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13. Describe Proposed or Completed Operation (clearly staie. all pertinent details, including estimated staiting date of any proposed work snd spproxinaste duration thereof.
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Lance requests approval to allocate prodaction from the NV Navajo 24 £3 well to Basin Fruitland Coal and West Kutz Pictared Chiffs Ext
sandstone reservoirs in proportion to the recoverabie reserves in-place calculated for each reservoir in accordance with

reservoir engineering practices. The methodology was thoronghly reviewed with the BLM and NMOCD on Thursdsy sfiermoon, July 13, 2006
An attachment is enclosed entitled *Sapplement to Downhole Commingling Application - Fraitlmad Coal & Pictared Cliffs Sandstone Allocation
Methodology™. The well is completed in the Basin Fruitland Coal and West Kutz Pictured Cliffs Ext. However, the well is currently producing
from only the Basin Fruitland Coal with & bridge plug set over the West Kutz Pictured Cliffs Ext. The well is perforated as follows:
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The working, royalty and overriding royaliy interests differ between the commingled xones. All interest owners were notified by certified mail
(refurn receipf) on September 28, 2006. No objections were received regarding the i pending commingling application. The prodnced fluids
from all commingled 20nes are compatible with each other and commingling will not decrease the value of production. Lance is requesting
approval to allocste production based upon a split of Basin Fruitiand Coal - 76.7% and Wesi Kntz Pictured CEffs Ext - 23.3%.

Your timely approval woukt be apprecisted as Lance has a rig in the area to commence pulling the bridge plug as soon as possible.
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LANCE OIL & GAS COMPANY, INC.

NV NAVAJO 24 #3
SESW Section 24, T29N - R14W
San Juan County, New Mexico

Supplement to Downhole Commingling Application
Fruitland Coal - Pictured Cliffs Sandstone Allocation Methodology

The NV Navajo 24 #3 is capable of producing from both the Basin Fruitland Coal and the West Kuiz
Pictured Cliffs Ext intervals. Currently, open perforations exist in both intervals; however, a plug is in-
place over the Pictured Cliffs perforations kecping production from this interval behind pipe umtil
downhole commingling is approved. Pursuant to Order R-11363, Lance Qil and Gas secks approval to
downhole commingle the “Pre-approved pools and areas”: Basin Fruitland Coal (71629) and West Kutz
Pictured Cliffs (79680) in this well.

The Basin Fraitland Coal is perforated from 957° — 60° KB, 995’ — 97° KB, 1,007° — 08’ KB, 1,048’ - 53’
KB and 1,063’ — 65° KB. The West Kutz Pictured Cliffs is perforated from 1,074° to 1,081’ KB. Lance
Oil & Gas Company, Inc. (Lance) requests downhole commingling of production from the two zones with
an allocation of future production to cach zone that is not evenly split. Further, Lance intends to allocate
production 1o the Basin Fruitland Coal and the Pictared Cliffs sandstone reservoir in proportion to the
recoverable reserves in-place calculated for each reservoir, rather than by a production-based method.

In requesting this approach, Lance is acknowledging the fact that coal reservoirs and sandstone reservoirs
are very different in their gas storage capacity and productive performance. The reserves extracted from
each reservoir horizon, therefore, will be substantially disproportionate over the expected life of the well.
Lance recommends this reserve-based allocation method because production-based methods suffer from the
fact that once the juxtaposed coal and sand reservoirs are frac’d, they communicate with each other and the
production attributable to each is very difficult to determing accurately. In addition, because sandstone and
coal reservoirs perform so differently, the proportion of production aftributable to each change very
significantly over the life of the well as drawdown occurs. This adds yet another level of uncertainty and
complexity to production-based allocation methods.

Calculations of reserves, on the other hand, can be done with accuracy in either reservoir type, and in
accord with legally-accepted standard reservoir engineering practices. Lance advocates using this approach
to allocating the total recoverable resource because it is a more fair way of assessing the resource volume -
that will be cventually produced from cither zone. The reserves method acknowledges that all of the
recovetable reserves in each zone will be extracted over the life of the well, and assures that respective
parties will be properly credited for those reserves. The approach also aveids problematic issues with
determining relative rates of production from cach reservoir — particularly after frac’ing — and the change in
those rates that occurs over time. Instead it leaves in-place a fixed proportion of production from each
reservoir until all reserves are recovered. This further simplifics accounting for companies and interest
owners by keeping the allocation constant gver time until the end of the well’s productive life.

On Juty 13, 2006, Lance Oil & Gas Company, Inc. presented the results of a reservoir study to the BLM
and NMOCD that demonstrated how reserves for each reservoir can be determined with accuracy using this
method for our wells and how an allocation by this method would work. The reserve calculation is
accomplished using industry-accepted and legally-accepied engineering and geological methods for
cakeulating gas-in-place for CBM reservoirs and for gas sand reservoirs.
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For CBM reservoirs the volume of recoverable reserves is given by

RGIP = Rf*[1359.7*A*h*RhoB*Gc]

Where:

A = The drainage area of the well, which is taken as the spacing unit for the reservoir
and is in this arca being developed at 160 Acres.

k= Thickness of the coal using a density cutoff of 2.0 g/cc.

RhoB = Average bulk density of the coal seam.

Ge = In-situ average gas content of the coal seam(s).

For Gas Sand reservoirs, this is given by:
RGIP = Rf*[(43,560"A* h*(1-Sw)*FPHIe)/Bg]

Where:

Rf = Recovery Factor, determined by the ratio of final gas formation volume factor to
inittal gas formation volume factor in the reservoir,

4 = The drainage area of the well, which is taken as the spacing unit for the reservoir
and is in this area being developed at 160 Acres.

k= Thickness of the reservoir interval over which there is sufficient gas saturation
{1-Sw) for significant productivity.

Sw = The average total water satyration in the reservoir over the interval having
sufficient gas saturation for significant prodnctivity.

PHIe = Average “effective™ porosity in the reservoir over the interval having sufficient
gas saturation for significant productivity.

By using this method, the proposed allocation we propose for the NV Navajo 24 #3 is:

Fruitland Coal - 76.70%
Pictared Cliffs - 23.30%

If you have any questions about the proposal, please contact Mr. Bill Lyons with Lance Qil and Gas
Company, Inc, San Juan Basin Business Unit, 1099 18® Street, Suite 1200, Denver, CO 80202



