EXHIBIT "A"

Township 15 North, Range 6 East, N.M.P.M.

A tract of land lying in the LaMajada Grant
Section 11: Tots 1 through 4

Section 12: S/2, Lots 1 through 4

Section 13: N/2 NE/4, NE/4 NW/4, Lots 1 through 4
Section 14: Lot 1

Township 15 North, Range 7 East, N.M,P.M.

Section 1 N/2 N/2, Lots 7 through 10
Section 2 N/2 N/2, S/2 NW/4, SE/4 SW/4, Lots 1 through 11
Section 3: W/2 w/2, NE/4, N/2 SE/4, Lots 1 through 7
Sections 4 through 6: All
Section 7: S/2, N/2 N/2, Lots 1 through 4

8

Section : N/2, Lots 1, 3 and 5

Section 9: N/2, Lots 1, 3, 5 and 7

Section 10: Lots 1 through 3, Lots 5 through 7
Section 11: TLots 1 and 2

Township 16 North, Range 6 Fast, N.M.P.M.

Sections 1 through 3: All
Sections 10 through 15: All
Sections 22 through 24: All
A tract of land lying in the LaMajada Grant

Township 16 North, Range 7 East, N.M.P.,M,

Sections 1 through 36: All

Township 16 North, Range 8 East, N.M.P.M.

Sections 6 and 7: All

Sections 18 and 19: All

Sections 30 and 31: All

Section 5: N/2, SW/4, W/2 SE/4, Lot 1
Section 8: NW/4, W/2 SW/4, Lots 1 through 4
Section 17: Lots 1 through 4

Section 20: ILots 1 and 2

Township 17 North, Range 7 Fast, N.M.P.M.

Sections 1 through 36: All



Township 17 North, Range

8 Fast, N.M,P.M.

Sections 3
Sections 15
Sections 29

through
through
through

Township 18 North, Range

10: All
22: All
32: All

7 Fast, N.M.P.M.

Section 1:
Sections 11
Sections 22
Sections 31
Sections 2,

All
through
through
through
10, 16,

Township 18 North, Range

15: All
28: All
36: All

20, 21, 29 and 30: All that part lying
East of Rio Grande
River

8 FEast, N.M.P.M,.

Sections 3
Sections 14
Sections 27
Section 1:
Section 2:
Section 12:

through
through
through
Lots 1

11: All
22: All
34: All
through 3

SwWw/4, S/2 SE/4, Lots 1 through 6
W/2, W/2 SE/4, Lots 1 through 4

Township 19 North, Range 7 East, N.M.P.M,

Sections 25
Section 35:

and 36:

All

All that part lying East of Rio Grande River

Township 19 North, Range 8 Fast, N.M.P.M.

Sections 27
Section 26:
Section 35:

through

34: All

W/2 SW/4, SW/4 NW/4, Lots 1 through 4
W/2 NW/4, NW/4 SW/4, Lots 1 through 4
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CERTIFICATION--DETERVINATION

Pursuant to the authority vested in the Secretary of the Interior,
under the act approved February 25, 1920, 41 Stat. 437, as amended, 30
U.s.C. sec. 181, et seq., and delegated to the appropriate
service under the authority of 43 CFR 3130, I do

hereby:

A. Approve the attached agreement for the deyelopment and operation of
the , Unit Area, State of®

B. Certify and determine that the unit plan of development and opera-
tion contemplated in the attached agreement is necessary and advisable in

the public interest for the purpose of more properly conserving the natural
resources.

C. Certify and determine that the drilling, producing, rental mininmum
royalty, and royalty requirements of all Federal lease committed to said
agreement are hereby established altered, changed, or revoked to conform
with the terms and conditions of this agreement.

Dated

(Name and Title of authorized
officer of the Bureau of Land
Management)

Contract Number

Effective Date

PEYTON YATES

Case No. 8356
10/17/84 Examiner Hearing
Exhibit No. 2
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UNIT AGREEMENT
FOR THE DeEVELOPMENT AND OPERATION
OF THE

Unit area Caja Del Rio Grande Unit
County of Santa Fe and Sandoval Counties
State of New Mexico

No.
This agreement, entered 1into as .of the 1st day of
August ,19 84 by and between the parties subscribing, ratifying, or

consenting hereto, and .herein referred to as the "parties hereto,"
WIINESSETH:

WHEREAS, the parties hereto are the owners of working, royalty, or
other oil and gas interests in the unit area subject to this agreement; and

WHEREAS, the Mineral Leasing Act of February 25, 1920, 41 Stat, 437, as
amended, 30 U.S.C. Sec. 181 et seq., authorizes Federal lessees and their
representatives to unit with each other, or jointly or separately with
others, in collectively adopting and operating a unit plan of development of
operations of any oil and gas pool, field, or like area, or any part thereof
for the purpose of more properly conserving the natural resources thereof
whenever determined and certified by the Secretary of the Interior to be
necessary or advisable in the public interest; and

WHEREAS, the Camissioner of Public Lands of the State of New Mexico is
authorized by an Act of the Legislature (Secs. 19-10-45, 46, 47N.M. Statutes
1978 Arnnoted) to consent to or approve this agreement on behalf of the State
of New Mexico, insofar as it covers and includes lands and mineral interest
of the State of New Mexico; and,

WHEREFAS the Oil Conservation Division of the State of New Mexico Energy
and Minerals Department is authorized by an Act of the Legislature (Chapters
70 and 71, New Mexico Statutes 1978, Annotated) to approve this agreement
and the conservation provisions hereof; and,

WHEREAS, the parties hereto hold sufficient interests in the
Caja Del Rio Grande Unit Area covering the land
hercinatter described to give reasunably effective control of operations
therein; and

WHER=ZAS, it is the purpose of the parties hereto to conserve natural
resources, prevent waste, and secure other benefits obtainable through
development and operation of the area subject to this agreement under the
terms, conditions, and limitations herein set forth;

MNOW, THEREFCRE, in consideration of the premises and the promises
herein contained, the parties hereto commit to this agreement their respec-—
tive interests in the below-defined unit area, and agree severally among
themselves as follows:



1. ENABLING ACT AND REGULATIONS. The Mineral Leasing Act of February
25, 1920, as amended, supra, and all valid pertinent regulations including
operating and unit plan regulations, heretofore issued thereunder or valid,
pertinent, and reasonable regulations hereafter issued thereunder are
accepted and made a part of this agreement as to Federal lands, provided
such regulations are not inconsistent with the terms of this agreement; and
as to non-Federal lands, the oil and gas operating regulations in effect as
of the effective dated hereof governing drilling and producing operations,
not inconsistent with the terms hereof or the laws of the State in which the
non-Federal land is located, are hereby accepted and made a part of this
agreement.

2. UNIT AREA. The area specified on the map attached hereto marked
Exhibit A is hereby designated and recognized as constituting the unit area,
containing 122.857.15. acres more or less,

Exhibit A shows, in addition to the boundary of the unit area, the
boundaries and indentity of tracts and leases in said area to the extent
known to the Unit Operator. Exhibit B attached hereto is a schedule showing
to the extent known to the Unit Operator, the acreage, percentage, and kind
of ownership of oil and gas interests in all lands in the unit area.
However, nothing herein or in Exhibits A or B shall be construed as a
representation by any party hereto as to the ownership of any interest other
than such interest or interests as are shown in the Exhibits as owned by
such party. Exhibits A and B shall be revised by the Unit Operator whenever
changes in the unit area or in the ownership interests in the individual
tracts render such revision necessary, or when requested by the Authorized
Cfficer, hereinafter referred to as AO, or when requested by the
Conmissioner of Public Lands of the State of New Mexico, and not less than
four copies cf the revised Exhibits shall be filed with the proper BIM
office, and one (1) copy thereof shall be filed with Lund Conmissioner, and
one (1) copy with the Oil Conservation Division of the New Mexico Energy and
Minerals Department, hereinafter referred to as "Division."

The above-described unit area shall when practicable be expanded to
include therein any additional lands or shall be contracted to exclude lands
whenever such expansion or contraction is deemed to be necessary or advis-
able to conform with the purposes of this agreement. Such expansion or
contraction shall be effected in the following manner:

(a) Unit Operator, on its own motion (after preliminary concurrence by
the AC), or on demand of the AC, or on demand of the Land Commissioner
shall prepare a notice of proposed expansion or contraction describing the
contamplated changes in the boundaries of the - unit area, the reasons
therefore, any plans for additional drilling, and the proposed effective
date of the expansion or contraction, preferably the f{irst day of the nonth
subsequent to the date of notice.

(b) Said notice shall be delivered to the proper BIM office, the Land
Conmiissioner and the State Division, and copies thereof mailed to the last
known address of each working interest owner, lessee and lessor whose
interests are affected, advising that 30 days will be allowed for submission
to the Unit Operator of any objections.
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(¢) Upon expiration of the 30-day period provided in the preceding
item (b) hereof, Unit Operator shall file with the A0 the Land
Conmissioner, and State Division,evidence of mailing of the notice of
expansion or contraction and a copy of any objections thereto which have
been filed with Unit Operator, together with an application in triplicate,
for approval of such expansion or contraction and with appropriate joinders.

(d) After due consideration of all pertinent information, the expan-
sion or contraction shall, upon approval by the AO, the Land Conmissioner,
and State Division,become effective as of the date prescribed in the notice
thereotf or such other appropriate date.

(e) All legal subdivisions of lands (i.e., 40 acres by Government
survey or its nearest lot or tract equivalent; in instances of irregular
surveys, unusually large lots or tracts shall be considered in multiples of
40 acres or the nearest aliquot equivalent thereof), no parts of which are
in or entitled to be in a participating area on or before the fifth anniver-
sary of the effective date of the first initial participating area estab-
lished under this unit agreement, shall be eliminated automatically from
this agreement, effective as of said fifth anniversary, and such lands shall
no longer be a part of the unit area and shall no longer be subject to this
agresement, unless diligent drilling operations are in progress on unitized
lands not entitled to participation on said fifth anniversary, in which
event all such lands shall remain subject hereto for so long as such drill-
ing operations are continued diligently, with not more than 90-days time
elapsing between the completion of one such well and the commencement of the
next such well. All legal subdivisions of lands not entitled to be in a
participating area within 10 years after the effective date of the first
initial participating area approved under this agreement shall be automat-
ically eliminated from this agreement as of said tenth anniversary. The
Unit Operator shall, within 90 days after the effective date of any elimina-
tion hereunder, describe the area so eliminated to the satisfaction of the
AO and the Land Comnissioner and promptly notify all parties in interest.
All lands reasonably proved productive of unitized substances in paying
- quantities by diligent drilling operations after the aforesaid 5-year period
shail become participating in the same manner as during said first 5-year
period. However, when such diligent drilling operations cease, all
nonparticipating lands not then entitled to be in a participating area shall
be automatically eliminated effective as the 91st day thereafter.

Any expansion of the unit area pursuant to this section which embraces
lands theretofore eliminated pursuant to this subsection 2(e) shall not be
considered automatic commitment or recomitment of such lands. If con-
diticns warrant extention of the 10-year period specified in this sub-
section, a single extension of not to exceed 2 years may be accamplished by
consent of the owners of 90 percent of the working interest in the current
nonparticipating unitized lands and the owners of 60 percent of the basic
royalty interests (exclusive of the basic royalty interests of the United
States) in nonparticipating unitized lands with approval of the AC and lLund
Camnissioner, provided such extension application is submitted not later
than 60 days prior to the expiration of said 10-year period.



3. UNITIZED LAND AND UNITIZED SUBSTANCES. All land now or hereafter
camitied to this agreement shall constitute land referred to herein as
"unitized land” or "land subject to this agreement.” All oil and gas in any
and all formations of the unitized land are unitized under the terms of this
agreanent and herein called "unitized substances."

4. UNIT CPERATOR. Pevton Yates is
hereby designated as Unit Operator and by signature hereto as Unit Operator
agrees and consents to accept the duties and obligations of Unit Operator
for the discovery, development, and production of unitized substances as
herein provided. Whenever reference is made herein to the Unit Operator,
such reference means the Unit Operator acting in that capacity and rnot as an
owner of interest in unitized substances, and the term "working interest
owner" when used herein shall include or refer to Unit Operator as the owner
of the working interest only when such an interest is owned by it.

5. RESIQNATION OR REMOVAL OF UNIT OPERATOR. Unit Operator shall have
the right to resign at any time prior to establishment of a participating
area or areas hereunder, but such resignation shall not become effective so
as to release Unit Operator from the duties and obligations of Unit Operator
and terminate Unit Operator's rights as such for a period of 6 months arter
notice of intention to resign has been served by Unit Operator on all
working interest owners and the AD and the Land Commissioner, and until &all
wells then drilled hereunder are placed in a satisfactory condition for
suspension or abancdonment, whichever is required by the A0, and the Stete
Division as to State and Privatly owned lands, unless a new Unit Cperator
shall have been selected and approved and shall have taken over and assumed
the duties and obligations of Unit Operator prior to the expiration of s&id
period.

Unit Cperator shall have the right to resign in like manner and subject
to like limitations as above provided at any time after a participating area
established hereunder is in existence, but in all instances of resignation
or removal, until a successor Unit Cperator is selected and approved as
- hereinatter provided, the working interest owners shall be jointly responsi-
ble for performance of the duties of Unit Operator, and shall not later than
30 days before such resignation or removal becones effective appoint a
common agent to represent them in any action to be taken hereunder.

The resignation of Unit Operator shall not release Unit Operator from
any liability from any default by it hereunder occurring prior to the
effective date of its resignation.

The Unit Operator may, upon default or failure in the performance of
its duties or obligations hereunder, be subject to removal by the same
percentage vote of the owners of working interest as herein provided for the
selcetion of a new Unit Cperator. Such removal shall be effective upon
notice thercof to the AO and the Land Conmissioner,

The resignation or removal of Unit Operator under this agreement shall
rot terminate its right, title, or interest as the owner of working interest
or other interest in unitized substances, but upon the resignation or
repoval  of Unit Operator becoming effective, such Unit Operator shall
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deliver possession of all wells, equipment, materials, and appurtenances
used in conducting the unit operations to the new duly qualified successor
Unit Operator or to the common agent, if no such new Unit Operator is
elected, to be used for the purpose of conducting unit operations hereunder.
Nothing herein shall be construed as authorizing removal of any material,
equipment, or appurtenances needed for the preservation of any wells.

6. SUCCESSOR UNIT OPERATCR. Whenever the Unit Operator shall tender
his or its resignation as Unit Operator or shall be removed as hereinabove
provided, or a change of Unit Operator is negotiated by the working interest
cuners, the owners of respective acreage interests in all unitized land
shall, pursuant to the Approval of the Parties requirements of the unit
operating agreement, select a successor Unit Operator. Such selection shall
not become effective until:

(a) a Unit Opefafor so selected shall accept in writing the duties and
responsibilities of Unit Operator, and

(b) the selection shall have been approved by the AD and approved by
the Land Conmissioner.,

If no successor Unit Operator is selected and qualified as herein
provided, the AO and the Land Commissioner, at their election may declare
this unit agreement terminated.

7. ACOUOUNTING PROVISIONS AND UNIT OPERATING AGREEMENY. If the Unit
Cperator is not the sole owner of working interests, costs and expenses
incurred by Unit Operator in conducting unit operations hereunder shall be
paid and apportioned among and borne by the owners of working interests, all
in accordance with the agreement or agreements entered into by and between
the Unit Operator and the owners of working interests, whether one or more,
separately or collectively. Any agreement or agreements entered into
between the working interest owners and the Unit Operator as provided in
this section, whether one or more, are herein referred to as the "unit
cperating agreement." Such unit coperating agreement shall also provide the
menner in which the working interest owners shall be entitled to receive
their respective proportionate and allocated share of the benefits accruing
hereto in contormity with their underlying operating agreements, leases, or
other indepencdent contracts, and such other rights and obligations as
between Unit Operator and the working interest owners as may be agreed upon
by Unit Operator and the working interest owners; however, no such unit
operating agreement shall be deemed either to modify any of the terms and
conditions of this unit agreement or to relieve the Unit Operator of any
right or obligation established under this unit agreement, and in case of
any inconsistency or conflict between this agreement and the unit cperating
agreanent, this agreement shall govern. Two copies of any unit cperating
agreement executed pursuant to this section shall be filed in the proper EIM
office and one true copy with the Land Commissioner, prior to approval of
this unit agreement.

8. RIGIS AND CBLIGATIONS OF UNIT OPERATOR. Except as ctherwise
specificaily provided herein, the exclusive right, privilege, and duty of
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exercising any and all rights of the parties hereto which are necessary or
convenient for prospecting for, producing, storing, allocating, and dis-
tributing the unitized substances are hereby delegated to and shall be
exercised by the Unit Operator as herein provided. Acceptable evidence of
title to said rights shall be deposited with Unit Operator and, together
with this agreement, shall constitute and define the rights, privileges, and
obligations of Unit Operator. Nothing herein, however, shall be construed
to transfer title to any land or to any lease or operating agreement, it
being understood that under this agreement the Unit Operator, in its capaci-
ty as Unit Operator, shall exercise the rights of possession and use vested
in the parties hereto only for the purposes herein specified.

9. DRILLING TO DISCOVERY. Within 6 months after the effective cate
herecof, the Unit Operator shall comence to drill an adequate test well at a
location approved by the AO or by the Land Conmissioner, if on State land,
or by the Division if on Fee Lands, unless on such eifective date a well is
being drilled in conformity with the terms hereof, and thereafter continue
such drilling diligently until the pakota formation has been
tested or until at a lesser depth unitized substances shall be discovered
which can be produced in paying quantities (to wit: quantities sufficient to
repay the costs of drilling, completing, and producing operations, with a
reasonable profit) or the Unit Operator shall at any time establish to the
satisfaction of the AD, the Land Comuissioner if on State land, or the
Division if on Fee land, that further drilling of said well would be
unwarranted or impracticable, provided, however, that Unit Operator shall
not in any event be required to drill said well to a depth in excess of

£000" feet. Until the discovery of unitized substances capable of being
prcduced in paying quantities, the Unit Operator shall continue drilling one
well at a time, allowing not more than 6 months between the completion of
one well and the camencement of drilling operations for the next well,
witil a well capable of producing unitized substances in paying quantities
is completed to the satisfaction of the AO, or of the Land Commnissioner if
on State land, or the Division if on Fee land, or until it is reasonably
proved that the unitized land is incapable of producing unitized substances
in paying quantities in the formations drilled hereunder. Nothing in this
section shall be deemed to limit the right of the Unit Operator to resign as
provided in Section 5, hereof, or as requiring Unit Operator to commence or
continue any drilling during the period pending such resignation becoming
erfective in order to conply with the requirements of this section.

The AO and Land Comnissioner may modify any of the drilling
recuirenents of this section by granting reasonable extensions of time when,
in his opinion, such action is warranted.

Notwithstanding anything in this unit agreement to the contrary, except
Section 25, UNAVCIDABLE DFELAY, three (3) wells shall be drilled with not
nore than 6-months time elapsing between the completion of the first well
and commencerenit of drilling operations for the second well and with not
more thuin 6-months time elapsing between completion of the second well and
the comencement of drilling operation for the third well, regardless of




whether a discovery has been made in any well drilled under this provision.
Both the initial well and the second well must be drilled in compliance with
the above specified formation or depth requirements in order to meet the
dictates of this section; and the sccond well must be located a mininmum of

sizx (6) miles from the initial well in order to be accepted by the AO as
the second unit test well, within the meaning of this section. The third
test well shall be diligently drilled, at a location approved by the AO, to

test the Dakota formation or to a depth of ¢poor feet,
whichever Is the lesser, and must be located a minimum of six (6) miles

from both the initial and the second test wells. Nevertheless, in the
event of the discovery of unitized substances in paying quantities by sany
well, this unit agreement shall not termminate for failure to complete the

three (3) well program but the unit area shall be contracted
autonatically, effective the first day of the month following the default,
to eliminate by subdivisions (as defined in Section 2(e) hereof) all lands
not then entitled to be in a participating area.

Upon failure to cammence any well as provided for in this (these)
section(s) within the time allowed, prior to the establishment of a partic-
ipating area, including any extension of time granted by AOQ and the Land
Conmissioner, this agreement will automatically terminate. Upon failure to
continue drilling diligently any well conmenced hereunder, the AD and the
Land Cormissioner may, after 15-days notice to the Unit Operator, declare
this unit agreement terminated. The parties to this agreement may not
initiate a request to voluntarily terminate this agreement during the fivst
6 months of its term unless at least one obligation well has been drilled in
accordance with the provisions of this section.

10. PILAN OF FURTHER DEVELOIMENT AND OPERATION. Within 6 months arfter
carpietion of a well capable of producing unitized substances in paying
quantities, the Unit Operator shall submit for the approval of the AU and
the Land Conmissioner, and State Division an acceptable plan of development
and operation for the unitized land which, when approved by the AG, the Land
Comissioner, and State Division, shall constitute the further drilling and
" development obligations of the Unit Cperator under this agreement for the
period specified therein. Thereafter, from time to time before the
expiration of any existing plan, the Unit Operator shall submit for the
approval of the AQO, the Land Commissioner, and State Division a plan for an
additional specified period for the development and operation of the
unitized land. Subsequent plans should normally be filed on a calender year
basis not later than March 1 each year. Any proposed modification or
addition to the existing plan should be filed as a supplement to the plan.

Any plan submitted pursuant to this section shall provide for the
tinely exploration of the unitized area, and the diligent drilling necessary
for determination of the area or areas capable of producing unitized
substances in paying quantities in each and every productive fommatioti.
this plan shall be as conplete and adequate as the A0, the Land
Commissioner, and State Division may determine to be necessary for timely
development and proper conservation of the oil and gas resources in the
unitized area and shall:



(a) Specify the number and locations of any wells to be drilled and
the proposed order and time for such drilling; and ‘

(b) Provide a sumary of operations and production for the previous
year.

Plans shall be modified or supplemented when necessary to meet changed
conditions or to protect the interests of all parties to this agreement.
Reasonable diligence shall be exercised in complying with the obligations of
the approved plen of development and operation., The A0 and the Land
Conmissioner are authorized to grant a reasonable extension of the 6-month
pericd herein prescribed for submission of an initial plan of development
and operation where such action is justified because of unusual conditions
or circumstances.

After conpletion of a well capable of producing unitized substances in
paying quantities, no further wells, except such as may be necessary to
afford protection against operations not under this agreement and such as
may be specifically approved by the AD, the Land Commissioner, and State
Division, shall be drilled except in acccrdance with an approved plan of
development and operation.

11. PARTICIPATION AFIER DISOCCGVERY. Upon coupletion of a well capable
of preducing unitized substances in paying quantities, or as socn thereafter
as required by the AO, the Land Commissioner, or the State Division, the
Unit Operator shall submit for approval by the A0, the Land Commissioner aand
State Division a schedule, based on subdivisions of the public-land survey
or aliquot parts thereof, of all land then regarded as rcascnably proved to
be proauctive of unitized substances in paying quantities. These lands
shall constitute a participating area on approval of the AO, Land
Commissioner, and State Division effective as of the date of completion of
such well or the effective date of this unit agreement, whichever is later.
The acreages of both Federal and Non-Federal lands shall be based upon
appropriate computations from the courses and distances shown on the last
approved public-land survey as of the effective date of each initial
participating area. The schedule shall also set forth the percentage of
unitized substances to be allocated, as provided in Section 12, to each
conmiitted tract in the participating area so established, and shall govern
the allgecation of production commencing with the effective date of the
participating area. A different participating area shall be established tor
each separate pool or depesit of unitized substances or for any group
thereof which is produced as a single pool or zone, and any two or more
participating areas so established may be combined into one, on approval of
the AO, the Lund Commissioner, and State Division. When production from two
or more participating areas is subsequently found to be frum a comnon pcol
or deposit, the participating areas shall be combined into one, effective as
of such appropriate dste as may be approved or prescribed by AGC, the Land
Commissioner, and State Division. The participating area or areas so
established shall be revised from time to time, subject to the approval of
A0, to include additional lands then regarded as reasonably proved to be
prcductive cf unitized substances in paying quantities or which are neces-
sary tor unit operations, or to exclude lands then regarded as reasonably



proved not to be productive of unitized substances in paying quantities, and
the schedule of allccation percentages shall be revised accordingly, The
effective date of any revision shall be the first of the month in which the
lnowledge or information is obtained on which such revision is predicated;
provided, however, that a more appropriate effective date may be used if
justified by Unit Operator and approved by the AO, the Land Commissioner,
and State Division. No land shall be excluded from a participating area on
account of depletion of its wunitized substances, except that sany
participating area established under the provisions of this unit agreemnent
shall terminate automaticaily whenever all completions in the formatiocn on
which the participating area is based are abandoned.

It is the intent of this section that a participating area shall
represent the area productive of unitized substances known or reasonably
proved to be productive in paying quantities or which are necessary for unit
operations; but, regardless of any revision of the participating area,
nothing herein contained shall be construed as requiring any retroactive
adjustment f{for production obtained prior to the effective date of the
revision of the participating area.

In the absence of agreement at any time between the Unit Operator and
the AO, the Land Commissioner, and State Division as to the proper
cdefinition or redefinition of a participating area, or until a participating
area has, or areas have, been established, the portion of all payments
affected thereby shall, except royalty due the United States, be impoundced
in a manner mutually acceptable to the owners of conmitted working
interests. Royalties due the United States shall be determined by the AO
and the Land Commissioner for the State lands and the amount thereof shall
be deposited, as directed by the A0 ana the Land Commissioner, until a
participating area is finally approved and then adjusted in accordance with
a determination of the sum due as Federal and State royalty on the basis of
such approved participating area.

Whenever it is determined, subject to approval of the AC, the Land
Conmissioner, and State Division, that a well drilled under this agreement
is not capable of proauction of unitized substances in paying quantities and
inclusion in a participating area of the land on which it is situated in a
participating area is urwarranted, production from such well shall, for the
purpose of settlement among all parties other than working interest owners,
be allocated to the land on which the well is located, unless such land is
already within the participating area established for the pool or deposit
trom which such production is obtained. Settlement for working interest
benefits from such a nonpaying unit well shall be made as provided in the
unit operating agreement. :

12. ALICCATIGN OF PROCUCTICN. All unitized substances produced from
each participating area established under this agreement, except any part
thereof usca in conformity with gocd operating practices within the unitized
area for drilling, operating, and other production or development purpoces,
for repressuring or recycling in accordance with a plan of development and
operations which has been approved by the AO, Land Conmissioner, and State
Division or unavoidably lost, shall be deeamed to be produced equally on an
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acreage basis from the several tracts of unitized land of the participating
area established for such production. For the purpose of determining any
benefits accruing under this agreement, each such tract of unitized land
shall have allocated to it such percentageof said production as-the nurber
of acres of such tract included in said participating area bears to tlie
total acres of unitized land in said participating area, except that
allocation of production hereunder for purposes other than for settlement of
the royalty, overriding royalty, or payment out of production obligations of
the respective working interest owner, shall be on the basis prescribed in
the unit operating agreement whether in conformity with the basis of
allocation herein set forth or otherwise. It 1is hereby agreed that
production of wunitized substances from a participating area shall be
allocated as provided herein regardless of whether any wells are drilled on
any particular part or tract of the participating area. If any gas produced
from one participating area- is used for repressuring or recycling purposes
in another participating area the first gas withdrawn from the latter
participating area for sale during the life of this agreement, shall be
considered to be the gas so transferred, until an amount equal to that
transferred shall be so produced for sale and such gas shall be allocated to
the participating area from which initially produced as such area was
cdetfined at the time that such transferred gas was finally produced and sold.

13. DEVELORVENT CR GPERATICON OF NONPARTICIPATING LAND OR FORVATICNS.
Any party hereto owning or controlling the working interest in any unitizec
land having thereon a regular well location may with the approval of the 2D,
and the Land Commissioner, and Division,at such party's sole risk, costs,
and expense, drill a well to test any formation provided the well is outside
any participating area established for that formation, unless within 90 days
of receipt of notice from said party of his intention to drill the well, the
Unit Operator elects and comences to drill the well in a like manner as
other wells are drilled by the Unit Operator under this agreement.

If any well drilled under this section by a working interest owrer
results in production of unitized substances in paying cuantities such that
the land upon which it is situated may properly be included in a participat-
ing area, such participating area shall be established or enlarged as
provided in this agreement and the well shall thereafter be operated by the
Unit Operator in accordance with the terms of this agreement and the unit
operating agreement,

If any well drilled under this section by a working interest owner thsat
cbtains production in quantities insufficient to justify the inclusion of
the lend upon which such well is situated in a participating area, such well
may be operated and produced by the party drilling the same, subject to the
conservation requirements of this agreement. The royaities in amount or
valuc of production from any such well shall be paid as specified in the
underlying lease und agreements affected.

14, ROYALTY SETTLEVENT. The United States and any State and any

royaltly owner who is entitled to take in kind a share of the substances ncw
unitized hercunder shall hereafter be entitled to the right to take in Kind
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its share of the unitized substances, and Unit Operator, or the working
interest owner in case of the operation of a well by a working interest
owner as herein provided for in special cases, shall make deliveries of such
royalty share taken in kind in conformity with the applicable contracts,
laws, and regulations. Settlement for royalty interest not taken in kind
shail be made by working interest owners responsible therefor under existing
contracts, laws and regulations, or by the Unit Operator on or before the
last day of each month for unitized substances produced during the preceding
calendar month; provided, however, that nothing in this section shsll
operate to relieve the lessees of any land from their respective lease
obligations for the payment of any royalties due under their leases.

If gas obtained from lands not subject.to this agreement is introduced
into any participating area hereunder, for use in repressuring, stimulation
of production, or increasing ultimate recovery, in conformity with a plan
of development and operation approved by the AO and the Land Commissioner, a
like amount of gas, after settlement as herein provided for any gas
transferred from any other participating area and with appropriate deduction
for loss from any cause, may be withdrawn from the formation into which the
gas is introduced, royalty free as to dry gas, but not as to any products
which may be extracted thzrefrom; provided that such withdrawal shall be at
such time as may be provided in the approved plan of development and
operation or as may otherwise be consented to by the AO and the Land
Cammissioner and Division as conforming to good petroleun engineering
practice; and provided further, that such right of withdrawal shall
terminate on the termination of this unit agreement.

Royalty due the United States shall be computed as provided in 30 CIR
Croup 200 and paid in value or delivered in kind as to all unitized sub-
stances on the basis of the amounts thereof allocated to unitized Federal
land as provided in Section 12 at the rates specified in the respective
Federal leases, or at such other rate or rates as may be authorized by law
or regulation and approved by the AD; provided., that for leases on which the
royalty rate depends on the daily average production per well, said average
production shall be determined in accordance with the operating regulations
as though each participating area were a single consolidated lease.

Royalty due on account of State lands shall be computed and paid on the
basis of all unitized substances allccated to such lands.

15. RENTAL SETTLIMENT. Rental or minimum royalties cdue on leases
committed hereto shall be paid by appropriate working interest owners under
existing contracts, laws, and regulations, provided that nothing herein
contained shall coperate to relieve the lessees of any land from their
respective lease obligations for the payment of any rental or minirmn
rovalty due under their leases. Rental or minimum royalty for lands of the
Uniited States subject to this agreement shall be paid at the rate specified
in the respective leases from the United States unless such rvental or
minimum royalty is waived, suspended, or reduced by law or by approval of
the Secretury or his duly authorized representative.

Rentals on State of New iMexico lands subject to this agreement shali be
puid at the rates specified in the respective leases.
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With respect to any lease on non-Federal land containing provisions
which would terminate such lease unless drilling operations are conmencad
upon the land covered thereby within the time therein specified or rentals
are paid for the privilege of deferring such drilling operations, the
rentals required thereby shall, notwithstanding any other provision of this
agreerment , be deemed to accrue and become payable during the term thereof as
extended by this agreement and until! the required drilling operations are
conmenced upon the land covered thereby, or until some portion of such land
is included within a participating area..

16. (QCONSERVATION. Operations hereunder and production of unitized
substances shall be conducted to provide for the most economical and effi-
cient recovery of said substances without waste, as defined by or pursuant
to State or Federal law or regulation.

17. DRAINAGE. The Unit Operator shall take such measures as the AO
and Land Commissioner deems appropriate and adequate to prevent drainage of
unitized substances from unitized land by wells on land not subject to this
agreement, which shall include the drilling of protective wells and which
may include the payment of a fair and reasonable compensatory royalty as
cdetermined by the AD,

18. LEASES AND CQOCNIRACTS COONFORMED AND EXTENDED. The terms, con-
ditions, and provisions of all leases, subleases, and other contracts
relating to exploration, drilling , development or operation for oil or gas
on lands conmitted to this agreement are hereby expressly modified and
amended to the extent neccssary to make the same conform to the provisions
hereof, but otherwise to remain in full force and effect; and the parties
hereto hereby consent that the Secretary and the Land Commissioner, as to
State leases, shall and by his approval hereof, or by the approval hereof by
his culy authorized representative, does hereby establish, alter, change, or
revcke the drilling, producing, rental minimun royalty, and royalty
requirements of Federal and State leases committed hereto and the
regulations in respect thereto to conform said requirements to the
provisions of this agreement, and, without limiting the generality of the
foregoing, all leases, subleases, and contracts are particularly modified in
accordance with the following:

(a) The development and operation of lands subject to this agreement
under the tenns hereof shall be deemed full performance of all obligations
for development and operation with respect to each and every separately
owned tract subject to this agreement, regardless of whether there is any
developrent of any particular tract of this unit area.

(b) Drilling and producing operations performed hereunder upon any
tract at the time, such leases shall be extended for 2 years, and any tract
ol unitized lands will be accepted and deemed to be performed upon and for
the benefit of each and every tract of unitized land, and no lease shall be
deened to expire by reason ot failure to drill or produce wells situated on
the land therein embraced.
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(¢) Suspeunsion of drilling or producing operations on all unitized
lands pursuant to direction or consent of the AO and the Land Commissioncer
shall be deemed to constitute such suspension pursuant to such direction or
consent as to each and every tract of unitized land. A suspension of
drilling or producing operations limited to specified lands shall be
applicable only to such lands.

(d) Each lease, sublease, or contract relating to the exploration,
drilling, development, or operation for oil or gas of lands other than those
of the United States and State of New Mexico committed to this agreement
which, by its terms might expire prior to the termination of this agreement,
is hereby extended beyond any such term so provided therein so that is shall
be continued in full force and effect for and during the term .of this
agreement.

(e) Any Federal lease committed hereto shall continue in force beyond
the term so provided therein or by law as to the land committed so long as
such lease remains subject hereto, provided that production of unitized
substances in paying quantities is established in paying quantities under
this unit agreement prior to the expiration date of the term of such lease,
or in the event actual drilling operations are commenced on unitized land,
in accordance with provisions of this agreement, prior to the end of the
primary term of such lease and are being diligently prosecuted at that time,
such lease shall be extended for 2 years, and so long thereafter as oil or
gas is produced in paying quantities in accordance with the provisions of
the Mineral Leasing Act, as amended.

(f) Each sublease or contract relating to the operation and develop-
ment or wnitized substances from lands of the United States cammitted to
this agreeament, which by its terms would expire prior to the time at which
the underlying lease, as extended by the immediately preceding paragraph,
will expire beyond any such term so provided therein so that it shall be
continued in full force and effect for and during the term of the underlying
lease as such term is herein extended.

(g) Any lease embracing lands of the State of New Mexico which is made
subject to this agreement, shall continue in force beyond the term provided
therein as to the lands committed hereto until the termination hereof,
provided that drilling operations on the initial test well are comenced
prior to the expiration dated of any State lease within the unit area,
subject to the provisions of subsection (e) of Section 2 and subsection (i)
of this Section 18.

(h) The segregation of any Federal lease camitted to this agreement
is governed by the following provision in the fourth paragraph of sec. 17(j)
of the Mineral Leasing Act, as amended by the Act of September 2, 1960 (74
Stat. 781-784) (30 U.S5.C. 226(j):

"Any [Federal] leuse heretofore or hereafter comiitted to any such
{unit] plan embracing lands that are in part within and in part outside of
the area covered by any such plan shall be segregated into separate leases
as to the lands comitted and the lands not comitted as of the effective
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date of wunitization: Provided, however, That any such lease as to the
nonunitized portion shall continue in force and effect for the term thereof
but ror not less than two years from the date of such segregation and so
long thereafter as oil or gas is produced in paying quantities."

(i) Any lease embracing lands of the State of New Mexico having only a
portion of its lands committed hereto, shall be segregated as to the portion
committed aid the portion not committed, and the provisions of such lease
shall apply separately to such segregated portions commencing as of the
effective date hereof; provided, hcwever, notwithstanding any of the
provisions of this agreement to the contrary any lease embracing lands of
the State of New Mexico having only a portion of its lands comitted hereto
shall continue in full force and effect beyond the term provided therein as
to all lands embraced in such lease, if oil or gas is discovered and is
capable of being prcduced in paying quantities from some part of the lands
enbraced in such lease at the expiration of the secondary term of such
lease; or if, at the expiration of the secondary term, the lessee or Unit
Operator if then engaged in bona fide drilling or reworking operations on
sone part of the lands embraced in such lease, the same, as to all lards
embraced therein, shall remain in full force and effect so long as such
operations are being diligently prosecuted, and if they result in the
production of oil or gas, said lease shall continue in full force and effect
s to &ll of the lands embraced therein, so long thereafter as oil or gas in
paying quantities is being produced from any portion of said lands.

(j) Any lease, other than a Federal lease, having only a portion of
its lands comitted hereto shall be segregated as to the portion committed
and the portion not committed, and the provisions of such lease shall apply
separately to such segregated portions commencing as of the effective date
hereof. In the event any such lease provides for a lump-sum rental payment,
such payaent shall be prorated between the portions so segregated in propor-
tion to the acreage of the respective tracts.

19. OOGNVENANTS RUN WITH LAND. The covenants herein shall be construed
~ to be covenants rumning with the land with respect to the interests of the
parties hereto and their successors in interest wuntil this agreement
terminates, and any grant, transfer or conveyance of interest in land or
leases subject hereto shall be and hereby is conditioned upon the assurption
of all privileges and obligations hereunder by the grantee, transferee, or
other successor in interest. No assigmment or transfer of any working
interest, royalty, or other interest subject hereto shall be binding upon
Unit Cperator until the first day of the calendar month after Unit Operator
is furnished with the original, photostatic, or certified copy of the
instrurent of transfer.

20. ETFECTIVE DATE AND TERV.. This agreement shall become effective
vpon epproval by the AO and the Land Commissioner and shall automatically
temminate 5 years from said effective date unless:

(a) wupon epplication by the Unit Operator such date of expiration is
extonded by the A0, and the Land Commissioner, or
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(b) it is reasonably determined prior to the expiration of the fixed
term or any extension thereof that the unitized land 1is incapable of
production of unitized substances in paying quantities in the formaticns
tested hereuncer, and after notice of intention to terminate this agreenent
on such ground is given by the Unit Operator to all parties in interest at
their last known addresses, this agreement is terminated with the approval
of the AD, and the Land Commissioner, or

(¢) a valuable discovery of unitized substances in paying quantities
has been made or aceepted on unitized land during said initial term or eny
extension thereof, in which event this agreement shall remain in effect for
such term and so long hereafter as unitized substances can be produced, and
are being produced as to State lands in quantities sufficient to pay for the
cost of producing same from wells on unitized land within any participating
area established hereunder.. Should production cease and diligent drilling
operations to restore production or new production are not in progress or
re-working within 60 days and production is not restored or should new
procuction not be obtained in paying quantities on committed lands within
this unit area, this agreement will automatically terminate effective the
last day of the month in which the last unitized production occurred, or

(d) it is wvoluntarily terminated as provided in this agreecment.
Except as noted herein, this agreement may be terminated at any time prior
te the discovery of unitized substances which can be produced in paying
guentities by not less than 75 per centum, on an acreage basis, of the
working interest owners signatory hereto, with the approval of the A0 and
the Land Commissioner. The Unit Operator shall give notice of any such
approval to all parties hereto. Voluntary termination may not occur during
the first 6 months of this agreement unless at least one obligation well
shall have been drilled in conformance accordance with Section 9.

21. RATE OF PROSPECTING, DEVELOPMENT, AND PRODUCTICN. The AO is
hereby vested with authority to alter or modify from time to time, in his
discretion, the quantity and rate of production under this agreement when
- such quantity and rate are not fixed pursuant to Federal or State law, or do
not conform to any Statewide voluntary conservation or allocation program
which is established, recognized, and generally adhered to by the majority
of operators in such State. 'The above authority is hereby limited to
alteration or modifications which are in the public interest. The public
interest to be served and the purpose thereof, must be stated in the order
of alteration or modification. Without regard to the foregoing, the AO is
also hereby vested with authority to alter or modify from time to time, in
his discretion, the rate of prospecting and development and the quantity and
rate of production under this agreement when such alteration or modification
is in the interest of attaining the conservation objectives stated in this
agreement and is not in violation of any applicable Federal of State law;
provided, further, that no such alteration or modification shall be
¢ffective as to any land of the State of New Mexico, as to the rate of
prospecting and developing in the absence of the specific written approval
thereof by the Comissioer and as to any lands of the State of New Mexico or
privately owned lands subject to this agreement as to the quantity and rate
of production in the absence of specific written approval therecof by the
Division.
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Powers in this section vested in the AD shall only be exercised after
sotice to Unit Operator and opportunity for hearing to be held not less than
15 days from notice.

22. APPEARAMCES. Unit Operators shall, after notice to other parties
affected, have the right to appear for and on behalf of any and all inter-
ests affected hereby before the Department of the Interior and the
Camissioner of Public Lands and to appeal from orders issued under the
regulations of said Department or Land Commissioner, or to apply for relief
from any of said regulations, or in any proceedings relative to operations
before the Department, the Land Commissioner or any other legally
constituted authority; provided, however, that any other interested party
shall also have the right at its own expense to be heard in any such
prodeeding.

23. NOTICES. All notices, demands, or statements required hereunder
to be given or rendered to the parties hereto shall be in writing and shall
be personally delivered to the party or parties, or sent by postpaid regis-
tered or certified mail, to the last-known address of the party or parties.

24, NO WAIVER CF CERTAIN RIGHIS. Nothing contained in this agreeanent
shall be construed as a waiver by any party hereto o1 the right to assert
any legal or constitutional right or defense as to the wvalidity or
invalidity of any law of the State where the unitized lands are located, or
of the United States, or regulations issued thereunder in any way affecting
such party, or as a waiver by any such party of any right beyond his or its
authority to waive.

25. UNAVOIDABLE DELAY. All obligations under this agreement requiring
the Unit Operator to commence or continue driiling, or to operate on, or
procuce unitized substances from any of the lands covered by this agreement,
shall be suspended while the Unit Operator, despite the exercise of due care
and diligence, is prevented from complying with such obligaticns, in whole
or in part, by strikes, acts of God, Federal, State, or municipal law or
agencies, unavoidable accidents, uncontrollable delays in transportation,
irability to obtain necessary materials or equipment in the open market, or
cther matters beyond the reasonable control of the Unit Operator, whether
similar to matters herein emuerated or not.

26. NONDISCRIMINATICN. In connection with the performance of work
under this agreement, the Unit Operator agrees to carmply with all th
provisions of section 202 (1) to (7) inclusive, of Executive Order 1124t (30
FR 12319), as amended, which are hereby incorporated by reference in this
agrecment.

27. LOSS CF TITLE. In the event title to any tract of unitized land
shall fail and the true owner cannot by induced to join in this unit agree-
mert, such tract shall be automatically regarded as not conmitted hereto,
and there shall be such readjustment of future costs and benefits as may be
required on account of the loss of such title. In the event of a dispute us
to title to any royalty, working interest, or other interests subjcet
thercto, payment or delivery on account thereof may be withheld withcut
liebility for interest until the dispute is finally settled; provided, that,
as to Federal lands or leases, no payments of funds cdue the United State
shall be withheld, but such funds shall be deposited as directed by the 20,
and such fuds of the State of New hMexico shall be deposited as directed by
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the Land Comnissioner, to be held as unearned money pending final settlement
of the title dispute, and then applied as earned or returned in accordance
with such final settlenent.

Unit Cperator as such is relieved from any responsibility for auy
defect or failure of any title hereunder.

28. DNINJCINDER AND SUBSEQUENT JOINDER. If the owner of any substan-
tial interest in a tract within the unit area fails or refuses to subscribe
or consent to this agreement, the owner of the working interest in that
tract may withdraw the tract from this agreement by written notice delivered
to the proper BIM office, the Land Commissioner, the State Division, and the
Uit Operator pricr to the approval of this agreement by the AD and the Land
Commissioner. Any oil or gas interests in lands within the unit area not
comitted hereto prior to final approval may thereafter be conmitted hereto
by the owner or owners thereof subscribing or consenting to this agreement,
and, if the interest is a working interest, by the owner of such intcrest
also subscribing to the unit operating agreement. After operation are
conmenced hereunder, the right of subsequent joinder, as provisions in this
section, by a working interest owner is subject to such requirements or
epproval(s) if any, pertaining to such joinder, as may be provided for in
the unit operating agreement. After final approval hereof, joinder by a
nonworking interest owner must be consented to in writing by the working
interest owner comitted hereto and responsible for the payment of any
benefits that may accrue hereunder in behalf of such norworking interest. A
nonworking interest may not be comnitted to this unit agreement unless the
corresponding working interest is conmitted hereto. Joinder to the unit
agreement by a working interest owner, at any time, must be accompanied by
appropriate joinder to the unit operating agreement, in order for the
interest 1o be regarded as comitted to this agreement. Except as may
otherwise herein be provided, subsequent joinders to this agreement shall be
effective as of the date of the filing with the AD, the Land Commissicner,
anéd the State Division of duly executed counterparts of all or any papers
necessary to cstablish effective conmitment of any interest and/or tract to
this agreement.

29. COOUNTERPARTS. This agreement may be executed in any number of
counterparts, nc one of which needs to be executed by all parties, or may be
ratified or consented to by separate instrument in writing specifically
referring hereto and shall be binding upon all those parties who have
executed such a counterpart, ratificaticn, or consent hereto with the same
force and effect as if all such parties had signed the same document, and
regardless or whether or not it is executed by all other parties owning or
claiming an interest in the lands within the above-described unit area.

30. SURRENDER. Nothing in this agreement shall prchibit the exercise
by sny working interest owner of the right to surrender vested in such party
by any lease, sublease, or operating agreement as to all or any part of the
lards covered thereby, provided that each party who will or might acquire
such working interest by such surrender or by forfeiture as hereafter set
forth, is bound by the terms of this agreement.
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If as a result of any such surrender, the working interest rights as to
such lands becane vested in any party other that the fee owner of the
unitized substances, said party may forfeit such right and forfeit benefits
from operations hereunder as to said land to the party next in the chain of
title who shall be and become the owner of such working interest.

If as the result of any such surrender or forfeiture working interest
rights become vested in the fee owner of the unitized substances, such owner
may:

(a) accept those working interest rights subject to this agreement snd
the unit cperating agreement; or

(b) lease the portion of such land as is included in a partiéipating
area established hereunder subject to this agreement and the unit operating
agreacnent; or )

(c) provide for the independent operation of any part of such land
that is not then included within a participating area established hereunder.

If the fee owner of the unitized substances does not accept the working
interest rights subject to this agreement and the unit coperating agreement
or lease such lands as above provided 6 months after the surrendered or
forfeited, working interest rights become become vested in the fee owner;
the benefits and cbligations of operations accruing to such lands under this
agreement and the unit operating agreement shall be shared by the remaining
owners of unitized working interests in accordance with their respective
working interest ownerships, and such owners of working interest shall
corpensate the fee owner of unitized substances in such lands by paying sums
equal to the rentals, minimum royalties, and royalties applicable to such
lards under the lease in effect when the lands were unitized.

A appropriate accounting and settlement shall be made for all benefits
accruing to or payments and expenditures made or incurred on behalf or such
- surrenaered or forfeited working interest subsequent to the date of
surrender or forfeiture, and payment of any moneys found to be owing by such
an acccunting shall be made as between the parties within 30 days.

The exercise of sny right vested in a working interest owner to reas-
sign such working interest to the party from whom obtained shall be subject
to the same conditions as set forth in this section in regard to the exer-
cise of a right to surrender.

31. TAXEE. 'The working interest owners shall render and pay for thcir
account and the account of the royalty owners all valid taxes on or measured
by the unitized substances in and under or that may be prcduced, gathered
and scld 1rom the land covered by this agreement after its effective date,
or upon the proceeds derived therefrom. The working interest owners on each
truet shall and may charge the proper proportion of said taxes to royalty
cwners having interest in said tract, and may currently rctain and deduct a
sulficient amount of the unitized substances or derivative products, or rew
prcceeds thereof, from the allocated share of each royalty owner to securc
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reirrbursement for the taxes so paid. No such taxes shall be charged to the
United States or the State of New Nexico or to any lessor who has a contract
with his lessee which requires the lessee to pay such taxes.

3Z2. NO PARINERSHIP. It is expressly agreed that the relation of th:
parties hereto is that of independent contractors and nothing contained in
this agreement, expressed or implied, nor any operations conducted hereun-
cer, shall create or be deened to have created a partnership or associatiocn
between the parties hereto or any of them.

IN WI'INESS WHEREOF, the parties hereto have caused this agreement to be
executed and have set opposite their respective names the date of execution.

UNI'T OPERATOR

Date of signature

Peyton Yates

State of New Mexico )
188
County of Eddy )

The foregoing instrument was acknowledged before me this day
ci August, 1984 by PEYION YATIES.

My comission expires:

Notary Public
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OPERATING AGREEMENT

THIS AGREEMENT. entered, jgto by and petween PEYTON YATES
20 S. 4th Street, Artesia, NM , hereinafter designated and

referred to as “Operator”, and the signatory party or parties other than Operator, sometimes hereinafter
referred to individually herein as “Non-Operator”, and collectively as “Non-Operators”,

WITNESSETH:

WHEREAS, the parties to this agreement are owners of oil and gas leases and‘or oil and gas in-
terests in the land identified in Exhibit “A”, and the parties hereto have reached an agreement to explore
and devclop these lecases and.or cil and gas interests for the production of oil and gas to the extent and
as hereinafter provided:

NOW, THEREFORE, it is agreed as follows:

ARTICLE 1.
DEFINITIONS

As used in this agreement, the following words and terms shall have the meanings here ascribed
to them:

A. The term “oil and gas” shall mean oil, gas, casinghead gas, gas condensate, and all other liquid
or gaseous hydrocarbons and other marketable substances produced therewith, unless an intent to
limit the inclusiveness of this term is specifically stated.

B. The terms “oil and gas lease”, “lease” and *leasehold” shall mean the oil and gas leases cov-
ering tracts of land lying within the Contract Area which are owned by the parties to this agreement.

C. The term “oil and gas interests” shall mean unleased fee and mineral interests in tracts of
land lying within the Contract Area which are owned by parties to this agreement. -

D. The term *“‘Contract Area” shall mean all of the lands, oil and gas leasehold interests and oil
and gas interests intended to be developed and operated for oil and gas purposes under this agreement.
Such lands, oil and gas leasehold interests and oil and gas interests are described in Exhibit “A”.

E. The term “drilling unit” shall mean the area fixed for the drilling of one well by order or rule
of any state or federal body having authority. If a drilling unit is not fixed by any such rule or order,
a drilling unit shall be the drilling unit as established by the pattern of drilling in the Contract Area
or as fixed by express agreement of the Drilling Parties. ¥

F. The term ‘“drillsite” shall mean the oil and gas lease or interest on which a proposed well is to
be located. )

G. The terms ““‘Drilling Party” and “Consenting Party’” shall mean a party who agrees to jcin in
and pay its share of the cost of any operation conducted under the provisions of this agreemernt.

H. The terms ‘“Non-Drilling Party” and “Non-Consenting Party” shall mean a party who elects
not to participate in a proposed operation.

Unless the context otherwise clearly indicates, words used in the singular include the plural, the
plural includes the singular, and the neuter gender includes the masculine and the feminine.

ARTICLE IL
EXHIBITS

The following exhibits, as indicated below and attached hereto, are incorporated in and made a
part hereof:
& A. Exhibit “A”, shall include the following information:
(1) Identification of lands subject to agreement,
(2) Restrictions, if any, as to depths or formations,
(3) Percentages or fractional interests of parties to this agreement,
(4) Oil and gas leases and/or oil and gas interests subject to this agreement,
{(5) Addresses of parties for notice purposes. '
7 B. Exhibit “B”, Form of Lease.
XC. Exhibit *C”, Accounting Procedure.
XX D. Exhibit “D”, Insurance.
X E. Exhibit “E”, Gas Balancing Agreement.
,&/F. Exhibit “F”, Non-Discrimination and Certification of Non-Segregated Facilities.
X 'G.Exhibit "G", Tax Partnership Agreement.
If any provision of any exhibit, except Exhibit “E”, is inconsistent with any provision contained
in the body of this agreement, the provisions in the body of this agreement shall prevail.
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1 ARTICLE IIL

2 INTERESTS OF PARTIES

3

4 A. Oil and Gas Interests:

5

6 If any party owns an unleased oil and gas interest in the Contract Area, that interest shall be
7 treated for the purpose of this agreement and during the term hereof as if it were a leased interest
8 under the form of oil and gas lease attached as Exhibit “B”. As to such interest, the owner shall re-
9 ceive royalty on production as prescribed in the form of oil and gas lease attached hereto as Exhibit
10 “B”. Such party shall, however, be subject to all of the provisions of this agreement relating to lessees,
11  to the extent that it owns the lessee interest.

12

13 B. Interest of Parties in Costs and Production:

14

15 Exhibit *“A”™ lists all of the parties and their respective percentage or fractiocnal interests under this
16 agreement. Unless changed by other provisions, all costs and liabilities incurred in operations under
7  this agreement shall be borne and paid, and all equipment and material acquired in operations on the
18 Contract Area shall be owned by the parties as their interests are shown in Exhibit “A”. All produc-
19 tion of oil and gas from the Contract Area, subject to the payment of lessor’s royalties kel
20 dorre—bi—the—iairbhaanrt shall also be owned by the parties in the same manner during the term
21  hereof; provided, however, this shall not be deemed an assignment or cross-assignment of interests cov-
22 ered hereby.

23

24 . ARTICLE 1IV.

23 TITLES

25

27 A. Title Examination:

28

29 Title examination shall be made on the drillsite of any proposed well prior to commencement of
30  drilling operations or, if the Drilling Parties so request, title examination shall be made on the leases
31 and.’or oil and gas interests included, or planned to be included, in the drilling unit around such well.
32 The opinion will include the ownership of the working interest, minerals, royalty, overriding royalty
33 and production payments under the applicable leases. At the time a well is proposed, each party con-
34 tributing leases and ‘or oil and gas interests to the drillsite, or to be included in such drilling unit. shall
35 furnish to Operator all abstracts (including Federal Lease Status Reports), title opinions, title papers
36 and curative material in its possession free of charge. All such information not in the possession of or
37 made available to Operator by the parties, but necessary for the examination of title, shall be obtained
8 by Operator. Operator shall cause title to be examined by attorneys on its staff or by outside attorneys.
39 Copies of all title opinions shall be furnished to each party hereto. The cost incurred by Operator in
40  this title program shall be borne as follows:
41

sRal — bx"; —ay = b AL ;,chu_._.m 1 ‘i«x‘- [\; rator i s{\vr\nllv‘:)_l;Lq‘x_:_Lyﬂ'\nf‘r 2l ti4] o -Ghﬂ;zﬂﬂ;fi{\yk(;w—“lﬂ H\«g
43  preliminary, supplemental, shut-in gas royalty oninions and dissemr=grdcr ltie opinions) shall be a
4+ pact of the administrotive sussbesdaTTrovided in Exhibit “*C,” and shall not be a direct charge, whether
= e ; ek R e B R kB e Db S 5,
48
47X Option No. 2: Costs incurred by Operator in procuring abstracts and fees paid outside attorneys
48 for title examination (including preliminary, supplemental, shut-in gas royalty opinions and division
43  order title opinions) shall be borne by the Drilling Parties in the proportion that the interest of each
50  Drilling Party bears to the total interest of all Drilling Parties as such interests appear in Exhibit “A".
51 Operator shall make no charge for services rendered by its staff attorneys or other personnel in the
52 performance of the above functions.

53

54 Each party shall be responsible for securing curative matter and pooling amendments or agreements
55 required in connection with leases or oil and gas interests contributed by such party. The Operator shall be
56 responsible for the preparation and recording of Pooling Designations or Declarations as well as the
57 conduct of hearings before Governmental Agencies for the securing of spacing or pooling orders. This
58 shall not prevent any party from appearing on its own behalf at any such hearing. Operator shall
59  also be responsible for filing Plans of Development and Participating Areas.

60 No well shall be drilled on the Contract Area until after (1) the title to the drillsite or dn]hmf unit
61 has been examined as above provided, and (2) the title has been approved by the examining attorney or
62  title has been accepted by all of the parties who are to participate in the drilling of the well.

63 T

61  Br—loss—of—Fithe: ) —
65 —

66 1. Faillure of Title; Should any oil and gas interest or leas Grest therein, be lost through
67 failure of title. which loss results in a reducti mteTest from that shown on Exhibit “A”, this agree-
68 ment, nevertheless, WMemammg oil and gas leases and interests. and S
69 ( ’ rip—whose oil and gas lease or interest is affected by the title failure shall bear alone .
70 rrrre—less-and-—tt—shat—rotb MWMMWMWW%
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2 part to the other parties hereto for drilling, development, operating or other similar costs by rea; of
3 such title failure: and

4 (b) There shall be no retroactive adjustment of expenses incurred or revenues regefved from the
5 operation of the interest which has been lost, but the interests of the parties shall berévised on an acre-
6 age basis, as of the time it is determined finally that title failure has occurred,So that the interest of
7 the party whose lease or interest is affected by the title failure will thereafier”be reduced in the Contract
8 Area by the amount of the interest lost; and

9 (c) If the proportionate interest of the other parties hereto irdny producing well theretofore drilled
10 on the Contract Area is increased by reason of the title failure] the party whose title has failed shall
11 receive the proceeds attributable to the increase in such _ifiterests (less costs and burdens attributable
12 thereto) until it has been reimbursed for unrecovefed costs paid by it in connection with such well;
13 and

14 (d) Should any perscn not a party to tHis agreement, who is determined to be the owner of any in-
15  terest in the title whic}.l has failed, pdy in any manner any part of the cost of operation, development,
16  or equipment, such amount shall¥e paid to the party or parties who bore the costs which are so refund-
17 ed; and

18 (e) Any liability to~account to a third party for prior production of oil and gas which arises by
19 reason of title failure shall be borne by the party or parties in the same proportions in which they shared
20 in such prior pfoduction; and

21 (f) M0 charge shall be made to the joint account for legal expenses, fees or salaries, in corinection
22 with-fthe defense of the interest claimed by any party hereto, it being the intention of the parties
23 tereso ‘.‘ e ““ €1 "- 3 - “, o o e 2 R-C—aH - SXPehe T "“"'3‘ bt e "

25 i I 3 AL in] 4 I 1g—T2 4 £ A rvaetiadt Ty I£ 41y ebh-reaataleo arn
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26  any rental, shut-in well payment, minimum royvalty or royalty payment, is not paid or is errcneotsly
paid. and as a result a lease or interest therein terminates, there shall be no monetary liability*"against
28  the party who failed to make such payment. Unless the party who failed to make the required rayment
29  secures a new lease covering the same interest within ninety (90) days from the discet¥ery of the fail-
30 ure to make proper payment, which acquisition will not be subject to Article VHI.B., the interests of
31  the parties shall be revised on an acreage basis, effective as of the date of tepriination of the lease in-
32 wvolved, and the party who failed to make proper payment will no longer e credited with an interest in
33  the Contract Area on account of ownership of the lease or interest whith has terminated. In the event
3+ the party who failed to make the required payment shall not haye been fully reimbursed, at the time of
35 the loss, from the proceeds of the sale of oil and gas attributahbfe to the lost interest, calculated on an
36  acreage basis, for the development and operating costs tkéretofore paid on account of such interest, it
37  shall be reimbursed for unrecovered actual costs th€retofore paid by it (but not for its share of the
38 cost of any dry hole previously drilled or wells pfeviously abandoned) from so much of the following
39 as 1s necessary to effect reimbursement:

40 (a) Proceeds of oil and gas, less gp€rating expenses, theretofore accrued to the credit of the lost
41  interest, on an acreage basis, up to }he amount of unrecovered costs;
42 (b) Proceceds, less operating”expenses, thereafter accrued attributable to the lost interest on an

43 acreage basis, of that porti of oil and gas thereafter produced and marketed (excluding production
44 from any wells thereafter drilled) which, in the absence of such lease termination, would be attributable

45 to the lost interest an acreage basis, up to the amount of unrecovered costs, the proceeds of said
46  portion of the ofl and gas to be contributed by the other parties in proportion to their respective in-
17 terests; an

43 Any monies, up to the amount of unrecovered costs, that may be paid by any party who is, or
49 es, the owner of the interest lost, for the privilege of participating in the Contract Area or be-
50 ¢

51

52 2. Other Losses: All losses incurred, ether—thar—those—set—forth—in—Articles—IV-Bi—and—1vV532

53 -—abewe-shall not be considered failure of title but shall be joint losses and shall be borne by all parties
54 in proportion to their interests. There shall be no readjustment of interests in the remaining portion of
553 the Contract Area. :

56

57 ARTICLE V.

58 OPERATOR

59

60 A. DESIGNATION AND RESPONSIBILITIES OF OPERATOR: -

212 PEYTON YATFS 207 South 4th Street, Artesia, NM 88210 4 i be the

63 Operator of the Contract Area, and shall conduct and direct and have full control of all operations on
61 the Contract Arca as permitted and required by, and within the limits of, this agreement. }»t'shall con-~
65  duct all such operations in a good and workmanlike manner, but it shall have no liability "as Opcrator
6

6 to the other parties for losses sustained or liabilities incurred, except such as may result frmzj. £ross
67 neglicence or willful misconduct. R

68 ORI
69 IR
70
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1 B. Resignation or Removal of Operator and Selection of Successor:

2

3 1. Resignation or Removal of Operator: Operator may resign at any time by giving written notice
4  thercof to Non-Operators. If Operuator terminates its legal existence, no longer owns an interest in the
5 Contract Area. or is no longer capable of serving as Operator, it shall cease to be Operator without any
6 action by Non-Operator, except the selection of a successor. Operator may be removed if it fails or
7 refuses to carry out its duties hereunder, or becomes insolvent, bankrupt or is placed in receivership,
8 Dby the affirmative vote of two (2) or more Non-Operators owning a majority interest based on owner-
8 ship as shown on Exhibit “A”, and not on the number of parties remaining after excluding the voting
10  interest of Ouverator. Such resignation or removal shall not become effective until 7:00 o'clock A.M.
11 on the first day of the calendar month following the expiration of ninety (90) days after the giving of
12 notice of resignation by Operator or action by the Non-Operators to remove Operator, unless a successor
13 Operator has been selected and assumes the duties of Operator at an earlier date. Operator, after effect-
14 ive date of resignation or removal, shall be bound by the terms hereof as a Non-Operator. A change of
15 a corporate name or structure of Operator or transfer of Operator's interest to any single subsidiary,
16  parent or successor corporation shall not be the basis for removal of Operator.

17

18 2. Selection of Successor Operator: Upon the resignation or removal of Operator, a successor Op-
18 erator shall ke selected by the Parties. The successor Operator shall be selected from the parties owning
20  an interest in the Contract Area at the time such successor Operator is selected. If the Operator that
21 is removed fails to vote or votes only to succeed itself. the successor Operator shall be selected by the
29

22 afiirmative vote of two (2) or more parties owning a majority interest based on ownership as shown
23 on Exhibit “A”, and not on the number of parties remaining after excluding the voting interest of the
24 Operator that was removed. 1N the event of a conflict between these provisions and
25 the Unit Agreement, said Unit Agreement shall prevail.

26 C. Employees:
27
28 The number of employees used by Operator in conducting operations hereunder, their selection,

29 and the hours of labor and the compensation for services performed, shall be determined by Operator,
30 and all such employees shall be the employees of Operator.

32 D. Drilling Contracts:

34 All wells drilled on the Contract Area shall be drilled on a competitive contract basis at the usual
35 rates prevailing in the area. If it so desires, Operator may employ its own tools and equipment in the
36  drilling of wells, but its charges therefor shall not exceed the prevailing rates in the area and the rate
37 of such charges shall be agreed upon by the parties in writing before drilling operations are com-
38 menced, and such work shall be performed by Operator under the same terms and conditions as are
39 customary and usual in the area in contracts of independent contractors who are doing work of a sim-
40 ilar nature.

41

42 ARTICLE VI.

43 DRILLING AND DEVELOPMENT

44

45 A.  Initial Well:

46

47 o - T
48

49

50  The initial well will be the first well required by the Unit Agreement and
51 shall be drilled with due diligence to adequately test the Dakota formation
52 at approximately 5500 feet

58 unless granite or other practically impenetrable substance or condition in the hole, which renders
59 further drilling impractical, is encountered at a lesser depth, or unless all parties agree to complete or
60 abandon the well at a lesser depth., all subject to the terms and provisions of the
g1 Unit Agreement. o
62 Operator shall make reasonable tests of all formations encountered during drilling which give in-

63 dication of containing oil and gas in quantities sufticient to test, unless this agreement shall be I'mited
64 in its application to a specific formation or formations, in which event Operator shall be required to
65 test only the formation or formations to which this agreement may apply. o :

66 : ..

67 If. in Operator’s judgment. the well will not produce oil or gas in paying quantities, and it wishes
63 to plug and abandon the well as a dry hole, it shall first securc the consent of all parties and shallﬂﬁ
69 plug and abandon same as provided in Article VI.E.1. hereof, subject to the terms and ‘
70 provisions of the Unit Agreement. L L

-4 -



C e

A.A.D.L. FORM 610 - MODEL FORM OPERATING AGREEMENT - 1977

B. Subscquent Opetations:

1. Provesed Operations: Should any party hereto desire to drill any well on the Contract Area
other than the well provided for in Article VILA., or to rework. deepen or plug back a dry hole drilled

at the joint expense of all parties or a well jointly owned by all the parties and not then producing
in payving quantities, the party desiring to drill, rework, deepen or plug back such a well shall give the
other parties written notice of the proposed operation, specifying the work to be performed. the loca-
8 tion, proposed depth, objective formation and the estimated cost of the operation. The parties receiv-
9 ing such a notice shall have thirty (30) days after receipt of the notice within which to notify the
10 partics wishing to do the work whether they elect to participate in the cost of the proposed operation.
11 If a drilling rig is on location, notice of proposal to rework, plug back or drill deeper may be ziven
12 by teclephone and the response period shall be limited to twent_y—four‘ hours, exelustve-ef-Seturday—
13 Susdev—or—tesal-holdays Failure of a party receiving such notice to reply within the period above fixed
14  shall constitute an election by that party not to participate in the cost of the proposed operation. Any
15 notice or response given by telephone shall be promptly confirmed in writing.

=1 C U A Wt

17 2. Operations by Less than All Parties: If any party receiving such notice as provided in Article
18 VIB.l. or VLE.1. elects not to participate in the proposed operation, then, in order to be entitled to
19  the benefits of this article, the party or parties giving the notice and such other parties as shall elect
20  to participate in the operation shall, within sixty (60) days after the expiration of the notice period of
21  thirty (30) days (or as promptly as possible after the expiration of the forty-eight (48) hour peried
22 where the drilling rig is on location, as the case may be) actually commence work on the proposed
23 operation and complete it with due diligence. Operator shall perform all work for the account of the
24 Consenting Parties; provided, however, if no drilling rig or other equipment is on location, and if Op-

25 erator is a Non-Consenting Party, the Consenting Parties shall either: (a) request Operator to perform
26  the work required by such proposed operation for the account of the Consenting Parties. or (b) desig-
25 nate one (1) of the Consenting Parties as Operator to perform such work. Consenting Parties. when

28 conducting operations on the Contract Area pursuant to this Article VI.B.2,, shall comply with all terms
29 and conditions of this agreement.

31 If less than all parties approve any proposed operation, the proposing party, immediately after the
32 expiration of the applicable notice period, shall advise the Consenting Parties of (a) the total interest
33 of the parties approving such operation, and (b) its recommendation as to whether the Consenting Par-
34 ties should proceed with the operation as proposed. Each Consenting Party, within forty-eight (48)

35 hours {exelgsive—oi-Saturdey—Sundar—er—tegal—helidaysi~ after receipt of such notice, shall advise the
36 proposing party of its desire to (a) limit participation to such party’s interest as shown on Exhibit “A”,
i or (b) carry its proportionate part of Non-Consenting Parties' interest. The proposing party, at its
38  election. may withdraw such proposal if there is insufficient participation, and shall promptly notify
39  all parties of such decision.

41 The entire cost and risk of conducting such operations shall be borne by the Consenting Parties in
42 the proportions they have elected to bear same under the terms of the preceding paragraph. Consenting
43  Parties shall keep the leasehold estates involved in such operations free and clear of all liens and
44 encumbrances of every kind created by or arising from the operations of the Consenting Parties. f such
45 an operation results in a dry hole, the Consenting Parties shall plug and abandon the well at their sole
cost, risk and expense. If any well drilled, reworked, deepened or plugged back under the provisions
47  of this Article resuits in a producer of oil and ‘or gas in paying quantities, the Consenting Parties shall
45 complete and equip the well to produce at their sole cost and risk, and the well shall then be turned
49 over to Operator and shall be operated by it at the expense and for the account of the Consenting Farties.
50 Upon commencement of operations for the drilling, reworking, deepening or plugging back of any such
51  well by Consenting Parties in accordance with the provisions of this Article, each Non-Consenting Party
52  shall be deemed to have relinquished to Consenting Parties, and the Consenting Parties shall own and
53 be entitled to receive, in proportion to their respective interests, all of such Non-Consenting Party’s
54 interest in the well and share of production therefrom until the proceeds of the sale of such share,
55  calculated at the well, or market value thereof if such share is not sold (after deducting production

56 taxes, crude 011 excise taxes, royalty, overriding royalty and other interests
57 existinag on the effective date hereof, payable out of or measured by the produc-

55 tion from such well accruing with respect to such interest until it reverts) shall
59 equal the total of the following:

GO (a) 200% of each such Non-Consenting Party's share of the cost of any newly acquired surface
61 equipment bevond the wellhead connections (including, but not limited to. stock tanks, separators,
£2  treaters. pumping equipment and piping), plus 100% of each such Non-Consenting Party's share of the
63 cost of operation of the well commencing with first production and continuing until each such Non-
€+ Consenting Party’s relinquished interest shall revert to it under other provisions of this Article, it being

5 acgrcec that each Non-Consenting Party’s share of such costs and equipment will be that interest which
66 would have been chargeable to each Non-Consenting Party had it participated in the Well from the be-
67 ginning of the operation: and ' )

69 (b)500Z  of that portion of the costs and expenses of drilling reworking, deepening, or plugging
70 back, testing and completing, after deducting any cash contributions received under Article VIII.C., and
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2075 of that portion of the cost of newly acquired equipment in the well (to and including the well-

head connections), which would have been chargeable to such Non-Consenting Party if it had partici-
pated thorein.

Gas production attributable to any Non - Consenting Party’s relinquished interest upon such Party’s
election, shall be sold to its purchaser, if available, under the terms of its existing gas sales con-
tract. Such Non - Consenting Party shall direct its purchaser to remit the proceeds receivable from
such sale dircct to the Consenting Parties until the amounts provided for in this Article are recov-
ered from the Non - Consenting Party’s relinquished interest. If such Non - Consenting Party has not
contracted for sale of its gas at the time such gas is available for delivery, or has not made the elec-
tion as provided above, the Consenting Parties shall own and be entitled to receive and sell such Non-
Consenting Party’s share of gas as hereinabove provided during the recoupment period.

During the period of time Consenting Parties are entitled to receive Non-Consenting Party’s share
of production, or the proceeds therefrom, Consenting Parties shall be responsible for the paymeant of
all production, crude 011 excise taxes, severance, gathering and other taxes, and all
royalty, overriding royalty and other burdens applicable to Non-Consenting Party's
share of production.

In the case of any reworking, plugging back or deeper drilling operation, the Consenting Parties shall
be permitted to use, free of cost, all casing, tubing and other equipment in the well, but the ownership of
all such eqguipment shall remain unchanged; and upon abandonment of a well after such reworking,
plugging back or deeper drilling, the Consenting Farties shall account for all such equipment to the
owners thereof, with each party receiving its proportionate part in kind or in value, less cost of
salvage. :

Within sixty (60) days after the completion of any operation under this Article, the party con-
ducting the operations for the Consenting Parties shall furnish each Non-Consenting Party with an in-
ventory of the equipment in and connected to the well, and an itemized statement of the cost of drilling,
deepening, plugging back, testing, completing, and equipping the well for production; or, at its option,
the operating party, in lieu of an itemized statement of such costs of operation, may submit a detailed
statement of monthly billings. Each month thereafter, during the time the Consenting Parties are being
reimbursed as provided above, the Party conducting the operations for the Consenting Parties shall furn-
ish the Non-Consenting Parties with an itemized statement of all costs and liabilities incurred in the
operation of the well, together with a statement of the gquantity of oil and gas produced from it and the
amount of proceeds realized from the sale of the well’'s working interest production during the preceding
month. In determining the quantity of oil and gas produced during any month, Consenting Parties
shall use industry accepted methods such as, but not limited to, metering or periodic well tests. Any
amournt realized from the sale or other disposition of equipment newly acquired in connection with any
such operation which would have been owned by a Non-Consenting Party had it participated therein
shall be credited against the total unreturned costs of the work done and of the equipment purchased.
in determining when the interest of such Non-Consenting Party shall revert to it as above provided;
and if there is a credit balance, it shall be paid to such Non-Consenting party.

If and when the Consenting Parties recover from a Non-Consenting Party’s relinquished interest
the amounts provided for above, the relinquished interests of such Non-Consenting Party shall auto-
matically revert to it, and, from and after such reversion, such Non-Consenting Party shall own the same
interest in such well. the material and equipment in or pertaining thereto, and the production there-
from as such Non-Consenting Party would have been entitled to had it participated in the drilling,
reworxing, deepening or plugging back of said well. Thereafter, such Non-Consenting Party shall be
charged with and shall pay its proportionate part of the further costs of the operation of said well in
accordance with the terms of this agreement and the Accounting Procedure, attached hereto.

Notwithstanding the provisions of this Article VI.B.2,, it is agreed that without the mutual consent
of all parties, no wells shall be completed in or produced from a source of supply from which a well
located elsewhere on the Contract Area is producing, unless such well conforms to the then-existing
well spacing pattern for such source of supply.

n,

The provisions of this Article shall have no application whatsoever to the drilling of the initial
well described in Article VLA, except (a) when Option 2, Article VILD.1, has been selected, or (b)
to the reworking, deepening and plugging back of such initial well, if such well is or thereafter shall
prove to be a dry hole or non-commercial well, after having been drilled to the depth specified infxrticle

VLA, -

e

C. Right to Take Production in Kind: TR

Eacn party electirg to take in kind or separately dispase of its provortionate share of the prcaucticn from the Contract Area
nail keep accurate records of the volume, seiling price, royalty and taxes relative to its share of production. Non-Gperators
11, upon requast, furnish Operater with true and complete cogpies of the records required to be kept nereunder wherever, under

S 29reerent Or any agreement executad in cornection herewith, it is necessary for (peratcr to ontain said “nforma-
n. Any aarormation furnisheg to Jperator hereunder snall be used by Operator only to the extent necessary to carry cut its
i 1o {rerator end shall otherwise be kept conficential,

O v et o0

arty shall hive tne rignt to take in kind or separately dispose of its prcporticnate share of all oil and gas procuced
ntrace frea, exclusive of production which may be used in develcpment and producing operaticns and in preparing and

-6 -~
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1 treztiag ol for marketing purposes and production unavoidably lost. Any extra expenditure incurred in tre taking in kind or separate
dispasitica by any carty of i oroportionate share of the production shall be borne by such party. Any party taking it5 snare of
2 Ezgéfctlon in kind shall te required to pay for only its proportiocnate share of such part of Operator's surfaca facilities wnich it
3
4 Each party shall execule such division orders and contracts as may be necessary for the sale of its
5 interest in production from the Contract Area, and, except as provided in Article VILB., shall be entitled
6 to receive payment direct from the purchaser thereof for its share of all production.
7
8 In the event any party shall fail to make the arrangements necessary to take in kind or separately
9 dispose of its proportionate share of the oil and gas produced from the Contract Area, Operator shall have
10 the right, subject to the revocation at will by the party owning it, but not theGbligation, to purchase such
11 oil and gas or sell it to others at any time and from time to time, for the account of the non-taxing
12 party at the best price obtainable in the area for such production. Any such purchase or sale ty Op-
13 erator shall be subject always to the right of the owner of the production to exercise at any time its
14 right to take in kind, or separately dispose of, its share of all oil and gas not previously delivered to a
15 purchaser. Any purchase or sale by Operator of any other party’s share of oil and gas shall be only for

16  such reasonable periods of time as are consistent with the minimum needs of the industry under the
17 particular circumstances, but in no event for a period in excess of one (1) year. Notwithstanding the
18  foregoing, Operator shall not make a sale, including one into interstate commerce, of any other party’s

19 share of gas production without first giving such other party thirty (30) dayvs notice of such intended
20 sale. ’

21
99 In the event any party hereto is not at any time taking or marketing its share of gas
2; productlion and Operator is either (1) unwilling to purchase or sell or (ii) unable to

obtain the prior written consent to purchase or sell such party's share of gas production,
24 or i{n the event any party hds contracted to sell its share of gas produced from the Contract
95 Area to a purchaser which does not at any time while this agreement is in effect take the

26 full share of gas attributable to the interest of such party, then in any such event the
terms and conditions of the Gas Balancing Agreement attached hereto as Exhibit "E" and
incorporated herein shall automatically become effective.

28

29 D. Access to Contract Area and Information:

30

31 Each party shall have access to the Contract Area at all reasonable times, at its sole risk to inspect

32  ar observe operations, and shall have access at reasonable times to information pertaining to the de-
33 velopment or operation thereof. including Operator’s books and records relating thereto. Operator. upon
34 request, shall furnish each of the other parties with copies of all forms or reports filed with gcvern-
35 mental agencies, daily drilling reports, well logs, tank tables, daily gauge and run tickets and reports
36 of stock on hand at the first of each month, and shall make available samples of any cores or cuttings
taken from any well drilled on the Contract Area. The cost of gathering and furnishing information to
38 Non-Operator, other than that specified above, shall be charged to the Non-Operator that requests the
39  information.

40

41 E. Abandonment of Wells:

42 )

43 1. Abandonment of Drv Holes: Except for any well drilled pursuant to Article VI.B.2,, any well

44  which has been drilled under the terms of this agreement and is propocsed to be completed as a dr hole
45  shall not be plugged and abandoned without the consent of all parties. Should Operator, after diligent
46  effort, be unable to contact any party, or should any party fail to reply within forty-eight (48) hours
; fexeta-tee—et-Satmrdar—Sunday—or—tesattrotidaysy after receipt of notice of the proposal to plug and
43 ahandon such well, such party shall be deemed to have consented to the proposed abandonment. All
49  such wells shall be plugged and abandoned in accordance with applicable regulations and at the cost,
50 risk and expense of the parties who participated in the cost of drilling of such well. Any party who ob-

51 jects to the plugging and abandoning such well shall have the right to take over the well and conduct

52  further operations in search of oil and./or gas subject to the provisions of Article VI.B.

53

54 2. Abandonment of Wells that have Produced: Except for any well which has been drilled or re-
55 worked pursuant to Article VI.B.2. hereof for which the Consenting Parties have not been fully reim-
56  bursed as thercin provided. any well which has been completed as a producer shall not be plugged and

57 abandoned without the consent of all parties. If all parties consent to such abandonment, the well shall
56 be piugged and abandoned in accordance with applicable regulations and at the cost, risk and expense
59  of all the parties hereto. If, within thirty (30) days after receipt of notice of the proposed abandonment
60  of such well, all parties do not agree 0 the abandonment of any well, those wishing to continue i‘t.s‘ op-
61  eration shall tender to cach of the other parties its proportionate share of the value of the well’s sa}vable
62  material and equipment, determined in accordance with the provisions of Exhibit “C”, less the estimated
63 cost of salvaging and the estimated cost of plugging and abandoning. Each abandoning party shall
64 assign *o the non-abandoning parties, without warranty, express or implied, as to title or as__/,t'o‘quantity,
65  quality, or fitness for use of the equipment and material, all of its interest in the well and related equip-
66  ment. togcther with its interest in the leasehold estate as to, but only as to, the interval or intervals ¢f the
67 formation or formations then open to production. If the interest of the abandoning party is or ircludes
68  an oil and zas interest, su.oh party shall execute and deliver to the non-abandoning party or parties “an __
69  o0il and gas lease, limited to the interval or intervals of the formation or formations then open to produc—”ﬂ
70 tion, for a term of one year and so long thereafter as oil and‘or gas is produced from the interval or inter- -
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1 wvals of the formation or formations covered thereby, such lease to be on the form attached as Zxhibit
2 B7. The assignments or leases so limited shall encompass the “drilling unit” upon which the well is
X located. The payments by, and the assignments or leases to, the assignees shall be in a ratio based upon
1 the reiationship of their respective percentages of participation in the Contract Arca to the aggregate of
5 the percentages of participation in the Contract Area of all assignees. There shall be no readjustment
6 of intcrest in the remaining portion of the Contract Area.

7

8 Thercafter, abandoning parties shall have no further responsibility, liability, or interest in the op-
9 eration of or production from the well in the interval or intervals then open other than the royalties
10 retained in any lecase made under the terms of this Article. Upon request, Operator shall continue to
11 operate the assigned well for the account of the non-abandoning parties at the rates and charses con-
12 tempiated by this agreement, plus any additional cost and charges which may arise as the result of
13 the separate ownership of the assigned well.

14

15 ARTICLE VIIL.

16 EXPENDITURES AND LIABILITY OF PARTIES

17

18  A. Liability of Parties:

19

20 The liability of the parties shall be several, not joint or collective. Each party shall be responsible
21 only for its obligations, and shall be liable only for its proportionate share of the costs of developing
2 and operating the Contract Area. Accordingly, the liens granted among the parties in Article VIL.B. are
23  given to secure only the debts of each severally. It is not the intention of the parties to create, nor shall

24 this agreement be construed as creating, a mining or other partnership or association, or to rencder the

25 parties liable as partners. It is not the intention of the parties that this contract is
2¢ made or intended for the benefit of any third person.

27 B. Liens and Payment Defaults:

28

29 Each Non-Operator grants to Operator a lien upon its oil and gas rights in the Contract Area, and a
30 security interest in its share of oil andor gas when extracted and its interest in all equipment, to secure
31  pavment of its share of expense, together with interest thereon at the rate provided in the Accounting
32  Procedure attached hereto as Exhibit “C”. To the extent that Operator has a security interest uncder the
33  Uniform Commercial Code of the State, Operator shall be entitled to exercise the rights and remedies
34 of a secured party under the Code. The bringing of a suit and the obtaining of judgment by Operator
3 for the secured indebtedness shall not be deemed an election of remedies or otherwise affect the lien
36 rights or security interest as security for the payment thereof. In addition, upon default by any Non-
37  Operator in the payment of its share of expense, Operator shall have the right, without prejudice to
38

other richts or remedjes. to collect fro*in the Dur%baser the %roceeds frgm the sa}ﬁof %uch Non-Cnerator’s
including reascnable attorne ees 1in event OI suit, to collect apny delinquency,
39 “shire of oll and or gas until the amfount owed by such Non-Operator,/plus interest has béen paid. bacn
40 purchaser shall be entitled to rely upon Operator’s written statement concerning the amount of any de-
41 fauit. Operator grants a like lien and security interest to the Non-Operators to secure payment of Op-

42 erator’s proportionate share of expense.

43

44 If any party fails or is unable to pay its share of expense within sixty (60) davs after rendition of
43 a statement therefor by Operator, the non-defaulting parties, including Operator, shall, upon request by
46 Cperator, pay the unpaid amount in the proportion that the interest of each such party bears to the in-
47 terest of all such parties. Each party so paying its share of the unpaid amount shall, to obtain reimburse-
43 ment thereof. be subrogated to the security rights described in the foregoing paragraph.

49

50 C. Payments and Accounting:

51

52 Except as herein otherwise specifically provided. Operator shall promptly pay and discharge expenses
53 incurred in the development and operation of the Contract Area pursuant o this agreement and shall
34 charge each of the parties hereto with their respective proportionate shares upon the expense basis pro-
55 vided in the Accounting Procedure attached hereto as Exhibit “C”. Operator shall keep an accurate
356 record of the joint account hereunder, showing expenses incurred and charges and credits made and
57 received.

58

59 Operator, at its election, shall have the right from time to time to demand and receive from the
60  other parties payvment in advance of their respective shares of the estimated amount of the expcixs_‘e to
61 ke incurred in operations hereunder during the next succeeding month, which right may be exercised only
62 by submission to each such party of an itemized statement of such estimated expense, together with
§3  an invoice for its share thereof. Each such statement and invoice for the payment in advance of esti-

64  mated expense shall be submitted on or before the 20th day of the next preceding month., Each party
653 shall pay to Operator its proportionate share of such estimate within fiftcen (13) days after such es-
timnate and invoice is received. If any party fails to pay its share of said estimate within said time, the
67 amount due shall hear interest as provided in Exhibit “C” until paid. Proper adjustment shzll be
66 made monialy between advances and actual expense to the end that each party shall bear and pay its_
59  nroportionate share of actual expenses incurrod. and no more. ‘
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1 D. Limitation of Expenditures:
2
3 1. Driil or Deepen: Without the consent of all parties, no well shail be drilled or deepercd, ex-
1 cept any well driiled or deepened pursuant to the provisions of Article VI.B.2. of this Agreement, it being
3 understood that the consent to the drilling or deepening shall include:
6
7 e rretessrr—er et et e e i S P A S e A e e e e e
& et e b e et e e e S e P S P e e b et e
9
10 [ Option No. 2: All necessary expenditures for the drilling or deepening and testing of the well. When
11 such well has veached its authorized depth, and all tests have been completed, Operator shall g.ve im-
12 mediate notice to the Non-Operators who have the right to participate in the completion costs. The parties
13 receiving such notice shall have forty-eight (48) hours (exclusive of Saturday, Sunday and legal holi-
14 days) in which to elect to participate in the setting of casing and the completion attempt. Such election.
153  when made, shall include consent to all necessary expenditures for the completing and equipping of such
16 well, including necessary tankage and /or surface facilities. Failure of any party receiving such notice
17 to reply within the period above fixed shall constitute an election by that party not to participate in
18 the cost of the completion attempt. If one or more, but less than all of the parties, elect to set p:re and
19 to attempt a completion, the provisions of Article VI.B.2. hereof (the phrase “reworking, deepening or
20 piugging back™ as contained in Article VI.B.2. shall be deemed to include “completing”) shall apply to
21 the operations thereafter conducted by less than all parties.
22
23 2. Rework or Plug Back: Without the consent of all parties, no well shall be reworked or plugged
24 back except a well reworked or plugged back pursuant to the provisions of Article VI.B.2. of this agree-
25 ment. it being understood that the consent to the reworking or plugging back of a well shall include
26  consent to all necessary expenditures in conducting such operations and completing and equipping of
27 said well, including necessary tankage and/or surface facilities.
28
29 3. Other Operations: Operator shall not undertake anyv single project reasonably estimated to require
30  an expenditure in excess of _ TWENTY FIVE THOUSAND~w——=———m——m—— Dollars ($.25,000.,00 )
31  except in connection with a well, the drilling, reworking, deepening, completing, recompleting, or plug-
32  ging back of which has been previously authorized by or pursuant to this agreement: provided, how-
33  ever. that. in case of explosion, fire, flood or other sudden emergency, whether of the same or different
34 nature, Operator may take such steps and incur such expenses as in its opinion are required to deal with
35 the emergency to safeguard life and property but Operator, as promptly as possible, shall report the emer-
36 gency to the other parties. If Operator prepares *“Authority for Expenditures” for its own use,
37 Operator, upon request. shall furnish copies of its “Authority for Expenditures” for any single project
36 costing in excess of FLIFTEEN THOUSAXND - - —===Dollars ($15,000.0Q _ ).
39
40 E. Royalties, Overriding Royalties and Other Payments:
41
42 Each party shall pay or deliver, or cause to be paid or delivered, all royalties te—the—-extert—oi
43 3—ef3/3ths due on its share of production and shall hold the other parties free
44 from any liability therefor. If the interest of any party in any oil and gas lease covered by this agree-
45  ment is subject to any royalty, overriding royalty, production payment, or other charge over and above
46 the aforesaid royalty, such party shall assume and alone bear all such obligations and shall account
47 for or cause to be accounted for, such interest to the owners thereof.
43 » shall ever be responsible, on any price basis higher than the price received by such party, to any other party’s lessor
3 -lowner; and 1f any such other party's lessor or rovalty owner should demand and rTeceive settlements on a higher price basis,
9 the ;ar:y’ contributing such lease shall bear the royalty burden insofar as such higher price is concerned.
50 coznized by the parties hereto that in additlon to eazh party’s share of workirg intetes::_ production as s}‘mwn in Exbibit
51 o B e e T e o et voyaiey gon pronsed Frm of allocated o sach tesse of leases.
52 I: is agreed that, regardless of whether each party markets or contracts for its share of gas, Including the royalty gas under the
leases wnich it contributed to the Centract Area, such Party agrees to pay or cause to be paid to the royalty owners under its lease
53 or leasas tne proceeds attributable to their respective royalty interest ard to hold all other parties hersto harmless for its faflure
tQ GO S2.
54 F. Rentals, Shut-in Well Payments and Minimum Royalties:
55
36 Rentals, shut-in well payments and minimum royalties which may be required under the terms of
57 any lease shall be paid by the party or parties who subjected such lease to this agreement at its or their
38 expense. In the event two or more parties own and have contributed interests in the same lease to this
59 agreement, such parties may designate one of such parties to make said payments for and on behalf of all
60  such partics. Any party may request, and shall be entitled to receive, proper evidence of all such pay-
61 ments. In the event of failure to make proper payment of any rental, shut-in well payment or mirimum
62 rvovalty through mistake or oversight where such payment is required to continue the lease in force,
63 any loss which results from such non-payment shall be borne in accordance with the provisions of Article
+ IV.BO. S
85 e
66 Onrerator shall notify Non-Operator of the anticipated completion of a shut-in gas well, or the shut-
67 ting in or return to production of a producing gas well, at least five (5) days (excluding Saturday, Sun-
b3 dav and holidays). or at the earliest opportunity permitted by circumstances, prior to taking such action, .
but assumes no liability for failure to do so. In the event of failure by Operator to so notify Non- :
70  Operator, the loss of any lease contributed hereto by Non-Operator for failure to make timely payments

-9 .
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of any shut-in well payment shall be borne jointly by the parties hercto under the provisions of Article
IV.B.3.

G. Taxes:

Beginning with the first calendar year after the effective date hereof, Operator shall render for ad
valorem taxation all property subject to this agreement which by law should be rendered for such
taxes. and it shall pay all such taxes assessed thereon before they become delinquent. Prior to the ren-
dition date. each Non-Operator shall furnish Operator information as to burdens (to include, but not be
limited to, royalties. overriding royalties and production payments) on leases and oil and gas interests con-
tributed by such Non-Operator. If the assessed valuation of any leasehold estate is reducea by reason of its
being subject to outstanding excess royalties, overriding royalties or production payments, the reduction in
ad valorem taxes resulting therefrom shall inure to the benefit of the owner or owners of such leasehold
estate, and Operator shall adjust the charge to such owner or owners so as to reflect the benefit of such
reduction. Operator shall bill other parties for their proportionate share of all tax payments in the man-
ner provided in Exhibit “C”.

If Operator considers any tax assessment improper, Operator may, at its discretion, protest within
the time and manner prescribed by law, and prosecute the protest to a final determination, unless all
parties agree to abandon the protest prior to final determination. During the pendency of admin:strative
or judicial proceedings, Operator may elect to pay, under protest, all such taxes and any interest and
pernaity. When any such protested assessment shall have been finally determined, Operator shall pay
the tax for the joint account, together with any interest and penalty accrued, and the total cost shall then
be assessed against the parties, and be paid by them, as provided in Exhibit “C”.

Each party shall pav or cause to be paid all production. severance, gathering and other taxes im-
posed upon or with respect to the production or handling of such party’s share of oil and or gas pro-
duced under the terms of this agreement.

H. Insurance:

At all times while operations are conducted hereunder, Operator shall comply with the Workmen’s
Compensation Law of the State where the operations are being conducted; provided, however, that Op-
erator may be a self-insurer for liability under said compensation laws in which event the only charge
that shall be made to the joint account shall be an amount equivalent to the premium which would have
been paid had such insurance been obtained. Operator shall also carry or provide insurance for the
benefit of the joint account of the parties as outlined in Exhibit “D”, attached to and made a part hereof.
Orperator shall require all contractors engaged in work on or for the Contract Area to comply with the
Workmen's Compensation Law of the State where the operations are being conducted and to maintain
such other insurance as Operator may require.

In the event Automobile Public Liability Insurance is specified in said Exhibit “D”, or subsequently
receives the approval of the parties, no direct charge shall be made by Operator for premiums paid for
such insurance for Operator’s fully owned automotive equipment.

ARTICLE VII.
ACQUISITION, MAINTENANCE OR TRANSFER OF INTEREST

A. Surrender of Leases:

The leases covered by this agreement, insofar as they embrace acreage in the Contract Area, shall
not be surrendered in whole or in part unless all parties consent thereto.

However, should any party desire to surrender its interest in any lease or in any portion thereof, and
other parties do not agree or consent thereto, the party desiring to surrender shall assign, without express
or implied warranty of title, all of its interest in such lease, or portion thereof, and any well, material and
equipment which may be located thercon and any rights in production thereafter secured, to the parties
not desiring to surrender it, If the interest of the assigning party includes an oil and gas interest. the as-
signing party shall execute and deliver to the party or parties not desiring to surrender an oil and gas
lease covering such oil and gas interest for a term of one year and so long thereafter as oil and /or gas
is produced frem the land covered thereby, such lease to be on the form attached hereto as Exhitit “B”.
Uporn such assignment, the assigning party shall be relieved from all obligations thereafter accruing,
but not theretofore accrued, with respect to the acreage assigned and the operation of any welil thercon,
arnd the assigning party shall have no further interest in the lease assigned and its equipment and pro-
duection other than the royalties retained in any lease made under the terms of this Article. The parties
assignee shall pay to the party assignor the reasonable salvage value of the latter’s interest in any wells
and equipment on the assigned acreage. The value of all material shall be determined in accordance
with the provisions of Exhibit “C”, less the estimated cost of salvaging and the estimated cost of plug-
ging and abandoning. If the assignment is in favor of more than one party, the assigned interest shall

- 10 -
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1 be shared by the parties assignee in the proportions that the interest of each bears to the interest of all
2 pa:ties assignce.

3

4 Any assignment or surrender made under this provision shall not reduce or change the assignor's or
5 surrendering parties’ interest, as it was immediately before the assignment, in the balance of the Contract
6 Area; and the acreage assigned or surrendered, and subsequent operations thereon, shall not thereafter
7 be subject to the terms and provisions of this agreement.

8

9 B. Renewal or Extension of Leases:

10
11 I any party secures a renewal of any oil and gas lease subject to this Agreement, all other parties

12 shall be notified promptly, and shall have the right for a period of thirty (30) days following receipt
13 of such notice in which to elect to participate in the ownership of the renewal lease, insofar as such
14 lease affects lands within the Contract Area, by paying to the party who acquired it their several proper
15 proportionate shares of the acquisition cost allocated to that part of such lease within the Coniract Area,
16 which shall be in proportion to the interests held at that time by the parties in the Contract Area.

18 If some, but less than all, of the parties elect to participate in the purchase of a renewal lease, it
18 shall be owned by the parties who elect to participate therein, in a ratio based upon the relationship of
20  their respective percentage of participation in the Contract Area to the aggregate of the percentages
21  of participation in the Contract Area of all parties participating in the purchase of such renewal lease.

22 Any renewal lease in which less than all parties elect to participate shall not be subject to this agreement.

23 without warrant
. . . . . o7 A .

24 Each party who participates in the purchase of a renewal lease shall be given an assignmert/of its

25  proportionate interest therein by the acquiring party.

26

27 The provisicns of this Article shall apply to renewal leases whether they are for the eniire interest

28  covered by the expiring lease or cover only a portion of its area or an interest therein. Any renewal lease

29  taken before the expiration of its predecessor lease, or taken or contracted for within six (8) months after
30 the expiration of the existing lease shall be subject to this provision; but any lease taken or contracted
31 for more than six (6) months after the expiration of an existing lease shall not be deemed a renewal
32  lease and shall not be subject to the provisions of this agreement.

34 The provisibns in this Article shall apply also and in like manner to extensions of oil and gas
35 leases. The provisions of this Article VIII-B shall only apply to leases, or portions
36 of leases, located within the Unit Area.

37 C. Acreage or Cash Contributions:
38
39 While this agreement is in force, if any party contracts for a contribution of cash toward the drilling

40  of a well or any other operation on the Contract Area, such contribution shall be paid to the party who

1  concucted the drilling or other operation and shall be applied by it against the cost of such drilling or

42 other operation. If the contribution be in the form of acreage, the party to whom the contribution is

43 made shall premptly tender an assignment of the acreage, without warranty of title, to the Drilling -
44 Partes in the proportions said Drilling Parties shared the cost of drilling the well. If all parties hereto

45 are Drilling Parties and accept such tender, such acreage shall become a part of the Contract Area and

4  be governed by the provisions of this agreement. If less than all parties hereto are Drilling Parties and
accep: such tender, such acreage shall not become a part of the Contract Area. Each party shall prompt-

48 1y nctify all other parties of all acreage or money contributions it may obtain in support of any well or

49 any other operation on the Contract Area.

50

51 If any party contracts for any consideration relating to disposition of such party’s share of substances
52 producced hereunder, such consideration shall not be deemed a contribution as contemplated in this
53  Article VIIL.c. This paragraph shall not be applicable to the contribution of acreage
54 Dby the Contributing Parties toward the Initial, Substitute, or Option Test Well.
35 D. Subsequently Created Interest:

58

57 Notwithstanding the provisions of Article VIILE. and VIIL.G., if any party hereto shall, subsequent
58  to oxccution of this agreement, create an overriding royalty, production payment, or net proceeds inter-
39  est, which such interests are hereinafter referred to as “subsequently created interest”, such subsequently
60  created interest shall be specifically made subject to all of the terms and provisions of this agreement, as
61 follows:

62

63 1. If non-consent operations are conducted pursuant to any provision of this agrcement, and the
04 party conducting such operations becomes entitled to receive the production attributable to the interest
65  out of which the subsequently created interest is derived, such party shall receive same free and clear
655 of such subsequently created interest. The party creating same shall bear and pay all such subseguently
67 created interests and shall indemnify and hold the other parties hereto free and harmless from aay and
63 all liability resulting therefrom. s —
89

~n
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1 22— Hthre—orw ettt tre-trrte rest—fronr—wittet—the av:l”ba(‘qacr‘ﬂ“» ereatedrterest—redertyved ({M
2 pay. when due, its share of expenses chargeable hereunder, or (2) eclects to abandon g Uinzier pro-
3 visions of Article VLE. hereof, or (3) elects to surrender a lease under sWisions of Article VIILA.
4

6

T

3

9

10 E. Maintenance of Uniform Interest:

11

12 For the purpese of maintaining uniformity of ownership in the oil and gas leasehold interests
13 covered by this agreement., and notwithstanding any other provisions to the contrary, no party shall
14 sell, encumber, transfer or make other disposition of its interest in the leases embraced within the Con-
15  tract Area and in wells, equipment and production unless such disposition covers either:

16

f 1. the entire interest of the party in all leases and equipment and production; or

18

15 2. an equal undivided interest in all leases and equipment and production in the Contract Area.
20

21 Every such sale, encumbrance, transfer or other disposition made by any party shall be made ex-
22 pressly subject to this agreement, and shall be made without prejudice to the right of the other parties.
23

24 If, at any time the interest of any party is divided among and owned by four or more co-owners,
25  Operator, at its discretion, may require such co-owners to appoint a single trustee or agent with full
26  authority to receive notices, approve expenditures, receive billings for and approve and pay such party's
27  share of the joint expenses, and to deal generally with, and with power to bind. the co-owners of such
24 party’s interests within the scope of the operations embraced in this agreement; however, all such
29 co-owners shall have the right to enter into and execute all contracts or agreements for the disposition
30 of their respective shares of the oil and gas produced from the Contract Area and they shall have the
31 right to receive, separatelyv, payment of the sale proceeds hereof.

32

33 F. Waiver of Right to Partition:

33 If permitted by the laws of the state or states in which the property covered hereby is located, each
368  party hereto owning an undivided interest in the Contract Area waives any and all rights it may have
37  to partition and have set aside to it in severalty its undivided interest therein.

33

20 L 2l nI'Y?;:xxu‘. h:+ D.:- 1 S

40

— S b et SFERIHT- Tourey-e § =S L Aot SR ah e it i b SRS SCERL I ~:;1«&~ e
42 interests in the Contract Area, it shall promptly give written notice to the other parties. witls u'rm/f;:
43 mation concerning its proposed sale, which shall include the name and address of=#1T prospective pur-
44 chazer (who must be ready, willing and able to purchase), the purchas ice, and all other terms of
ES) the offer. The other parties shall then have an optional prigertTht, for a period of ten (10) days after
46 receipt of the notice, to purchase on the same termg conditions the interest which the other party
47 proposes to sell; and. if this optional right~1S" exercised, the purchasing parties shall share the pur-
48 chased interest in the proportions=+Tat the interest of each bears to the total interest of all purchasing
49  parties. However, thepo.et ve no preferential right to purchase in those cases where any party wishes
50 to mortgage le-Thterests, or to dispose of its interests by merger, reorganization, consolidation, or sale
31 of =G0 substantially all of its assets to a subsidiary or parent company or to a subsidiary of a parent
B VU VNN SNUEE SISO VERIREE e SO SIS P SO TSP O NIETP-L TS S TUDLLSICCUNII TS ST PRI SIS PO P

53

54 ARTICLE IX.

55 INTERNAL REVENUE CODE ELECTION

58

57 nrtended-to—ereste—and-shall-net-be-econsteued = - p-oEpapt
38 nership or an association for profit between cr among the parties hereto. Notwithstanding Y pro-
59 visions herein that the rights and liabilities hereunder are several and not joint or col Tve, or that this
60 agreement and operations hereunder shall not constitute a partnership, if, for-¥%deral income tax pur-
61 poses. this agreement and the aperations hereunder are regarded as _as—rartnership, each party heveby
62 arfected elects to be excluded from the application of all of th rovisions of Subchapter “K”, Chapter
63 1. Subtitle “A”, of the Internal Revenue Code of 1954 permitted and authorized by Section 761 of
64 the Code and the regulations promulgated therewrdder. Operator is authorized and dirceted to execute on
65 behall of cach party hereby affected sueli cvidence of this election as may be required by the Secretary
66 of the Treasury of the United or the Federal Internal Revenue Service, including specifically, but
67 not by way of limitatkerf. all of the returns, statements, and the data required by Federal Regula-
63 tions 1.761. Si @ there be any requirement that each party hereby affected give further evidence of
59 this elewe™n. euch such party shall execcute such documents and furnish such other evidence as may ke ‘
70 Reverue—Service-oras may boTretessary - to-evidernce this—etectiorm—iNo
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wrhehpatttshall-give-any notices-ortake—any other-action—ineonsistent—with—the—election—made—herebs.-
If any present or future income tax laws of the state or states in which the Contract Avea T3 located or
1 ose in Subchapter “K”,

any future income tax laws of the United States contain provisions si £
Chapter 1, Subtitle A", of the Internal Revenue Code of under which an election similar to that
vrovided b) Section 761 of the Code is permi ~cach party hereby affected shall make such electicn as
may bLe permitted or requir Tch laws. In making the foregoing clection, each such party states that
the income derived Dby such party from Operations hereunder can be adequately determined without the
permputation -of partnership -taxable-income-

ARTICLE X.
CLAIMS AND LAWSUITS

Opecrator may settle any single damage claim or suit ansmg from operations hereunder if thes ex-
penditure does not exceed Firteen thousand and no/100-=-=--woomomcmmmonmnme oo Dollars
($ 15,000.00 ) and if the payment is in complete settlement of such claim or suit. iIf the araount
required for settlement exceeds the above amount, the parties hereto shall assume and take over the
further handling of the claim or suit, unless such authority is delegated to Operator. All costs and ex-
pense of handling, settling, or otherwise discharging such claim or suit shall be at the joint expense
of the parties. If a claim is made against any party or if any party is sued on account of any raatter
arising from operations hereunder over which such individual has no control because of the rights given
Operator by this agreement, the party shall immediately notify Operator, and the claim or th shall
be treated as any other claim or suit involving operations hereunder. : : 5

ARTICLE XI.
FORCE MAJEURE

If any party is rendered unable, wholly or in part, by force majeure to carry out its obligations
under this agreement, other than the obligation to make money payments, that party shall give to all
other parties prompt written notice of the force majeure with reasonably full particulars concerrning it;
thereupon, the obligations of the party giving the notice, so far as they are affected by the force majeure,
shall be suspended during, but no longer than, the continuance of the force majeure. The affected party
shall use all reasonable diligence to remove the force majeure situation as quickly as practicable

The requirement that any force majeure shall be remedied with all reasonable dispatch shail not
require the settlement of strikes, lockouts, or other labor difficulty by the party involved, contrary to its

wishes; how all such difficulties shall be handled shall be entirely within the discretion of the party
concerned.

The term ‘“force majeure”, as here employed, shall mean an act of God, strike, lockout, or other
industrial disturbance, act of the public enemy, war, blockade, public riot, lightning, fire, storm. flood,
explosion. governmental action, governmental delay, restraint or inaction, unavailability of equipment,
and any other cause, whether of the kind specifically enumerated above or otherwise, which is not
reasonably within the control of the party claiming suspension.

ARTICLE XIL
NOTICES

All notices authorized or required between the parties, and required by any of the provisions of
this agreement, unless otherwise specifically provided, shall be given in writing by United States mail
or Western Union telegram, postage or charges prepaid, or by teletype, and addressed to the party to
whom the notice is given at the addresses listed on Exhibit “A”. The originating notice given under any
provision hereof shall be deemed given only when received by the party to whom such notice is directed,
and the time for such party to give any notice in response thereto shall run from the date the originat-
ing notice is received. The second or any responsive notice shall be deemed given when deposited in
the United States mail or with the Western Union Telegraph Company, with postage or charges prepaid,
or when sent by teletype. Each party shall have the right to change ils address at any time, and from
tire to time, by giving written notice hereof to all other parties.

ARTICLE XIII.
TERM OF AGREEMENT

This agreement shall remain in full force and effect as to the oil and gas leases and/or oil and gas in-
terests subjected hereto for the period of time selected below; provided, however, no party hereto shall
ever be construed as having any right, title or interest in or to any lease, or oil and gas mt(-rest con-
tributed by any other party beyond the term of this agreement.

<|

Cpiion No. 1: So long as any of the oil and gas leases subject to this agreement remain or are con-

o

ed in force as to any part of the Contract Area, whether by production, extension, renewal or other-
wise, and‘or so long as oil and/or gas production continues from any lease or oil and gas intcrest. '

-13 -
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under any provision of this agreement, results in production of oil and/or gas in paying m ities, this
agreement shall continue in force so long as any such well or wells produce, or-are capable of produc-
tion, and for an additional period of _ 180 days from cessation afli‘p/roduction; provided, however,
if, prior to the expiration of such additional period, onc-er-more of the parties hereto are engaged in
drilling or reworking a well or wells hereundgr(t}ﬁs/agx‘eement shall continue in force until such op-
erations have been completed and j oduction results therefrom, this agreement shall continue in

force as provided herein, e event the well desceribed in Article VI.A., or any subsequent well

It is agreed, however, that the termination of this agreement shall not relieve any party hereto from
any liability which has accrued or attached prior to the date of such termination.

ARTICLE XIV.
COMPLIANCE WITH LAWS AND REGULATIONS

A, Laws, Regulations and Orders:

This agreement shall be subject to the conservation laws of the state in which the committed
acreage is located, to the valid rules, regulations, and orders of any duly constituted regulatory body of
said state: and to all other applicable federal, state, and local laws, ordinances, rules, regulations, and
orders. .

B. Governing Law:

The essential validity of this agreement and all matters pertaining thereto, including, but not lim-
ited to, matters of performance, non-performance, breach, remedies, procedures, rights. duties and in-
terpretation or construction, shall be governed and determined by the law of the state in which the
Contract Area js located. If the Contract Area is in two or more states, the law of the state where most
of the land inthe Contract Area is located shall govern.

ARTICLE XV.
OTHER PROVISIONS

A. Substitute Well:

If, in the drilling of the Initial Well, Operator loses the hole or en-
counters mechanical difficulties rendering it impracticable, in the opinion
of Operator, to drill the well to the Objective depth, then and in any of such
events, on or before 30 days after completion of the Initial Well, Operator
shall have the coption to commence the actual drilling of another well ("Substi-
tute Well") at a lawful location of Operator's selection on the Unit Area, and
prosecute the drilling of said well with due diligence and in a gecod and work-
manlike manner to the Objective Depth. For all purposes of this agreement,
the drilling of the Substitute Well shall be considered as the drilling of
the Initial Well.

B. OCption Well:

Within 90 days after the completion of the Initial Well and, if drilled
the Substitute Well, as a dry hole, Operator shall have the option of commenc-
ing an “Option Mell" at a lawful location of Operator's selection in the Unit
Area. The Option Well shall be drilled to the Objective Depth in the same
manner as provided for in the Initial Well. -

C. Any provision herein concerning the Initital Well shall also app]y‘ to the
Substitute and Option Wells, and any provision herein excepting the Initial
Well shall also except the Substitute and Option HWells. S



D. In addition to Paragraph E, Article VI, and notwithstanding
Paragraph F, Article VI, if during the term of this agreement, a well is
required to be drilled, deepened, reworked, plugged back, sidetracked,
or recompleted, or any other operation that may be required in order to
{1) continue a lease or leases in force and effect, or (2) maintain a
unitized area or any portion thereof in force and effect, or (3) earn or
preserve an interest in and to oil and/or gas and other minerals which
may be owned by a third party or which, failing in such operation, may
revert tc a third party, or, (4) comply with an order issued by a
regulatory body having jurisdiction in the premises, failing in which
certain rights would terminate, the following shall apply. Should less
than all of the parties hereto elect to participate and pay their
proportionate part of the costs to be incurred in such operation, theose
parties desiring to participate shall have the right to do so at their
sole cost, risk, and expense. Promptly following the conclusion of such
operation, each of those parties not participating agree to execute and
deliver an appropriate assignment to the total interest of each
non-participating party in and to the lease, leases, or rights which
would have terminated or which otherwise may have been preserved by
virtue of such operation, and in and to the lease, leases or rights
within the balance of the drilling unit upon which the well was drilled
excepting, however, wells theretofore completed and capable of producing
in paying quantities. Such assignment shall Dbe delivered to the
participating parties in the proportion that they bore the expense
attributable to the non-participating parties' interest.

E. Notwithstanding any other provisions herein, any well proposed
under the provisions of Article VI.B.1 shall be subject to the
following:

(1) In adaition to the Definitions provisions of Article I of
this Operating Agreement, the term "Drilling Block"” shall be added and
shall mean the proposed drillsite section and all direct and diagoral
cffsetting sections.

(2) Should any party subject tc this Agreement elect not to
participate in the drilling of the initial well on a Drilling Blcck,
said party shall assign all of its working interest in the 1leases
included within the Drilling Block upon completion of the initial well,
whether producer or dry hole, and the operating rights thereunder, to
the participating ©parties in the proportions of the parties
participating in the drilling.

F. Any party participating in the drilling cf the initial well on
& Drilling Block shall have the right to become a "Non-Consenting Party"
under the provisions of Article VI.B.2 as to any subsequent well or
wells proposed on the Drilling Block.

G. Only as to the working interest, the parties hereto agree
that, notwithstanding the terms of the Unit Agreement or Paragraph XV-H
cf this Operating Agreement, the working interest in each well drilled
hereunder and the ownership of all equipment shall remain fixed, and the
expansicn or contraction of Participating Areas will not cause a
revision of the working interest percentages in any well or its
equipment.

Prior to the drilling of each well, a "Working Interest Area" will
be established by the Unit Operator, which shall include all acrecge
included in the largest possible Participating Area which could be
designated for the proposed well, in the good faith judgment of the Urit
Operator. Each Working Interest Area will remain in effect for a term
of 90 days and so long thereafter as operaticns for the drilling of a
well are diligently being prosecuted, or a well capable of producing
unitized substances is located on the Working Interest Area. A Working
Interest Area will expire 90 days after production ceases, unless
operations for the drilling of a new well on the Working Interest Area
are commenced.



Portions of previously designated Working Interest Areas may be
included in subsequent Working Interest Areas; however, the percentages
set by previous Working Interest Areas will remain unchanged. In such
event the working interest in each subsequent Working Interest Area
shall be calculated with regard to the fact that a portion of the
acreage 1s within a previous Working Interest Area by allocating tc the
parties within the previous Working Interest Area their percentage share
of working interest as previously established for such Working Interest
Area, as to the acreage included in both Working Interest Areas, and by
allocating to the parties within the subsequent .Working Interest Area
their proportionate share of the acreage therein, but not included in
the previous Working Interest Area.

If any such revision of a Participating Area results in an increase
or decrease 1in total burdens borne by the working interest, all such
change shall be borne by the parties in proportion to their working
interest.

H. It is understood, and accepted, that this Operating Agreement
is being made and entered into in connection with, and as a part of, the
Unit Agreements for the Development and Operation of the Caja Del Rio
Grande and La Mesa Unit Areas and that there are conflicts between this
Agreement and said Unit Agreements. Except for the term of this Operat-
ing Agreement, as provided in Article XIII, in the event any such
conflict should become a controversy between the Unit Operator and any
State or Federal agency, department cr division, the terms and provi-
sions of said Unit Agreement shall prevail. Provided further, except
for the term of this Operating Agreement, in the event any such conflict
should cause a controversy between Unit Operator and any, or all,
ncn—operators hereunder, the terms and provisions of the said Unit
Agreement shall prevail and all the parties hereto shall use utmost good
faith in attempting to resolve such conflicts,

I. ©No production, whether o0il or gas, may be sold from the lease
acreage, or lands pooled therewith, to any party's subsidiaries, affili-
ates, or associates, without prior written consent of other parties.
All prcduction sold from the lease acreage, or lands pooled therewith,
will be an arm's length trade with a third party purchaser.
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ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT, DATED AUGUST 1, 1984, RETWEEN
SEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-QOPERATORS", COVERING
LANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

ARTICLE XVL
MISCELLANEOUS

This agreement shall be binding upon and shall inure to the benefit of the parties hereto and to their
respective heirs, devisees, legal representatives, successors and assigns.

This instrument may be executed in any number of counterparts, each of which shall be considered
an original for all purposes.

IN WITNESS WHEREOF, this agreement shall be effective as of __1ST _day of August
19_ 84,

OPERATOR

PEYTON YATES

NON-OPERATORS

_gi L 3
STATE OF NEW MEXICO )
1SS
COUNTY OF EDDY )
The foregoing instrument was acknowledged before me this day of

» 1984 by PEYTON YATES.

My commission expires:

Notary Public

~15-



EXHIBIT "a"

ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT DATED AUGUST 1,
YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-CPERATORS",

SaNTA FE COUNTY, NEW MEXICO.

I. 1. Lands Subject to Agreement:
Township 16 North, Range 7 & 8 East, NMPM
Township 17 North, Range 7 & 8 East, NMPM
Township 18 North, Range 7 & 8 East, NMPM
Township 19 North, Range 7 & 8 East, NMPM
Santa Fe County, New Mexico

2. Depth Restriction:
None

3. Drilling Unit for First Well:
Proration Unit as established by the New Mexico OCD

II. Percentage Interest of Parties Under Agreement:

INITIAL TEST WELL,
DRILLING BLOCK,

1984, BETWEEN PEYTON
CCVERING

LANES IN

INITIAL TEST & UNIT TEST BALANCE OF
UNIT WELL BEFORE WELL AFTER OF UNIT,
NAME % P/O P/0O SUBSEQUENT WELLS

PELTO/YATES JOINT ACREAGE
PEYTON YATES 50 100 87.5 75
PELTO CIL COMPANY 50 -0~ 12.5 25
MOBRIL/YATES JOINT ACREAGE
PEYTON YATES - - - 75
MOBIL PRODUCING TX & NM,INC. - - ' - 25
Sukject to those certain Farmcut Agreements dated and
between Peltoc and Yates and Mobil and Yates, respectively.
IIY. Addresses of Parties to Which Notices Should be Sent:

Peyton Yates Pelto 0Oil Company

2C7 South Fourth Street 2 Greenspoint Plaza, Ste. 400

Artesia, New Mexice 88210 16825 Northchase

TTN Janet Richardson Houston, Texas 77060

ATTN Bruce Taylor

Mocbil Producing Texas & New Mexico, Inc.
9 Greenway Plaza, Suite 2700
Houston, Texas 77046

ATTN John Wolsten
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EXHIBIT “C

Counties. New Mexico.

ACCOUNTING PROCEDURE
JOINT OPERATIONS

I. GENERAL PROVISIONS
Definitions

“Joint Property” shall mean the real and personal property subject to the agreement to which this Accounting
Procedure is attached.

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

“Joint Account” shall mean the account showing the charges paid and credits received in the conduct of thHe Joint
Operations and which are to be shared by the Parties.

“QOperator” shall mean the party designated to conduct the Joint Operations.
“Non-Operators” shall mean the parties to this agreement other than the Operator.
“Parties’” shall mean Operator and Non-Operators.

“First Level Supervisors” shall mean those employees whose primary function in Joint Operations is the direct
supervision of other employees and/or contract labor directly employed on the Joint Property in a field operat-
ing capacity.

“Technical Employees” shall mean those employees having special and specific engineering, geological or other
professional skills, and whose primary function in Joint Operations is the handling of specific operating condi-
tions and problems for the benefit of the Joint Property.

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

“Controllable Material” shall mean Material which at the time is so classified in the Material Classification Manual
as most recently recommended by the Council of Petroleum Accountants Societies of North America.

Statement and Billings " ,

Operator shall bill Non-Operators on or before the last day of each month for their proportionate share of the
Joint Account for the preceding month. Such bills will be accompanied by statements which identify the author-
ity for expenditure, lease or facility, and all charges and credits, summarized by appropriate classifications of in-
vestment and expense except that items of Controllable Material and unusual charges and credits shall be sep-
arately identified and fully described in detail.

Advances and Payments by Non-Operators

Unless otherwise provided for in the agreement, the Operator may require the Non-Operators to advance their
share of estimated cash outlay for the succeeding month’s operation. Operator shall adjust each monthiy billing
10 reflect advances received from the Non-Operators.

Each Non-Operator shali pay its proportion of all bills within fifteen (15) days after receipt. If payment is not
made within such time, the unpaid balance shall bear interest monthly at the rate of twelve percent (1%7.) per
annum or the maximum contract rate permitted by the applicable usury laws in the state in which the Joint
Property is located, whichever is the lesser, plus attorney’s fees, court costs, and other costs in connection with
the collection of unpaid amounts.

Adjustments

Payment of any such bills shall not prejudice the right of any Non-Operator to protest or question the correct-
ness thereof; provided, however, all bills and statements rendered to Non-Operators by Operator during any
calendar year shall conclusively be presumed to be true and correct after twenty-four (24) months following
the end of any such calendar year, unless within the said twenty-four (24) month period a Non-Operator takes
written exception thereto and makes claim on Operator for adjustment. No adjustment favorable to Opera-or shall
be made unless it is made within the same prescribed period. The provisions of this paragraph shall not prevent
adjustments resulting from a physical inventory of Controllable Material as provided for in Section V.

Audits

A. Non-Operator, upon notice in writing to Operator and all other Non-Operators, shall have the right to audit Ope-
rator’'s accouats and records relating to the Joint Account for any calendar year within the twenty-four (24) month
period following the end of such calendar year; provided, however, the making of an audit shall not extend the
time for the taking ot written exception to and the adjustments of accounts as provided for in Paragraph % of this
Section I. Where there are two or more Non-Operators, the Non-Operators shall make every reasonable effort to
conduct joint or simultaneous audits in a manner which will result in a minimum of inconvenience to the Opera-
tor. Operator shall bear no portion of the Non-Operators’ audit cost incurred under this paragraph unless agreed
to by the Operator.

Approval by Non-Operators

Where an approval or other agreement of the Parties or Non-Operators is expressly required under other sec-
tions of this Accounting Procedure and if the agreement to which this Accounting Procedure is attached contains
no contrary provisions in regard thereto, Operator shall notify all Non-Operators of the Operator’s proposal, and
the agreement or approval of a majority in interest of the Non-Operators shall be controlling on all Non-Opera-
tors.




1I. DIRECT CHARGES

Operator shall charge the Joint Account with the following items:

1.

D

Rentals and Royalties
Lease rentals and royalties paid by Operator for the Joint Operations.
Labor

A. (1) Salaries and wages of Operator’s field employees directly employed on the Joint Property in the conduct
of Joint Operations.

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

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

B. Operator’s cost of holiday, vacation, sickness and disability benefits and other customary allowances paid ‘o
employees whose salaries and wages are chargeable to the Joint Account under Paragraph 2A of thiz Section
II. Such costs under this Paragraph 2B may be charged on a “when and as paid basis” or by “percenta-’fe as-
sessment” on the amount of salaries and wages chargeable to the Joint Account under Paragraph 24 of this
Section II. If percentage assessment is used, the rate shall be based on the Operator’s cost experience.

O

Expenditures or contributions made pursuant to assessments imposed by governmental authority which are
applicable to Operator’s costs chargeable to the Joint Account under Paragraphs 2A and 2B of this Sec-
tien I1.

D. Personal Expenses of those employees whose salaries and wages are chargeable to the Joint Accou it under
Paragzraph 2A of this Sectien II. . -

Employee Benefits

Operator’s current costs of established plans for employees’ group life insurance, hospitalization, pension, re-
tirement, steck purchase, thrift, bonus, and other benefit plans of a like nature, applicable to Operator's labor
cost chargeable to the Joint Account under Paragraphs 2A and 2B of this Section II shall be Operator’'s actual
cost not o exceed twenty per cent (209;), or percentage most recently recommended by COPAS.

Material

Material purchased or furnished by Operator for use on the Joint Property as provided under Section IV. Only
such Material shall be purchased for or transferred to the Joint Property as may be required for immediate use
and is reasonably practical and consistent with efficient and economical operations. The accumulation of sur-

plus stocks shall be avoided.

Transportation
Transportation of employees and Material necessary for the Joint Operations but subject to the following limita-

tions:

A. If Material is moved to the Joint Property from the Operator’s warehouse or other properties, no charge shall

be made to the Joint Account for a distance greater than the distance from the nearest reliable supply store,
recognized barge terminal, or railway receiving point where like material is normally available, unless agreed
to by the Parties.

B. If surplus Material is moved to Operator's warehouse or other storage point, no charge shall be made to the
Joint Account for a distance greater than the distance to the nearest reliable supply store, recognized burge
terminal, or railway receiving point unless agreed to by the Parties. No charge shall be made to the Joint Ac-
count for movinz Material to other properties belonging to Operator, unless agreed to by the Parties.

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

Services

The cost of contract services, equipment and utilities provided by outside sources, except services excluded by
Faragraph 9 of Section II and Paragraph 1. ii of Section III. The cost of professional consultant services and con-
tract services of technical personnel directly engaged cn the Joint Property if such charges are exciuded from the
Cverhead rates, The cost of professional consuliant services or contract services of technical personnel not di-
rectly engaged on the Joint Property shall not be charged to the Joint Account unless previously agreed to by
the Parties.

Equipment and Facilities Furnished by Operator

A, Operator shall charge the Joint Account for use of Operator owned equipment and facilities at rates com-
mersurate with costs of ownership and operation. Such rates shall include costs of maintenance, repairs, other
operatng e expense, insurance, taxes, depreciation, and interest on investment not to exceed eight per cent (8<¢)
per annum. Such rates shall not exceed average commercial rates currently prevailing in the immediate area
of thae Joint Property. '

B.. In .teu of charges in Paragraph TA above, Operator may elect to use average commercial rates prevailing in
the inmmediate area of the Joint Property less 20¢;. For automotive equipment, Operator may elect to use rates
published by the Petroleum Motor Transport Association.

Dasnaces and Losses to Joint Property

All costs or expenses necessary for the repair or replacement of Joint Property made necessary because of dam-
ses or losses incurred by fire, tlood, storm. theft, accident, or other’'cause, except those resulting from Operator's
;"z'oss negligence or willful misconduct. Operator shall furnish Non-Operator written notice of damages or losses
incurred as soon as practicable after a report thereof has been received by Operator.

Legal Expense

nandling, investigating and settling litigation or claims, discharging of liens, payment of judgments
1ts pmd for settlement ot claims incurred in or resulling from operations under the agreement or
necessary to proiect or recover the Joint Property, except that no charge for services of Operator’s legal stafif

vponse of outside attorneys shall be made unless previously agreed to by the Parties. All other legal
red to bte covered by the overhead provisions of Scction IIT unless otherwise agreed to by the
provided in Section 1, Paravraph 3.

ot

—_9




10.

11.

i

All taxes of every kind and nature assessed or levied upon or in connection with the Joint Property, the opera-
tion thereof, or the production therefrom, and which taxes have been paid by the Operator for the benefit of the
Parties.

Taxes

Insurance

Net premiums paid for insurance required to be carried for the Joint Operations for the protection of the Par-
ties. In the event Joint Operations are conducted in a state in which Operator may act as self-insurer for Work-
men’s Compensation and,/or Employers Liability under the respective state’s laws, Operator may, at its election,
include the risk under its self-insurance program and in that event, Operator shall include a charge at Operator's
cost not to exceed manual rates.

Cther Expenditures

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

III. OVERHEAD

Overhead - Drilling and Producing Operations
1. As compensation for administrative, supervision, office services and warehousing costs, Operator shall charge
drilling and producing operations on either:
( XX) Fixed Rate Basis, Paragraph 1A, or
( ) Percentage Basis, Paragraph 1B.
Unless otherwise agreed to by the Parties, such charge shall be in lieu of costs and expenses of all offices
and salaries or wages plus applicable burdens and expenses of all personnel, except those directly chrargeable
under Paragraph 24, Section II. The cost and expense of services from outside sources in conneciion with
matters of taxation, traffic, accounting or matters before or involving governmental agencies shall be considered
as included in the Overhead rates provided for in the above selected Paragraph of this Section III urless such
cost and expense are agreed to by the Parties as a direct charge to the Joint Account.
ii. The salaries, wages and Personal Expenses of Technical Employees and/or the cost of professional consultant
services and contract services of technical personnel directly employed on the Joint Property shall () shall
rot (X ) be covered by the Overhead rates.

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

Drilling Well Rate $____3,1Q0.00
rocducing Well Rate § 310.00

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

[1] Charges for onshore drilling wells shall begin on the date the well is spudded and terminate on
the date the drilling or completion rig is released, whichever is later, except that no charge shall
be made during suspension of drilling operations for fifteen (15) or more consecutive days.

[2] Charges for offshore drilling wells shall begin on the date when drilling or completion equipment
arrives on location and terminate on the date the drilling or completion equipment moves off loca-
tion or rig is released, whichever occurs first, except that no charge shall be made during suspen-
sion of drilling operations for fifteen (15) or more consecutive days

{3] Chargzes for wells undergoing any type of workover or recompletion for a period of five (3) con-
secutive days or more shall be made at the drilling well rate. Such charges shall be arplied for
the period from date workover operations, with rig, commence through date of rig release, except
that no charge shall be made during suspension of operations for fifteen (15) or more consecutive
days.

" (b) Producing Well Rates

[1] An active well either produced or injected into for any portion of the month shall be considered
as a one-well charge for the entire month. )

[2] Each active completion in a multi-completed well in which production is not cpmmingled down
hole shall be considered as a one-well charge providing each completion is considered a separate
well by the governing regulatory authority.

[3] An inactive gas well shut in because of overproduction or failure of purchaser to take the produc-
tion shall be considered as a one-well charge providing the gas well is directly connected <o a per-
manent sales outlet.

[4] A one-well charge may be made for the month in which plugging and abandonment operations
are completed on any well.

[3] All other inactive wells (including but not limited to inactive wells covered by unit allcwable,
lease allowable, transferred allowable, etc.) shall not qualify for an overhead charge.

The well rates shall be adjusted as of the first day of April each year following the effective date of the
agreement to which this Accounting Procedure is attached. The adjustment shall be computed by ‘mul’u-
plyirg the rate currently in use by the percentage increase or decrease in the average weekly earnings of
Cruce Petroleum and Gas Production Workers for the last calendar year compared to the cAalendar year
preceding as shown by the index of average weekly earnings of Crude Petroleum and Gas FIQIQS Produc-
tion Worxers as published by the United States Department of Labor, Bureau of Labor Statistics, or the
equivalent Canadian index as published by Statistics Canada, as applicable. The adjusted rates shall be
the rates currently in use, plus or minus the computed adjustment.

(3)

—3—
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B. Cverhead - Percentage Basis
(1) Operator shall charge the Joint Account at the following rates:
{(a) Development

__f__Pex'cent ( <) of the cost of Development of the Joint Property exclusive of costs
provided under Paragraph 9 of Section II and all salvage credits.

(b) Operating

—_—  Percent ( “) of the cost of Operating the Joint Property exclusive of costs provided
under Paragraphs 1 and 9 of Section II, all salvage credits, the value of injected substances purchased
for secondary recovery and all taxes and assessments which are levied, assessed and paid upon the min-
eral interest in and to the Joint Property.

(2) Appiication of Overhead - Percentage Basis shall be as follows:

For the purpose of determining charges on a percentage basis under Paragraph 1B of this Section III, de-
velopment shall include all costs in connection with drilling, redrilling, deepening or any remedial opera-
tions on any or all wells involving the use of drilling crew and equipment; also, preliminary expenditures
necessary in preparation for drilling and expenditures incurred in abandoning when the well is not com-
pleted as a producer, and original cost of construction or installation of fixed assets, the expansion of fixed
assets and any other project clearly discernible as a fixed asset, except Major Construction as de:.ned in
Paragraph 2 of this Section III. All other costs shall be considered as Operating.

Overhead - Major Construction

To compensate Operator for overhead costs incurred in the construction and installation of fixed assets, the ex-
pansion or fixed assets, and any other project clearly discernible as a fixed asset required for the development and
operation of the Joint Property, Operator shall either negotiate a rate prior to the beginning of construction, or shall
charge t'nre %Oint Account for Overhead based on the following rates for any Major Consiruction project in excess

Of $ 2:} PRYS . .

A, __5“_% of total costs if such costs are more than $__251000-00 but less than 3 100.000.00 ; plus
B. __3 % of total costs in excess of $__100,000.00 but less than $1,000,000; plus

C. -__2_____% of total costs in excess of $1,000,000.

Total cost shall mean the gross cost of any one project. For the purpose of this paragraph, the comporent parts
of a single project shall not be treated separately and the cost of drilling and workover wells shall be excluded.

Amendment of Rates

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

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

Operator is responsible for Joint Account Material and shall make proper and timely charges and credits for all ma-
terial movements affecting the Joint Property. Operator shall provide all Material for use on the Joint Property; how-
ever, at OQperator’s option, such Material may be supplied by the Non-Operator.. Operator shall make timely disposition
of idle and ‘or surplus JMaterial, such disposal being made either through sale to Operator or Non-Operator, division in
kind. or sale to outsiders. Operator may purchase, but shall be under no obligation to purchase, interest of Non-Qpera-
tors in surplus condition A or B Material.” The disposal of surplus Controllable Material not purchased by the Opera-
tor shall be agreed to by the Parties.

1.

Purchases

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

Transfers and Dispositions
ai furnished to the Joint Property and Material transferred from the Joint Property or disposed of by the

1di

Materi
Operator, unless otherwise agreed to by the Parties, shall be priced on the following bases exclusive of cash dis-

counts:
A. New Material (Condition A)
(1) Tubular goods, except line pipe, shall be priced at the current new price in effect on date of movement on a
maximum carload or barge load weight basis, regardless of quantity transferred, equalized to the lowest
published price f.o.b. railway receiving point or recognized barge terminal nearest the Joint Property
where such Material is normally available.
(2) Line Pipe
(2) Movement of less than 30,000 pounds shall be priced at the current new price, in effect at date of
movement, as listed by a reliable supply store nearest the Joint Property where such Material is nor-
mally available.

(b) Movement of 30.000 pounds or more shall be priced under provisions of tubular goods pricing in Para-
graph 2A (1) of this Section IV. .

(3) Other Material shall be priced at the current new price, in effect at date of movement, as listed by a reliable
supply store or f.o.b. railway receiving point nearest the Joint Property where such Material is normally
avatlable.

B. Ccod Used Material (Condition B)
uterial in sound and serviceable condition and suitable for reuse without reconditioning:

PAPYel
(1) Material moved to the Joint Property

(2) At seventy-five percent (75°%) of current new price, as determined by Paragraph 2A of this Section IV.
{23 Material moved from the Joint Property

(2} At seventy-five percent (757 ) of current new price, as determined by Paragraph 2A of this Section IV,
if Material was originally charged to the Joint Account as new Materizal, or
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{b) at sixty-five percent (63¢¢) of current new price, as determined by Paragraph 2A of th:s Section
IV, if Material was originally charged to the Joint Account as good used Material at seventy-five per-
cent {75°:) of current new price.
The cost of reconditicning, if any, shail be absorbed by the transferring property.
C. Other Used Materia!l (Condition C and D)
(1) Cordition C
Material which is not in sound and serviceable condition and not suitable for its original function until
after reconditioning shall be priced at fifty percent (509:) of current new price as determined bv Para-
graph 2A of this Section IV. The cost of reconditioning shall be charged to the receiving properiy, pro-
vided Condition C value plus cost of reconditioning does not exceed Condition B value.
(2) Condition D
All cther Material, including junk, shall be priced at a value commensurate with its use or at prevailing
prices. Material no longer suitable for its original purpose but usable for some other purpose, shall be
priced on a basis comparable with that of items normally used for such other purpose. Operator may dis-

pose of Condition D Material under procedures normally utilized by the Operator without prior approval
of Non-Operators.

D. Obsolete Material

Material which is serviceable and usable for iis original function but condition and/or value of such Material

is not equivalent to that which would justify a price as provided above may be specially priced as agreed to by

tre Parzies. Such price shouild resuit in the Joint Account being charged with the value of the service ren-

dered by such Material.

E. Pricing Conditions

(1) Loading and unloading costs may be charged to the Joint Account at the rate of fifteen cents (153¢) per
hundred weight on all tubular goods movements, in lieu of loading and unloading costs sustained, when
actual hauling cost of such tubular goods are equalized under provisions of Paragraph 5 of Section 1L

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

Premium Prices

Wheriever Material is not readily obtainable at published or listed prices because of nationzal emergencies, strikes
or other unusual causes over which the Operator has no control, the Operator may charge the Joint Account for the
required Material at the Operator’s actual cost incurred in providing such Material, in making it suitable for use,
and in moving it to the Joint Property; provided notice in writing is furnished to Non-Operators of the proposed
charge prior to billing Non-Operators for such Material. Each Non-Operator shall have the right, by so electing and
notifying Operator within ten days after receiving notice from Operator, to furnish in kind all or part of his share
of such Material suitable for use and acceptable to Operator.

Warranty of Material Furnished by Operator

Operator does not warrant the Material furnished. In case of defective Material, credit shall not be passed to the
Joint Account until adjustment has been received by Operator from the manufacturers or their agents.

V. INVENTORIES
Operator shall maintain detailed records of Controllable Material.

Periodic Inventories, Notice and Representation

At reasonable intervals, Inventories shall be taken by Operator of the Joint Account Controllable Material
Written notice of intention to take inventory shall be given by Operator at least thirty (30) days before ary inven-
tory is to begin so that Non-Operators may be represented when any inventory is taken. Failure of Non-Operators
to be represented at an inventory shall bind Non-Operators to accept the inventory taken by Operator.

Reconciliation and Adjustment of Inventories

Recorciliation of a physical inventory with the Joint Account shall be made, and a list of overages and shortages
shall be furnished to the Non-Operators within six months following the taking of the inventory. Inventory ad-
justments shall be made by Operator with the Joint Account for overages and shortages, but Operator shall be
held accountable only for shortages due to lack of reasonable diligence.

Special Inventories 3

Special Inventories may be taken whenever there is any sale or change of interest in the Joint Properiy. It shall
be the duty of the party selling to notify all other Parties as quickly as possible after the transfer of intersst takes
place. In such cases, both the seller and the purchaser shall be governed by such inventory.

Expense of Conducting Periodie Inventories

The expense of conducting periodic Inventories shall not be charged to the Joint Account unless agreed to by the
Parties.




EXHIBIT "D"

ATTACHED TO AND MADE A PART OF

OPERATING AGREEEMENT
DATED AUGUST 1, 1984, BETWEEN PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY; -ET
"NON-OFERATORS", COVERING LANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

ADDITIONAL INSURANCE PROVISIONS

Operator, during the term of this agreement, shall carry insurance for the

benefit and at the expense of the parties hereto, as follows:

(A) Workmen's Compensation Insurance as contemplated by the state in
which operations will be conducted, and Employer's Liability

Insurance with limits of not less than $100,000.00 per employee.

(B) Public Liability Insurance:

Bodily Injury - $500,000.00 each occurrence.
. E

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

Property Damage - $100,000.00 each occurence.

Except as authorized by this Exhibit "D", Operator shall not make any charge to
the joint account for insurance premiums. Losses not covered by Operator's
insurance (or by iﬁ5urance required by this aéreement to be carried for the
bencfit and at the expense of the parties hereto) shall be charged to the

joint account.

AL,



ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT, DATED 'AUGUST 1, 1984, BETWEEN
PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY ET AL, "NON-OPERATORS", COVERING
LANDS TN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

EXHIBIT "E"

GAS BALANCING AGREEEMENT

The parties to the Operating Agreement to which this agreement is
attached own the working interest in the gas rights underlying the Unit Area
covered by such agreement in accordance with the percentages of participation as
set forth in Exhibit "A" to the Operating Agreement.

In accordance with the terms of the Operating Agreement, each party
thereto has the right to take its share of gas produced from the Unit Area and
market the same. In the event any of the parties hereto is not at any time
taking or marketing its share of gas or has contracted to sell its share of gas
produced from the Unit Area to a purchaser which does not at any time while this
agreement is in effect take the full share of gas atttributable to the interest
of such party, the terms of this agreement shall automatically become effective.

During the period or periods when any party hereto has no market for
its share of gas produced from any proration unit within the Unit Area, or its
purchaser does not take its full share of gas produced from such proration unit,
the other parties shall be entitled to produce each month one hundred percent
(100%) of the allowable gas production assigned to such proration unit by the

tate regulatory body having Jurisdiction and shall be entitled to take and
deliver to its or their purchaser all of such gas production; however, no party
shall be entitled to take or deliver to a purchaser gas production in excess of
303% of 1its current share of the volumes capable of being delivered or its
current share of allowable gas production if regulated thereto by State regulatory
body having jurisdiction, unless that party has gas in place. All parties hereto
shall share in and own the liquid hydrocarbons recovered from such gas by lease
equipment in accordance with their respective interests and subject to the
Operating Agreement to which this agreement is attached, but the party or parties
taking such gas shall own all of the gas delivered to its or their purchaser.

On a cumulative basis, each party not taking or marketing its full
share of the gas produced shall be credited with gas in place equal to its full
share of the gas produced under this agreement, less its share of gas used in
lease operations, vented or lost, and Tless that portion such party took or
delivered to its purchaser. The Operator will maintain a current account of gas
balance between the parties and will furnish all parties hereto monthly statements
showing the total quantity of gas produced, the amount used in lease operations,
vented or lost, the total quantity of liquid hydrocarbons recovered therefrom,
and the monthly and cumulative over and under account of each party.

At all times while gas is produced from the Unit Area, each party hereto
will make settlement with the respective royalty owners to whom they are each
accountable, just as if each party were taking or delivering to a purchaser its
share, and its share only. Each party hereto agrees to hold each other party
harmiess from any and all claims for royalty payments asserted by royalty owners
to whom each party is accountable. The term "royalty owner" shall include owners
of royalty, overriding royalties, production payments and similar interests.

EXHIBIT "¢
Page -1-



After notice to the Operator, any party at any time may begin taking or
dalivering to its purchaser its full share of the gas produced from a proration unit
under which it has gas in place less such party's share of gas used in operations,
vented or lost. In addition to such share, each party, including the Qperator,
until it has recovered its gas in place and balanced the gas account as to its inter-
est, shall be entitled to take or deliver to its purchaser a share of gas determined
by multiplying fifty percent (50%) of the interest in the current gas production of
the party or parties without gas in place by a fraction, the numerator of which is
the interest in the proration unit of such party with gas in place and the d2nomina-
tor of which is the total percentage interest in such proration unit of all parties
with gas in place currently taking or delivering to a purchaser.

Each party producing and taking or delivering gas to its purchaser shall
pay any and all production taxes due on such gas.

Nothing herein shall be construed to deny any party the right, from time
to time, to produce and take or deliver to its purchaser its full share of the allow-
able cas production to meet the deliverablility tests required by its purchaser,
provided that said test should be resonable length, normally not to exceed 72 hours.

Should production of gas from a proration unit be permanently discontinued
before the gas account is.balanced, settlement will be made between the underproduced
and overproduced parties. In making such settlement, the underproduced party or
parties will be paid a sum of money by the overproduced party or parties attributable
to the overproduction which said overproduced party received, less applicable taxes
theretofore paid, at the applicable price defined below for the delivery of a volume
of gas equal to that for which settlement is made. For gas, the price of which is
not requlated by Federal, State or other Governmental Agencies, the price basis
shall be the price received for the sale of the gas. For gas, the price of which is
subject to regulation by Federal, State or other Governmental authorities, the price
basis shall be the rate collected, from time to time, which is not subject to possi-
ble refund, as provided by the Federal Energy Regulatory Commission or any other
Governmental authority, pursuant to final order or settlement applicable to the gas
sotd from such well, plus any additional collected amount which is not ultimately
required to be refunded by such authority, such additional collected amount to be
accounted for at such time as final determination is made with respect hereto.

Notwithstanding the provisions of the 1last preceding paragraph, it is
expressly agreed that any underproduced party hereunder shall have the cptional
right, with respect to each proration unit separately, to receive a cash settlement
bringing such underproduced party's gas account into balance at any time prior to
the permanent discontinuance of gas production, by first giving each overproduced
party ninety (90) days written notice of demand for cash settlement. If such option
is so exercised, settlement shall be made (as of 7:00 o'clock A.M. on the lst day of
the calendar month following the date of such written demands) within ninety (90)
days following the actual receipt of such written demands by the overproduced par-
ties, in the same manner provided in the last preceding paragraph hereof. The op-

ional right provided for in this paragraph can only be exercised one (1) time by
any particular underproduced party on the same proration unit; and each underproduced
party agrees that it will not exercise such option unless it is of the opinion that
the remaining underproduced recoverable gas reserves are inadequate for its agas
account to be brought into balance by actual production prior to permanent discon-
tinuance of gas production from such proration unit.

Nothing herein shall change or affect each party's obligation to pay its
proportionate share of all costs and liabilities incurred, as its share thereof is
set forth in the Operating Agreement.

This agreement shall constitute a separate agreement as to each proration unit
within the Unit Area and shall become effective in accordance with its terms and
shall remain in force and effect so long as the Operating Agreement to which it is
attached remains in effect, and shall inure to the benefit of and be binding upon
the parties hereto, their successors, legal representatives and assigns.

Exnibit “E"
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(2)

(3)

(4)

(5)

(6)

ATIAULACU 1U ANU PIAUE A PARIL UF UPERATLNG "AGKEEMENT, DATED AlLaddST |, 1984, BEIWEEN

TPEYTON YATES, "CPERATOR™, AND PELTO OIL COMPANY, ET AL,. "NON-OPERATORS", COVERING

ZANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

EXHIBIT "F"

EQUAL EMPLOYMENT OPPORTUNITY PROVISION

During the performance cof this contract, the Operator agrees as follows:

The Operator will not discriminate against any employee or applicant
for employment because of race, color, religion, national oriqin or
sex. The Operator will take affirmative action to ensure that appli-
cants are employed, and that employees are treated during employment,
without regard to their race, color, religion, national origin or sex.
Such action shall include, but not be limited to the following: Employ-
ment, upgrading, demotion, or transfer, recruitment or recruitment ad-
vertising; layoff or termination; rates of pay or other forms of com-
pensation; and selection for training, including apprenticeship. The
Operator agrees to post in conspicuocus places, available to employees
and applicants for employment notices to be provided for the contract-
ing officer setting forth the provisions of this non-discrimination
clause.

The Operator will, in all solicitations or advertisements for emplovees
placed by or on behalf of the Operator, state that all qualified appli-
cants will receive consideration for employment without regard to race,
color, religion, national origin or sex.

The Operator will send to each labor union or representative of workers
with which it has a collective bargaining agreement or other contract
or understanding, a notice to be provided by the agency contracting
officer, advising the labor union or workers' representative of the
Operator's commitments under Section 202 of Executive Order 11246 of
Septemkber 24, 1965, and shall post copies of the notice in conspicuous
places available to emplovees and applicants for employment.

The O?erator will comply with all provisions of Executive Order 111246
of Seontember 24, 1965, and of the rules, regulations, and relevent orders
of the Secretary of Labor.

The COperator will furnish all information and reports required by Executive
Order 11246 of September 24, 1965, and by the rules, regulations, and orders
of the Secretary of Labor, or pursuant thereto, and will permit access to
its books, records, and accounts by the contracting agency and the Secretary
of Labor for purposes of ‘investigation to ascertain compliance with such
rules, regulaticns, and orxders.

In the event of the Operator's non-compliance with the non-discrimination
clauses of this contract or with any of such rules, regulations, or orders,
this contract may be cancelled, terminated or suspended in whole or in part
and the Operator may be declared ineligible for further Government contracts
in accordance with procedures authorized in Executive Order 11246 of
September 24, 1965, and such other sanctions may be imposed and remedies
invoked as provided in Executive Order 11246 of September 24, 1965, or by
rule, regulation, or order of the Secretary of Labor, or as otherwise pro-
vided by law.



(7) The Operator will include the provisions of Paragraphs {1) through
(7) in every subcontract or purchase order unless exempted by rules,
regulations, or orders of the Secretary of Lakor issued pursuant to
Section 204 of Executive Order 11246 of Scptember 24, 1965, so that
such provisions will be binding upon each subcontractor or vendor.
The Operator will take such action with respect to any subcontract
or purchase order as the contracting agency may direct as a means of
enforcing such provisions including sanctions for non-compliance:
Provided, however, that in the event the Operator becomes involved
in, or is threatened with, litigation with a subcontractor or vendor
as a result of such direction by the contracting agency, the Operator
may request the United States to enter into such litigation to pro-
tect the interests of the United States.

Operator acknowledges that it may be required to file Standard Form 100
(EEO-1) promulgated jointly by the Office of Federal Contract Compliance, the
Equal Employment Opportunity Commission and Plans for Progress with Joint Re-
porting Committee, Federal Depot, Jeffersonville, Indiana, within thirty (30) _
days of the date of contract award if such rerort has nct been filed for the
current year and otherwise comply with or file such other compliance reports
as may be reguired under Executive Order 11246, as amended and Rules and Re-
gulations adopted thereunder.

Operator further acknowledges that he may be required to develop a written
affirmative action compliance program as required by the Rules and Regulations
approved by the Secretary of Labor under authority of Executive Order 112456 and
supply Non-Operators with a copy of such program if they so request.

CERTIFICATION OF NON-SEGREGATED FACILITIES

Operator assures Non-Cperators that it does not and will not
maintain or provide for its employees any segregated facilities at any
of its establishments, and that it does not and will not permit its
employees to perform their sexvices at any location, under its control,
where segregated facilities are maintained. For this purpose, it is
understood that the phrase “"segregated facilities"™ includes facilities
which are in fact secregated on a basis of race, color, religion, or
national origin, because of habit; local custom or otherwise. It is
further understocd and agreed that maintaining or providing searegated
facilities for its employees or permitting its emplovees to perform their
services at any lccation under its contrel where segregated facilities
are maintained is a violation of the egual opportunity clause required
by Executive Order 11246 of September 24, 1965.

Operator further understands and agrees that a breach of the
assurance herein contained subjects it to the provisions of the Order
at 41 CFR Chapter 60 of the Secretary of Lahor dated May 21, 1968, and
the provisions of the equal opportunity clause enumerated in contracts
between the United States of 2America and Non-Operators.

Whoever knowingly and willfully makes any false, fictitious or
fraudulent representation may be liable to criminal prosecution undexr 18
U.S.C. § 1001.

Exhibit "F"
Page 2



Exhibit "G"
TAX PARTINERSHIP AGREEMENT

ATTACHED TO AND MADt A PART OF OPERATING AGREEMENT, DATED AUGUST 1, 1984, BETWEEN
PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-OPERATORS", COVERING
LANDS IN SA(TA FE AND SANDOVAL COUNTIES, NEW MEXICO.

i

The relationshlp between the parties hereto shall be such that it will,
for Federal and State income tax purposes, be treated as a partnership. For all
other purposes, this Agreement is not intended to create, nor shall it be construed
as having created, a partnership or mining venture between the parties hereto and
it 1s expressly agreed that the rights and obligations hereunder are separate and
several and not joint or collective. Furthermore, nothing in this Agreement shall
be construed as providing directly or indirectly for any joint or cooperative refining
or marketing or sale of any party's interest in the o0il and gas or the products
therefrom.

No election shall be made for this arrangement between the parties hereto
to be excluded from the provisions of Subchapter K of Chapter 1 of Subtitle A of
the Internal Revenue Code or similar provisions of state income tax law, except that
such election may be made by the Operator for any year subsequent to the end of the
taxable year by which all costs of drilling the test well have been expended. The
Operator shall timely prepare and file partnership income tax returns for this arrange-
ment until the election mentioned above is properly exercised. Operator shall submit
copies of all returns to the other parties forty-five (45) days before the due date
to permit review and approval prior to filing. Operater shall make no charges for
performance of any administrative or professional service in connection with the
keeping of records or in the filing of returns. Operator is hereby granted autho-
rity to make the following elections under United States Internal Revenue Laws and
Regulations and any similar State Statues:

A. To elect to adopt the calendar year as the annual accounting period;

B. To elect to adopt the accrual method of accounting;

C. To elect to expense all intangible drilling and development costs;

D. To elect to compute the allowance for depreciation using the
accelerated ecost recovery method.

E. To elect to deduct advanced royalties from gross income for the
year the advance royalties are paid or accrued; and

F. To make such other elections as may be approved by the parties.

The parties further agree that for United States Income Tax purposes, the
gains and losses from sales, abandonments and other disposition of property and all
classes of costs, expenses, credits, including depreciation and depletion, shall be
shared and accounted for as follows:

1. All production and intangible drilling and development costs and all
other classes of costs and expenses shall be allocated as deductions
to each party in accordance with its respective contributions to such
costs;

2. Depreciation on tangible equipment shall be allocated to each party
in accordance with its contributions to the adjusted basis of such
equipment, as such adjusted basis is defined in the Internal Revenue
Code of 1954, as amended, and any similar State Statute;

3. Deductions for depletion shall be computed by the parties as follows:

a. If eligible for percentage or cost depletion, the depletion
deduction shall be computed by each of the parties separately.
Percentage depletion shall be calculated under IRC Section
613A(b), "Excwption for Certain Domestic Gas Wells," or IRC
Section 613A(c), "Independent Producers and Royalty Owners,'
whichever is applicable.

b. The partnership basis in oil or gas properties shall be
allocated to each party in accordance with its respective
contribution to such cost depletion base. Each partncer
shall maintain an individual basis account and compute his
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own allovance for either percentage depletion or cost depletion
on all his properties. The depletion allowance deducted by the
partners shall be trecated as a reduction of the basis of tche
partnership property. In addition, cach partner shall fuwrnish
thelr percentage or cost depletion calculation to Operator
annually.

c. Each party shall take into account for his depletion calculation
such party's share of production, gross income, royalty obliga-
tions, expenses, contributions to the unadjusted cost basis of
the joint property, all adjustments to basis, and depletion
allowance deductions reducing such party's basis.

4, Such investment credit as shall be allowed by Section 38 of the
Internal Revenuc Code of 1954, as amended, as well as any other
credits shall be allocated to the parties in accordance with their
respective contributions to the cost thereof.

5. Gains and losses from each sale, abandonment or other disposition
of property (other than 0il, gas or other hydrocarbon substances)
will be allocated to the parties in such manner as will reflect the
gains and losses that would have been includable in their respective
Income Tax Returns 1f such property were held by the parties -ocutside
this agreement. The computations shall take into account each party's
share of the proceeds derived from each sale or other disposition
of such property during the year, selling expenses and the parties'
respective contributions to the unadjusted cost basis of such
property, less any allowed or allowable depreciation, depletion,
amortization, credits, or other deductions which have been allocated
to each party with respect to such property as provided in this
paragraph. '

Should there be a transfer of an interest under this Agreement income
and deductions attributable to such interest shall not be allocated between the
"transferor and transferee in a prorata manner but shall be allocated according to
the date the income was accrued and the date the expense was incurred.

When requested, each party agrees to provide Operator with all information
readily available from the regularly maintained accounting records.

AGREED AND ACCEPTED this ‘ day of

Tax Partnership Agreement
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CERTIFICATION--DETERMINATION

Pursuant to the authority vested in the Secretary of the Interior,
under the act approved February 25, 1920, 41 Stat. 437, as amended, 30
U.S.C. sec. 181, et seq., and delegated to the appropriate
service under the authority of 43 CFR 3180, I do

hereby:

A. Approve the attached agreement for the development and operation of
the , Unit Area, State of

B. Certify and determine that the unit plan of development and opera-
tion contenmplated in the attached agreement is necessary and advisable in

the public interest for the purpose of more properly conserving the natural
resources. .

C. Certify and determine that the drilling, producing, rental minimum
royalty, and royalty requirements of all Federal lease comitted to said
agreement are hereby established altered, changed, or revoked to conform
with the terms and conditions of this agreement.

Dated

(Name and Title of authorized
officer of the Bureau of Land
Management )

Contract Number

Effective Date

PEYTON YATES

Case No. 8356
10/17/84 Examiner Hearing

Exhibit No. 2
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UNIT AGREEVEENT
FOR THE DEVELOPMVENT AND OPERATICN
OF THE

Unit area Caja Del Rio Grande Unit
County of Santa Fe and Sandoval Counties
State of New Mexico

No.
This agreement, entered into as of the 1st day of
August ,19 84 by and between the parties subscribing, ratifying, or

consenting hereto, and herein referred to as the "parties hereto,"
WITNESSETH:

WHEREAS, the parties hereto are the owners of working, royalty, or
other oil and gas interests in the unit area subject to this agreement; and

WHEREAS, the Mineral Leasing Act of February 25, 1920, 41 Stat, 437, as
amended, 30 U.S.C. Sec. 181 et seq., authorizes Federal lessees and their
representatives to unit with each other, or jointly or separately with
others, in collectively adopting and operating a unit plan of development of
operations of any oil and gas pool, field, or like area, or any part thereof
for the purpose of more properly conserving the natural resources thereof
whenever determined and certified by the Secretary of the Interior to be
necessary or advisable in the public interest; and

WHEREAS, the Commissioner of Public Lands of the State of New Mexico is
authorized by an Act of the Legislature (Secs. 19-10-45, 46, 47N.M. Statutes
1978 Annpted) to consent to or approve this agreement on behalf of the State

_of New Mexico, insofar as it covers and includes lands and mineral interest

of the State of New Mexico; and,

WHERFAS the Oil Conservation Division of the State of New Mexico Energy
and Minerals Department is authorized by an Act of the Legislature (Chapters
70 and 71, New Mexico Statutes 1978, Annotated) to approve this agreement
and the conservation provisions hereof; and,

WHEREAS, the parties hereto hold sufficient interests in the
Caja Del Rio Grande Unit Area Covel’ing‘ the land
hereinafter described to give reasonably effective control of operaticns
therein; and

WHERFAS, it is the purpose of the parties hereto to conserve natural
resources, prevent waste, and secure other benefits obtainable through
development and operation of the area subject to this agreement under the
terms, conditions, and limitations herein set forth;

NOW, THEREFORE, in consideration of the premises and the promises
herein contained, the parties hereto commit to this agreement their respec-
tive interests in the below-defined unit area, and agree severally among
themselves as follows:
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1. ENABLING ACT AND REGULATIONS. The Mineral Leasing Act of February
25, 1920, as amended, supra, and all wvalid pertinent regulations including
operating and unit plan regulations, heretofore issued thereunder or valid,
pertinent, and reasonable regulations hereafter issued thereunder are
accepted and made a part of this agreement as to Federal lands, provided
such regulations are not inconsistent with the terms of this agreement; and
as to non-Federal lands, the oil and gas operating regulations in effect as
of the effective dated hereof governing drilling and producing operations,
not inconsistent with the terms hereof or the laws of the State in which the
non-Federal land is located, are hereby accepted and made a part of this
agreement.

2. UNIT AREA. The area specified on the map attached hereto marked
Exhibit A is hereby designated and recognized as constituting the unit area,
containing 122.857.15 acres more or less.

Exhibit A shows, in addition to the boundary of the unit area, the
boundaries and indentity of tracts and leases in said area to the extent
known to the Unit Operator. Exhibit B attached hereto is a schedule showing
to the extent known to the Unit Operator, the acreage, percentage, and kind
of ownership of o0il and gas interests in all lands in the unit area.
However, nothing herein or in Exhibits A or B shall be construed as a
representation by any party hereto as to the ownership of any interest other
than such interest or interests as are shown in the Exhibits as owned by
such party. Exhibits A and B shall be revised by the Unit Operator whenever
changes in the unit area or in the ownership interests in the individual
tracts render such revision necessary, or when requested by the Authorized
Officer, hereinafter referred to as AO, or when requested by the
Conmissioner of Public Lands of the State of New Mexico, and not less than
four copies of the revised Exhibits shall be filed with the proper BIM
office, and one (1) copy thereof shall be filed with Land Conmissioner, and
one (1) copy with the Oil Conservation Division of the New Mexico Energy and
Minerals Department, hereinafter referred to as "Division."

The above-described unit area shall when practicable be expanded to
include therein any additional lands or shall be contracted to exclude lands
whenever such expansion or contraction is deemed to be necessary or advis-
able to conform with the purposes of this agreement. Such expansion or
contraction shall be effected in the following manner:

(a) Unit Operator, on its own motion (after preliminary concurrence by
the AD), or on demand of the AO, or on demand of the Land Conmissioner
shall prepare a notice of proposed expansion or contraction describing the
contemplated changes in the boundaries of the wunit area, the reasons
therefore, any plans for additional drilling, and the proposed effective
date of the expansion or contraction, preferably the first day of the month
subsequent to the date of notice.

(b) Said notice shall be delivered to the proper BIM office, the Land
Conmissioner and the State Division, and copies thereof mailed to the last
known address of each working interest owner, lessee and lessor whose
interests are affected, advising that 30 days will be allowed for submission
to the Unit Operator of any objections.
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(e) Upon expiration of the 30-day period provided in the preceding
item (b) hereof, Unit Operator shall file with the AO the Land
Commissioner, and State Division,evidence of mailing of the notice of
expansion or contraction and a copy of any objections thereto which have
been filed with Unit Operator, together with an application in triplicate,
for approval of such expansion or contraction and with appropriate joinders.

(d) After due consideration of all pertinent information, the expen-
sion or contraction shall, upon approval by the AO, the Land Conmissioner,
and State Division,become effective as of the date prescribed in the notice
thereof or such other appropriate date.

(e) All legal subdivisions of lands (i.e., 40 acres by Government
survey or its nearest lot or tract equivalent; in instances of irregular
surveys, unusually large lots or tracts shall be considered in multiples of
40 acres or the nearest aliquot equivalent thereof), no parts of which are
in or entitled to be in a participating area on or before the fifth anniver-
sary of the effective date of the first initial participating area estab-
lished under this unit agreement, shall be eliminated automatically from
this agreement, effective as of said fifth anniversary, and such lands shall
no longer be a part of the unit area and shall no longer be subject to this
agreement, unless diligent drilling operations are in progress on unitized
lands not entitled to participation on said fifth anniversary, in which
event all such lands shall remain subject hereto for so long as such drill-
ing operations are continued diligently, with not more than 90-days time
elapsing between the completion of one such well and the commencement of the
next such well. All legal subdivisions of lands not entitled to be in a
participating area within 10 years after the effective date of the first
initial participating area approved under this agreement shall be automat-
ically eliminated from this agreement as of said tenth anniversary. The
Unit Operator shall, within 90 days after the effective date of any elimina-
tion hereunder, describe the area so eliminated to the satisfaction of the
AD and the Land Commissioner and promptly notify all parties in interest.

- All lands reascnably proved productive of unitized substances in paying

quantities by diligent drilling operations after the aforesaid 5-year period
shall become participating in the same manner as during said first 5-year
period. However, when such diligent drilling operations cease, all
nonparticipating lands not then entitled to be in a participating area shall
be automatically eliminated effective as the 91st day thereafter.

Any expansion of the unit area pursuant to this section which embraces
lands theretofore eliminated pursuant to this subsection 2(e) shall not be
considered automatic commitment or recommitment of such lands. If con-
ditions warrant extention of the 10-year period specified in this sub-
section, a single extension of not to exceed 2 years may be accamplished by
consent of the owners of 90 percent of the working interest in the current
nonparticipating unitized lands and the owners of 60 percent of the basic
royalty interests (exclusive of the basic royalty interests of the United
States) in nonparticipating unitized lands with approval of the AD and Land
Comissioner, provided such extension application is submitted not later
than 60 days prior to the expiration of said 10-year period.



3. INITIZED LAND AND UNITIZED SUBSTANCES. All land now or hereafter
cammitted to this agreement shall constitute land referred to herein as
"unitized land" or "land subject to this agreement." All oil and gas in any
and all formations of the unitized land are unitized under the terms of this
agreement and herein called "unitized substances."

4, UNIT OPERATOR. Pevton Yates is
hereby designated as Unit Operator and by signature hereto as Unit Operator
agrees and consents to accept the duties and obligations of Unit Operator
for the discovery, development, and production of unitized substances as
herein provided. Whenever reference is made herein to the Unit Operator,
such reference means the Unit Operator acting in that capacity and not as an
owner of interest in unitized substances, and the term "working interest
owner" when used herein shall include or refer to Unit Operator as the owner
of the working interest only when such an interest is owned by it.

5. RESIGNATION OR REVIOVAL OF UNIT OPERATOR. Unit Operator shall have
the right to resign at any time prior to establishment of a participating
area or areas hereunder, but such resignation shall not become effective so
as to release Unit Operator from the duties and obligations of Unit Operator
and terminate Unit Operator's rights as such for a period of 6 months after
notice of intention to resign has been served by Unit Operator on all
working interest owners and the AD and the Land Commissioner, and until all
wells then drilled hereunder are placed in a satisfactory condition for
suspension or abandonment, whichever is required by the A0, and the State
Division as to State and Privatly owned lands, unless a new Unit Operator
shall have been selected and approved and shall have taken over and assumed
the duties and obligations of Unit Operator prior to the expiration of said
period.

Unit Operator shall have the right to resign in like manner and subject
to like limitations as above provided at any time after a participating area
established hereunder is in existence, but in all instances of resignation

_or removal, until a successor Unit Operator is selected and approved as

hereinafter provided, the working interest owners shall be jointly responsi-
ble for performance of the duties of Unit Operator, and shall not later than
30 days before such resignation or removal becones effective appoint a
common agent to represent them in any action to be taken hereunder.

The resignation of Unit Operator shall not release Unit Operator from
any liability from any default by it hereunder occurring prior to the
effective date of its resignation.

The Unit Operator may, upon default or failure in the performance of
its duties or obligations hereunder, be subject to removal by the samne
percentage vote of the owners of working interest as herein provided for the
selection of a new Unit COperator. Such removal shall be effective upon
notice thereof to the AD and the Land Commissioner.

The resignation or removal of Unit Operator under this agreement shall
not terminate its right, title, or interest as the owner of working interest
or other interest in unitized substances, but upon the resignation or
removal of Unit Operator becoming effective, such Unit Operator shall
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deliver possession of all wells, equipment, materials, and appurtenances
used in conducting the unit operations to the new duly qualified successor
Unit Operator or to the common agent, if no such new Unit Cperator is
elected, to be used for the purpose of conducting unit operations hereunder.
Nothing herein shall be construed as authorizing removal of any material,
equipment, or appurtenances needed for the preservation of any wells,

6. SUCCESSOR UNIT OPERATCR. Whenever the Unit Operator shall tender
his or its resignation as Unit Operator or shall be removed as hereinabove
provided, or a change of Unit Operator is negotiated by the working interest
owners, the owners of respective acreage interests in all unitized land
shall, pursuant to the Approval of the Parties requirements of the unit
operating agreement, select a successor Unit Operator. Such selection shall
not become effective until:

(a) a Unit Operator so selected shall accept in writing the duties and
responsibilities of Unit Operator, and

(b) the selection shall have been approved by the AD and approved by
the Land Commissioner.

If no successor Unit Operator is selected and qualified as herein
provided, the AO and the Land Commissioner, at their election may declare
this unit agreement terminated.

7. ACOUUNTING PROVISIONS AND UNIT OPERATING AGRERMINY. If the Unit
Operator is not the sole owner of working interests, costs and expenses
incurred by Unit Operator in conducting unit operations hereunder shall be
paid and apportioned among and borne by the owners of working interests, all
in accordance with the agreement or agreements entered into by and between
the Unit Operator and the owners of working interests, whether one or more,
separately or collectively. Any agreement or agreements entered into
between the working interest owners and the Unit Operator as provided in
_this section, whether one or more, are herein referred to as the "unit
operating agreement." Such unit operating agreement shall also provide the
manner in which the working interest owners shall be entitled to receive
their respective proportionate and allocated share of the benefits accruing
hereto in conformity with their underlying operating agreements, leases, or
other independent contracts, and such other rights and obligations as
between Unit Operator and the working interest owners as may be agreed upon
by Unit Operator and the working interest owners; however, no such unit
operating agreement shall be deemed either to modify any of the terms and
conditions of this unit agreement or to relieve the Unit Operator of any
right or obligation established under this unit agreement, and in case of
any inconsistency or conflict between this agreement and the unit operating
agreement, this agreement shall govern. Two copies of any unit operating
agreement executed pursuant to this section shall be filed in the proper EIM
office and one true copy with the Land Commissioner, prior to approval of
this unit agreement.

8. RIGITS AND CBLIGATIONS COF UNIT OPERATOR. Except as otherwise
specifically provided herein, the exclusive right, privilege, and duty of
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exercising any and all rights of the parties hereto which are necessary or
convenient for prospecting for, producing, storing, allocating, and dis-
tributing the unitized substances are hereby delegated to and shall be
exercised by the Unit Operator as herein provided. Acceptable evidence of
title to said rights shall be deposited with Unit Operator and, together
with this agreement, shall constitute and define the rights, privileges, and
obligations of Unit Operator. Nothing herein, however, shall be construed
to transfer title to any land or to any lease or operating agreement, it
being understood that under this agreement the Unit Operator, in its capaci-
ty as Unit Operator, shall exercise the rights of possession and use vested
in the parties hereto only for the purposes herein specified.

9. DRILLING TO DISCOVERY. Within 6 months after the effective aste
hereof, the Unit Operator shall commence to drill an adequate test well at a
location approved by the AO or by the Land Conmissioner, if on State land,
or by the Division if on Fee Lands, unless on such effective date a well is
being drilled in conformity with the terms hereof, and thereafter continue
such drilling diligently until the pakora formation has been
tested or until at a lesser depth unitized substances shall be discovered
which can be produced in paying quantities (to wit: quantities sufficient to
repay the costs of drilling, completing, and producing operations, with a
reasonable profit) or the Unit Operator shall at any time establish to the
satisfaction of the AO, the Land Commissioner if on State land, or the
Division if on Fee land, that further drilling of said well would be
unwarranted or impracticable, provided, however, that Unit Operator shall
not in any event be required to drill said well to a depth in excess of

6000" feet. Until the discovery of unitized substances capable of being
produced in paying quantities, the Unit Operator shall continue drilling one
well at a time, allowing not more than 6 months between the campletion of
one well and the comencement of drilling operations for the next well,
until a well capable of producing unitized substances in paying quantities
is completed to the satisfaction of the AO, or of the Land Commissioner if
on State land, or the Division if on Fee land, or until it is reasonably
_proved that the unitized land is incapable of procducing unitized substances
in paying quantities in the formations drilled hereunder. Nothing in this
section shall be deemed to limit the right of the Unit Operator to resign as
provided in Section 5, hereof, or as requiring Unit Cperator to commence or
continue any drilling during the period pending such resignation becoming
effective in order to conmply with the requirements of this section.

The AD and Land Comnissioner may modify any of the drilling
requirements of this section by granting reasonable extensions oI time when,
in his opinion, such action is warranted.

Notwithstanding anything in this unit agreement to the contrary, except
Section 25, UNAVOIDABLE DELAY, thyee (3) Wwells shall be drilled with not
more than 6-months time elapsing between the completion of the first well
and commencement of drilling operations for the second well and with not
more than 6-months time elapsing between completion of the second well and
the commencement of drilling operation for the third well, regardless of




whether a discovery has been made in any well drilled under this provision.
Both the initial well and the second well must be drilled in compliance with
the above specified formation or depth requirements in order to meet the
dictates of this section; and the second well must be located a mininmum of

six (6) miles from the initial well in order to be accepted by the AD as
the second unit test well, within the meaning of this section. The third
test well shall be diligently drilled, at a location approved by the AO, to

test the Dakota formation or to a depth of g0po0® feet,
whichever is the lesser, and must be located a minimum of _six (6) miles

from both the initial and the second test wells. Nevertheless, in the
event of the discovery of unitized substances in paying quantities by any
well, this unit agreement shall not terminate for failure to complete the

three (3) well program but the wunit area shall be contracted
automatically, effective the first day of the month following the default,
to eliminate by subdivisions (as defined in Section 2(e) hereof) all lands
not then entitled to be in a participating area.

Upon failure to commence any well as provided for in this (these)
section(s) within the time allowed, prior to the establishment of a partic-
ipating area, including any extension of time granted by AD and the Land
Commissioner, this agreement will automatically terminate. Upon failure to
continue drilling diligently any well conmenced hereunder, the AO and the
Land Conmissioner may, after 15-days notice to the Unit Operator, declare
this unit agreement terminated. The parties to this agreement may not
initiate a request to voluntarily terminate this agreement during the first
6 months of its termn unless at least one obligation well has been drilled in
accordance with the provisions of this section.

10. PLAN OF FURTHER DEVELOWMENT AND OPERATION. Within 6 months after
caipletion of a well capable of producing unitized substances in paying
quantities, the Unit Operator shall submit for the approval of the AU and
the Land Conmissioner, and State Division an acceptable plan of development
and operation for the unitized land which, when approved by the AC, the Land
_ Commissioner, and State Division, shall constitute the further drilling and
development obligations of the Unit Cperator under this agreement for the
period specified therein. Thereafter, from time to time before the
expiration of any existing plan, the Unit Operator shall submit for the
approval of the AQ, the Land Commissioner, and State Division a plan for an
additional specified period for the development and operation of the
unitized land. Subsequent plans should rormally be filed on a calender year
basis not later than March 1 each year. Any proposed modification or
addition to the existing plan should be filed as a supplement to the plan.

Any plan submitted pursuant to this section shall provide for the
timely exploration of the unitized area, and the diligent drilling necessary
for determination of the area or areas capable of producing unitized
substances in paying quantities in each and every productive formation.
This plan shall be as corplete and adequate as the AD, the Land
Commissioner, and State Division may determine to be necessary for timely
deveiopment and proper conservation of the oil and gas resources in the
unitized area and shall:



(a) Specify the nurber and locations of any wells to be drilled and
the proposed order and time for such drilling; and

(b) Provide a sumary of operations and production for the previous
year,

Plans shall be modified or supplemented when necessary to meet changed
conditions or to protect the interests of all parties to this agreement.
Reasonable diligence shall be exercised in camplying with the obligations of
the approved plan of development and operation. The AD and the Land
Camissioner are authorized to grant a reasonable extension of the 6-month
period herein prescribed for submission of an initial plan of development
and operation where such action is justified because of unusual conditions
or circumstances.,

After completion of a well capable of producing unitized substances in
paying quantities, no further wells, except such as may be necessary to
afford protection against operations not under this agreement and such as
may be specifically approved by the AO, the Land Comnissioner, and State
Division, shall be drilled except in accordance with an approved plan of
development and operation.

11. PARTICIPATION AFTER DISCOVERY. Upon conpletion of a well capable
of producing unitized substances in paying quantities, or as soon thereafter
as required by the A0, the Land Commissioner, or the State Division, the
Unit Cperator shall submit for approval by the AO, the Land Commissioner and
State Division a schedule, based on subdivisions of the public-land survey
or aliquot parts thereof, of all land then regarded as reasonably proved to
be productive of unitized substances in paying quantities. These lands
shall constitute a participating area on approval of the A0, Land
Commissioner, and State Division effective as of the date of completion of
such well or the effective date of this unit agreement, whichever is later.
The acreages of both Federal and Non-Federal lands shall be based upon
_appropriate computations from the courses and distances shown on the last
approved public-land survey as of the effective date of each initial
participating area. The schedule shall also set forth the percentage of
unitized substances to be allocated, as provided in Section 12, to each
conmitted tract in the participating area so established, and shall govern
the allocation of production commencing with the effective date of the
participating area. A different participating area shall be established for
each separate pool or deposit of unitized substances or for any group
therecof which is produced as a single pool or zone, and any two or more
participating areas so established may be combined into one, on approval of
the AO, the Land Conmissioner, and State Division. When production from two
or more participating areas is subsequently found to be from a comron pool
or deposit, the participating areas shall be combined into one, effective as
of such appropriate date as may be approved or prescribed by AO, the Land
Commissioner, and State Division. The participating area or areas so
established shall be revised from time to time, subject to the approval of
AD, to include additional lands then regarded as reasonably proved to be
productive of unitized substances in paying quantities or which are neces-
sary for unit operations, or to exclude lands then regarded as reasonably

-8-



proved not to be productive of unitized substances in paying quantities, and
the schedule of allocation percentages shall be revised accordingly, Tae
effective date of any revision shall be the first of the month in which the
knowledge or information is obtained on which such revision is predicated;
provided, however, that a more appropriate effective date may be used if
justified by Unit Operator and approved by the AD, the Land Conmissioner,
and State Division. No land shall be excluded from a participating area on
account of depletion of 1its wunitized substances, except that any
participating area established under the provisions of this unit agreement
shall terminate automatically whenever all carpletions in the formation on
which the participating area is based are abandoned.

It is the intent of this section that a participating area shall
represent the area productive of unitized substances known or reasonably
proved to be productive in paying quantities or which are necessary for unit
operations; but, regardless of any revision of the participating area,
nothing herein contained shall be construed as requiring any retroactive
adjustment for production obtained prior to the effective date of the
revision of the participating area.

In the absence of agreement at any time between the Unit Operator and
the AO, the Land Commissioner, and State Division as to the proper
definition or redefinition of a participating area, or until a participating
area has, or areas have, been established, the portion of all payments
affected thereby shall, except royalty due the United States, be impounded
in a manner nmutually acceptable to the owners of committed working
interests. Royalties due the United States shall be determined by the AO
and the Land Commissioner for the State lands and the amount thereof shall
be deposited, as directed by the AD and the Land Commissioner, until a
participating area is finally approved and then adjusted in accordance with
a determination of the sum due as Federal and State royalty on the basis of
such approved participating area.

N Whenever it is determined, subject to approval of the AO, the Land
Comissioner, and State Division, that a well drilled under this agreement
is not capable of production of unitized substances in paying quantities and
inclusion in a participating area of the land on which it is situated in a
participating area is unwarranted, production from such well shall, for the
purpose of settlement among all parties other than working interest owners,
be allocated to the land on which the well is located, unless such land is
already within the participating area established for the pool or deposit
from which such production is obtained. Settlement for working interest
benetits from such a nonpaying unit well shall be made as provided in the
unit operating agreement.

12. ALLOCATION OF PROCACTICN. All unitized substances produced from
each participating area established under this agreement, except any part
thereof used in conformity with gocd operating practices within the unitized
area for drilling, operating, and other production or development purposes,
for repressuring or recycling in accordance with a plan of development and
operations which has been approved by the AO, Land Conmissioner, and State
Division or unavoidably lost, shall be deemed to be produced equally on an
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acreage basis from the several tracts of unitized land of the participating
area established for such production. For the purpose of determining any
benefits accruing under this agreement, each such tract of unitized land
shall have allocated to it such percentageof said production as the number
of acres of such tract included in said participating area bears to the
total acres of unitized land in said participating area, except that
allocation of production hereunder for purposes other than for settlement of
the royalty, overriding royalty, or payment out of production obligations of
the respective working interest owner, shall be on the basis prescribed in
the unit operating agreement whether in conformity with the basis of
allocation herein set forth or otherwise. It is hereby agreed that
production of unitized substances from a participating area shall be
allocated as provided herein regardless of whether any wells are drilled con
any particular part or tract of the participating area. If any gas produced
from one participating area is used for repressuring or recycling purposes
in another participating area the first gas withdrawn from the latter
participating area for sale during the life of this agreement, shall be
considered to be the gas so transferred, until an amount equal to that
transferred shall be so produced for sale and such gas shall be allocated to
the participating area from which initially produced as such area was
cefined at the time that such transferred gas was finally produced and sold.

13. DEVELORVENT CR CPERATICN OF NONPARTICIPATING LAND OR FCRVAATIONS.
Any party hereto owning or controlling the working interest in any unitized
land having thereon a regular well location may with the approval of the AD,
and the Land Commissioner, and Division,at such party's sole risk, costs,
and expense, drill a well to test any formation provided the well is outside
any participating area established for that formation, unless within 90 days
of receipt of notice from said party of his intention to drill the well, the
Unit Operator elects and comences to drill the well in a like manner as
other wells are drilled by the Unit Operator under this agreement.

It any well drilled under this section by a working interest owner
_results in production of unitized substances in paying quantities such that
the land upon which it is situated may properly be included in a participat-
ing area, such participating area shall be established or enlarged as
provided in this agreement and the well shall thereafter be operated by the
CUnit Operator in accordance with the terms of this agreement and the unit
operating agreement.

If any well drilled under this section by a working interest owner that
obtains production in guantities insufficient to justify the inclusion of
the land upon which such well is situated in a participating area, such well
may be operated and produced by the party drilling the same, subject to the
conservaiion requirements of this agreement. The royalties in amount or
value of production from any such well shall be paid as specified in the
underlying lease and agreements affected.

14. RCYALTY SETITLEMENT. The United States and any State and any

royalty owner who is entitled to take in kind a share of the substances now
unitized hereunder shall hereafter be entitled to the right to take in Kind
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its share of the unitized substances, and Unit Operator, or the working
interest owner in case of the operation of a well by a working interest
owner as herein provided for in special cases, shall make deliveries of such
royalty share taken in kind in conformity with the applicable contracts,
laws, and regulations. Settlement for royalty interest not taken in kind
shall be made by working interest owners responsible therefor under existing
contracts, laws and regulations, or by the Unit Operator on or before the
last day of each month for unitized substances produced during the preceding
calendar month; provided, however, that nothing in this section shall
operate to relieve the lessees of any land from their respective lease
obligations for the payment of any royalties due under their leases.

If gas obtained from lands not subject to this agreement is introduced
into any participating area hereunder, for use in repressuring, stimulation
of production, or increasing ultimate recovery, in conformity with a plan
of development and operation approved by the AO and the Land Commissioner, a
like amount of gas, after settlement as herein provided for any gas
transferred from any other participating area and with appropriate deductioun
for loss from any cause, may be withdrawn from the formation into which the
gas is introduced, royalty free as to dry gas, but not as to any products
which may be extracted therefrom; provided that such withdrawal shall be at
such time as may be provided in the approved plan of development and
operation or as may otherwise be consented to by the AO and the Land
Comissioner and Division as conforming to good petroleun engineering
practice; and provided further, that such right of withdrawali shall
terminate on the termination of this unit agreement.

Royalty due the United States shall be computed as provided in 30 CFR
Croup 200 and paid in value or delivered in kind as to all unitized sub-
stances on the basis of the amounts thereof allocated to unitized Federal
land as provided in Section 12 at the rates specified in the respective
Federal leases, or at such other rate or rates as may be authorized by law
or regulation and approved by the AD; provided, that for leases on which the
royalty rate depends on the daily average production per well, said average
production shall be determined in accordance with the operating regulations
as though each participating area were a single consolidated lease.

Royalty due on account of State lands shall be computed and paid on the
basis of all unitized substances allocated to such lands.

15. RENTAL SETTLIMENT. Rental or minimum royalties due on leases
committed hereto shall be paid by appropriate working interest owners under
existing contracts, laws, and regulations, provided that nothing herein
contained shall operate to relieve the lessees of any land from their
respective lease obligations for the payment of any rental or minimum
royalty due under their leases. Rental or minimum royalty for lands of the
United States subject to this agreement shall be paid at the rate specified
in the respective leases from the United States unless such rental or
minimum royalty is waived, suspended, or reduced by law or by approval of
the Secretary or his duly authorized representative,

Rentals on State of New Mexico lands subject to this agreement shall be
paid at the rates specified in the respective leases.
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With respect to any lease on non-Federal land containing provisions
which would terminate such lease unless drilling operations are commenced
upon the land covered thereby within the time therein specified or rentals
are paid for the privilege of deferring such drilling operations, the
rentals required thereby shall, notwithstanding any other provision of this
agreement, be deemed to accrue and become payable during the term thereof as
extended by this agreement and until the required drilling operations are
camenced upon the land covered thereby, or until some portion of such land
is included within a participating area..

16, COONSERVATION. Operations hereunder and production of unitized
substances shall be conducted to provide for the most economical and effi-
cient recovery of said substances without waste, as defined by or pursuant
to State or Federal law or regulation.

17. DRAINAGE. The Unit Operator shall take such measures as the AO
and Land Commissioner deems appropriate and adequate to prevent drainage of
unitized substances from unitized land by wells on land not subject to this
agreement, which shall include the drilling of protective wells and which
may include the payment of a fair and reasonable compensatory royalty as
determined by the AD.

18. LEASES AND QONIRACTS OONFORMED AND EXTENDED. The terms, con-
ditions, and provisions of all leases, subleases, and other contracts
relating to exploration, drilling , development or operation for oil or gas
on lands comitted to this agreement are hereby expressly modified and
amended to the extent necessary to make the same conform to the provisions
hereof, but otherwise to remain in full force and effect; and the parties
hereto hereby consent that the Secretary and the Land Commissioner, as to
State leases, shall and by his approval hereof, or by the approval hereof by
his duly authorized representative, does hereby establish, alter, change, or
revoke the drilling, producing, rental minimun royalty, and royalty
requirements of Federal and State leases committed hereto and the
.regulations in respect thereto to conform said requirements to the
provisions of this agreement, and, without limiting the generality of the
foregoing, all leases, subleases, and contracts are particularly modified in
accordance with the following:

(a) The development and operation of lands subject to this agreement
under the terms hereof shall be deemed full performance of all obligations
for development and operation with respect to each and every separately
owned tract subject to this agreement, regardless of whether there is any
developrent of any particular tract of this unit area.

(b) Drilling and producing operations performed hereunder upon any
tract at the time, such leases shall be extended for 2 years, and any tract
of unitized lands will be accepted and deemed to be performed upon and for
the benetfit of each and every tract of unitized land, and no lease shall be
deemed to expire by reason of failure to drill or produce wells situated on
the iand therein embraced.
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(c) Suspension of drilling or producing operations on all unitized
lands pursuant to direction or consent of the AD and the Land Commissioner
shall be deemed to constitute such suspension pursuant to such direction or
consent as to each and every tract of unitized land. A suspension of
drilling or producing operations limited to specified lands shall be
applicable only to such lands.

(d) Each lease, sublease, or contract relating to the exploration,
drilling, development, or operation for oil or gas of lands other than those
of the United States and State of New Mexico comnitted to this agreement
which, by its terms might expire prior to the termination of this agreement,
is hereby extended beyond any such term so provided therein so that is shall
be continued in full force and effect for and during the term of this
agreement.

(e) Any Federal lease committed hereto shall continue in force beyond
the term so provided therein or by law as to the land committed so long as
such lease remains subject hereto, provided that production of unitized
substances in paying quantities is established in paying quantities under
this unit agreement prior to the expiration date of the term of such lease,
or in the event actual drilling operations are commenced on unitized land,
in accordance with provisions of this agreement, prior to the end of the
primary term of such lease and are being diligently prosecuted at that time,
such lease shall be extended for 2 years, and so long thereafter as oil or
gas is produced in paying quantities in accordance with the provisions of
the Mineral Leasing Act, as amended.

(f) Each sublease or contract relating to the operation and develop-
ment or unitized substances from lands of the United States committed to
this agreement, which by its terms would expire prior to the time at which
the underlying lease, as extended by the immediately preceding paragraph,
will expire beyond any such term so provided therein so that it shall be
continued in full force and effect for and during the term of the underlying
. lease as such term is herein extended.

(g) Any lease embracing lands of the State of New Mexico which is made
subject to this agreement, shall continue in force beyond the term provided
therein as to the lands comitted hereto until the termination hereof,
provided that drilling operations on the initial test well are comenced
prior to the expiration dated of any State lease within the unit area,
subject to the provisions of subsection (e) of Section 2 and subsection (i)
of this Section 18.

(h) The segregation of any Federal lease camnitted to this agreement
is governed by the following provision in the fourth paragraph of sec. 17(j)
of the lMineral Leasing Act, as amended by the Act of September 2, 1960 (74
Stat, 781-784) (30 U.S.C. 226(j):

"Any [Federal] lease heretofore or hereafter comitted to any such
lunit] plan embracing lands that are in part within and in part outside of
the arca covered by any such plan shall be segregated into separate leases
as to the lands comiitted and the lands not comitted as of the effective
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date of unitization: Provided, however, That any such lease as to the
nonuni tized portion shall continue in force and effect for the term thereof
but for not less than two years from the date of such segregation and so
long thereafter as oil or gas is produced in paying quantities.”

(i) Any lease embracing lands of the State of New Mexico having only a
portion of its lands comnitted hereto, shall be segregated as to the portion
committed and the portion not committed, and the provisions of such lease
shall apply separately to such segregated portions commencing as of the
effective date hereof; provided, however, notwithstanding any of the
provisions of this agreement to the contrary any lease embracing lands of
the State of New Mexico having only a portion of its lands ccmmitted hereto
shall continue in full force and effect beyond the term provided therein as
to all lands embraced in such lease, if oil or gas is discovered and is
capable of being produced in paying quantities from some part of the lands
arbraced in such lease at the expiration of the secondary term of such
lease; or if, at the expiration of the secondary term, the lessee or Unit
Operator if then engaged in bona fide drilling or reworking operations on
some part of the lands embraced in such lease, the same, as to all lands
embraced therein, shall remain in full force and effect so long as such
operations are being diligently prosecuted, and if they result in the
production of oil or gas, said lease shall continue in full force and effect
as to all of the lands embraced therein, so long thereafter as oil or gas in
paying quantities is being produced from any portion of said lands.

(j) Any lease, other than a Federal lease, having only a portion of
its lands committed hereto shall be segregated as to the portion committed
and the portion nct committed, and the provisions of such lease shall apply
separately to such segregated portions commencing as of the effective date
hereof. In the event any such lease provides for a lump-sum rental payment,
such payment shall be prorated between the portions so segregated in propor-
ticn to the acreage of the respective tracts.

19. COCNVENANTS RUN WITH LAND. The covenants herein shall be construed
to be covenants running with the land with respect to the interests of the
parties hereto and their successors in interest until this agreement
terminates, and any grant, transfer or conveyance of interest in land or
leases subject hereto shall be and hereby is conditioned upon the assumption
of all privileges and obligations hereunder by the grantee, transferee, or
other successor in interest. No assignment or transfer of any working
interest, royalty, or other interest subject hereto shall be binding upon
Unit Operator until the first day of the calendar month after Unit Operator
is furnished with the original, photostatic, or certified copy of the
instrument of transfer.

20. EFFECTIVE DATE AND TERM. This agreement shall become effective

upon approval by the A0 and the Land Commissioner and shall automatically
temminate 5 years from said effective date unless:

(a) upon application by the Unit Operator such date of expiration is
extended by the A0, and the Land Commissioner, or '
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(b) it is reasonably determined prior to the expiration of the fixed
term or any extension thereof that the unitized land is incapable of
production of unitized substances in paying quantities in the formations
tested hereunder, and after notice of intention to termminate this agreement
on such ground is given by the Unit Operator to all parties in interest at
their last known addresses, this agreement is terminated with the approval
of the AD, and the Land Comissioner, or

(¢) a valuable discovery of unitized substances in paying quantities
has been macde or accepted on unitized land during said initial term or any
extension thereof, in which event this agreement shall remain in effect for
such term and so long hereafter as unitized substances can be produced, and
are being produced as to State lands in quantities sufficient to pay for the
cost of producing same from wells on unitized land within any participating
area established hereunder. Should production cease and diligent drilling
operations to restore production or new production are not in progress or
re-working within 60 days and production is not restored or should new
production not be obtained in paying quantities on committed lands within
this unit area, this agreement will automatically terminate effective the
last day of the month in which the last unitized production occurred, or

(d) it is voluntarily terminated as provided in this agreement.
Except as noted herein, this agreement may be terminated at any time prior
to the discovery of unitized substances which can be produced in paying
quantities by not less than 75 per centum, on an acreage basis, of the
working interest owners signatory hereto, with the approval of the AO and
the Land Commissioner. The Unit Operator shall give notice of any such
approval to all parties hereto. Voluntary termination may not occur during
the first 6 months of this agreement unless at least one obligation well
shall have been drilled in conformance accordance with Section 9.

21. RATE OF PROSPECTING, DEVELOPMENT, AND PRODUCTICN. The AO is
hereby vested with authority to alter or modify from time to time, in his
_discretion, the quantity and rate of production under this agreement when
such quantity and rate are not fixed pursuant to Federal or State law, or do
not conform to any Statewide voluntary conservation or allocation program
which is established, recognized, and generally adhered to by the majority
of operators in such State. The above authority is hereby limited to
alteration or modifications which are in the public interest. The public
interest to be served and the purpose thereof, must be stated in the order
of alteration or modification. Without regard to the foregoing, the AD is
also hereby vested with authority to alter or modify from time to time, in
his discretion, the rate of prospecting and development and the quantity and
rate of production under this agreement when such alteration or modification
is in the interest of attaining the conservation objectives stated in this
agreement and is not in violation of any applicable Federal of State law;
provided, further, that mno such alteration or modification shall be
effective as to any land of the State of New Mexico, as to the rate of
prospecting and developing in the absence of the specific written approval
thereot by the Conmissioer and as to any lands of the State of New Mexico or
privately owned lands subject to this agreement as to the quantity and rate
of production in the absence of specific written approval thereof by the
Division.
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Powers in this section vested in the AD shall only be exercised after
wotice to Unit Operator and opportunity for hearing to be held not less than
15 days from notice. .

22. APPEARANCES. Unit Operators shall, after notice to other parties
affected, have the right to appear for and on behalf of any and all inter-
ests affected hereby before the Department of the Interior and the
Commissioner of Public Lands and to appeal from orders issued under the
regulations of said Department or Land Commissioner, or to apply for relief
from any of said regulations, or in any proceedings relative to operations
before the Department, the Land Commissioner or any other legally
constituted authority; provided, however, that any other interested party
shall also have the right at its own expense to be heard in any such
prodeeding.

23. NOTICES. All notices, demands, or statements required hereunder
to be given or rendered to the parties hereto shall be in writing and shall
be personally delivered to the party or parties, or sent by postpaid regis-
tered or certified mail, to the last-known address of the party or parties.

24. NO WAIVER CF CERTAIN RIGHIS. Nothing contained in this agreement
shall be construed as a waiver by any party hereto of the right to assert
any legal or constitutional right or defense as to the wvalidity or
invalidity of any law of the State where the unitized lands are located, or
of the United States, or regulations issued thereunder in any way affecting
such party, or as a waiver by any such party of any right beyond his or its
authority to waive.

25. UNAVOIDABLE DELAY. All obligations under this agreement requiring
the Unit Operator to commence or continue drilling, or to operate on, or
procduce unitized substances from any of the lands covered by this agreement,
shall be suspended while the Unit Operator, despite the exercise of due care
and diligence, is prevented from complying with such obligations, in whcle
~or in part, by strikes, acts of God, Federal, State, or municipal law or
agencies, unavoidable accidents, uncontrollable delays in transportation,
irability to obtain necessary materials or equipment in the open market, or
other matters beyond the reasonable control of the Unit Operator, whether
similar to matters herein enumerated or not.

26. NONDISCRIMINATICN. In connection with the performance of work
under this agreement, the Unit Operator agrees to camply with all the
provisions of section 202 (1) to (7) inclusive, of Executive Order 1124t (30
FR 12319), as amended, which are hereby incorporated by reference in this
agreanent.

27. 1LOSS CF TITLE. In the event title to any tract of unitized lund
shail fail and the true owner cannot by induced to join in this unit agree-
menit, such tract shall be automatically regarded as not conmitted hereto,
and there shall be such readjustment of future costs and benefits as may be
required on account of the loss of such title. In the event of a dispute as
to title to any royalty, working interest, or other interests subject
thereto, payment or delivery on account thereof may be withheld without
liability for interest until the dispute is finally settled; provided, that,
as to Federal lands or leases, no payments of funds due the United State
shall be withheld, but such funds shall be deposited as directed by the 20,
and such funds of the State of New Mexico shall be deposited as directed by



the Land Commissioner, to be held as unearned money pending final settlement
of the title dispute, and then applied as earned or returned in accordance
with such final settlement.

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

28. NONJCINDER AND SUBSEQUENT JOINDER. If the owner of any substan-
tial interest in a tract within the unit area fails or refuses to subscribe
or consent to this agreement, the owner of the working interest in that
tract may withdraw the tract from this agreement by written notice delivered
to the proper BIM office, the Land Commissioner, the State Division, and the
Unit Operator prior to the approval of this agreement by the AD and the Land
Camnissioner. Any oil or gas interests in lands within the unit area not
comnitted hereto prior to final approval may thereafter be committed hereto
by the owner or owners thereof subscribing or consenting to this agreement,
and, if the interest is a working interest, by the owner of such interest
also subscribing to the unit operating agreement. After operation are
commenced hereunder, the right of subsequent joinder, as provisions in this
section, by a working interest owner is subject to such requirements or
approval(s) if any, pertaining to such joinder, as may be provided for in
the unit operating agreement. After final approval herecf, joinder by a
nonworking interest owner must be consented to in writing by the working
interest owner comnitted hereto and responsible for the payment of any
benefits that may accrue hereunder in behalf of such nonworking interest. A
norworking interest may not be comitted to this unit agreement unless the
corresponding working interest is conmitted hereto. Joinder to the unit
agreement by a working interest owner, at any time, must be accompanied by
appropriate joinder to the unit operating agreement, in order for the
interest to be regarded as comitted to this agreement. EIxcept as may
otherwise herein be provided, subsequent joinders to this agreement shall be
effective as of the date of the filing with the AD, the Land Commissioner,
and the State Division of duly executed counterparts of all or any papers
_necessary to establish effective commitment of any interest and/or tract to
this agreement.

29. COUNIERPARTS. This agreement may be executed in any nurber of
counterparts, no one of which needs to be executed by all parties, or may be
ratified or consented to by separate instrurent in writing specifically
referring hereto and shall be binding upon all those parties who have
executed such a counterpart, ratification, or consent hereto with the same
force and effect as if all such parties had signed the same document, and
regardless or whether or not it is executed by all other partics owning or
claiming an interest in the lands within the above-described unit area.

30. SURRENDER. Nothing in this agreement shall prohibit the exercise
by eany working interest owner of the right to surrender vested in such party
by any lease, sublease, or operating agreement as to all or any part of tihe
lands covered thereby, provided that each party who will or might acquire
such working interest by such surrender or by forfeiture as hereafter set
forth, is bound by the terms of this agreement.
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If as a result of any such surrender, the working interest rights as to
such lands became vested in any party other that the fee owner of the
unitized substances, said party may forfeit such right and forfeit benefits
from operations hereunder as to said land to the party next in the chain of
title who shall be and become the owner of such working interest.

If as the result of any such surrender or forfeiture working interest
rights become vested in the fee owner of the unitized substances, such owner
may:

(a) accept those working interest rights subject to this agreement and
the unit operating agreement; or

(b) lease the portion of such land as is included in a participating
area established hereunder subject to this agreement and the unit operating
agreanent; or

(¢) provide for the independent operation of any part of such land
that is not then included within a participating area established hereunder.

If the fee owner of the unitized substances does not accept the working
interest rights subject to this agreement and the unit operating agreement
or lease such lands as above provided 6 months after the surrendered or
forfeited, working interest rights become become vested in the fee owner;
the benefits and obligations of operations accruing to such lands under this
agreement and the unit operating agreement shall be shared by the remaining
owners of unitized working interests in accordance with their respective
working interest ownerships, and such owners of working interest shall
compensate the fee owner of unitized substances in such lands by paying sums
equal to the rentals, minimum royalties, and royalties applicable to such
lands under the lease in effect when the lands were unitized.

An appropriate accounting and settlement shall be made for all benefits
accruing to or payments and expenditures made or incurred on behalf or such
surrendered or forfeited working interest subsequent to the date of
surrender or forfeiture, and payment of any moneys found to be owing by such
an accounting shall be made as between the parties within 30 days.

The exercise of any right vested in a working interest owner to reas-
sign such working interest to the party from whom obtained shall be subject
to the same conditions as set forth in this section in regard to the exer-
cise of a right to surrender.

31. TAXES. The working interest owners shall render and pay for thcir
account and the account of the royalty owners all valid taxes on or measured
by the unitized substances in and under or that may be produced, gathered
and sold from the land covered by this agreement after its effective date,
or upon the proceeds derived therefrom. The working interest owners on each
tract shall and may charge the proper proportion of said taxes to royalty
owners having interest in said tract, and may currently retain and deduct a
suificient amount of the unitized substances or derivative products, or new
proceeds thereof, from the allocated share of each royalty owner to secure
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k)

reimbursement for the taxes so paid. No such taxes shall be charged to the
United States or the State of New liexico or to any lessor who has a contract
with his lessee which requires the lessee to pay such taxes.

32. NO PARINERSHIP. It is expressly agreed that the relation of the
parties hereto is that of independent contractors and nothing contained in
this agreement, expressed or implied, nor any operations conducted hereun-
der, shall create or be deemed to have created a partnership or association
between the parties hereto or any of them.

IN WI'TNESS WHEREOF, the parties hereto have caused this agreement to be
executed and have set opposite their respective names the date of execution.

UNIT CPERATCR

Date of signature

Peyton Yates

State of New Mexico )
:SS
County of Eddy )

The foregoing instrument was acknowledged before me this day
cf August, 1984 by PEYION YATES.

My comission expires:

Notary Public
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A.A.P.L. FORM 610 - 1977
MODEL FORM OPERATING AGREEMENT

CAJA DEL RIO GRANDE UNIT

OPERATING AGREEMENT

DATED
August 1 | 1984 |
OPERATOR PEYTON YATES

CONTRACT AREA Township 15 North, Ranges
Township 16 North, Ranges

6, 7

6, 7
Township 17 North, Ranaes 7, 8, East

7, 8

7, 8

Township 18 North, Ranaes
Township 19 North, Rances

COUNTY XJRXDPXRISHT OFSANTA FE & SANDOVAL STATE OF__NEW MEXICO

COPYRIGHT 1977 —_ ALL RIGHTS RESERVED
AMERICAN ASSOCIATION OF PETROLEUM LANDMEN
APPROVED FORM. AAPL NO. 610 - 1977 REVISED
MAY BE ORDERED CIRECTLY FROM THE PUBLISHER
KRAFTBILT PRODUCTS, BOX 800, TULSA 74101

PEYTON YATES

Case No. 8356
10/17/84 Examiner Hearing
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OPERATING AGREEMENT

THIS AGREEMENT. ¢ntered into by and betwcen PEYTON YATES
‘ 207 S. 4th Street, Artesia, NM , hereinafter designated and
referred to as “Operator”, and the signatory party or parties other than Operator, sometimes hereinafter
referred to individually herein as “Non-Operator”, and collectively as “Non-Operators”,

WITNESSETH:

WHEREAS, the parties to this agreement are owners of oil and gas leases and/or oil and gas in-
terests in the land identified in Exhibit “A”, and the parties hereto have reached an agreement to explore
and develop these leases and‘or oil and gas interests for the production of oil and gas to the extent and
as hereinafter provided:

NOW, THEREFORE, it is agreed as follows:

ARTICLE 1.
DEFINITIONS

As used in this agreement, tﬁe following words and terms shall have the meanings here ascribed
to them:

A. The term “oil and gas” shall mean oil, gas, casinghead gas, gas condensate, and all other liquid
or gaseous hydrocarbons and other marketable substances produced therewith, unless an intent to
limit the inclusiveness of this term is specifically stated.

B. The terms ‘oil and gas lease”, “lease” and ‘“leasehold” shall mean the oil and gas leases cov-
ering tracts of land lying within the Contract Area which are owned by the parties to this agreement.

C. The term “oil and gas interests” shall mean unleased fee and mineral interests in tracts of
land lying within the Contract Area which are owned by parties to this agreement.

D. The term “Contract Area” shall mean all of the lands, oil and gas leasehold interests and oil
and gas interests intended to be developed and operated for oil and gas purposes under this agreement.
Such lands, oil and gas leasehold interests and oil and gas interests are described in Exhibit “A’.

E. The term “drilling unit” shall mean the area fixed for the drilling of one well by order or rule
of any state or federal body having authority. If a drilling unit is not fixed by any such rule or order,
a driliing unit shall be the drilling unit as established by the pattern of drilling in the Contract Area
or as fixed by express agreement of the Drilling Parties. F

F. The term ‘‘drillsite” shall mean the oil and gas lease or interest on which a proposed well is to
be located.

G. The terms “Drilling Party” and ‘“‘Consenting Party” shall mean a party who agrees to join in
and pay its share of the cost of any operation conducted under the provisions of this agreement.

H. The terms *“Non-Drilling Party” and “Non-Consenting Party’” shall mean a party who elects
not to participate in a proposed operation.

Unless the context otherwise clearly indicates, words used in the singular include the plural, the
plural includes the singular, and the neuter gender includes the masculine and the feminine.

ARTICLE 1L
EXHIBITS

The following exhibits, as indicated below and attached hereto, are incorporated in and made a
part hereof:
g A. Exhibit “A”, shall include the following information:
(1) Identification of lands subject to agreement,
(2) Restrictions, if any, as to depths or formations,
(3) Percentages or fractional interests of parties to this agreement,
(4) Oil and gas leases and/or oil and gas interests subject to this agreement,
(5) Addresses of parties for notice purposes.
Exhibit “B”, Form of Lease.
Exhibit “C”, Accounting Procedure.
Exhibit “D”, Insurance.
Exhibit “E”, Gas Balancing Agreement.

,/ . Exhibit “F”, Non-Discrimination and Certification of Non-Segregated Facilities.
@ ‘G.Exhibit "G'", Tax Partnership Agreement.

SRR Nl

RKuXXD

If any provision of any exhibit, except Exhibit “E”, is inconsistent with any provision contained
in the body of this agreement, the provisions in the body of this agreement shall prevail.
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1 ARTICLE IIL

2 INTERESTS OF PARTIES

3

4 A, Oil and Gas Interests:

5

6 If any party owns an unleased oil and gas interest in the Contract Area, that interest shall be

7 treated for the purpose of this agreement and during the term hereof as if it were a leased interest
8 under the form of oil and gas lease attached as Exhibit “B”. As to such interest, the owner shall re-
9 ceive royalty on production as prescribed in the form of oil and gas lease attached hereto as Exhibit
10 “B”. Such party shall, however, be subject to all of the provisions of this agreement relating tc lessees,
11 to the extent that it owns the lessee interest.

12

13 B. Interest of Parties in Costs and Production:

14

15 Exhibit A" lists all of the parties and their respective percentage or fractional interests under this
16 agreement. Unless changed by other provisions, all costs and liabilities incurred in operations under
17  this agreement shall be borne and paid, and all equipment and material acquired in operations on the
18  Contract Area shall be owned by the parties as their interests are shown in Exhibit “A”. All produc-
19 tien of cil and gas from the Contract Area, subject to the payment of lessor’s royalties ekl -wie—sa-
20 ot theedaid—daaarie shall also be owned by the parties in the same manner during the term
21 her enf provided, however, this shall not be deemed an assignment or cross-assignment of interestis cov-
22 ered hereby.

23

4 . ARTICLE 1IV.

25 TITLES

26

27 A. Title Examination:

28

29 Title examination shall be made on the drillsite of any proposed well prior to commencement of
30 drilling operations or, if the Drilling Parties so request, title examination shall be made on the leases
31 and‘or oil and gas interests included, or planned to be included, in the drilling unit around such well,
32 The opinion will include the ownership of the working interest, minerals, royalty, overriding royalty
33 and production payments under the applicable leases. At the time a well is proposed, each party con-
34 tributing leases and ‘or oil and gas interests to the drillsite, or to be included in such drilling unit, shall
35 furnish to Operator all abstracts (including Federal Lease Status Reports), title opinions, title papers
36 and curative material in its possession free of charge. All such information not in the possession of or
37 made available to Operator by the parties, but necessary for the examination of title, shall be obtained
38 by Operator. Operator shall cause title to be examined by attorneys on its staff or by outside attorneys.
39  Copies of all title opinions shall be furnished to each party hereto. The cost incurred by Operator in
40  this title program shall be borne as follows:
41
KL o FEVENVEE, WU I a.F-C S FCVPRECIY-V: B FEPR e PEPV-PL YU N O PP LIPS (L TS 1341 R R R e e o b
43  preliminary, supplemental, shut-in gas royalty opinions_apnd-disdsmem—ortTT litiec opinions) shall be a
44+ part of the administrotive cxsskend=asProvided in Exhibit “C,” and shall not be a direct charge, whether
L e RSN ST Y A Pt T IDECET ToED: PN ¥ DACrrpan

48

17 3 Option No. 2: Costs incurred by Operator in procuring abstracts and fees paid outside attorneys
48 for title examination (including preliminary, supplemental, shut-in gas royalty opinions and division
49  order title opinions) shall be borne by the Drilling Parties in the proportion that the interest of each
50  Drilling Party bears to the total interest of all Drilling Parties as such interests appear in Exhibit “A”.
51 Operator shall make no charge for services rendered by its staff attorneys or other personnel in the
52 performance of the above functions.

54 Each party shall be responsible for securing curative matter and pooling amendments or agreements
53 required in connection with leases or oil and gas interests contributed by such party. The Operator shall be
56 responsible for the preparation and recording of Pooling Designations or Declarations as well as the
57 conduct of hearings before Governmental Agencies for the securing of spacing or pooling orders. This
58 shall not prevent any party from appearing on its own behalf at any such hearing. Operator shall
59 also be responsible for filing Plans of Development ‘and Participating Areas.

60 No well shall be drilled on the Contract Area until after (1) the title to the drillsite or drllln unit

61 has been examined as above provided, and (2) the title has been approved by the examining attorney or
62  title has been accepted by all of the parties who are to participate in the drilling of the well. o

63 .

61 Br—hros—of—Fitte: —
66 1. Failure of Title: Should any oil and gas interest or leas erest therein,‘be lost through

-3

failure or title, which loss results in a reducti €rest from that shown on Exhibit “A”, this agrece-

68  ment, nevertheless, SW orce as to all remaining oil and gas leases and interests, and ...,
arty—wHose oil and gas lease or interest is affected by the title failure shall bear alone :

{(a) The
FRSS sl loss—and—it-shatlnot-be—entitledto-recover-from-Operateor-er-theother partiesany-developrment—

-1 O
[elNe]

_9._
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OF O »-ﬂ‘izl_rr costs—which—it FRa- have-therataofore p::.jd' but there—shall—ba-~no—mone Loy ‘.iqhﬂi*x- aon itc
part to the other parties hereto for drilling, development, operating or other similar costs by rea of

such title failure; and

(b) There shall be no retroactive adjustment of expenses incurred or revenues regefved from the
operation of the interest which has been lost, but the interests of the parties shall besévised on an acre-
age basis, as of the time it is determined finally that title failure has occurred.%So that the interest of
the party whose lease or interest is affected by the title failure will thercafter"be reduced in the Contract
Area by the amount of the interest lost; and

(¢) If the proportionate interest of the other parties hereto izmrdny producing well theretofore drilled
on the Contract Area is increased by reason of the title failyere] the party whose title has failed shall
receive the proceeds attributable to the increase in such +#fiterests (less costs and burdens attributable
thereto) until it has been reimbursed for unrecoyefed costs paid by it in connection with such well;
and

(d) Should any person not a party to tHis agreement, who is determined to be the owner of any in-
terest in the title which has failed, pgy in any manner any part of the cost of operation, development,
or equipment, such amount shall-Be paid to the party or parties who bore the costs which are so refund-
ed; and

(e) Any liability to-account to a third party for prior production of oil and gas which arises by
reason of title failure shall be borne by the party or parties in the same proportions in which they shared
in such prior_gpfoduction; and i T

(f) X6 charge shall be made to the joint account for legal expenses, fees or salaries, in connection
with~fne defense of the interest claimed by any party hereto, it being the intention of the parties

thno S ass 1 e a—ta PEERCE PP

axc-bea o A PORSE A—eoRReatan haraviith

any rental, shut-in well payment, minimum royalty or royalty payment, is not paid or is erronegtsly
paid, and as a result a lease or interest therein terminates, there shall be noc monetary liability~"against
the party who failed to make such payment. Unless the party who failed to make the required payment
secures a new lease covering the same interest within ninety (90) days from the disgetfery of the fail-
ure to make proper payment, which acquisition will not be subject to Article VI¥{.B., the interests of
the parties shall be revised on an acreage basis, effective as of the date of tepriination of the lease in-
volved, and the party who failed to make proper payment will no longer 1@ credited with an interest in
the Contract Area on account of ownership of the lease or interest whith has terminated. In the event
the party who failed to make the required payment shall not haye been fully reimbursed, at the time of
the loss, from the proceeds of the sale of oil and gas attributable to the lost interest, calculated on an
acreage basis, for the development and operating costs héretofore paid on account of such interest, it
shall be reimbursed for unrecovered actual costs théretofore paid by it (but not for its share of the
cost of any dry hole previously drilled or wells pfeviously abandoned) from so much of the following
as is necessary to effect reimbursement:

(a) Proceeds of oil and gas, less ¢
interest, on an acreage basis, up to

(b) Proceeds, less operatin

rating expenses, theretofore accrued to the credit of the lost
¢ amount of unrecovered costs;

expenses, thereafter accrued attributable to the lost interest on an
of oil and gas thereafter produced and marketed (excluding production
drilled) which, in the absence of such lease termination, would be attributable
an acreage basis, up to the amount of unrecovered costs, the proceeds of said
and gas to be contributed by the other parties in proportion to their respective in-

acreage basis, of that porti
from any wells thereaft
to the lost interest
portion of the of
terests; an
’ ny monies, up to the amecunt of unrecovered costs, that may be paid by any party who is, or

beg.- s, the owner of the interest lost, for the privilege of participating in the Contract Area or be-
/ e ry + i 3.
LT ST At O I AT CTTeITe

3. Other Losses: All losses incurred, ether—thar—these—set—forth—in—Articles—IV-Bi—and—1vV-B2:

—aboev>-shall not be considered failure of title but shall be joint losses and shall be borne by all parties

in proportion to their interests. There shall be no readjustment of interests in the remaining portion of
the Contract Area. '

ARTICLE V.
OPERATOR

A. DESIGNATION AND RESPONSIBILITIES OF OPERATOR:

PEYTON YATES 207 South 4th Street, Artesia, NM 88210 shall be the

Operator of the Contract Area, and shall conduct and direct and have full control of all operations on
the Contract Area as permitted and required by, and within the limits of, this agreement. It shall con-
duct all such operations in a good and workmanlike manner, but it shall have no liability ‘as Opecrator
to the other parties for losses sustained or liabilities incurred, execept such as may re;ult fror]n gross

neglisence or willful misconduect.
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B. Resignation or Removal of Operator and Selection of Successor:

1. Resignation or Removal of Operator: Operator may resign at any time by giving written notice
thercof to Non-Operators. If Operator terminates its legal existence, no longer owns an interest in the
Contract Arca, or is no longer capable of serving as Operator, it shall cease to be Operator without any
action by Non-Operator, except the selection of a successor. Operator may be removed if it fails or
refuses to carry out its duties hereunder, or becomes insolvent, bankrupt or is placed in receivership,
by the affirmative vote of two (2) or more Non-Operators owning a majority interest based on owner-
ship as shown on Exhibit “A”, and not on the number of partics remaining after excluding the voting
interest of Operator. Such resignation or removal shall not become effective until 7:00 o’clock A.M.
on the first day of the calendar month following the expiration of ninety (90) days after the giving of
notice of resignation by Operator or action by the Non-Operators to remove Operator, unless a successor
Operator has been selected and assumes the duties of Operator at an earlier date. Operator, after effect-
ive date of resignation or removal, shall be bound by the terms hereof as a Non-Operator. A change of
a corporate name or structure of Operator or transfer of Operator’s interest to any single subsidiary,
parent or successor corporation shall not be the basis for removal of Operator. :

2. Selection of Successor Operator: Upon the resignation or removal of Operator, a successor Op-
erator shall be selected by the Parties. The successor Operator shall be selected from the parties owning
an interest in the Contract Area at the time such successor Operator is selected. If the Operator that
is removed {ails to vote or votes only to succeed itself, the successor Operator shall be selected by the
affirmative vote of two (2) or more parties owning a majority interest based on ownership as shown
on Exhibit “A”, and not on the number of parties remaining after excluding the voting interest of the
Operator that was removed. 1n the event of a conflict between these provisions and
the Unit Agreement, said Unit Agreement shall prevail.

C. Employees:

The number of employees used by Operator in conducting operations hereunder, their selection,
and the hours of labor and the compensation for services performed, shall be determined by Operator,
and all such employees shall be the employees of Operator.

D. Drilling Contracts:

All wells drilled on the Contract Area shall be drilled on a competitive contract basis at the usual
rates prevailing in the area. If it so desires. Operator may employ its own tools and equipment in the
drilling of wells, but its charges therefor shall not exceed the prevailing rates in the area and the rate
of such charges shall be agreed upon by the parties in writing before drilling operations are com-
menced, and such work shall be performed by Operator under the same terms and conditions as are
customary and usual in the area in contracts of independent contractors who are doing work of a sim-
ilar nature.

ARTICLE VL
DRILLING AND DEVELOPMENT

A. Initial Well:

‘The initial well will be the first well required by the Unit Agreement and
shall be drilled with due diligence to adequately test the Dakota formation
at approximately 5500 feet

unless granite. or other practically impenetrable substance or condition in the hole, which renders
further drilling impractical, is encountered at a lesser depth, or unless all parties agree to complete or
abandon the well at a lesser depth, all subject to the terms and provisions of the
Unit Agreement. o
Operator shall make reasonable tests of all formations encountered during drilling which give in-
dication of containing oil and gas in quantities sufficient to test, unless this agreement shall be limited
in its application to a specific formation or formations, in which event Operator shall belrequ:,red to

test only the formation or formations to which this agreement may apply.

If, in Operator’s judgment, the well will not produce oil or gas in paying quantities, and it wishes
to plug and abandon the well as a dry hole, it shall first secure the consent of all parties and shall
plug and abandon same as provided in Article VIE.1. hereof, Subject to the termsvand
provisions of the Unit Agreement.

-4 -
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B. Subsequent Operations:

1. Proposed Operations: Should any party hercto desire to drill any well on the Contract Area
other than the well provided for in Article VILA,, or to rework, deepen or plug back a dry hole drilled

at the joint expense of all parties or a well jointly owned by all the parties and not then producing
in paying quantities, the party desiring to drill, rework, deepen or plug back such a well shall give the
other parties written notice of the proposed operation, specifying the work to be performed. the loca-
tion. proposed depth, objective formation and the estimated cost of the operation. The parties receiv-
9 ing such a notice shall have thirty (30) days after receipt of the notice within which to notify the
10 parties wishing to do the work whether they elect to participate in the cost of the proposed opzration.
11 If a drilling rig is on location, notice of proposal to rework, plug back or drill deeper may be given
)

3

-1y U A WD

o0

by telephone and the response period shall be limited to twenty-four‘ hours, exelusiveof-Saturday—
Suadar—epr—tegal-beolideys~ Failure of a party recelving such notice to reply within the period above fixed
14  shall censtitute an election by that party not to participate in the cost of the proposed operation. Any
15 notice or response given by telephone shall be promptly confirmed in writing.

17 2. Operations by Less than All Parties: If any party receiving such notice as provided in Article
18 VIEB.l. or VILE.1l. elects not to participate in the proposed operation, then, in order to be entitled to
19  the benefits of this article. the party or parties giving the notice and such other parties as shall elect
20 to participate in the operation shall, within sixty (60) days after the expiration of the notice period of

21 thirty (30) days (or as promptly as possible after the expiration of the forty-eight (48) hour period
22 where the drilling rig is on location, as the case may be) actually commence work on the proposed
23  operation and complete it with due diligence. Operator shall perform all work for the account of the
24 Consenting Parties; provided, however, if no drilling rig or other equipment is on location, and if Op-
25 erator is a Non-Consenting Party, the Consenting Parties shall either: (a) request Operator to perform
26  the work required by such proposed operation for the account of the Consenting Parties, or (b) desig-
27 nate one (1) of the Consenting Parties as Operator to perferm such work. Consenting Parties. when

28 conducting operations on the Contract Area pursuant to this Article VI.B.2,, shall comply with all terms
29 and conditions of this agreement.

31 If less than all parties approve any proposed operation, the proposing party, immediately after the
32 expiration of the applicable notice period. shall advise the Consenting Parties of (a) the total interest
33 of the parties approving such operation, and (b) its recommendation as to whether the Consenting Par-
34 ties should proceed with the operation as proposed Each Consenting Party, within forty-eight (48)
35 hours el A ek after receipt of such notice, shall advise the
36  proposing party of its desire to (a) limit participation to such party’s interest as shown on Exhibit “A”,
7 or (b) carry its proportionate part of Non-Consenting Parties’ interest. The proposing party, at its
38 election, may withdraw such proposal if there is insufficient participation, and shall promptly notify
39 all parties of such decision.

41 The entire cost and risk of conducting such operations shall be borne by the Consenting Parties in
42  the proportions they have elected to bear same under the terms of the preceding paragraph. Consenting
43  Parties shall keep the leasehold estates involved in such operations free and clear of all liens and
44 encumbrances of every kind created by or arising from the operations of the Consenting Parties. [f such
45 an operation results in a dry hole. the Consenting Parties shall plug and abandon the well at their sole
46 cost. risk and expense. If any well drilled, reworked, deepened or plugged back under the provisions
of this Article results in a producer of oil and’or gas in paying quantities, the Consenting Parties shall
48  compiete and cquip the well to produce at their sole cost and risk, and the well shall then be turned
49 over to Operator and shall be operated by it at the expense and for the account of the Consenting Parties.
50 Upon commencement of operations for the drilling, reworking, deepening or plugging back of any such
51  well by Consenting Parties in accordance with the provisions of this Article, each Non-Consenting Party
52  shall be deemed to have relinquished to Consenting Parties, and the Consenting Parties shall own and
53 be entitled to receive, in proportion to their respective interests, all of such Non-Consenting Party’s
54  interest in the well and share of production therefrom until the proceeds of the sale of such share,

35 calculated at the well, or market value thereof if such share is not sold (after deducting production
56 taxes.crude 01} excise taxes, royalty, overriding royalty and other interests

57 existing on the effective date hereof, payable out of or measured by the produc-
53 tion from such well accruing with respect to such interest until it reverts) shall
59 equal the total of the following: ,

60 (a) 200% of each such Non-Consenting Party’s share of the cost of any newly acquired surface
61 equipment bevond the wellhead connections (including, but not limited to, stock tanks. sepavators,
62 treaters. pumping equipment and piping), plus 100% of each such Non-Consenting Party's share of the
63 cost of operation of the well commencing with first production and continuing until each such Non-
64  Consenting Party’s relinquished interest shall revert to it under other provisions of this Article, it being
65 agreed that each Non-Consenting Party’s share of such costs and cquipment will be that interest ‘which
66 would nave been chargeable to each Non-Consenting Party had it participated in the \\ell 1cmm the be-
67 ginning of the operation: and S

69 {)500%  of that portion of the costs and expenses of drilling reworking, deepening or ph cuing

\

back, testing and completing, after deducting any cash contributions received under Article VIII.C., and _
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1 598~ of that portion of the cost of newly acquired equipment in the well (to and including the well-
2 head connections), which would have been chargeable to such Non-Consenting Party if it had partici-
3 pated therein.

4

5 Gas production attributable to any Non - Consenting Party's relinquished interest upon such Party’s
6 election, shall be sold to its purchaser, if available, under the terms of its existing gas sales con-
7 tract. Such Non - Consenting Party shall direct its purchaser to remit the proceeds receivable from
8 such sale direct to the Consenting Parties until the amounts provided for in this Article are recov-
9 ered from thc Non - Consenting Party’s relinquished interest. If such Non - Consenting Party has not
10 contracted for sale of its gas at the time such gas is available for delivery, or has not made the elec-
11  tion as provided above, the Consenting Parties shall own and be entitled to receive and sell such Non-
12 Consenting Party’s share of gas as hereinabove provided during the recoupment period.

12

14 During the period of time Consenting Parties are entitled to receive Non-Consenting Party’s share
15 of production, or the proceceds therefrom, Consenting Parties shall be responsible for the payment of
16 all production, crude 011 excise taxes, severance, gathering and other taxes, and all
17 royalty, overriding royalty and other burdens applicable to Non-Consenting Party's
18 share of production. )

19 In the case of any reworking, plugging back or deeper drilling operation, the Consenting Parties shall
20  be permitted to use, free of cost, all casing, tubing and other equipment in the well, but the ownership of
21 all such equipment shall remain unchanged; and upon abandonment of a well after such reworking,
22  pluggzginz back or deeper drilling, the Consenting Parties shall account for all such equipment to the

3 owners thereof, with each party receiving its proportionate part in kind or in wvalue, less cost of
24 salvage. ’

26 Within sixty (60) days after the completion of any operation under this Article, the party con-
27 ducting the operations for the Consenting Parties shall furnish each Non-Consenting Party with an in-
28  ventory of the equipment in and connected to the well, and an itemized statement of the cost of drilling,
29 deepening, plugging back, testing, completing, and equipping the well for production; or, at its option,
30 the operating party, in lieu of an itemized statement of such costs of operation, may submit a detailed
31 statement of monthly billings. Each month thereafter, during the time the Consenting Parties are being
32  reimbursed as provided above, the Party conducting the operations for the Consenting Parties shall furn-
33 ish the Non-Consenting Parties with an itemized statement of all costs and liabilities incurred in the
34 operation of the well, together with a statement of the quantity of oil and gas produced from it and the
35 amount of proceeds realized from the sale of the well’s working interest production during the preceding
36 month. In determining the quantity of oil and gas produced during any month, Consenting Parties
37  shall use industry accepted methods such as, but not limited to, metering or periodic well tests. Any
38 amount realized from the sale or other disposition of equipment newly acquired in connection with any
39  such operation which would have been owned by a Non-Consenting Party had it participated therein
40  shall be credited against the total unreturned costs of the work done and of the equipment purchased,
41  in determining when the interest of such Non-Consenting Party shall revert to it as above provided;
42  and if there is a credit balance, it shall be paid to such Non-Consenting party.

44 If and when the Consenting Parties recover from a Non-Consenting Party’s relinquished interest
43  the amounts provided for above, the relinquished interests of such Non-Consenting Party shall auto-
46 matically revert to it, and, from and after such reversion, such Non-Consenting Party shall own the same
47  interest in such well. the material and equipment in or pertaining thereto, and the production there-
43 from as such Non-Consenting Party would have been entitled to had it participated in the drilling,
49 reworking, deepening or plugging back of said well. Thereafter, such Non-Consenting Party shall be
50 charged with and shall pay its proportionate part of the further costs of the operation of said well in
51 accordance with the terms of this agreement and the Accounting Procedure, attached hereto.

53 Notwithstanding the provisions of this Article VI.B.2, it is agreed that without the mutual consent
54  of all parties, no wells shall be completed in or produced from a source of supply from which a well
55 located elsewhere on the Contract Area is producing, unless such well conforms to the then-existing
56 well spacing pattern for such source of supply.

57 -5
53 Tre provisions of this Article shall have no application whatsoever to the drilling of the initial
59  well described in Article VI.A. except (a) when Option 2, Article VILD.1, has been sclected, or (b)
60  to the reworking, deepening and plugging back of such initial well, if such well is or thercafter shall
61 prove to be a dry hole or non-commercial well, after having been drilled to the depth specified in_f\Article

62 VIA. s
63
64 C. Right to Take Production in Kind: PR
~ e

65 fach party alecting to take in xind or separately dispose of its proporticnate share of the production from the Contract Area
66 shall veep accurate reccrss of the volure, selling price, royalty and taxes relative to its share of preoauction. Non-Cperazors

srall, upen reguest, furnish Cperator with true and complete copies of the records required to be kept hereunder wherever, under
67 t?e 4 eaqreerent or any agreement executed in connection herewith, it is necessary for Operator to ontain said informa-

tic rraticn furnishea to Cperator hercunder snall te used by Cperator only to the extent necessary to carry cu’ its
63 cuties as C(perater and shall otnerwise be kept conficential,

Zach c2rty shall hoeve the right to tike in kind or separately dispose of its properticnata share of all 0i) and gas preduced

70 from tne CIatract Area, exclusive of production which may be used in development and producing operaticns and in preparing and
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1 t_r?amrg_ml for marketing purposes and_procucticn unavoidably lost. Any extra expenditure incurred in the tacing in kind or separate
C‘A)pGSl:ICn':y any party of its provortionate share of the production shall be borre by such party., Any party taking its snare of
2 g:gifc::cn in kind shall be required to pay for anly its proportionate share of such part of QOperator's surface facilities whicn it
3
4 Each party shall execute such division orders and contracts as may be necessary for the sale of its
5 interest in production from the Contract Area, and, except as provided in Article VIL.B., shall be entitled
6 to rceeive payment direct from the purchaser thereof for its share of all production.
7
8 In the event any party shall fail to make the arrangements necessary to take in kind or separately
9  dispe:ze of its proporticnate share of the oil and gas produced from the Contract Area, Operator shall have
10 the right, subject to the revocation at will by the party owning it, but not thegbligation, to purchase such
11 oil and gas or sell it to others at any time and from time to time, for the account of the non-taking
12 party at the best price obtainable in the area for such production. Any such purchase or sale by Op-
13 erator shall be subject always to the right of the owner of the production to exercise at any time its
14 right io take in kind. or separately dispose of, its share of all oil and gas not previocusly delivered to a
15  purchaser. Any purchase or sale by Operator of any other party’s share of oil and gas shall be only for
16 such reasonable periods of time as are consistent with the minimum needs of the indusiry under the
17 particular circumstances, but in no event for a period in excess of one (1) year. Notwithstanding the
18  foregeing, Operator shall not make a sale, including one into interstate commerce, of any other party’s
19 share of gas production without first giving such other party thirty (30) days notice of such intended

20  sale.

In the event any party hereto is not at any time taking or marketing its share of gas
production and Operater is either (1) unwilling to purchase or sell or (ii) unable to
23 obtain the prior written consent to purchase or sell such party's share of gas production,
24 or in the event any party hds contracted to sell its share of gas produced from the Ceontract
5 Area to a purchaser which does not at any time while this agreement is in effect take the
26 full share of gas attributable to the interest of such party, then inm any such event the
terns and conditicns of the Gas Balancing Agreement attached hereto as Exhibit "E" and

27 incorporated herein shall automatically become effective.

23

29 D. Access to Contract Area and Information:

30

31 Each party shall have access to the Contract Area at all reasonable times, at iis sole risk to iaspect

32 or observe operations. and shall have access at reasonable times to information pertaining to the de-
33 velopment or operation thereof, including Operator's books and records relating thereto. Operator. upon
34 request, shall furnish each of the other parties with copies of all forms or reports filed with govern-
35 mental agencies, daily drilling reports, well logs, tank tables, daily gauge and run tickets and reports
36  of stock on hand at the first of each month, and shall make available samples of any cores or ctttings
37 taken from any well drilled on the Contract Area. The cost of gathering and furnishing information to
38 Non-Operator, other than that specified above, shall be charged to the Non-Operator that requests the
39 information.

40

41 E. Abandonment of Wells:

42 ‘ ,

43 1. Abandonment of Dry Holes: Except for any well drilled pursuant to Article VI.B.2., any well

44  which has been drilled under the terms of this agreement and is proposed to be completed as a dry hole
453 shall not be plugged and abandoned without the consent of all parties. Should Operator, after diligent
46  effort, be unable to contact any party, or should any party fail to reply within forty-eight (48) hours

47  fexelssive-of-Saturday—Sunday-ortesattdrotdays) after receipt of notice of the proposal to plug and
48  abandon such well, such party shall be deemed to have consented to the proposed abandonment. All
49  such wells shall be plugged and abandoned in accordance with applicable regulations and at the cost,
50 risk and expense of the parties who participated in the cost of drilling of such well. Any party who ob-
51 jects to the plugging and abandoning such well shall have the right to take over the well and conduct
52  further operations in search of oil and,’'or gas subject to the provisions of Article VI.B.

54 2. ‘Abandonment of Wells that have Produced: Except for any well which has been drilled or re-
55 worked pursuant to Article VL.B.2. hereof for which the Consenting Parties have not been fully reim-
6 bursed as therein provided, any well which has been completed as a producer shall not be plugged and
7 abandoned without the consent of all parties. If all parties consent to such abandonment, the well shall
58 be plugged and abandoned in accordance with applicable regulations and at the cost, risk and expense
59  of all the parties hereto. If, within thirty (30) days after receipt of notice of the proposed abandonment
60  of such well, all parties do not agree to the abandonment of any well, those wishing to continue ii,_sr op-
61 eration shall tender to each of the other parties its proportionate share of the value of the well’s sa_l'»;able
62 material and equipment, determined in accordance with the provisions of Exhibit “C”, less the estimated
83  cost of salvaging and the estimated cost of plugging and abandoning. Each abandoning party shall

64 assign to the non-abandoning parties, without warranty, express or implied. as to title or as_’tro‘quantity,
65 quality, or fitness for use of the equipment and material, all of its interest in the well and related équip-
66  ment, together with its interest in the leasehold estate as to, but only as to. the interval or intervals of the
7 formation or formations then open to production. If the interest of the abandoning purty'is or includes
68 an oil and gas interest. such party shall execute and deliver to the non-abandoning party or parties an__
69  oil and gas lease, limited to the interval or intervals of the formation or formations then open to px'oduc—”_’
70 tion, for a term of one year and so long thereafter as oil and/or gas is produced from the interval or inter-
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1 vals of the formation or formations covered thereby, such lease to be on the form attached as Exhibit
2 B, The assignments or leases so limited shall encompass the “drilling unit” upon which the well is
3 located. The payments by, and the assignments or leases to, the assignees shall be In a ratio based upon
4 the relationship of their respective percentages of participation in the Contract Area to the aggregate of
5 the percentages of participation in the Contract Area of all assignees. There shall be no readjustment
6 of interest in the remaining portion of the Contract Area.

7

8 Thereafter, abandoning parties shall have no further responsibility, liability, or interest in the op-
9 eration of or production {from the well in the interval or intervals then open other than the royalties
10 retained in any lease made under the terms of this Article. Upon request, Operator shall continue to
11 operate the assigned well for the account of the non-abandoning parties at the rates and chargss con-
12 templated by this agreement, plus any additional cost and charges which may arise as the result of
13 the separate ownership of the assigned well.

14

15 ARTICLE VIL

16 EXPENDITURES AND LIABILITY OF PARTIES

17

18 A. Liability of Parties:

19

20 The liability of the parties shall be several. not joint or collective. Each party shall be responsible
21 only for its obligations, and shall be liable only for its proportionate share of the costs of developing
2 and operating the Contract Area. Accordingly, the liens granted among the parties in Article VILB. are
23 given to secure only the debts of each severally. It is not the intention of the parties to create, nor shall
24 this agreement be construed as creating, a mining or other partnership or association. or to render the
25 paltieb liable as partners. It is not the intention of the parties that this contract is
9¢ made or intended for the benefit of any third person.

27 B. Liens and Payment Defaults:

28

29 Each Non-Qperator grants to Operator a lien upon its oil and gas rights in the Contract Area, and a
30  security interest in its share of oil and ‘or gas when extracted and its interest in all equipment, to secure
31  payment of its share of expense, together with interest thereon at the rate provided in the Accounting
32  Procedurc attached hereto as Exhibit “C”. To the extent that Operator has a security interest under the
33 Uniform Commercial Code of the State, Operator shall be entitled to exercise the rights and remedies
34 of a secured party under the Code. The bringing of a suit and the obtaining of judgment by Operator
33 for the secured indebtedness shall not be deemed an election of remedies or otherwise affect the lien
36 rights or security interest as security for the payment thereof. In addition, upon default by any Non-
37 Operator in the payment of its share of expense, Operator shall have the right, without prejudice to
50 ol gt or remediey 19 cotlest frop e purdhgsen the prosgeds from the s of uel Yo Grergtors
39  Tshale or ofl and or gas untl the anfount owed by such Non-Operator, 4)111C mterem ha« séen patd. Lach
40  purchaser shall be entitled to rely upon Operator’s written statement concerning the amount of any de-
41 fault. Operator grants a like lien and security interest to the Non-Operators to secure payment of Op-
42 erator’s proportionate share of expense.

43

44 If any party fails or is unable to pay its share of expense within sixty (60) days after rendition of
43 a statement therefor by Operator, the non-defaulting parties, including Operator, shall, upon request by
48 Operator, pay the unpaid amount in the proportion that the interest of cach such party bears to the in-
47 terest of all such parties. Each party so paying its share of the unpaid amount shall, to obtain reimburse-
45  ment thereof. be subrogated to the security rights described in the foregoing paragraph.

19

50 C. Paymentsand Accounting:

51

52 Except as herein otherwise specifically provided, Operator shall promptly pay and discharge expenses
52 incurred in the development and operation of the Contract Area pursuant to this agreement and shall
54 charge each of the parties hereto with their respective proportionate shares upon the expense basis pro-
53 videa in the Accounting Procedure attached hereto as Exhibit “C”. Operator shall keep an accurate
56 record of the joint account hereunder, showing expenses incurred and charges and credits made and
57  received. v

58 -

59 Operator, at its election, shall have the right from time to time to demand and receive frcm the
G0 other partics pavment in advance of their respective shares of the estimated amount of the expe:hse to
61 ke incurred in operations hereunder during the next succeeding month, which right may be exercised only
52 by submission to each such party of an itemized statement of such estimated expense, togethcr with
63  an invoice for its share thereof. Each such statement and invoice for the payment in advance of esti-
64 rmuted expense shall be submitted on or before the 20th day of the next preceding month. Ench party

LI

65 shall pay to Operator its proportionate share of such estimate within fifteen (13) days after such es-
66  timate and invoice is received. If any party fails to pay its share of said estimate within said time, the
67  amount due shall bear interest as provided in Exhibit “C” until paid. Proper adjustment shall be
65  made monthly hetween advances and actual expense to the end that each party shall bear and pay'its _
£9 proportionate share of actual expenses incurred, and no more.
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D. Limitation of Expenditures:

2
3 1. Drill or Deepen: Without the consent of all parties, no well shall be drilled or deeperncd, ex-
4 cept any well dritled or deepened pursuant to the provisions of Article VIL.B.2. of this Agreement, it being
5 understood that the consent to the drilling or deepening shall include:
6
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9

10 X Option No. 2: All necessary expenditures for the drilling or deepening and testing of the well. When
11 such well has reached its authorized depth, and all tests have been completed, Operator shall give im-
12 mediate nectice to the Non-Operators who have the right to participate in the completion costs. The parties
13 receiving such notice shall have forty-eight (48) hours (exclusive of Saturday, Sunday and legal holi-
14 days) in which to elect to participate in the setting of casing and the completion attempt. Such election,
15 when made, shall include consent to all necessary expenditures for the completing and equipping of such
16  well, including necessary tankage and,or surface facilities. Failure of any party receiving such notice
17 to reply within the period above fixed shall constitute an election by that party not to participate in
18  the cost of the completion attempt. If one or more, but less than all of the parties, elect to set pipe and
19 to attempt a completion, the provisions of Article VI.B.2. hereof (the phrase “reworking, deepening or
20 plugging back™ as contained in Article VI.B.2, shall be deemed to include “completing”) shall apply to

2 the operations thereafter conducted by less than all parties.
09
23 2. Rework or Plug Back: Without the consent of all parties, no well shall be reworked or plugged

24 back except a well reworked or plugged back pursuant to the provisions of Article VI.B.2. of this agree-
25 ment, it being understood that the consent to the reworking or plugging back of a well shall include
26 consent to all necessary expenditures in conducting such operations and completing and equipping of
27  sald well, including necessary tankage and’ or surface facilities.

28
29 3. Other Operations: Operator shall not undertake any single project reasonably estimated to require
30  an expenditure in excess of _TWENTY FIVE THOUSAND-—————=—~—= ~———=Dollars ($.25,000.00 )

31  except in connection with a well, the drilling, reworking, deepening, completing, recompleting, or plug-
32 ging back of which has been previously authorized by or pursuant to this agreement; providec, how-
33  ever, that. in case of explosion, fire, flood or other sudden emergency, whether of the same or d.fferent
34 nature, Operator may take such steps and incur such expenses as in its opinion are required to deal with
35 the emergency to safeguard life and property but Operator, as promptly as passible. shall report the emer-
36 gency to the other parties. If Operator prepares “Authority for Expenditures” for its own use,

~

f Operater, upon request, shall furnish copies of its “Authority for Expenditures” for any single project

o FTEFN T TG AN m e e e e e e
38 costing in excess of FIFTEEN THOUSAND
38
40 E. Royalties, Overriding Royalties and Qther Payments:
41
42 Each party shall pay or deliver, or cause to be paid or delivered, all royalties #e—the—extent—ot
1/8 o€ 2/9 . . . .
43 =+ TS/ ERS due on its share of production and shall hold the other parties free
44 from any liability therefor. If the interest of any party in any oil and gas lease covered by this agree-
45 ment is subject to any royalty, overriding royalty, production payment, or other charge over and above
46 the aforesaid royalty, such party shall assume and alone bear all such obligations and shall account
47 for or cause to be accounted for, such interest to the owners thereof.
43 No parszy shall ever bes responsible, on an rice basis higher than the price received by such party, to any other party’'s lessor
%o pariy : y p g ,
19 cr rovalty owner; and 4f any such other party's lessor or royalty owner should demand and Teceive settlements oa a higher price basis,
the parcy contributing such lease shall bear the royalty turden insofar as such higher price i{s concerned.
50 Te ig recoznized by the parties hereto that in adéitlon to each party's share of working Interest production as shown 12 Ixhibie
51 A", such party shall have the right, subject to existing contracts, to market the royalty gas attributable to each lease which it
contribuzes to the Contract Area and %o receive payments due for such royalty gas produced from or allocated to such lease or leases,
2 iz reed th rexzardless cf whether each party markets or contracts for its share of gas, including the royalty gas uaxder the
Iz is agreed at, 3a !
= leases which ft conzributed to the Ceatract Area, such party agrees to pay or cause to be paid to the royalty owners under iis lease
53 or ieases the proceeds attributable to their respective rovalty interest and to hold all other parries hereto hammless for fts failure
te do sao,
54 F. Rentals, Shut-in Well Payments and Minimum Royalties:
35
56 Rentals, shut-in well payments and minimum royalties which may be required under the terms of
57 any lease shall be paid by the party or parties who subjected such lease to this agreement at its or their
38 expense. In the event two or more parties own and have contributed interests in the same lease to this
39 agreement, such parties may designate one of such parties to make said payments for and on behals of all
60 such parties. Any party may request. and shall be entitled to receive, proper evidence of all such pay-
61 ments. In the event of failure to make proper payment of any rental, shut-in well payment or minimum
62 royalty through mistake or oversight where such payment is required to continue the lease in force,
63  any loss which results from such non-payment shall be borne in accordance with the provisions of Article
61 Iv.3. 3. .
63 - .
69 Onerator shall notify Non-Operator of the anticipated completion of a shut-in gas well, or th shut-
7 ting in or return to production of a producing gas well, at least five (5) days (excluding Saturday, Sun-
63 day and holidavs), or at the earliest opportunity permitted by circumstances, prior to taking such action, _
69 but assumes no liability for failure to do so. In the event of failure by Operztor to so notify Non-

~

f Operator, the loss of any lease contributed hereto by Non-Operator for failure to make timely payments
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Beginning with the first calendar year after the effective date hercof, Operator shall render for ad
valorem taxation all property subject to this agreement which by law should be rendered for such
taxes, and it shall pay all such taxes assessed thereon before they become delinquent. Prior to the ren-
dition date. each Non-Operator shall furnish Operator information as to burdens (to include, but not he
imited to, royalties. overriding royalties and production payments) on leases and oil and gas interests con-
tributed by such Non-Operator. If the assessed valuation of any leasehold estate is reduced by reason of its
being subject to outstanding excess royalties, overriding royalties or production payments, the reduction in
ad valorem taxes resuiting therefrom shall inure to the benefit of the owner or owners of such leasehold
estate, and Operator shall adjust the charge to such owner or owners so as to reflect the bensfit of such
reduction. Operator shall bill other parties for their proportionate share of all tax payments ir the man-
ner provided in Exhibit “C”.

If Operator considers any tax assessment improper, Operator may, at its discretion. protest within
the time and manner prescribed by law, and prosecute the protest to a final determination, unless all
parties agree to abandon the protest prior to final determination. During the pendency of administrative
or judicizl proceedings, Operator may elect to pay, under protest, all such taxes and any interest and
penalty. When any such protested assessment shall have been finally determined, Operator shall pay
the tax for the joint account, together with any interest and penalty accrued, and the total cost shall then
be assessed against the parties, and be paid by them, as provided in Exhibit “C”.

Each party shall payv or cause to be paid all production, severance, gathering and other taxes im-
posed upon or with respect to the production or handling of such party's share of oil and or gas pro-
duced under the terms of this agreement.

H. Insurance:

At all times while operations are conducted hereunder, Operator shall comply with the Workmen's
Compensation Law of the State where the operations are being conducted; provided. however, that Op-
erator may be a self-insurer for liability under said compensation laws in which event the only charge
that shall be made to the joint account shall be an amount equivalent to the premium which would have
been paid had such insurance been obtained. Operator shall also carry or provide insurance for the
beneflit of the joint account of the parties as outlined in Exhibit “D”, attached to and made a part hereof.
Operator shall require all contractors engaged in work on or for the Contract Area to comply with the
Workmen's Compensation Law of the State where the operations are being conducted and to maintain
such other insurance as Operator may require.

In the event Automobile Public Liability Insurance is specified in said Exhibit “D", or subsequently
receives the approval of the partfies, no direct charge shall be made by Operator for premiums paid for
such insurance for Operator’s fully owned automotive equipment.

ARTICLE VIIL
ACQUISITION, MAINTENANCE OR TRANSFER OF INTEREST

A. Surrender of Leases:

The leases covered by this agreement, insofar as they embrace acreage in the Contract Area, shall
not be surrendered in whole or in part unless all parties consent thereto.

However, should any party desire to surrender its interest in any lease or in any portion thereof, and
other parties do not agree or consent thereto. the party desiring to surrender shall assign, without 2xpress
or implied warranty of title, all of its interest in such lease, or portion thereof, and any well, material and
equipment which may be located thereon and any rights in production thereafter secured, to the parties
not desiving to surrender it. If the interest of the assigning party includes an oil and gas interest, the as-
signing party shall execute and deliver to the party or parties not desiring to surrender an oil end gas
lease covering such oil and gas inferest for a term of one year and so loeng thereafter as oil and or gas
is produced from the land covered thereby, such lease to be on the form attached hereto as Exhitit “B",
Upon such assignment, the assigning party shall be relieved from all obligations thereafter accruing,
but not theretofore accrued, with respect to the acreage assigned and the operation of any well thereon,
and the assigning party shall have no further interest in the lease assigned and its equipment and pro-
luction other than the royalties retained in any lease made under the terms of this Article. The parties

o

assigrice shall pay to the party assignor the reasonable salvage value of the latter’s interest in any wells
and 2quipment on the assigned acreage. The value of all material shall be determined in acccrdance
with the provisions of Exhibit “C”, less the estimated cost of salvaging and the estimated cost ol plug-
ging and abardoning. If the assignment is in favor of more than one party, the assigned interest shall

- 10 -
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1 be shared by the parties assignee in the proportions that the interest of each bears to the interest of all
2 parties assignee.

3

4 Any assignment or surrender made under this provision shall not reduce or change the assicnor’s or
5 surrendering parties' interest, as it was immediately before the assignment, in the balance of the Contract
6 Arca: and the acreage assigned or surrendered, and subsequent operations thereon. shall not thereafter
7 be subject to the terms and provisions of this agreement.

8

g3 B. Renewal or Extension of Leases:

10
11 If any party secures a renewal of any oil and gas Icase subject to this Agreement, all other parties
12 shall be notified promptly, and shall have the right for a period of thirty (30) days following receipt
13 of such notice in which to elect to participate in the ownership of the renewal lease, insofar as such
14 lease affects lands within the Contract Area, by paying to the party who acquired it their several proper
15 proportionate shares of the acquisition cost allocated to that part of such lease within the Contract Area,
16  which shall be in proportion to the interests held at that time by the parties in the Contract Area.

7

13 If some, but less than all, of the parties elect to participate in the purchase of a renewal lease. it

19 shall be owned by the parties who elect to participate therein, in a ratio based upon the relationship of

20  their respective percentage of participation in the Contract Area to the aggregate of the percentages

21 of participation in the Contract Area of all parties participating in the purchase of such renewal lease.

22 Any renewal lease in which less than all parties elect to participate shall not be subject to this agreement.

23 without warrant
24 Each party who participates in the purchase of a renewal lease shall be given an assignment/of its

25  prorportionate interest therein by the acquiring party.

26

27 The provisions of this Article shall apply to renewal leases whether they are for the entire interest

22 covered by the expiring lease or cover oniy a portion of its area or an interest therein. Any renewal lease

29  taken before the expiration of its predecessor lease, or taken or contracted for within six (6) months after
30  the expiration of the existing lease shall be subject to this provision; but any lease taken or contracted
31 for more than six (6) months after the expiration of an existing lease shall not be deemed a renewal
32  lease and shall not be subject to the provisions of this agreement.

34 The provisibns in this Article shall apply also and in like manner to extensions of oil and gas
35 leases. The provisions of this Article VIII-B shall only apply to leases, or portions
36 of leases, located within the Unit Area.

37 C. Acreage or Cash Contributions:
38
39 While this agreement is in force, if any party contracts for a contribution of cash toward the drilling

40 of a well or any other operation on the Contract Area, such contribution shall be paid to the party who
41  conducted the drilling or other operation and shall be applied by it against the cost of such drilling or
42 other operation. If the contribution be in the form of acreage, the party to whom the contribution is
43  made shall promptly tender an assignment of the acreage, without warranty of title, to the Drilling -

e

4 Partics in the proportions said Drilling Parties shared the cost of drilling the well. If ail parties hereto
43  are Drilling Parties and accept such tender, such acreage shall become a part of the Contract Area and
46 be governed by the provisions of this agreement. If less than all parties hereto are Drilling Parties and
47  accept such tender, such acreage shall not become a part of the Contract Area. Each party shall prompt-
43 lv notify all other parties of all acreage or money contributions it may obtain in support of any well or
49 any other operation on the Contract Area.

50
51 If any party contracts for any consideration relating to disposition of such party’s share of substances

52  produced hereunder, such consideration shall not be deemed a contribution as contemplated in this
53  Article VIIL.C. This paragraph shall not be applicable to the contribution of acreage
by the Contributing Parties toward the Initial, Substitute, or Option Test Well.

55 D. Subsequently Created Interest:

57 Notwithstanding the provisions of Article VIILE. and VIIL.G. if any party hereto shall, subsequent

to execution of this agreement, create an overriding royalty, production payment, or net proceeds inter-
59  est, which such interests are hereinafter referred to as “‘subsequently created interest”, such subseguently
60 created interest shall be specifically made subject to all of the terms and provisions of this agreement, as
61 follows:

63 1. If non-consent operations are conducted pursuant to any provision of this agrcement, and the
64 party conducting such operations becomes entitled to receive the production attributable to the interest
65 out of which the subscguently created interest is derived, such party shall receive same free ard clear
66 of such suopsequently created interest. The party creating same shall bear and pay all such subsequently
67 created interests and shall indemnify and hold the other parties hereto free and harmiess from any and
(8] 41l liability resulting thevefrom. R - T

- 11 --
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2 pay.when due, its share of expenses charceable hereunder, or (2) elects to abandon

Toder pro-

3 vistons of Avticle VLE. hereof, or (3) elects to surrender a lease und Visions of Article VIILA.
4 hercof. the subsequently created interest shall be chargead With the pro rata portion of all cxpenses
5 nereunder in the same manner as if such i were a working interest. For purposes of collecting
6 such chargeable expenses irty or parties who receive assignments as a result of (2) or (3) above
i

shail have the—rtohl to enforce all provisions of Article VII.B. hereof against such subsequently created

$

10 E. Maintenance of Uniform Interest:

11

12 For the purpose of maintaining uniformity of ownership in the oil and gas leasehold interests

13 covered by this agreement, and notwithstanding any other provisions to the contrary, no party shall
14  seli, encumber, transfer or make other disposition of its interest in the leases embraced within the Con-
15 tract Area and in wells, equipment and production unless such disposition covers either:

iv 1. the entire interest of the party in all leases and equipment and production; or

18

18 2. an equal undivided interest in all leases and equipment and production in the Contract Arca.
20

21 Every such sale, encumbrance, transfer or other disposition made by any party shall be made ex-

22 pressly subject to this agreement, and shall be made without prejudice to the right of the other parties.

24 If. at any time the interest of any party is divided among and owned by four or more co-owners,
25 Operater, at its discretion, may require such co-owners to appoint a single trustee or agent with full
26 authority to receive notices, approve expenditures, receive billings for and approve and pay such party’s
27  share of the joint expenses, and to deal generally with, and with power to bind, the co-owners of such
28 party’s interests within the scope of the operations embraced in this agreement; however, all such
29  co-owners shall have the right to enter into and execute all contracts or agreements for the disposition
30 of their respective shares of the oil and gas produced from the Contract Area and they shall have the
31 right to receive, separately, payment of the sale proceeds hereof.

32

33 F. Waiver of Right to Partition:

3+

33 If permitted by the laws of the state or states in which the property covered hereby is located, each
36  party hereto owning an undivided interest in the Contract Area waives any and all rights it may have
37 to partition and have set aside to it in severalty its undivided interest therein.

38

hedey yal Raal iaeal }"‘ LL:_: Dx‘:u‘)l; i
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42 interests in the Contract Area, it shall promptly give written notice to the other parties, with=sriT infor-

43 mation concerning its proposed sale, which shall include the name and address ofs# prospective pur-
44 chaser (who must be ready. willing and able to purchase), the purchasc—TiCe, and all other terms of
43 the offer. The other parties shall then have an optional prios-stTht, for a period cof ten (10) davs after
46  rece:nt of the notice, to purchase on the same terms conditions the interest which the other party
47 S exercised, the purchasing parties shall share the pur-
48 ffat the interest of each bears to the total interest of all purchasing
49 be no preferential right to purchase in those cases where any party wishes
50 Thlerests, or to dispose of its interests by merger, reorganization, consolidation, or sale

w
.

v substantially all of its assets to a subsidiary or parent company or to a subsidiary of a parent

1 < . . NS ~

-~ ettt 4t e o 1 AL o e T s T

53

54 ARTICLE IX.

53 INTERNAL REVENUE CODE ELECTION

56

57 endedto—ereateand-shall-not-be-econstruedto—ereate—arelabonshipaipags
58 nership or an association for profit between or among the parties hereto. Notwithstanding ar$ pro-
39 visions herein that the rights and liabilities hereunder are several and not joint or collgetfve, or that this
60 agreement and operations hereunder shall not constitute a partnership, if, fge-¥28deral income tax pur-
61 poses, this agreement and the operations hereunder are regarded as_as—partnership, each party hereby
62 affected elects to be excluded from the application of all of th rovisions of Subchapter “K”, Chapter
63 1, Suktitle A", of the Internal Revenue Code of 1934 —aS permitted and authorized by Section 761 of
64 the Code and the regulations promulgated therewrder. Operator is authorized and direeted to execute on
65 behalf of cach party hereby affected g cevidence of this clection as may be required by the Scerctary
66 of the Troosury of the United es or the Federal Internal Revenue Service, including speeifically, but
67 not by way of limitgdert, all of the returrs. statements, and the data required by Federal Regula-

1761, Shewatfd there be any requirement that cach party hereby affected give further evidence of .
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stich-partyshall give any notices—or-take—any-other-action—inconsistent-with—the-election—madeheraby.-

1
2 If any present or future income tax laws of the state or states in which the Contract Tocatzd or
3 any future income tax laws of the United States contain provisions simi ose in Subchapter “K”,
4+ Chapter 1, Subtitle A", of the Internal RQVQHUL Code under which an election similar tc that
5 nrovided by Section 781 of the Code is pe ~cach party hereby affected shall make such election as
6 may be per nutted or requir Gch laws. In making the foregoing election, each such party states that
7 the income e v such party from Operations hereunder can be adequately determined without the
8 Putation—of—partnership-taxableincome-
3
10 ARTICLE X.
11 CLAIMS AND LAWSUITS
12
i3 Operator may settle any single damage claim or suit arxsmg from operations hereunder if the ex-
14  penditure dees not exceed Firteen thousand and no/100-------c--coooonmmnmnan-- Dollars
15 ($ 15,000.00 ) and if the payment is in complete settlement of such claim or suit. If the amount
16 required for settlement exceeds the above amount, the parties hereto shall assume and take ovar the
7 further handling of the claim or suit, unless such authority is delegated to Operator. All costs and ex-
18 pense of handling, settling, or otherwise discharging such claim or suit shall be at the joint expense
19 of the parties. If a claim is made against any party or if any party is sued on account of any matter
20 arising from operations hereunder over which such individual has no control because of the rights given
21  Operator by this agreement, the party shall immediately notify Operator, and the eclaim or suit shall
22 be treated as any other claim or suit involving operations hereunder. : BN
23
24 ARTICLE Xl
25 FORCE MAJEURE
26
27 If any party is rendered unable, wholly or in part, by force majeure to carry out its obligations

28  under this agreement, other than the obligation to make money payments, that party shall give to all
29  other parties prompt written notice of the force majeure with reasonably full particulars conceraing it;
30 thereupon, the obligations of the party giving the notice, so far as they are affected by the force majeure,
31  shall be suspended during. but no longer than, the continuance of the force majeure. The affected party
32 shall use all reasonable diligence to remove the force majeure situation as quickly as practicable.

34 The requirement that any force majeure shall be remedied with all reasonable dispatch shall not
35 require the settlement of strikes, lockouts, or other labor difficulty by the party involved, contrary to its

36  wishes; how all such difficulties shall be handled shall be entirely within the discretion of the party
37  concerned.

39 The term *“‘force majeure”, as here employed, shall mean an act of God, strike, lockout, or other
40 industrial disturbance, act of the public enemy, war, blockade, public riot, lightning, fire, storm, flood,
41  explosion, governmental action, governmental delay, restraint or inaction, unavailability of equipment,
42  and any other cause. whether of the kind specifically enumerated above or otherwise, which is not
43  reasonably within the control of the party claiming suspension.

2t

43 - ARTICLE XIIL

46 ' NOTICES

47

43 All notices authorized or required between the parties, and required by any of the provisions of

49  this agreement. unless otherwise specifically provided, shall be given in writing by United States mail
50 or Western Union telegram, postage or charges prepaid, or by teletype, and addressed to the party to
51 whom the notice is given at the addresses listed on Exhibit “A”. The originating notice given under any
Z  provision herecof shall be deemed given only when received by the party to whom such notice is directed,
53 and the time for such party to give any notice in response thereto shall run from the date the originat-
54 ing notice is received. The second or any responsive notice shall be deemed given when deposited in
95  the United States mail or with the Western Union Telegraph Company, with postage or charges prepaid,
56  or when sent by teletype. Each party shall have the right to change its address at any time, and from

57  time to time, by giving written notice hereof to all other parties.

33

39 ARTICLE XIII.

60 TERM OF AGREEMENT

61

82 This agreement shall remain in full force and effect as to the oil and gas leases and/or oil and gas in-

63  terests subjected hereto for the period of time selected below; provided, however, no party hereto shall
€4 ever be construed as having any right, title or interest in or t{o any lease, or oil and gas mtﬂxost con-
63  tributed by any other party beyond the term of this agreement.

66 T _

67 X Option No. 1: So long as any of the oil and gas leases subject to this agreement remain or are con-
68  tinued in force as to any part of the Contract Area, whether by production, extension, renewal or other-
69  wise. and or so long as oil and/or gas production continues from any lease or oil and gas in‘tcrest. '

"
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under any provision of this agreement, results in production of oil and/or gas in paying_guerttities, this
agreement shall continue in force so long as any such well or wells produce, re{‘able of produc-
tion, and for an additional period of 180 days from COSSatI}OLa’H production; provided, however,
if, prior to the expiration of such additional peuod one-er-more of the parties hereto are engaged in
drilling or reworking a well or wells hereundgmzthls agreement shall continue in force until such op-
erations have been completed and O’du/ctlon results therefrom, this agreement shall continue in
force as provided herein, mg/mp:he well deseribed in Article VI.A., or any subsequent well

crilled hereunderTesults in a dry hole, and no other well is producing, or capable of producing oil
¢ ' gas from the Contract Area, this agreement shall terminate unless drilling or rewerking opera-

It is agreed, however, that the termination of this agreement shall not relieve any party hereto from
any liability which has accrued or attached prior to the date of such termination.

ARTICLE XIV.
COMPLIANCE WITH LAWS AND REGULATIONS

A.  Laws, Regulations and Orders:

This agreement shall be subject to the conservation laws of the state in which the committed
acreage 1S located, to the valid rules, regulations, and orders of any duly constituted regulatory body of
said state: and to all other apphcable federal, state, and local laws, ordinances, rules, regulations, and
orders.

B. Governing Law:

The essential validity of this agreement and all matters pertaining thereto, including, but not lim-
ited to, matters of performance, non-performance, breach, remedies, procedures, rights, duties and in-
terpretation or construction, shall be governed and determined by the law of the state in which the
Contract Area _ais located. If the Contract Area is in two or more states, the law of the state where most
of the land in the Contract Area is located shall govern.

ARTICLE XV.
OTHER PROVISIONS

A. Substitute Well:

IT, in the drilling of the Initial Well, Operator loses the hole or en-
counters mechanical difficulties rendering it impracticable, in the opinion
of Operator, to drill the well to the Objective depth, then and in any of such
events, on or before 30 days after completion of the Initial Well, Operator
shall have the option to commence the actual drilling of another well ("Substi-
tute Well") at a lawful location of Operator's selection on the Unit Area, and
prosecute the drilling of said well with due diligence and in a good and work-
maniike manner to the Objective Depth. For all purposes of this agreement,
the drilling of the Substitute Well shall be considered as the drilling of
the Initial Well.

B, Option Well:

Within 90 days after the completion of the Initial Well and, if drijled
the Substitute Well, as a dry hole, Operator shall have the option of commenc-
ing an "Option Well" at a lawful location of Operator's selection in the Unit
Area. The Option Well shall be drilled to the Objective Depth in the same
manner as provided for in the Initial Well.

¥~

C. Any provision herein concerning the Initital Well shall also apply'to the
Substitute and Option Wells, and any provision herein excepting the In1t1a1
Well shall also except the Subst1tute and Option VWells.

- 14 -



D. In addition to Paragraph E, Article VI, and notwithstanding
Paragraph F, Article VI, if during the term of this agreement, a well is
required to be drilled, deepened, reworked, plugged back, sidetracked,
or recompleted, or any other operation that may be required in order to
{1) continue a lease or leases in force and effect, cr (2) maintain a
unitized area or any portion thereof in force and efrect, or (3) earn or
preserve an interest in and to oil and/or gas and other minerals which
may be owned by a third party or which, failing in such operation, may
revert to a third party, or, (4) comply with an order issued by a
regulatory body having jurisdiction in the premises, failing in which
certain rights would terminate, the following shall apply. Should less
than all of the parties hereto elect to participate and pay their
proportionate part of the costs to be incurred in such operation, those
parties desiring to participate shall have the right to do so at their
sole cost, risk, and expense. Promptly following the conclusion of such
operation, each of those parties not participating agree to execute and
deliver an appropriate assignment to the total interest of each
non-participating party in and to the lease, leases, or rights which
would have terminated or which otherwise may have been preserved by
virtue of such operation, and in and to the lease, leases or rights
within the balance of the drilling unit upon which the well was drilled
excepting, however, wells theretofore completed and capable of producing
in paying quantities. Such assignment shall be delivered to <the
participating parties in the proportion that they bore the expense
attributable to the non-participating parties' interest.

E. ©Notwithstanding any other provisions herein, any well proposed
under the provisions of Article VI.B.1 shall be subject to the
following:

(1) In addition to the Definitions provisions of Article I of
this Operating Agreement, the term "Drilling Block" shall be added and
shall mean the proposed drillsite section and all direct and diagonal
offsetting sections.

(2) Should any party subject to this Agreement elect not to
participate in the drilling of the initial well on a Drilling Block,
said party shall assign all of its working interest in the leases
included within the Drilling Block upon completion of the initial well,
whether producer or dry hole, and the operating rights thereunder, to
the participating parties in the proportions of the parties
participating in the drilling.

F. Any party participating in the drilling of the initial well con
a Drilling Block shall have the right to become a "Non-Consenting Party"
under the provisions of Article VI.B.2 as tc any subsequent well or
wells proposed on the Drilling Block.

G. Cnly as to the working interest, the parties hereto agree
that, notwithstanding the terms of the Unit Agreement or Paragraph XV-H
of this Operating Agreement, the working interest in each well drilled
hereunder and the ownership of all equipment shall remain fixed, and the
expansion or contraction of Participating Areas will not cause a
revision of the working interest percentages in any well or its
equipment.

Prior to the drilling of each well, a "Working Interest Area"™ will
be established by the Unit Operator, which shall include all acreage
included in the largest possible Participating Area which could be
designated for the proposed well, in the good faith judgment of the Unit
Operator. Each Working Interest Area will remain in effect for a term
of 90 days and so long thereafter as operations for the drilling of a
well are diligently being prosecuted, or a well capable c¢f producing
unitized substances is located on the Working Interest Area. A Working
Interest Area will expire 90 days after production ceases, unlaess
operaticons for the drilling of a new well on the Working Interest Area



Portions of previously designated Working Interest Areas may be
included in subseguent Working Interest Areas; however, the percentages
set by previous Working Interest Areas will remain unchanged. In sguch
event the working interest in each subsequent Working Interest Area
shall be calculated with regard to the fact that a portion cf the
acreage is within a previous Working Interest Area by allocating to the
parties within the previous Working Interest Area their percentage share
of working interest as previously established for such Working Interest
Area, as toc the acreage included in both Working Interest Areas, and by
allocating to the parties within the subsequent Working Interest Area
their proportionate share of the acreage therein, but not included in
the previous Working Interest Area.

If any such revision of a Participating Area results in an increase
or decrease in total burdens borne by the working interest, all such
change shall be borne by the parties in proportion to their working
interest.

H. It is understood, and accepted, that this Operating Agreement
is being made and entered into in connection with, and as a part of, the
Unit Agreements for the Development and Operation of the Caja Del Eio
Grande and La Mesa Unit Areas and that there are conflicts between this
Agreement and said Unit Agreements. Except for the term of this Cperat-
ing Agreement, as provided in Article XIII, in the event any such
conflict should beccme a controversy between the Unit Operator and &ny
State or Federal agency, department or division, the terms and provi-
sions of said Unit Agreement shall prevail. Provided further, except
for the term of this Operating Agreement, in the event any such cenflict
should cause a controversy between Unit Operator and any, or all,
non-operators hereunder, the terms and provisicns of the said Unit
Agreement shall prevail and all the parties hereto shall use utmost good
faith in attempting to resolve such conflicts,

I. No production, whether oil or gas, may be sold from the lease
acreage, or lands pooled therewith, to any party's subsidiaries, affili-
ates, or asscciates, without prior written consent of other parties.
All production sold from the lease acreage, or lands pooled therewith,
will be an arm's length trade with a third party purchaser.
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ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT, DATED AUGUST 1, 1984, RETWEEN
PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-OPERATORS", COVERING
LANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

ARTICLE XVI.
MISCELLANEOQUS

This agreement shall be binding upon and shall inure to the benefit of the parties hereio and to their
respective heirs, devisees, legal representatives, successors and assigns.

This instrument may be executed in any number of counterparts, each of which shall be considered
an original for all purposes.

IN WITNESS WHEREOF, this agreement shall be effective as of __15t  day of Auqust;
19_ &4,

’

OPERATOR

PEYTON YATES

NON-OPERATORS

STATE OF NEW MEXICO )
1SS
COUNTY OF EDDY )
The foregoing instrument was acknowledged before me this day of

, 1984 by PEYTON YATES.

My commission expires:

Notary Public

-15 -



EXHIBIT "a"

ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT DATED AUGUST 1, 1984, BETWEEN PEYTON
YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-OPERATORS", COVERING LANLS IN
SANTA FE COUNTY, NEW MEXICO.

I. 1. Lands Subject to Agreement:
Township 16 North, Range 7
Township 17 North, Range 7
Township 18 North, Range 7
Tcwnship 19 North, Range 7
Santa Fe County, New Mexico

East, NMPM
Fast, NMPM
East, NMPM
East, NMPM

i |
[eo] ool Kovl Joe]

2. Depth Restriction:
None

3. Drilling Unit for First Well:
Proration Unit as established by the New Mexico OCD
II. Percentage Interest of Parties Under Agreement:

INITIAL TEST WELL,
DRILLING BLOCK,

INITIAL TEST & UNIT TEST BALANCE OF
UNIT WELL BEFORE WELL AFTER OF UNIT,
NAME % P/O P/0O SUBSEQUENT WELLS

PELTO/YATES JOINT ACREAGE

PEYTON YATES 50 100 87.5 75

PELTO OIL COMPANY 50 -0~ 12.5 25
MCEIL/YATES JOINT ACREAGE

PEYTON YATES - - - 75

MOBIL PRODUCING TX & NM,INC., - - - 25
Subiect to those certain Farmout Agreements dated and

between Pelto and Yates and Mobil and Yates, respectively.

11i. Addresses of Parties to Which Notices Should be Sent:

Peyton Yates Peltc 0il Company
207 Scuth Fourth Street 2 Greenspoint Plaza, Ste. 400
Artesia, New Mexico 88210 16825 Northchase

ATT Janet Richardson Houston, Texas 77060

ATTN Bruce Taylor

Mobil Producing Texas & New Mexico, Inc.
9 Greenway Plaza, Suite 2700
Houston, Texas 77046

ATTN John Wolsten
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EXHIBIT Cc

Attached to and made a part of Operating Aareerent, dated August 1,

ACCOUNTING PROCEDURE
JOINT OPERATIONS

I. GENERAL PROVISIONS

Definitions

“Joint Property” shall mean the real and personal property subject to the agreement to which this Accounting
Procedure is attached.

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

“Joint Account” shall mean the account showing the charges paid and credits received in the conduct of the Joint
Operations and which are to be shared by the Parties,

“Operator” shall mean the party designated to conduct the Joint Operations.
“Non-Operators” shall mean the parties to this agreement other than the Operator.
“Parties” shail mean Operator and Non-Operators.

“First Level Supervisors” shall mean those employees whose primary function in Joint Operations is the direct
supervision of other employees and,/or contract labor directly employed on the Joint Property in a field operat-
ing capacity.

“Technical Employees” shall mean those employees having special and specific engineering, geological or other
professional skills, and whose primary function in Joint Operations is the handling of specific operatir.g condi-
tions and problems for the benefit of the Joint Property.

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

“Controllable Material” shall mean Material which at the time is so classified in the Material Classification Manual
as most recently recommended by the Council of Petroleurn Accountants Societies of North America.

Statement and Billings C e

Operator shall bill Non-Operators on or before the last day of each month for their proportionate share of the
Joint Account for the preceding month. Such bills will be accompanied by statements which identify the author-
ity for expenditure, lease or facility, and all charges and credits, summarized by appropriate classifications of in-
vestment and expense except that items of Controllable Material and unusual charges and credits shall be sep-
arately identified and fully described in detail.

Advances and Payments by Non-Operators

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

Each Non-Operator shali pay its proportion of all bills within fifteen (15) days after receipt. If payment is not
made within such time, the unpaid balance shall bear interest monthly at the rate of twelve percent (12¢¢) per
annum or the maximum contract rate permitted by the applicable usury laws in the state in which the Joint
Property is located, whichever is the lesser, plus attorney’s fees, court costs, and other costs in connection with
the collection of unpaid amounts. -

Adjustments

Payment of any such bills shall not prejudice the right of any Non-Operator to protest or question the correct-
ness thereof; provided, however, all bills and statements rendered to Non-Operators by Operator during any
calendar year shall conclusively be presumed to be true and correct after twenty-four (24) months following
the end of any such calendar year, unless within the said twenty-four (24) month period a Non-Operator takes
written exception thereto and makes claim on Operator for adjustment. No adjustment favorable to Operator shall
be made unless it is made within the same prescribed period. The provisions of this paragraph shall not prevent
adjustments resulting from a physical inventory of Controllable Material as provided for in Section V.

Audiis

A. Non-Operator. upon notice in writing to Operator and all other Non-Operators, shall have the right to audit Ope-
rator’s accounts and records relating to the Joint Account for any calendar year within the twenty-four (24) month
period foilowing the end of such calendar year; provided, however, the making of an audit shall not extend the
time for the taking of written exception to and the adjustments of accounts as provided for in Paragraph 4 of this
Section I. Where there are two or more Non-Operators, the Non-Operators shall make every reasonable effort to
conduct joint or simultaneous audits in a manner which will result in a minimum of inconvenience to the Opera-
tor. Operator shall bear no pertion of the Non-Operators’ audit cost incurred under this paragraph unless agreed
to by the Operator.

Appreval by Non-Operators

Where an approval or other agreement of the Parties or Non-Operators is expressly required under other sec-
tions of this Accounting Preocedure and if the agreement to which this Accounting Procedure is attached contains
no coatrary provisions in regard thereto, Operator shall notify all Non-Operators of the Operator’s proposal, and
the agreement or approval of a majority in interest of the Non-Operators shall be controlling on all Non-Opera-
tors.




II. DIRECT CHARGES

Opgperator shall charge the Joint Account with the following items:

1.

Rentals and Royalties
Lease rentals and royalties paid by Operator for the Joint Operations.
Labor
A. (1) Salaries and wages of Operator’s field employees directly employed on the Joint Property in the conduct
of Joint Operations.
(2) Salaries of First Level Supervisors in the field.

{3) Salaries and wages of Technical Employees directly employed on the Joint Property if such charges are
excluded from the QOverhead rates.

B. Operator’s cost of holiday, vacation, sickness and disability benefits and other customary allowances paid to
employees whose salaries and wages are chargeable to the Joint Account under Paragraph 2A of this Section
II. Such costs under this Paragraph 2B may be charged on a “when and as paid basis” or by ° ‘percentage as-
sessment” on the amount of salaries and wages chargeable to the Joint Account under Paragraph 2A of this
Section II. If percentage assessment is used, the rate shall be based on the Operator’s cost experience.

C. Expenditures or contributions made pursuant to assessments imposed by governmental authority which are
applicable to Operator’s costs chargeable to the Joint Account under Paragraphs 2A and 2B of this Sec-
tion II.

D. Persornal Expenses of those employees whose salaries and wages are chargeable to the Joint Account under
Paragrapn 2A of this Section IL

Employee Benefits

Operator's current costs of established plans for employees’ group life insurance, hospitalization, pension. re-
tirement. stock purchase, thrift, bonus, and other benefit plans of a like nature, applicable to Operatoz s labor
cost chargeable to the Joint Account under Paragraphs 2A and 2B of this Section II shall be Operator’s actual
cost not to exceed twenty per cent (209%), or percentage most recently recommended by COPAS.

Material

Material purchased or furnished by Operater for use on the Joint Property as provided under Section IV. Only
such Mlaterial shall be purchased for or transferred to the Joint Property as may be required for immediate u
and is reascnably practical and consistent with efficient and economical operations. The accumulation of sur-
plus stocks shall be avoided.

Transportation
ransportation of employees and Material necessary for the Joint Operations but subject to the following limita-
tions:

[a

A, If Material is moved to the Joint Property from the Operator’s warehouse or other properties, no charge shall
be made to the Joint Account for a distance greater than the distance from the nearest reliable supply store,
recognized barge terminal, or railway receiving point where like material is normally available, unless agreed
to by the Parties.

3. If surplus Material is moved to Operator's warehouse or other storage point, no charge shall be made to the
Joint Account for a distance greater than the distance to the nearest reliable supply store, recognized barge
terminal. or railway receiving point unless agreed to by the Parties. No charge shall be made to the Joint Ac-
count for moving Material to other properties belonging to Operator, unless agreed to by the Parties.

C. In the arplication of Subparagraphs A and B above, there shall be no equalization of actual gross trucking cost
of 3200 or less excluding accessorial charges.

Services

The cost of contract services, equipment and utilities provided by outside sources, except services excluded by
Paracrapn 9 f Section Il and Paragraph 1. ii of Section III. The cost of professional consultant services and con-
tract services of technical personnel directly engaged on the Joint Property if such charges are exciuded irom the

Overhead rates. The cost of professional consuliant services or contract services of technical personnel not di-

L

rectly engaged on the Joint Property shall not be charged to the Joint Account unless previously agreed to by
the Partles.

Equipment and Facilities Furnished by Operator

A. Ogerator shall charge the Joint Account for use of Operator owned equipment and facilities at rates com-
mensurate with costs of ownership and operation. Such rates shall include costs of maintenance, repairs, other
operating expense, insurance, taxes, depreciation, and interest on investment not to exceed eight per cent (8¢%)
per annum. Such rates shall not exceed average commercial rates currently prevailing in the immediate area
of the Joint Property. -

B.. In iteu of charges in Paragraph 7TA above, Opcrator may elect to use average commercial rates prevailing in
the immediate area of the Joint Property less 20¢¢. For automotive equipment, Operator may elect to use rates
puklished by the Petroleum JMotor Transport Association.

Damages and Losses to Joint Property

All costs or expenses necessary for the repair or replacement of Joint Property made necessary because of dam-
ages o oS incurred by fire, tlood, storm, theft, accident, or other’'cause, except those resulting from Operator’s
gross negligence or willful misconduct. Operator shall furnish Non-Operator written notice of damages or losses
incurred zs scon as practicable after a report thereof has been received by Operator.

Legal Expense

Expensze of handling, investigating and settling litigation or claims, discharging of liens, payment of judgments
and amounts paid for settlement of claims incurred in or resulting {rom opcrations under the agreement or
necessary 1o proteet or recover the Joint Property, except that no charge for services of Operator’s leg 1 staff

or fees or expense of outside attorneys shall be made unless previously agreed to by the Parties. All other lcga
‘s considered to be covered by the overhead provisions of Section III unless otherwise agreed to by the

exoen
Parties, excent as provided in Section I, Paragraph 3.




10.

11.

Taxes

All taxes of every kind and nature assessed or levied upon or in connection with the Joint Property, the opera-
tion thereof, or the production therefrom, and which taxes have been paid by the Operator for the benefit of the
Parties,

Insurance

Net premiums paid for insurance required to be carried for the Joint Operations for the protection of the Par-
ties. In the event Joint Operations are conducted in a state in which Operator may act as self-insurer for Work-
men’s Compensation and/or Employers Liability under the respective state’s laws, Operator may, at its election,
inciude the risk under its self-insurance program and in that event, Operator shall include a charge at Operator’s
cost not to exceed manual rates.

Other Expenditures

Any other expenditure not covered or dealt with in the foregoing provisions of this Section II, or in Section III,
and which is incurred by the Operator in the necessary and proper conduct of the Joint Operations.

I1II. OVERHEAD

Overhead - Drilling and Producing Operations
i. As compensation for administrative, supervision, office services and warehousing costs, Operator shall charge
drilling and producing operations on either:
( XX) Fixed Rate Basis, Paragraph 1A, or
{ )} Percentage Basis, Paragraph 1B.
Unless otherwise agreed to by the Parties, such charge shall be in lieu of costs and expenses of all offices
and salaries or wages plus applicable burdens and expenses of all personnel, except those directly chargeable
under Paragraph 2A, Section II. The cost and expense of services from outside sources in connection with
matters of taxation, traffic, accounting or matters before or involving governmental agencies shall be considered
&s included in the Overhead rates provided for in the above selected Paragraph of this Section III unless such
cost and expense are agreed to by the Parties as a direct charge to the Joint Account.
ii. The salaries, wages and Personal Expenses of Technical Employees and/or the cost of professional consultant
services and contract services of technical personnel directly employed on the Joint Property shall ( ) shall
not (X ) be covered by the Overhead rates.

A. Overhead - Fixed Rate Basis

(1) Operator shall charge the Joint Account at the following rates per well per month:

Drilling Well Rate $__ 3,100.00
Producing Well Rate $ 310.00

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

(a) Drilling Well Rate

[1] Charges for onshore drilling wells shall begin on the date the well is spudded and terminate on
the date the drilling or completion rig is released, whichever is later, except that no charge shall
be made during suspension of drilling operations for fifteen (15) or more consecutive days.

[2] Charges for offshore drilling wells shall begin on the date when drilling or completion equipment
arrives on location and terminate on the date the drilling or completion equipment moves off loca-
tion or rig is released, whichever occurs first, except that no charge shail be made durirg suspen-
sion of drilling operations for fifteen (15} or more consecutive days

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

" (b) Producing Well Rates

[1] An active well either produced or injected into for any portxon of the month shall be considered
as a one-well charge for the entire month.

[2] Each active completion in a multi-completed well in which production is not cpmmingled down
hole shall be considered as a one-well charge providing each completion is considered a separate
well by the governing regulatory authority.

[3] An inactive gas well shut in because of overproduction or failure of purchaser to take the produc-
tion shall be considered as a one-well charge providing the gas well is directly connected to a per-
manent sales outlet. .

{4] A one-well charge may be made for the month in which plugging and abandonment operations
are completed on any well.

[5] Al other inactive wells (including but not limited to inactive wells covered by unit allowable,
lease allowable, transferred aliowable, etc.) shall not qualify for an overhead charge.

(3) The well rates shall be adjusted as of the first day of April each year following the effective date of the
agreement to which this Accounting Procedure is attached. The adjustment shall be computed 5y multi-
plying the rate currently in use by the percentage increase or decrease in the average weekly earnings of
Crude Petroleum and Gas Production Workers for the last calendar yvear compared to the calendar year
pmcaa 12 as shown by the index of average weekly earnings of Crude Petroleum and Gas Fields Produc-
tion Workers as published by the United States Depariment of Labor, Bureau of Labor Statisties, or the
equivalent Canadian index as published by Statisties Canada, as applicable. The adjusted rates shall be
the rates currently in use, plus or minus the computed adjustment.
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B. Overhead - Percentage Basis
(1) Operator shall charge the Joint Account at the following rates:
(a) Development

Percent ( ¢0) of the cost of Development of the Joint Property exclusive of costs
provided under Paragraph 9 of Section II and all salvage credits.

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

{2) Application of Overhead - Percentage Basis shall be as follows:

For the purpose of determining charges on a percentage basis under Paragraph 1B of this Section III, de-
velopment shall include all costs in connection with drilling, redrilling, deepening or any remedial cpera-
tions on any or all wells involving the use of drilling crew and equipment; also, preliminary expenditures
necessary in preparation for drilling and expenditures incurred in abandoning when the well is not com-
pleted as a producer, and original cost of construction or installation of fixed assets, the expansion of fixed
assets and any other project clearly discernible as a fixed asset, except Major Construction as cei.ned in
Paragraph 2 of this Section III. All other costs shag be considered as Operating.

2. Overhead - Major Construction

To compensate Operator for overhead costs incurred in the construction and installation of fixed assets, the ex-
pansion of Jixed assets, and any other project clearly discernible as a fixed asset required for the developrent and
operation of the Joint Property, Operator shall either negotiate a rate prior to the beginning of construction, or shall
charge the Joint Account for Overhead based on the following rates for any Major Consiruction project in excess

of & 25,000 :
A, _ ¢, of total costs if such costs are more than $ 25;000-00 but less than $ ]O0,00D-OO_; plus
B. __3__ % of total costs in excess of $__100,000.00 but less than $1,000,000; plus

C. __Z___% of total costs in excess of $1,000,000.

Total cost shall mean the gross cost of any one project. For the purpose of this paragraph, the component parts
of a single project shall not be treated separately and the cost of drilling and workover wells shall be excluded.

3. Amendment of Rates

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

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

Operator is responsible for Joint Account Material and shall make proper and timely charges and credits for all ma-
terial mcvements affecting the Joint Property. Operator shall provide all Material for use on the Joint Property; how-
ever, at Operator’s opticn, such Material may be supplied by the Non-Operator. Operator shall make timely cisposition
of idle and or surplus Material, such disposal being made either through sale to Operator or Non-Operator, civision in
kind, or sale to outsiders. Operator may purchase, but shall be under no obligation to purchase, interest of Non-Opera-
tors in surplus condition A or B Material.” The disposal of surplus Controllable Material not purchased by the Opera-
tor shall be agreed to by the Parties.

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

9

Transfers and Dispositions
Mazerial furnished to the Joint Property and Material transferred from the Joint Property or disposed of by the
Operator, unless otherwise agreed to by the Parties, shall be priced on the following bases exclusive of cash dis-
counts:
A. New Material (Condition A)
(1) Tubular goods, except line pipe, shall be priced at the current new price in effect on date of movement on a
maximum carload or barge load weight basis, regardless of guantity transferred, equalized to the lowest
published price f.0.b. railway receiving point or recognized barge terminal nearest the Joint Property
where such Material is normally available.
(2} Line Pipe
(a) Movement of less than 30,000 pounds shall be priced at the current new price, in effect at date of
movement, as listed by a reliable supply store nearest the Joint Property where such Material is nor-
mully available. _

{b) Movement of 30,000 pounds or more shall be priced under provisions of tubular goods pricing in Para-
graph 2A (1) of this Scction IV.

(3) Other Material shall be priced at the current new price, in effect at date of movement, as listed by a reliable
supply store or f.o.b. railway receiving point nearest the Joint Property where such Material i1s normally
available.

B. Good Used Material (Condition B)

Material in sound and serviccable condition and suitable for reuse without reconditioning:

{1) Mazerial moved ‘o the Joint Property
(2) At seventy-five percent (757¢) of current new price, as determined by Paragraph 2A of this Section IV.

(2) Material moved from the Joint Property
(a) At seventv-five percent (757} of current new price, as determined by Paragraph 2A of this Section IV,

if Material was originally charged to the Joint Account as new Material, or

—_
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(b) at sixty-five percent (639 ) of current new price, as determined by Paragraph 2A of this Section
IV, if Material was originally charged to the Joint Account as good used Material at seventy-five per-
coent (75¢.) of current new price,
The cost of reconditioning, if any, shall be absorbed by the transferring property.
C. Other Used Material (Condition C and D)
(1) Condition C
Material which is not in sound and serviceable condition and not suitable for its original functicn until
after reconditioning shall be priced at fifty percent (509:) of current new price as determined by Para-
graph A of this Section IV. The cost of reconditioning shall be charged to the receiving property, pro-
viced Condition C value plus cost of reconditioning does not exceed Condition B value.

(2) Condition D

All other Material, including junk, shall be priced at a value commensurate with its use or at prevailing
prices. Material no longer suitable for its original purpose but usable for some other purpose, shall be
priced on a basis comparable with that of items normally used for such other purpose. Operator may dis-
pose of Condition D Material under procedures normally utilized by the Operator without prior approval
of Non-Operators.

D. Obsolete Material
Material which is serviceable and usable for its original function but condition and /or value of such Material
is not equivalent to that which would justify a price as provided above may be specially priced as agreed to by
the Parties. Such price should resuit in the Joint Account being charged with the value of the service ren-
dered by such Material.
E. Fricing Conditions
{1) Loading and unloading costs may be charged to the Joint Account at the rate of fifteen cents (15¢) per
hundred weight on all tubular goods movements, in lieu of loading and unloading costs sustained, when
actual hauling cost of such tubular goods are equalized under provisions of Paragraph 5 of Section IL

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

Premium Prices

Whenever Material is not readily obtainable at published or listed prices because of national emergencies, strikes
or other unusual causes over which the Operator has no control, the Operator may charge the Joint Account for the
required Material at the Operator’s actual cost incurred in providing such Material, in making it suitable for use,
and in moving it to the Joint Property; provided notice in writing is furnished to Non-Operators of the proposed
charge prior to billing Non-Operators for such Material. Each Non-Operator shall have the right, by so electing and
notifying Ogerator within ten days after receiving notice from Operator, to furnish in kind all or part of his share
of such Material suitable for use and acceptable to Operator.

Warranty of Material Furnished by Operator

Operator does not warrant the Material furnished. In case of defective Material, credit shall not be passed to the
Joint Account until adjustment has been received by Operator from the manufacturers or their agents.

Y. INVENTORIES
Operater shall maintain detailed records of Controllable Material.

Periodic Inventories, Notice and Representation

At reasonable intervals, Inventories shall be taken by Operator of the Joint Account Controllable Material.
Writien notice of intention to take inventory shall be given by Operator at least thirty (30) days before any inven-
tory is to begin so that Non-Operators may be represented when any inventory is taken. Failure of Non-Operators
to be represented at an inventory shall bind Non-Operators to accept the inventory taken by Operator.

Reconciliation and Adjustment of Inventories

Reconciliation of a physical inventory with the Joint Account shall be made, and a list of overages and shortages
shall be furnished to the Non-Operators within six months following the taking of the inventory. Inventory ad-
justments shall be made by Operator with the Joint Account for overages and shortages, but Operator shali be
held accountable only for shortages due to lack of reasonable diligence.

Special Inventories

Special Inventories may be taken whenever there is any sale or change of interest in the Joint Property. It shall
be the duty of the party selling to notify all other Parties as quickly as possible after the transfer of interest takes
place. In such cases, both the seller and the purchaser shall be governed by such inventory.

Expense of Conducting Periodic Inventories

The expense of conducting periodic Inventories shall not be charged to the Joint Account unless agreed to by the
Parties,




EXHIBIT "D"

ATTACHED TO AND MADE A PART OF

OPERATING AGREEEMENT
DATED AUGUST 1, 1984, BETWEEN PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ‘ET AL,
"NON-OFERATORS", COVERING LANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

ADDITTIONAL INSURANCE PROVISIONS

Operator, during the term of this agreement, shall carry insurance for the

benefit and at the expense of the parties hereto, as follows:

(a) Workmen's Compensation Insurance as contemplated by the state in
which operations will be conducted, and Employer's Liability

Insurance with limits of not less than $100,000.00 per employee,

(B) Public Liability Insurance:

Bodily Injury ~ $500,000.00 each occurrence.
. E

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

Property Damage — $100,000.00 each occurence.

Except as authorized by this Exhibit "D", Operator shall not make any charge to
the joint account for insurance premiums. Losses not covered by Operator's
insurance (or by iﬁsurance required by this aéreement to be carried for the
berefit and at the expense of the parties hereto) shall be charged to the

joint account.



ATTACHED TO AND MADE A PART OF OPERATING AGREEMEN%, DATED AUGUST 1, 1984, BETWEEN
~ PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY ET AL, "NON-QPERATORS", COVERING
L-70S IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

EXHIBIT "E"

GAS BALANCING AGREEEMENT

The parties to the Operating Agreement to which this agreement is
attached own the working interest in the gas rights underlying the Unit Area
covered by such agreement in accordance with the percentages of participation as
set forth in Exhibit "A" to the Operating Agreement.

In accordance with the terms of the Operating Agreement, each party
thereto has the right to take its share of gas produced from the Unit Area and
market the same. In the event any of the parties hereto is not at any time
taking or marketing its share of gas or has contracted to sell its share of gas
produced from the Unit Area to a purchaser which does not at any time while this
agreement is in effect take the full share of gas atttributable to the interest
of such party, the terms of this agreement shall automatically become effective.

During the period or periods when any party hereto has no market for
its share of gas produced from any proration unit within the Unit Area, or its
purchaser does not take its full share of gas produced from such proration unit,
the other parties shall be entitled to produce each month one hundred percent
(100%) of the allowable gas production assigned to such proration unit by the
State regulatory body having Jjurisdiction and shall be entitled to take and
deliver to its or their purchaser all of such gas production; however, no party
shall be entitled to take or deliver to a purchaser gas production in excess of
300% of 1its current share of the volumes capable of being delivered or its
current share of allowable gas production if reqgulated thereto by State regulatory
body having jurisdiction, unless that party has gas in place. All parties hereto
shall share in and own the liquid hydrocarbons recovered from such gas by lease
equipment in accordance with their respective interests and subject to the
Operating Agreement to which this agreement is attached, but the party or parties
taking such gas shall own all of the gas delivered to its or their purchaser.

On a cumulative basis, each party not taking or marketing its fulil
share of the gas produced shall be credited with gas in place equal to its full
share of the gas produced under this agreement, less its share of gas used in
lease operations, vented or lost, and less that portion such party took or
delivered to its purchaser. The Operator will maintain a current account of gas
balance between the parties and will furnish all parties hereto monthly statements
showing the total quantity of gas produced, the amount used in lease operations,
vented or lost, the total quantity of liquid hydrocarbons recovered therefrom,
and the monthly and cumulative over and under account of each party.

At all times while gas is produced from the Unit Area, each party hereto
will make settiement with the respective royalty owners to whom they are each
accountable, just as if each party were taking or delivering to a purchaser its
share, and its share only. Each party hereto agrees to hold each other party
harmless from any and all claims for royalty payments asserted by royalty owners
to whom each party is accountable. The term "royalty owner" shall include owners
of royalty, overriding royalties, production payments and similar interests.

EXHIBIT "¢
Page -1-



After notice to the Operator, any party at any time may begin taking or
delivering to its purchaser its full share of the gas produced from a proration unit
under which it has gas in place less such party's share of gas used in opsrations,
ventad or lost. In addition to such share, each party, including the Operator,
until it has recovered its gas in place and balanced the gas account as to its inter-
est, shall be entitled to take or deliver to its purchaser a share of gas determined
by multiplying fifty percent (50%) of the interest in the current gas production of
the party or parties without gas in place by a fraction, the numerator of which is
the interest in the proration unit of such party with gas in place and the denomina-
tor of which is the total percentage interest in such proration unit of al” parties
with gas in place currently taking or delivering to a purchaser.

Each party producing and taking or delivering gas to its purchaser shall
pay any and all production taxes due on such gas.

Nothing herein shall be construed to deny any party the right, from time

to time, to produce and take or deliver to its purchaser its full share of tre allow-
aple cas production to meet the deliverablility tests required by its purchaser,
provided that said test should be resonable Tength, normally not to exceed 72 hours.

Should production of gas from a proration unit be permanently discontinued
before the gas account is .balanced, settlement will be made between the underproduced
and cverproduced parties. In making such settlement, the underproduced party or
parties will be paid a sum of money by the overproduced party or parties attributable
to the overproduction which said overproduced party received, less applicable taxes
theretofore paid, at the applicable price defined below for the delivery of a volume
of gas equal to that for which settlement is made. For gas, the price of which is
not regulated by Federal, State or other Governmental Agencies, the price basis
shall be the price received for the sale of the gas. For gas, the price of which is
subject to regulation by Federal, State or other Governmental authorities, the price
basis shall be the rate collected, from time to time, which is not subject to possi-
ble refund, as provided by the Federal Energy Regulatory Commission or any other
Governmental authority, pursuant to final order or settlement applicable to the gas
sold from such well, plus any additional collected amount which is not ultimately
required to be refunded by such authority, such additional collected amourt to be
accounted for at such time as final determination 1is made with respect hereto.

Notwithstanding the provisions of the 1last preceding paragraph, it is
expressly agreed that any underproduced party hereunder shall have the optional
right, with respect to each proration unit separately, to receive a cash settlement
bringing such underproduced party's gas account into balance at any time prior to
the permanent discontinuance of gas production, by first giving each overoroduced
party ninety (90) days written notice of demand for cash settlement. If such option
is so exercised, settlement shall be made {as of 7:00 o'clock A.M. on the lst day of
the calendar month following the date of such written demands) within ninety (90)
days following the actual receipt of such written demands by the overproduced par-
ties, in the same manner provided in the last preceding paragraph hereof. The op-
tional right provided for in this paragraph can only be exercised one (1) time by
ary particular underproduced party on the same proration unit; and each underproduced
perty agrees that it will not exercise such option unless it is of the opinion that
the remaining underproduced recoverable gas reserves are inadequate for its gas
account to be brought into balance by actual production prior to permanent discon-
tinuance of gas production from such proration unit.

Nothing herein shall change or affect each party's obligation to pay its
proportionate share of all costs and liabilities incurred, as its share thereof is
set forth in the Operating Agreement.

This agreement shall constitute a separate agreement as to each proration unit
witnin the Unit Area and shall become effective in accordance with its terms and
shall remain in force and effect so long as the Operating Agreement to whicn it is
attached remains in effect, and shall inure to the benefit of and be binding upon
the parties hereto, their successors, legal representatives and assigns.

Exnhibit "£"
Page -2-



ALIAULMEU 1Y ANU MAUC A PART UF UFPERATING AGREEMENT, DATED AUGUST 1, 1984, BEIWEEN
"PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL,. "NON-OPERATORS", COVERING
CANDS TN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

EXHIBIT "B

EQUAL EMPLOYMEMNT OPPORTUNITY PROVISION

During the performance cof this contract, the Operator agrees as follows:

(1) The Operator will not discriminate against any employee or applicant
for employment because of race, color, religion, national corigin or
sex. The Cperateor will take affirmative action to ensure that appli-
cants are employed, and that employees are treated during employment,
without regard to their race, color, religion, national origin or sex.
Such action shall include, but not be limited to the following: Employ-
ment, upgrading, demotion, or transfer, recruitment or recruitment ad-
vertising; layoff or termination; rates of pay or other forms of com-
pensation; and selection for training, including apprenticeship. The
Operator agrees to post in conspicucus places, available to employees
and applicants for employment notices to be provided for the contract-
ing officer setting forth the provisions of this non-discrimination S
clause.

{2) The Operator will, in all solicitations or advertisements for emplovees
placed by or on behalf cf the Operator, state that all qualified appli-
cants will receive consideration for emplevment without regard to race,
color, religion, national origin or sex.

{3) The Cperator will send to each labor union or representative of workers
with which it has a collective bargaining agreement or other contract
or understanding, a notice to be provided by the agency contracting
officer, advising the labor union or workers'.representative of the
Operator's commitments under Section 202 of Executive Orxder 11246 of
September 24, 1965, and shall post copies of the notice in conspicuous
places available to employees and applicants for employment.

(4) The O?érator will comply“with all provisions ©f Executive Order 11246
of Septermber 24, 1965, and of the rules, regulations, and relevent corders
of the Secretary of Labor.

(5) The Cperator will furnish all information and reports required by Executive
Order 11246 of Septembexr 24, 1965, and by the rules, regulations, and orders
of the Secretary of Labor, or pursuant thereto, and will permit access to
its books, records, and accounts by the contracting agency and the Secretary
of Labor for purposes of 'investigation to ascertain compliance with such
rules, regulations, and orders.

(6) In the event of the COperator's non-compliance with the non-discrimination
clauses of this contract or with any of such rules, regulations, or orders,
this contract may be cancelled, terminated or suspended in whole or in part
and the Operator may be declared ineligible for further Government contracts
in accordance with procedures authorized in Executive Order 11246 of
September 24, 1965, and such other sanctions may be imposed and remedies
invoked as provided in Executive Order 11246 of September 24, 1965, or by
rule, regulation, or order of the Secretary of Labor, or as otherwise pro-
vided by law.



{7) The Cperator will include the provisions of Paragraphs (1) through
(7) in every subcontract or purchase order unless exempted by rules,
regulaticns, or orders of the Secretary of Labor issued pursuant to
Section 204 of Exccutive Order 11246 of Scptember 24, 1965, so that
such provisions will be binding upen each subcontractor or vendor.
The Operator will take such action with respect to any subcontract
or purchase ordexr as the contracting agency may direct as a means of
enforcing such provisions including sanctions for non-compliance:
Provided, however, that in the event the Opecrator becomes involved
in, or is threatened with, litigation with a subcontractor or vendcr
as a result of such direction by the contracting agency, the Ovperator
may request the United States to enter into such litigation to pro-
tect the interests of the United States.

Operator acknowledges that it may be requirsd to file Standaré Form 100
(EEO-1) promulgated jointly by the Cffice of Federal Contrach C znze, the

4
Equal Employment Opportunityv Ceommission and Plans for Progress with Joint Re-
porting Commitiee, Federal Depot, Jefferscnville, Indiana, within thirt Q
days of the dete of contract award if such rerort has not been filed fo
currant year and otherwise comply with or file such other compliance re
as may be reguired under Evecutive Order 11246, as amended and Rules an
gulations adopted thereunder.

Cperator furthar ackncwledges that he may be required to develcon a written
irmative action compliance program as required by the Rules and Regulaticns
yoved@ by tha Secretary of Labor under authority of Executive Order 11246 and
poly Non-Operators with a copy of such program if they so recuest.

oo
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CERTIFICATICN OF NON-SEGREGATED FACILITIES

Operator assures Non-Cperators that it does not and will not
maintain or provide for its emplovees any segregated facilities at any
of its establishments, and that it dees not and will not pearmit its
employees to perform their services at any location, under 1its control,
where segregated facilities are maintained. For this purpose, it is
understood that the phrase '"segregated facilities" includes facilities
which are in fact seogrcgated on a basis of race, color, religion, or
naticnal origin, kecause of habit; local custom or otherwise. It is
further understood and agreed that maintaining or providing segregated
facilities for its employees or permitting its emplovees to perform their
scrvices at any lccation under its control where segregated facilities
are maintained is a violation of the egual opportunity clause reguired
oy Executive Order 11246 of September 24, 1965.

Operator further understands and agrees that a breach of the
assurance herein contained subjects it to the provisions of the Order
at 41 CFR Chapter 60 of the Secretary of Labor dated lMay 21, 1968, and
the provisions of the equal opportunity clause enumerated in contracts
betwean the United States of Zmerica and Non-Operators.

Whoever knowingly and willfully makes any false, fictitious or
‘raucdulent representation may be liable to criminal prosecution under 18
U.s.C. § 1001.



Exhibit "G"
TAX PARINERSHIP AGREEMENT

ATTACHED TO AND MADE A PART OF OPERATING AGREEMENT, DATED AUGUST 1, 1984, BETWEZEN
PEYTON YATES, "OPERATOR", AND PELTO OIL COMPANY, ET AL, "NON-OPERATORS", COVERING
LANDS IN SANTA FE AND SANDOVAL COUNTIES, NEW MEXICO.

The relationship between the parties hereto shall be such that it will,
for Federal and State income tax purposes, be treated as a partnership. For all
other purposes, this Agreement is not intended to create, nor shall it be construed
as having crecated, a partnership or mining venture between the parties hereto and
it is expressly agreed that the rights and obligations hereunder are separate and
several and not joint or collective. Furthermore, nothing in this Agreement shall
be construed as providing directly or indirectly for any joint or cooperative refining
or marketing or sale of any party's interest in the oil and gas or the products
therefrom,

No election shall be made for this arrangement between the parties hereto
to be excluded from the provisions of Subchapter K of Chapter 1 of Subtitle A of
the Internal Revenue Code or similar provisions of state income tax law, except that
such election may be made by the Operator for any year subsequent to the end of the
taxable year by which all costs of drilling the test well have been expended. The
Operator shall timely prepare and file partnership income tax returns for this arrange-
‘ment until the election mentioned above is properly exercised. Operator shall submit
copies of all returns to the other parties forty-five (45) days before the due .date
to permit review and approval prior to filing. Operator shall make no charges for
performance of any administrative or professional service in connection with the
keeping of records or in the filing of returns. Operator is hereby granted autho-
rity to make the following elections under United States Internal Revenue Laws and
Regulations and any similar State Statues:

A. To elect to adopt the calendar year as the annual accounting period;

B. To elect to adopt the accrual method of accounting;

C. To elect to expense all intangible drilling and development costs;

D. To elect to compute the allowance for depreciation using the
accelerated eost recovery method.

E. To elect to deduct advanced royalties from gross income for the
year the advance royalties are paid or accrued; and

F. To make such other elections as may be approved by the parties.

The parties further agree that for United States Income Tax purposes, the
gains and losses from sales, abandonments and other disposition of property and all
classes of costs, expenses, credits, including depreciation and depletion, shall be
shared and accounted for as follows:

1. All production and intangible drilling and development costs and all
other classes of costs and expenses shall be allocated as deducticns
to each party in accordance with its respective contributions to such
costs;

2. Depreciation on tangible equipment shall be allocated to each party
in accordance with its contributions to the adjusted basis of such
equipment, as such adjusted basis is defined in the Internal Revenue
Code of 1954, as amended, and any similar State Statute;

3. Deductions for depletion shall be computed by the parties as follows:

a. If eligible for percentage or cost depletion, the depletion
deduction shall be computed by each of the parties separately.
Percentage depletion shall be calculated under IRC Section
613A(b), "Exewption for Certain Domestic Gas Wells," or IRC
Section 613A(c), "Independent Producers and Royalty Cwners,"
whichever is applicable.

b. The partnership basis in oil or gas properties shall be
allocated to each party in accordance with its respective
contribution to such cost depletion base. Each partner
shall maintain an individual basis account and compute his



‘ ‘ '

own allowance for either percentage depletion or cost depletion
on all his propertics. The depletion allowance deducted by the
partners shall be trcated as a reduction of the basis of the
partnership property. 1In addition, cach partner shall furnish
thelr percentage or cost depletion calculation to Operator
annually.

c¢. Each party shall take into account for his depleticn calculation
such party's share of production, gross income, royalty obliga-
tions, expenses, contributions to the unadjusted cost basis of
the joint property, all adjustments to basis, and depletion
allowance deductions reducing such party's basis.

4, Such investment credit as shall be allowed by Section 38 of the
Internal Revenue Code of 1954, as amended, as well as any other
credits shall be allocated to the parties in accordance with their
respective contributions te the cost thereof.

5. Gains and losses from each sale, abandonment or other disposition
of property (other than o0il, gas or other hydrocarbon substances)
will be allocated to the parties in such manner as will reflect the
gains and losses that would have been includable in their respective
Income Tax Returns if such property were held by the parties outside
this agreement. The computations shall take into account each parcty's
share of the proceeds derived from each sale or other disposition
of such property during the year, selling expenses and the parties'
respective contributions to the unadjusted cost basis of such
property, less any allowed or allowable depreciation, depleticn,
amortization, credits, or other deductions which have been allcocated
to each party with respect to such property as provided in this
paragraph. )
Should there be a transfer of an interest under this Agreement income
and deductions attributable to such interest shall not be allocated between the
‘transferor and transferee in a prorata manner but shall be allocated according to
the date the income was accrued and the date the expense was incurred.

When requested, each party agrees to provide Operator with all information
readily available from the regularly maintained accounting records.

AGREED AND ACCEPTED this day of

Tax Partnership Agreement



.{\ Q§CENEDC\”_ 1 3 1984 IN REPLY REFER TO!

A

United States Department of the Interior Caja Del Rio
. Grande Unit
BUREAU OF LAND MANAGEMENT ) La Mesa

505 Marquette Avenue N.W.
P.0. Box 6770
Albuquerque, New Mexico 87197-6770

JUL 12 1824

Petyon Yates

Attention: Mr. Randy G. Patterson
207 South Fourth Street

Artesia, NM 88210

Gentlemen:

We have received your drilling proposal dated June 28, 1984, for these two
proposed unit designation areas. We are willing to accept the two well
commitment for the La Mesa Unit Area as long as the second well tests the
northern half of the proposed area.

We will not gccept a _two—well commitment for the Caja. Del Rio Grande Area as
long as it remains such a large area. As we discussed in the unit designation
conTerence, we believe that a three—well commitment would be a minimum to test
such a large area. Therefore, we would only accept a proposal which included
three wells,each to test approximately one-third of the proposed Caja Del Rio

Grande unit area.

We are responding to your letter by letter because our decision does not
concur with your proposal, rather than by telephone as requested,so that our
position is clear.

Also, enclosed is a copy of the newest unit format. You will need to
incorporate the multiple well language, which we provided to you at the unit
designation conference. If you have any questions, please call Sue E. Umshler
at 766-2668.

Sincerely yours,

;/ /-‘ g
y /. g?’[ Yy
For Dis

strict Managér

PEYTON YATES

Case No. 8356
10/17/84 Examiner Hearing

Exhibit No. 4



