average price of $0.19 per Mcf, or 9%, reduced gas revenues by $10.7 million. A 2.9 Bcf,
or 6%, increase in gas production offset $6.0 million of the reduction caused by lower prices.

Devon’s coal seam gas properties produced 15.0 Bef of gas in the first nine months of
1998 compared to 12.8 Bcf in the first nine months of 1997. Devon’s other domestic properties
produced 34.4 Bcf in the first nine months of 1998 compared to 33.0 Bcf in the first nine months

of 1997. e ——— e

The coal seam gas properties averaged $1.74 per Mcf in the 1998 year-to-date period
compared to the average of $2.00 per Mcf in the 1997 year-to-date period. Devon’s other
domestic gas properties averaged $2.02 per Mcf in the first nine months of 1998 compared to
$2.22 in the comparable 1997 period.

NGL Revenues. NGL revenues decreased $2.1 million, or 40%, in the third quarter of
1998. A decrease in the average price of $4.26 per barrel, or 34%, reduced NGL revenues by
$1.6 million. A 37,000 barrel, or 9%, decline in prod_uction caused the remaining $0.5 million of

decrease in NGL revenues.

NGL revenues decreased $5.4 million, or 33%, in the first nine months of 1998. A
decrease in the average price of $4.18 per barrel, or 31%, reduced NGL revenues by $4.9 million.
A 35,000 barrel, or 3% decline in production caused the remaining $0.5 million of decrease in

NGL revenues.

Other Revenues. Other revenues decreased $0.8 million, or 34%, in the third quarter of
1998. This was primarily caused by a $0.3 million drop in interest ificome, a $0.1 million
reduction to the market value of natural gas purchased for secondary recovery projects, and the
fact that the third quarter of 1997’s other income total included several nonrecurring items that
individually were each less than $0.1 million, but in total aggregated approximately $0.4 million.
Other revenues decreased $0.4 million, or 7%, in the first nine months of 1998. A $0.3 million
increase in interest income in the 1998 year-to-date period was more than offset by $0.7 million of
reductions to the remaining sources of other revenues, including those previously mentioned with
regard to the change in the third quarter other revenue totals.
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the third quarter and first —
the tables below.

Expenses Per Boe
Recurring operations and
maintenance expenses
Well workover expenses
Production taxes
Total production and
operating expenses

Expenses
Recurring operations and
maintenance expenses
Well workover expenses
Production taxes
Total production and
operating expenses

Expenses Per Boe
Recurring operations and
maintenance expenses
Well workover expenses
Production taxes
Tatal production and
operating expenses

NM - Not a meaningful figure.

mnonths of 1998 increased or decreas”  mpared to 1997 as shown in
Three Months Ended Nine Months Ended
—— Sentember30, her 30
1998 1997 Change 1998 1997 Change
$17,122,615 14,513,305 +138% 51,618,397 43,083,111 +20%
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1,071,039 1,301,385 -18% 3,687,326 3,067,500 +20%
47024 4109654  -21% 9786223 13165045  26%
$20440678 1224344 +B% 63001246 32320836  +10%
$3.37 2.35 +18% 335 2.835 +18%
021 025 -16% 024 021 +14%
SRRTIN 1 Y. = 081 . -21% ... . 064 ... ... 087 ~26%. .
M2 221 +8% 423 i3 +8%
A : Domestic
" ° Three Months Ended e +* - *»~ <Nine Months Ended e
September 30, September 30,
1998 1997 Change 1998 1997 Change
$15,344,388 12,782,991 +20% - 46,223,383 38,447,151 +20%
1,015,035 849,830 +19% 3,500,292 2,410,520 +45%
3.183.644 4.043208 21% 9589337 12961285 -26%
SL.243567 17676029  +11% 22313012 33313936  +10%
$3.39 2.85 +19% 3.40 291 +17%
023" 0.19 +21% 0.26 0.18 +44%
0.70 0.90 2% .70 0.98 29%
M2 194  +10% 4.36 EXrd +7%
Three Months Ended Nine Months Ended
September 30, September 30,

1998 1997 Change 1998 1997 Change
$1,771,727 1,730,314 . +3% 5,395,014 4,640,960 +16%
'56,004 451,555 -838% 187,034 656,980 2%
63,330 66,446 -5% 196,886 203,760 -3%
SLEOZILl 2248315 -16% 72934 2300700 +5%
$3.16 2.85 +11% 3.01 248 +21%
0.10 0.74 -86% 0.10 0.35 <71%
11 L.11 -% 0.11 o1l -%
$3.37 0 -9% 322 224  +10%



Recurring operations and maintenance expenses increased $2.6 million, or 18%, in the
third quarter of 1998. Expenses incurred on new wells and property acquisitions added since the
third quarter of 1997 accounted for $1.1 million of the increase. Also, the quarterly portion of
estimated annual ad valorem taxes increased $0.5 million in the 1998 quarter. However,
approximately $0.4 million of this increase is due to timing differences between the periods, as
1997’s annual ad valorem taxes were underestimated during the first three quarters of 1997.

Production taxes decreased $0.9 million, or 21%, in the third quarter of 1998. The
majority of this decrease was related to the 21% decrease in total oil, gas and NGL revenues in

the 1998 quarter. _

Recurring operations and maintenance expenses increased $8.5 million, or 20%, in the first
nine months of 1998. Expenses incuired dn fiew wells and property acquisitions added since mid- -
1997 accounted for $4.7 million of the increase. Also, the interim estimates of annual ad valorem
taxes increased $2.0 million in the first nine months of 1998. However, approximately $1.5
million of this increase is due to timing differences between the periods, as 1997’s annual ad
valorem taxes were underestimated during the first nine months of 1997.

Production taxes decreased $3.4 million, or 26%, in the first nine months of 1998. The
majority of this decrease was related to the 20% decrease in total oil, gas and NGL revenues in
the 1998 period. Additionally, production taxes dropped in the 1998 period due to the benefit of
lower rates on certain Texas and Wyoming properties that qualified for either lower production
tax rates or as tax-exempt properties.

Depreciation, Depletion and Amortization Expense (“DD&A”). Oil and gas property
related DD&A increased $2.9 million, or 15%, from $19.5 million in the third quarter of 1997 to
$22.4 million in the third quarter of 1998. An increase in the DD&A rate from $3.83 per Boe in
1997’s third quarter to $4.41 per Boe in 1998’s third quarter accounted for all $2.9 million of the

increase in DD&A. expense.

Oil and gas property related DD&A increased $7.7 million, or 13%, from $58.3 million in
the first nine months of 1997 to $66.0 million in the first nine months of 1998. An increase in the
DD&A rate from $3.86 per Boe in the first nine months of 1997 to $4.29 per Boe in the first nine
months of 1998 accounted for $6.6 million of the increase in DD&A expense. The remaining
$1.1 million of increase was caused by the 277,000 Boe, or 2%, increase in total oil, gas and NGL
production in the 1998 period. ;

General and Administrative Expenses (“G&A”). G&A increased $0.2 million, or
6%, in the third quarter of 1998. Employee salaries and related overhead costs, including
insurance and pension expense, increased $0.9 million in the 1998 quarter. This increase was due
to a combination of compensation increases and an increase in the number of personnel in
Devon’s Oklahoma City and Calgary offices. Other G&A items that incurred significant increases
in the 1998 quarter were costs of leasing various office equipment and data related to exploration
activities, costs of abandoned acquisitions and legal expenses. Each of these three areas increased
approximately $0.1 million in the 1998 quarter.
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The gross increases in G&A were partially offset by an increase in the amount of such costs
that were capitalized pursuant to the full cost method of accounting. Approximately $1.5 million of
costs were capitalized in the third quarter of 1998 compared to $0.9 million capitalized in the third
quarter of 1997. |

G&A was also reduced by an increase in Devon’s overhead reimbursements. As the
operator of a property, Devon receives these reimbursements from the property’s working interest
owners. Devon records the reimbursements as reductions to G&A. In the third quarter of 1998,
these reimbursements increased $0.6 million compared to the third quarter of 1997.

: G&A increased $0.7 million, or 7%, in the first nine months of 1998. Employee salaries
and related overhead costs, including insurance and pension expense, increased $2.8 million in the
1998 period. This increase was due to a combination of compensation increases and an increase

in the number of personnel in Devon’s Okiahoma City-and Calgary offices—Other G&A items that -—-— - -

incurred significant increases in the first nine months of 1998 were costs of leasing various office
equipment and data related to exploration activities (up $0.3 million), costs of abandoned
acquisitions (up $0.3 million) and legal expenses (up $0.2 million).

The gross increases in G&A were partially offset by an increase in the amount of such
costs that were capitalized pursuant to the full cost method of accounting. Approximately $4.4
million of costs were ¢apitalized in the first nine months of 1998 compared to $2.7 million
capitalized in the same period of 1997.

G&A was also reduced by a $1.4 million increase in Devon’s overhead reimbursements
received in the first nine months of 1998.

Interest Expense. Interest expense incurred in the third quarters of 1998 and 1997 were
comparable and were immaterial to the overall financial results of each period. Interest expense
decreased $0.1 million, or 26%, in the first nine months of 1998. The average debt balance
decreased from $1.0 million in the first nine months of 1997 to zero in the first nine months of
1998. Interest expense recorded in the 1998 period consisted primarily of facility and agency fees
paid under the terms of Devon’s long-term credit facilities, offset by $0.2 million of gain
recognized from a 1996 termination of an interest rate swap. All of such gain was recognized in
the first six months of 1998.

See “Capital Expenditures, Capital Resources and Liquidity — Capital Resources and
Liquidity” elsewhere herein for a discussion of changes in Devon’s long-term credit facilities
during 1998’s second quarter.

Distributions on Preferred Securities of Subsidiary Trust. Devon issued $149.5 million
of 6.5% Trust Convertible Preferred Securities (“TCP Securities”) in July, 1996. The proceeds
from this issuance were used to substantially retire Devon’s long-term bank debt. Distributions
on the TCP Securities accrue and are paid at the rate of 1.625% per quarter.

Reduction of Carrying Value of Oil and Gas Properties. Under the full cost method of
accounting, the net book value of oil and gas properties, less related deferred income taxes, may
not exceed a calculated “ceiling.” The ceiling limitation is the discounted estimated after-tax
future net revenues from proved oil and gas properties. The ceiling is imposed separately by
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country. In calculating future net revenues, current prices and costs are generally held constant
indefinitely. The net book value, less deferred tax Liabilities, is compared to the ceiling on a
quarterly and annual basis. Any excess of the net book value, less deferred taxes, is written off as

an expense.

At December 31, 1997, Devon’s net book value of oil and gas properties less deferred
taxes was well below the calculated ceiling. This excess “cushion” was $146 million for Devon’s
U.S. properties and $18 million for its Canadian properties. From December 31, 1997, to
September 30, 1998, the Texas Gulf Coast gas price decreased approximately 35% and the price
of West Texas Intermediate crude oil decreased approximately 13%. As a result, as of September
30, 1998, the book value of Devon’s U.S. properties, less deferred taxes, exceeded the full cost
ceiling by approximately $88 million. (Devon’s Canadian properties had a full cost cushion of
approximately $8 million at September 30, 1998.) Accordingly, the carrying value of Devon’s

domestic oil and gas properties were reduced by $126.9 million in the thirdquarter-of 1998. - This -~ -

reduction was partially offset by a deferred income tax benefit of $38.9 million, resulting in a net
effect of $88 million. :

Income Taxes. The estimated effective tax (benefit) rates in the third quarter and first =~ -

nine months of 1998 were (31)% and (30)%, respectively, compared to 40% estimated in the
third quarter and first nine months of 1997. (However, the eventual actual tax rate for the year
1997 was reduced to 38%.) As discussed above, Devon recordéd a $126.9 million reduction of -
carrying value of its oil and gas properties in the third quarter of 1998. Approximately $27.2
million of the reduction related to costs which are not deductible for income tax purposes. These
non-deductible costs lowered the benefit rates for the 1998 periods from the normally expected

rate of 35%.

Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes”
(“Statement 109™), requires that the tax benefit of available tax carryforwards be recorded as an
asset to the extent that management assesses the utilization of such carryforwards to be “more
likely than not”. When the future utilization of some portion of the carryforwards is determined
not to be “more likely than not”, Statement 109 requires that a valuation allowance be provided to
reduce the recorded tax benefits from such assets.

Included as deferred tax assets as of September 30, 1998, were approximately $2.9 million
of net operating loss carryforwards. The carryforwards include federal net operating loss
carryforwards, the majority of which do not begin to expire until 2007, and state net operating
loss carryforwards that expire primarily between 1999 and 2011. Devon expects the tax benefits
from the net operating loss carryforwards to be utilized between 1998 and 2001. Such
expectation is based upon current estimates of taxable income during this period, considering
limitations on the annual utilization of these benefits as set forth by federal tax regulations.
Significant changes in such estimates caused by variables such as future oil and gas prices or
capital expenditures could alter the timing of the eventual utilization of such carryforwards.
There can be no assurance that Devon will generate any specific level of continuing taxable
earnings. However, management believes that Devon’s future taxable income will more likely
than not be sufficient to utilize substantially all of its tax carryforwards prior to their expiration.
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Capital Expenditures, il Resources and Liquidity

The following discussion of capital expenditures, capital resources and liquidity should be
read in conjunction with the consolidated statements of cash flows included in Part 1, Item 1
elsewhere herein.

Capital Expenditures. Cash used for capital expenditures increased 55% from $91.4
million in the first nine months of 1997 to $141.9 million in the first nine months of 1998.
Approximately $138.9 million was spent in the 1998 period on acquisitions, exploration and
development efforts, compared to $87.7 million spent in the first nine months of 1997.

Capital Resources and Liquidity. Net cash provided by operating activities (“operating
cash flow”) continued to be the primary source of capital and liquidity in the first nine months of
1998. Operating cash flow in the first nine months of 1998 was $98.4 million, compared to

$129.0 million in the first nine months of 1997. - Lower revenues-caused by average price declines, - ... ...

as discussed earlier, were the primary cause for the reduction in operating cash flow in 1998.

Devon’s operating and financing cash flow in the first nine months of 1998, combined with
cash on hand, were more than sufficient to fund the period’s net capital expenditures and dividend -~~~ -
requirements. Therefore, Devon did not utilize its credit lines during the period. On May 15,
1998, Devon entered into a new long-term credit facility with its lenders. The new facility is an

unsecured “balance sheet” facility that replaced the previous unsecured “borrowing base”-facility——-—- -

The amount of credit available under the new facility as of September 30, 1998, was $208 million,
which was unchanged from the previous facility. If so desired, Devon believes its lenders would
increase its credit lines by a substantial margin above the existing $208 million. Also, Devon has a
demand facility for its Canadian operations which totals $12.5 million in Canadian dollars. No
borrowings were made against either facility during the first nine months of 1998. As of
November 9, 1998, $10 million was outstanding against the primary facility, and $6 million
Canadian was outstanding against the Canadian facility. -

Pending Merger. On June 29, 1998, Devon announced its intention to issue
approximately 15.5 million common shares in a merger with Northstar Energy Corporation
(“Northstar”), a Canadian independent oil and gas producer. The merger is subject to approval by
the shareholders of both companies as well as certain regulatory and court approvals. If
approved, the merger is expected to be consummated in the fourth quarter of 1998. The merger
is anticipated to be accounted for under the pooling-of-interests method of accounting’ for
business combinations. Therefore, upon consummation of the merger, Devon’s previously
reported financial results would be adjusted to combine its results with those of Northstar and its

predecessors.

Northstar’s proved oil and gas reserves, all of which are located in Canada, totaled 128
million barrels of oil equivalent at December 31, 1997. These barrels included 6 million barrels of
oil equivalent owned through Northstar’s share of an entity accounted for under the equity

method of accounting.

Devon filed a definitive proxy statement regarding this pending merger on November 6,
1998. Such proxy includes a description of the terms of the merger and other information about
both companies. The proxy can be accessed through the Securities and Exchange Comrmssxon ]
EDGAR system, or at Devon’s web site at http://devonenergy.com.
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Year 2000 Status. Devon’s company-wide Year 2000 Project (“the Project”) is
proceeding on schedule. The Project is addressing the Year 2000 issue caused by computer
programs being written utilizing two digits rather than four to define an applicable year. As a
result, Devon’s computer equipment, software (all of which is externally developed), and devices
with embedded technology that are time sensitive may misinterpret the actual date beginning on
January 1, 2000. This could result in a system failure or miscalculations causing disruptions of
operations, including, but not limited to, a temporary inability to process transactions. :

Devon has undertaken various initiatives intended to ensure that its computer equipment
and software will function properly with respect to dates in the Year 2000 and thereafter. In
planning and developing the Project, Devon has considered both its information technology (“TT™)
and its non-IT systems. The term “computer equipment and software” includes systems that are
commonly thought of as IT systems, including accounting, data processing, telephone systems,

scanning equipment, and other miscellaneous systéms. Those items not to be considered as IT-- -------

technology include alarm systems, fax machines, monitors for field operations, or other
miscellaneous systems. Both IT and non-IT systems may contain embedded technology, which
complicates Devon’s Year 2000 identification, assessment, remediation, and testing efforts.
Based upon its identification and assessment efforts to date, Devon is in the process of replacing
the computer equipment and software it currently uses to become Year 2000 compliant. In
addition, in the ordinary course of replacing computer equipment and software, Devon plans to
obtain replacements that are in compliance with Year 2000.

Devon has also mailed letters to its significant vendors and service providers and has
verbally communicated with many strategic customers to determine the extent to which interfaces
with such entities are vulnerable to Year 2000 issues and whether the products and services
purchased from or by such entities are Year 2000 compliant. Devon has received a favorable
response from such third parties and it is anticipated that their significant Year 2000 issues will be
addressed on a timely basis. -

With regard to IT, non-IT systems and communications with third parties, Devon
anticipates that the Project will be-completed by June 30, 1999.

As noted above, Devon is in the process of replacing certain computer equipment and
software because of the Year 2000 issue. Devon estimates that the total cost of such
replacements will approximate $0.3 million. Substantially all of the personnel being used on the
Project are existing Devon employees. Therefore, the labor costs of its Year 2000 identification,
assessment, remediation and testing efforts, as well as currently anticipated labor costs to be
incurred by Devon with respect to Year 2000 issues of third parties, are expected to be less than

30.1 million.

Devon has not yet begun a comprehensive analysis of the operational problems and costs
that would be reasonably likely to result from the failure by Devon and significant third parties to
complete efforts necessary to achieve Year 2000 compliance on a timely basis. A contingency
plan has not been developed for dealing with the most reasonably likely worst case scenario, and
such scenario has not yet been clearly identified. Devon plans to complete such analysis and
contingency planning by December 31, 1999,
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Devon presently does not expect to incur significant operational problems due to the Year
2000 issue. However, if all Year 2000 issues are not properly and timely identified, assessed,
remediated and tested there can be no assurance that the Year 2000 issue will not materially
impact Devon’s results of operations or adversely affect its relationships with customers, vendors,
or others. Additionally, there can be no assurance that the Year 2000 issues of other entities will
not have a material impact on Devon’s systems or results of operations.

Acquisition and Sale of Units in Burlington Resources Coal Seam Gas Royalty Trust.

In Devon’s 1997 Annual Report on Form 10-K, it was disclosed that on February 13, 1998,
Devon commenced a tender offer for any and all of the units of beneficial interest (“Units”) of
Burlington Resources Coal Seam Gas Royalty Trust (the “Trust”) for $8.75 per Unit. Ultimately,
in the first quarter of 1998, Devon acquired 356,228 Units , which represented only
approximately 4% of the total Units outstanding. In the third quarter of 1998, Devon sold all
356,228 Units to a third party for' $9.00 per unit. ‘Also, as a condition of the sale, the third party
provided Devon the right to acquire 6.7% of the Trust’s underlying working interest of
approximately 19.6% in the Northeast Blanco Unit coal seam gas properties. Such right will only
be available if the third party is successful in acquiring the Trust’s working interest and
subsequently terminating the Trust. In such event, and if Devon chooses to exercise its right, the
price to be paid by Devon to the third party for the working interest would be equal to the third
party’s cost of acquiring the working interest, including financing costs.

Impact of Recently Issued Accounting Standards Not Yet Adopted. In February, 1998,
the Financial Accounting Standards Board issued Statement of Financial Accounting Standards
No. 132, “Employers’ Disclosures about Pensions and Other Postretirement Benefits.” SFAS No.
132 revises employers’ disclosures about pension and other postretirement benefit plans. It does
not change the measurement or recognition of those plans. It standardizes the disclosure
requirements for pensions and other postretirement benefits to the extent practicable, requires
additional information on changes in the benefit obligations and fair values of plan assets that will
facilitate financial analysis, and eliminates certain disclosures that are no longer as useful as they
previously were. SFAS No. 132 is effective for fiscal years beginning after December 15, 1997.
Devon will adopt the new disclosure requirements in its annual financial statements for the year

ending December 31, 1998.

In June, 1998, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 133, “Accounting for Derivative Instruments armd Hedging Activities.”
SFAS No. 133 establishes accounting and reporting standards for derivative instruments,
including certain derivative instruments embedded in other contracts, and for hedging activities.
It requires an entity to recognize all derivatives as either assets or liabilities in the statement of
financial position and measure those instruments at fair value. If certain conditions are met, a
derivative may be specifically designated as a hedge. The accounting for changes in the fair value
of a derivative (that is gains and losses) depends on the intended use of the derivative and the
resulting designation. SFAS No. 133 is effective for all fiscal quarters of fiscal years beginning
after June 15, 1999. It is expected that Devon will adopt the provisions of SFAS No. 133 as of
January 1, 2000. If the provisions of SFAS No. 133 were to be applied as of September 30,
1998, it would not have a material effect on Devon’s financial position as of such date, or the
results of operations for the nine month period then ended.
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' DEVON ENERGY CORPORATION AND SUBSIDIARIES
Notes to Consolidated Financial Statements

Part IL Other Information

Teml ~ Legal Proceedings

‘None
Item 2. Cliang& in Securities
None

Item 3. Defaults Upon SeniorSemriﬁu.-...- ST —

None |
- Ttemd. Submission of Matters to a Vote of Security Holders

None

Iiem 5. . Other Information
None .

Item 6. Exhibits and Reports on Form 8-K

(a) Exchibits required by Item 601 of Regulation S-K are as follows:

Exhibit A

2.1  Agreement and Plan of Merger among Registrant, Devon Energy Corporation

- (Nevada), Kerr-McGee Corporation, Kerr-McGee North American Onshore

. ion and Kerr-McGee Cariada Onshore Ltd., dated October 17, 1996

(incorporated by reference to Addendum A to Registrant's definitive proxy
statement for a special meeting of shareholders, filed on November 6, 1996).

22  Amended and Restated Combination Agreement between the Registrant and- - - -

Northstar Energy Corporation dated June 29, 1998 (incorporated by reference
to Annex B to Registrant’s definitive proxy statement for a special meeting of
shareholders, filed November 6, 1998). = :
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3.1

32

33
4.1

42

4.3

44

4.5

4.6

4.7

Registrant's Certificate of Incorporation, as amended (incorporated by
reference to Exhibit B to Registrant's definitive Proxy Statement for its 1995
Annual Meeting of Shareholders filed on April 21, 1995).

Registrant's Certificate of Amendmem of Certificate of Incorporation
mcorporatedbyre&lmcetoE:dﬁbitZtoRegisuanfsCmmtRepononForm
8-K dated December 31, 1996).

Registrant's Bylaws (incorporated by reference to Exhibit 3.2 to Registrant's
Registration Statement on Form 8-B filed on June 7, 1995).

Form of Common Stock Certificate (incorporated by reference to. Exhibit 4.1
to Registrant's Registration Statement on Form 8-B filed on June 7, 1995). .

Rights Agreement between Registrant and The First National Bank of Boston

(incorporated by reference to Exhibit 4.2 to Registrant's Registration Statement
on Form 8-B filed on June 7, 1995).

First Amendment to Rights Agreement between Registrant and The First
National Bank of Boston dated October 16, 1996 (incorporated by reference to
Exhibit H-1 to Addendum A to Registrant's definitive proxy statement for a
special meeting of shareholders, filed on November 6, 1996).

Second Amendment to Rights Agreement between Registrant and the First
National Bank of Boston, dated December 31, 1996 (incorporated by reference
to Exhibit 4.2 to Registrant's Current Report on Form 8-K dated December 3 1,
1996).

Certificate of Designations of Series A Junior Participating Preferred Stock of
Registrant (incorporated by reference to Exhibit 3.3 to Registrant's Registration
Statement on Form 8-B filed on June 7, 1995). .

Certificate of Trust of Devon Financing Trust [incorporated by reference to
Exhibit 4.5 to Amendment No. 1 to Registrant's Registration Statement on
Form S-3 (No. 333-00815)].

Amende3 and Restated Declaration of Trust of Devon Financing Trust dated
as of July 3, 1996, by J. Larry Nichols, H. Allen Turner, William T. Vaughn,
The Bank of New York (Delaware) and The Bank of New York as Trustees
and the Registrant as Sponsor [incorporated by reference to Exhibit 4.6 to
Amendment No. 1 to Registrant's Registration Statement on Form S-3 (No.
333-00815)]. '
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48

4.9

4.10
4.11

412

4.13

4.14

10.1

102

10.3

Indenture dated as of July 3, 1996, between the Registrant and The Bank of
New York [incorporated by reference to Exhibit 4.7 to Amendment No. 1 to
Registrant's Registration Statement on Form S-3 (No. 333-00815)].

First Supplemental Indenture dated as of July 3, 1996, between the Registrant
and The Bank of New York [incorporated by reference to Exhibit 4.8 to
Amendment No. ltoRegsmm'sReglsuanonStatementonForm S-3 (No.
333-00815)].

Form of 6 1/2% Preferred Convertible Securities (included as Exhibit A-1 to
Exhibit 4.7 above).

Form of 6 1/2% Convertible Junior Subordinated Debentures (included in
Exhibit 4.7 above)

Preferred Securities Guarantee Agreement. dated July 3, 1996, between
Registrant, as Guarantor, and The Bank of New York, as Preferred Guarantee
Trustee [incorporated by reference to Exhibit 4.11 to Amendment No. 1 to
Registrant's Registration Statement on Form S-3 (No..333-00815)].

Stock Rights and Restrictions Agreement dated as of December 31, 1996,
between Registrant and Kerr-McGee Corporation (incorporated by reference
to Exhibit 4.3 to Registrant's Current Report on Form 8-K dated December 31,
1996).

Registration Rights Agreement, dated December 31, 1996, by and between
Registrant and Kerr-McGee Corporation (incorporated by reference to Exhibit
4.4 to Registrant's Current Report on Form 8-K dated December 31, 1996).

Credit Agreement, dated May 15, 1998, among the Registrant and Devon
Energy Corporation (Nevada), as Borrowers, NationsBank, N.A., as Agent,
and NationsBank, N.A_, Bank One, Texas, N.A., Bank of Montreal and First
Union National Bank, as Lenders (incorporated by reference to Exhibit 10.1 to

Registrant’s Quarterly Report on Form 10-Q for the ‘quarter ended June 30,

1998).

Devon Energy Corporation 1988 Stock Option Plan [incorporated by reference
to Exhibit 10.4 to Registrant's Registration Statement on Form S-4 (No. 33-
23564)).*

Devon Energy Corporation 1993 Stock Option Plan (incorporated by reference

to Exhibit A to Registrant's Proxy Statement for the 1993 Annual Meeting of
Shareholders filed on May 6, 1993).*
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10.4

10.5

10.6

10.7

10.3

10.9

10.10

10.11

10.12

Devon Energy Corporation 1997 Stock Option Plan (incorporated by reference
to Exhibit A to Registrant's Proxy Statement for the 1997 Anmal Meeting of
Shareholders filed on April 3, 1997).*

Sevérance Agreement among Devon Energy Corporation (Nevada), Registrant
and Mr. J. Larry Nichols, dated December 3, 1992 (incorporated by reference
to Exhibit 10.10 to Registrant's Amendment No. 1 to Annual Report on Form
10-K for the year ended December 31, 1992).*

Severance Agreement among Devon Energy Corporation (Nevada), Registrant
and Mr. J. Michael Lacey, dated December 3, 1992 (incorporated by reference
to Exhibit 10.12 to Registrant's Amendment No. 1 to Annual Report on Form
10-K for the year ended December 31, 1992).* ,

Severance Agreement among Devon Energy Corporation (Nevada), Registrant
and Mr. H. Allen Turner, dated December 3, 1992 (incorporated by reference
to Exhibit 10.13 to Registrant's Amendment No. 1 to Annual Report on Form
10-K for the year ended December 31, 1992).*

Severance Agreement among Devon Energy Corporation (Nevada), Registrant
and Mr. Darryl G. Smette, dated December 3, 1992 (incorporated by reference
to Exhibit 10.14 to Registrant's Amendment No. 1 to Annual Report on Form
10-K for the year ended December 31, 1992).*

Severance Agreement among Devon Energy Corporation (Nevada), Registrant
and Mr. William T. Vaughn, dated December 3, 1992 (incorporated by
reference to Exhibit 10.15 to Registrant's Amendment No. 1 to Annual Report
on Form 10-K for the year ended December 31, 1992).*

Severance Agreement among Devon Energy Corporation (Nevada), Registrant
and Duke R. Ligon dated March 26, 1997 (incorporated by reference to
Exhibit 10.11 to Registrant’s Quarterly Report on Form 10-Q for the quarter
ended June 30, 1997).* .
Employment Agreement between Devon Energy Corporation (Nevada),
Registrant and Duke R. Ligon, dated February 7, 1997 (incorporated by
reference to Exhibit 10.12 to Registrant’s Quarterly Report on Form 10-Q for
the quarter ended June 30, 1997).*

Supplemental Retirement Income Agreement among Devon Energy
Corporation (Nevada), Registrant and John W.-Nichols, dated March 26, 1997
(incorporated by reference to Exhibit 10.13 to Registrant’s Quarterly Report
on Form 10-Q for the quarter ended June 30, 1997).*
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®

10.13

10.14

10.15

SaleandechaseAgreanentrdatingtoRegism-nt's San Juan Basin gas
properties (incarporated by reference to Exhibit 10.15 to Registrant's Quarterly
Report on Form 10-Q for the quarter ended September 30, 1995).

Second Restatement of and Amendment to Sale and Purchase Agreement
relating to Registrant's San Juan Basin gas properties (incorporated by
refexmcetoExhibxthlétoRegsn'anfsQuartuiyReportonForm 10-Qﬁ:r
the quarter ended September 30, 1995).

Registration Rights Agreement dated July 3, 1996, by and among the

- Registrant, Devon Financing Trust and Morgan Stanley & Co. Incorporated
[incorporated by reference to Exhibit 10.1 to Amendment No. ltoRzg:sn'am's
Registration Statement on Form S-3 (No. 333-00815)].

* Compensatory plans or arrangements.

Reports on Form 8K - A report on Form 8-K was filed on July 8, 1998, regarding

Devon’s pending merger with Northstar Energy Corporation.

30



SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has. duly
caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

DEVON ENERGY CORPORATION ... . ...c.oceee

Date: November 9, 1998 /s/Danny J. Heatly
: Danny J. Heatly
Controller
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