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Issues to. be Addressed:

e Introduction to the Exchange
» Economic Rationale for Commodity Exchanges
» NYMEX Organization
» Growth and Market Participation

- @ Crude Qil Pricing and Methodologies

e Why Agencies Should Hedge Production Risk ?

e Case Study- Texas
e Why Use NYMEX Futures and Options ?



Primary Economic Role of
Commodity Exchanges is:

e Price Discovery

» They record prices made through trades in
an open marketplace

» Purchase and sale prices are transmitted
immediately to be seen (discovered) by all

» Commodity exchanges do not determine
prices
e Hedging Function
» Price risk is shifted or (hedged) by using
futures and options

NYMEX Organization is Composed of:

o NYMEX Membership
» 816 seats - 749 individual members

» Refiners, Marketers, Brokers, Bankers,
Individuals

o COMEX Membership
» 772 seats - 663 individual members



NYMEX Organizational Structure:
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New York Mercantile Exchange
Organization - Compliance

e Market Surveillance
» Monitors market participants
‘» Analyzes speculative and commercial participation

» Analyzes NYMEX trading activity with fundamental
factors in the cash market

e Financial Surveillance
» Audits contract position of clearing members
» Insures that clearing members maintain position
limits and margin requirements

» Maintains daily communication with clearing
members with large positions

X



New York Mercantile Exchange
Organization - Compliance

o Trade Surveillance

» Enforces a program to prevent market
manipulation and anti-competitive activity

» Monitors floor activity for proper trading
procedures

» Uses penaities and tight recording
procedures to prevent abuse

New York Mercantile Exchange
Organization - Planning & Development

o Research

» Designs new contracts for submission to
CFTC

» Monitors current trends in present contracts
and initiates any “fine tuning” if necessary

» Works closely with advisory committees
composed of industry experts

&



New York Mercantile Exchange
Organization - Planning & Development

e Keys to successful futures contract development
» Long supply chain
» Fragmented industry structure
» Large numbers of buyers and seller
» Well-developed underlying physical market
» Pricing largely or completely free of government
control
» Volatile prices

New York Mercantile Exchange
Organization - Planning & Development

e Strategic Planning

» Investigates new technologies to make
trading more efficient

» Works with officials of other exchanges to
build strength throughout the commodity

industry

» Works with foreign markets to encourage
worldwide trading at NYMEX



New York Mercantile Exchange
Organization - Planning & Development

e Marketing
» Liaison with contract participants

» Publishes educational material about NYMEX
markets

» Holds seminars and lectures about the Exchange
domestically and internationally

» Provides statistical and industry data

» Liaison with the press

X

New York Mercantile Exchange
Organization - Clearing

o Banking/Deliveries

» Works with clearing members acting as a
transfer agent between those traders who
generated gains with those that incurred
losses

» Matches companies choosing to take
physical delivery of contracts to companies
choosing to receive physical delivery



New York Mercantile Exchange
Organization - Clearing

e Position Processing

» Ensures that all buy trades are properly
matched to the correct sell trades

» Ensures that all trades are properly
assigned to the clearing house

» Operates the automated system that makes
the clearing of +250,000 trades a day
possible

X

Safeguards for Exchange
Participants

e Financial Integrity
e Regulation of Participants

@ Price Limit Rules



Safeguards for Exchange
Participants - Financial Integrity

e The Exchange is as secure as the collective strength
of its Clearing Members

e Requirements to qualify as a clearing member

» Must show a minimum working capital of
$2,000,000

» Must maintain an account with an approved New
York City Bank

» Must make a diifosit to the NYMEX Guaranty

Fund based upon capital

- Contribution is between $100,000 and
$2,000,000 (approximate fund assets currently ¢,
$75,000,000) S

Safeguards for Exchange
Participants - Financial Integrity

e Safety Net - in the event of a clearing member's
failure to meet its obligations, i.e. maintain margin
payments, the loss is restored through the “safety
net” system

» That clearing member's assets

» Exchange surplus as determined by the board of
directors

» Payments from the NYMEX Guaranty Fund

» A pro-rated assessment of other clearing
members based on trading participation

&



Safeguards for Exchange Participants -
Regulation of Participants

o Position Limits

» Hold clearing members and their customers
to a value of trade commensurate with their
capitalization

Safeguards for Exchange Participants -
Regulation of Participants

e Speculative Limits

» Customers of clearing members can have no more
than 1,000 contracts in the first nearby spot month.
10,000 for light, sweet crude, 7,000 for heating oil
and unleaded gasoline and 1,500 for propane in all
months combined. Limits for Alberta and Permian
natural gas and sour crude are 5,000 contracts,
Limits for Henry Hub natural gas 7,000 contracts
with no more than 350 ( A &P) spot natural gas, 750
spot Henry Hub natural gas and 500 spot sour
crude oil contracts

» Hedge exemptions are granted in consideration of
customer's financial stability, trading history of the
company and the futures and options market
liquidity 00



Safeguards for Exchange Participants -
Regulation of Participants

e Reporting Levels

» FCMs must report daily positions of customers
holding more than 300 crude oil, 150 NY Harbor
unleaded gasoline, 250 heating oil, 100 natural
gas, and 25 propane contracts

» Reporting companies remain anonymous but are
qualified by sector for analysis of market
participation

X

Safeguards for Exchange Participants -
Regulation of Participants

e Margin Requirements - All Contracts

» Good faith deposits which can be used to
cover adverse movements in futures prices

» Initial margins per contract

» Assessments (increases in margin) are
required as contract nears delivery

» Exchange staff and board of directors closely
monitor margin levels, adjusting as necessary

X



(Milions of Contracts)

NYMEX Energy Complex

Contracts Traded

Heating oil futures

Crude oil futures

Unleaded gasotine futures
Crude oil options

Heating oil options

Propane futures

Unleaded gasoline options
Henry Hub Natural gas futures
Natural gas options

Crack Spread Options
Electricity (Palo Verde, CAOB)
Permian Basin and Alberta Nat. Gas 1996

Introduced
1978
1983
1984
1986
1087
1987
1989
1990
1892
1994
1996

Growth in NYMEX Trading

60+

504

30
201

10

Volumes

W Options
W Futures

83 84 85 86 87 88 89 90

91 82 93 94 95
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NYMEX Standardized Futures
Contract Specifications

NY Harbor
Sweet Crude Heating Oli Unleaded
Gasoline
Units 1,000 U.S. barreis 42,000 gatlons | 42,000 gailons
Price Quote Dollars and cents per | $ per gallon $ per gation
barrel
Oelivery Cushing, OK NY Harbor NY Harbor
Contract 30 Consecutive T tive | 18 utive
Months months based on a momhs months
quarterty scheduie
and rolling 36th and
48th months

X

NYMEX Light Sweet Crude Oil Contract
(WTI)

e Delivery: F.O.B as any pipeline or storage facility in Cushing,
Oklahoma with access to Arco, Cushing storage or Texaco
Trading and Transportation, Inc. Cushing Storage

o Domestic Deliveries
» West Texas Intermediate
» Low Sweet Mix (Scurry Snyder)
» New Mexican Sweet
» North Texas Sweet
» Oklahoma Sweet
» South Texas Sweet
e Foreign Crudes

» U.K. Brent Blend and Forties Blend
» Nigeria: Bonny Light
» Norway: Oseberg Blend



Crude Qil Futures - Open Interest
1996 3rd Quarter market participation by occupation

Integr;ated R1egi:}er Marketers
(]
Producer 10% < — 4%
o - _—

— Funds
Qil Trader Speculator 5o

32%
12%
X

Crude OQil Options - Open Interest

1996 3rd Quarter market participation by occupation

Qil Traders Marketers
329 3%
’ Funds
Integrated 3%
6%
Refiners
4%
Financial
End Users Producers 52% <

0% 0% 0



Why Governments Should Hedge
Production Risk (continued)

e Oil Price Volatility Makes Budget
Forecasting Difficult

» Lock-in revenues regardless of market
conditions

» Hedging allows accurate budgeting

» Hedging neutralizes the adverse affect of
price volatility

Why Governments Should Hedge
Production Risk:

e Oil Exporting Countries Highly Dependent on Qil Revenues
» Bulk of National Revenues from Collection of Petroleum Receipts

Exports Revenues vs Petroleum Revenues
Saudi Arabia (Millions of US Dollars)
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Why Governments Should Hedge
Production Risk (continued)

Predicted Oil Revenues vs Actual Oil Revenues
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Dollars/iBarrel

NYMEX Light, Sweet Crude Qil Futures vs.
Dubai FOB 1992-3rd Quarter 1996
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Governmental and Government Regulated

Entities are Making Increased Use of Energy

Futures Markets

o In the United States:
» State of Delaware

~In the Third Year of a successful program to hedge
energy product purchases, and has added low
income energy assistance to its hedging program.

» State of Massachusetts

- Has developed a program to hedge costs of a state
and federal government funded program for fuel
assistance to the low income and elderly.

» State of Califomnia
- Has approved hedging by public utilities.
» State of New York and New Jersey
- Have developed plans to manage energy price risk.



Governmental and Government Regulated
Entities are Making Increased Use of Energy
Futures Markets

e (n the Intemational Community:

» Colombia
— Recently passed legistation to enable state owned enterprises to
hedge financial and commodity price nsk.

» United Nations Commission on Trade and Deveiopment (UNCTAD)
— Has officially adopted a work plan to encourage the use of Risk
Management Instruments
» PEMEX
— Mexican state-owned oil company currently hedges oil price
exposure
» STATOIL
- Norwegian state owned oil company currently hedges oil price
exposure

» Neste
— Finnish state-owned oil company hedges oil price risk exposure

Case Study- State of Texas Oil
and Gas Hedging Program

e Background
» 1986
— Oil prices dropped from $35 to $11
— State of Texas found itself $3.5 Billion short of expected
energy revenues
e |nitiation of Hedge Program
» 1991

— State of Texas develops legislation, administration
guidelines and procedures to institute a hedge program for

energy revenues
— Legislation insured specific goals and objectives
o Safety
e Using commodities for hedging not speculation
e Implementation of strict controls
e Oversight to assure objectives and goals would be met.
e Legislation insured that critical oversight was provided
by an existing State Board



Cas’e Study- State of Texas Qil
and Gas Hedging Program

e |nitiation of Hedge Program (continued)
» 1991

— Implementation of Program Assigned by the State
Depository Board to the Deputy State Treasurer of
Texas

o Oil Advisory Committee created by staff to
assist in acquiring practical market knowledge

» 1992
— Pilot Program Set in Place by 1992 which had
guidelines in place

o Staff authorization total

o Decision making responsibiiities

e Hedge paosition limits

e Daily monetary position

e Segregation of duties

Why Use NYMEX Futures &
Options?
e The NYMEX light, sweet crude oil contract

serves as a world reference price-

e Physical delivery ensures convergence between
futures and cash

e NYMEX crude oil and petroleum product prices
closely track key imports and domestic markets

» WTI Cash

» LLS

» Dubai

» Arab Light (Saudi Arabia)
» Dated Brent (U.K..)



Why Use NYMEX Futures &
Options?

e Volatility
» lran-lraq War, 1980 - 1988
» Exxon Valdez, March 1989
» Winter cold snap, December 1989
» Invasion of Kuwait, August 1990
» Soviet Coup, August 1981
» Nigerian oil “strike”
» Iragi “Humanitarian Oil Sales’

Why Use NYMEX Futures &
Options?

e Liquidity
» 80 percent of all exchange-traded energy futures and
options trade at NYMEX
» The NYMEX crude oil contract is the most actively traded
physical commodity futures contract in the world
— Almost 100,000 contracts per day
— Almost 23,000 crude oil option contracts per day
» NYMEX offers the world's most liquid petroleum products
futures and options contracts
— Unieaded gasoline
— Heating oil
» NYMEX contracts trade out as far as 60 months (crude) -
with significant liquidity in the out months out



Why Use NYMEX Futures &
Options?
e Safety
» Strong, well capitalized clearing system

» Backed by the financial strength of some of
the world’s most significant financial
institutions

» Strict compliance and operational
standards ensure fair and orderly markets

» Operates under rules and regulations of
the Commodity Futures Trading
Commission

Why Use NYMEX Futures &
Options?

e NYMEX ACCESSSM
» Round-the-clock price discovery
» Round-the-clock order execution
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My name is Jack Blomstrom. I am testifying today on behalf
of Eighty-Eight Oil Company (88) of Casper, Wyoming. 88 is a crude
0il marketing company engaged in purchasing crude oil, primarily at
the lease. Its operations are conducted primarily in the northern
Rocky Mountain area. We do not post.

88 is affiliated by ownership with True 0il Company, an oil
and gas exploration and prodiction company.

As Mr. Schaeffer said any active exploration and production
company is regularly engaged in buying frac oil for their own
operations.

88 purchases most of True 0il Company’s production though
the parcantage of affiliated companies’ production to the total
amount of crude oil purchased by 88 is very small.

However, because of its purchase of production of affiliated
companies, 88 has a very broad ranging interest in the proposed
valuation rules for royalty production owned by the federal
governnent.

First, 88 fully supports the comments of Mr. Ben Dillon
delivered earlier on behalf of IPAA. Frankly, we fully support the
bulk of the statements which you will hear today. We are
especially concerned that these proposed regulations, ir.
implemented, will result in independents paying royalty on phantom
procaads.

I want to briefly discuss the way the proposed regs will
affect both affiliated sales and sales by non-affiliated companies.

From an affiliate’s perspective, the proposed regulations
suggest 88/True Oil Company will have two options to determine
royalty value. One is to use the marketing affiliate sales price
to an arms-length purchaser. The second is to use the alternative
NYMEX method.

Realistically, 88 can’t use its sales, because under the
proposed regulations, it would be disqualified from doing so
because it both purchases and sells cruda oil. We also would be
disqualified because we cannot track every single barrel of oil to
know exactly what its selling price was. Hence we get the NYMEX
proposal.

Because of where 88 operates, one special example contained
in the proposed regulations was especially interesting. On page
3748 of the January 24, 1997, FEDERAL REGISTER was the following
examplea:

"If you do not move lease production through a MMS-
identified aggregation point to a MMS-identified

-] -
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market center, but instead move it directly to an
alternate disposal point (for example your own
refinery), then you would use only two of the
adjustments and allowances. You would use the
market center~index pricing point location/gquality
differential under paragraph (c) (1) (iv). In this
event, the alternate disposal point is the
aggregation point for purposes of that paragraph.
The market center for purposes of paragraph
(e) (1) (iv) is the market center nearest the lease
where there is a published spot price for crude oil
of like quality to your oil. Like-quality oil would
mean o0il with similar chemical, physical, and legal
characteristics. For example, West Texas Sour and
Wyoming Sour would be like~quality, as would West
Texas Intermediate and Light Louisiana Sweet.

For example, a Wyoming Sour crude producer might
transport its oil directly to a refinery in salt
lake City without accessing any defined aggregation
points or market centers. In this case, West Texas
Sour crude at Midland, Texas, might represent the
crude oil/market center combination nearest to the
0il produced. The market center-index pricing point
location/quality differential wunder paragraph
(¢) (1) (1) would then be the difference in the spot
price between West Texas Intermediate at Cushing,
Oklahoma, and West Texas Sour at Midland, Texas, as
published in an MMS-approved publication. In
addition to that adjustment, the producer would be
entitled to an allowance for the  actual
transportation costs from the lease in Wyoming to
Salt lake City. MMS has determined that this method
is the best way to calculate the differences in
value between the lease and the index pricing point
due to location, quality, and transportation when
the production is not actually moved to a market
center."

We have several concerns with this example. First, it
denmonstrates a lack of market awareness by the MMS, because
virtually no Wyoming Sour currently makes its way to the Salt Lake
City market.

Second, there is little, if any, similarity in West Texas
(WT) Sour and Wyoming Sour other than the fact both contain sulfur.
They are sold in totally different markete. WT Sour averages =- as
I understand it from industry information, 1.9% sulfur. WY Sour
averages closer to 2.4%. WT Sour has an average gravity of 34°.
WY Sour is classified as either Wyoming General Sour oxr Wyoming
Asphatlic Sour. The General Sour has gravity of from 22° to 28°.
That represents a mid-point of 25.5°. The Asphatlic Sour which

-2 -
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represents the overwhelming percentage of Wyoming Sour production
is 20 to 22°. The gravity differential alone, which is not
considered in this example at all, between WT Sour and WY Asphatlic
would be $2.40/bbl. - It would seem that if the MMS values its
royalty oil without factoring in the gravity differential, it will
receive a windfall, otherwise known as phantom proceeds.

A factor to be considered is that the differential to be
used will remain in effect for one year as I read the proposed
regulations. Yet consider the Wyoming market for sour crude.

As we speak, Canadian cruda is beginning to move through
Casper, WY. Because of market conditions elsewhere, the crude in
Express will be primarily sour crude. Express will, if all goes as
it has indicated, be bringing 175,000 bbl of crude into Casper. It
will ship 135,000 bbl of cruda east to Wood River, Illinois, on
Platte Pipeline. That is each day. The 40,000 surplus bbls. each
day will compete for existing markets, because there doesn’t appear
to be any place else to go. Three refineries in Wyoming, one in
Denver and one in Salt Lake City can take sour crude., How will
this effect the existing market? No one knows. Yet, under these
regulations as proposed, for our affiliates’ production, we would
be using the same differential for an entire year. Given the
market situation, that makes no sense.

For affiliates with both production and marketing
operations, the current regs work well. We don’t post and do not
intend to in the future. Please leave well enough alone. What is
in place now, when applied to 88 and True 0Oil, is not broken.

Let me briefly discuss another aspect of 88’s business. We
purchased 850K bbl in January of the crude oil at the lease. 1In
every sense, the transactions are arms length. Yet, under the
proposed regulations, because our customers are invariably buying
frac oil for their lease operations, or because they have purchased
some properties from a major which included a call on production
provision in the sales contract, these transactions will no longer
be considered arms length.

Why is MMS replacing these arms length transactions with a
single price NYMEX netted back to scores of wellheads in the
northern Rocky Mountain states?

Parenthetically, you earlier heard Amy Siebel of Nance
Petroleum talk about their experience with calls on production. In
reviewing True Oil Company’s. records, we did not discover a single
instance of where a party was exercising its right to a call on
production.

Now, our customers, primarily small independents, will be
stuck valuing their oil for royalty purposes at a location away
from where they are selling their oil, the wellhead.

-3 -
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I recently saw a copy of a letter from the director of the
MMS to the editor of BUSINESS WEEK. In the letter, the director
said, and I quote:

"Tha proposed rule would not change the long
standing policy to base royalty valuation on the
wellhead price."

From what I hava seen in the proposed regulations, that
simply is not the case.

Many of our customers have had long term relationships with
88. Why, because we have consistently given them fair value for
their crude oil. If they c¢ould get more £for their crude
consistently elsewhere, we have no doubts they would no longer be
our customers, they would be somabody alse’s.

We, along with our customers, can figure out an arms length
value at the lease. Why can’t MMS?

Many of our customers do not want to take on the risk
involved in marketing their own crude. They already are absorbing
the risk of discovering and production oil. Look at a sample
example. Crude purchase contracts at the wellhead may involve an
average purchase price for the month,

January price was around $23.50. As a marketer, you are
faced with the possibility of carrying an inventory from one month
to the next. If you carried inventory from January into February,
you would have been faced with a price over $3.00 a barrel less in
February than in January. Certainly prices could have gone the
other way but they didn’t. Yet, in these proposed regulations, MMS
wants federal government lessees to give the MMS the benefit of
that marketing risk, without any downside.

If you want the upside, you need to get into the nmarket,
take your o0il in kind, and market yourself.

From our perspactive, it is abundantly clear that MMS hase
the tools currently to collect a fair royalty. Use what you have.

Why reject the 1988 regulations currently in effect? Look
to gross proceeds. It works.

Thank you.
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Proposed Revision to Crude Oil Benchmarks
30 C.F.R. § 206.102(c)

(c)  The value of oil production which is not sold under an arm’s-length contract shall be
the reasonable value determined in accordance with the first applicable of the following
paragraphs. In applying each of these paragraphs, when there is more than one transaction
resulting in a range of prices for comparable sales or purchases, the lessce may value the oil
using any price within the range.

(1)  The proceeds the lessee receives for comparable sales under arm’s-length contracts
in the same field or area in which the lease is located;

(2)  The prices the lessee or its affiliate pays to third parties in comparable sales under
arm’s-length contracts in the same field or area in which the lease is located;

(3)  Prices bid by parties neither controlling nor controlled by the lessee in response to an
offer, made at the lessee’s option, to sell at least ten percent of the lessee’s oil in the field or
area, provided that the offer was made public no more than thirteen months before the end
of the production month for which value is to be determined;

(4)  If not received in comparable sales, the proceeds the lessee receives for oil sold to
small, independent refiners under 43 U.S.C. § 1337(b)(7); '

(5)  The proceeds received or paid in comparable sales under arm’s-length contracts in the
same field or area by parties neither controlling nor controlled by the lessee;

(6)  Prices received by MMS, adjusted from the point of sale back to the lease, from its
sales of royalty oil taken in kind from production in the field; or

(7)  Publicly reported cash trade prices negotiated at the nearest market center, adjusted
back to the lease.

(8)  Adjustments back to the lease under paragraphs (6) and (7) shall reflect the
differences in location, oil quality, and economic risk assumed (or avoided) between oil sold
at the lease and oil sold at market centers. Under paragraph (6), adjustments shall include
all deductions from taken by MMS’s marketing agents from their gross proceeds from the
sale of the oil downstream of the lease.

(9)  For the purpose comparing prices, a comparable sale or purchase is one under a
contract of similar duration with a similar quality of oil and point of delivery as the sale
being evaluated under this subsection. The lessee may apply adjustments to account for
differences in quality if those adjustments are typical of arm’s-length contracts in the field.

(10) With the written consent of the Royalty Valuation Division, a lessee may value crude
oil under this subsection under any paragraph, even though a prior paragraph would
otherwise be applicable.
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- Summary of Current Crude Oil
Marketing Practices

e Few truly outright sales by major producers

e Independents commonly sell outright
— Many Independents use sophisticated sales

. Most Majors utilize buy/sell exchanges

. Overall Balance concept used by several
Majors

e Price adjustments for quality are commonly
negotiated on each contract
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“Overall Balance™:
Implied Exchange Transaction

————

e

As long as two companies sell approximately equal volumes to each other, the
absolute price isn’t important. In fact, because of reduced royalty and severance
tax payments, the volumes don’t even have to be exactly equal for both parties
to benefit from setting the posted lease prices below full value. There may not
even be written contracts reflecting the exchanges.

e ————p————
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Exihibit "C3"

A.APL. FOkM 610-1977
MODEL FORM OPERATING AGREEMENT

- eMemaliiae e

OPERATING AGREEMENT

DATED

OPERATOR

CONTRACT AREA

COUNTY OR PARISH OF STATE OF

COPYRIGHT 1977 - ALl RIGMTS RESERVED

AMERICAN ASSOCIATION OF PETROLEUM LANDMEN
APPROVED FORM AAPL NO 610 . 1977 REVISED

MAY BE ORDERED DIRECTLY FROM THE PUBLISHER
KRAFTRILT PRODUCTS

8OX 800 Tuisa OK 74100
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% of that portion of the cost of newly acquired equipment in the well (1o and including the well-
head connections). which would have been chargeable to such Non-Consenting Party if it had partici-
pated therein.

Gas production attributable to any Non - Consenting Party's relinquished interest upon such Party's
election. shall be sold to its purchaser. it available. under the terms of its existing gas sales con-
tract. Such Non - Consenting Party shall direct its purchaser to remit the proceeds reccivabie from
such sale direct 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 Congenting 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 thervefrom, Consenting Parties shall be responsibie for the payment of
all production. severance. gathering and other taxes. and all rovalty. overriding rovalty 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 cquipment in the well, but the ownership of
all such equipment shall remain unchanged: and upon abandonment of a well after such reworking.
plugging back or deeper drilling, the Consenting Farties shall account tor 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 Articie. the party con-
ducting the operations for the Consenting Partics shall furnish each Non-Consenting Party with an in-
ventory of the equipment in and connccted to the well, and an itemized statement of the cost of drilling.
deepening, plugging back. testing, completing, and cquipping the well for production: or. at its option.
the operating party, in licu of an itemized statement of such costs of operation. may submit a detailed
statement of monthly billings. Each month thercafter, during the ime the Consenting Parties are being
reimbursed as provided above. the Puarty conducting the operations for the Consenting Parties shall furn-
ish the Non-Consenting Parties with an itemized statement of all costs and liabilities 1ncurred in the
operation of the well. together with a statement of the quantity of oil and gas produced from it and the
amount of proceeds realized from the suic of the well's working interest production during the preceding
month, In determinming the quantity of oil and uvas produced during any month. Consenting Parties
shall use industry accepted methods such as, but not limited to. metering or periodic well tests. Any
amount 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 baiance. 1t shall be paid to such Non-Consenting party.

If and when the Consenting Parties recover from a Non-Consenung Party’s relinquished interest
the amounts provided for above. the relinquished interests of such Non-Consenting Party shall auto-
matically revert 1o it. and. from and after such reversion. such Non-Consenting Party shall own the same
interest 1n such well. the material and cquipment 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.
reworking, deepening or plugging back of said well. Thereafier. 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 s producing. unless such well conforms to the then-existing
well spacing pattern for such source of supply.

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 mitial well. if such well is or thereafter shall
prove 10 be a dry hole or non-commercial well, after having been drilled Lo the depth speaified in Article
VIA.

C. Right to Take Production in Kind:

Each party shall have the right to take in kind or separately dispose of 1ts proportionate share ot
all il and gas produced trom the Contract Arvea. exclusive of production which may be used in de-
velopment and producing operations and in preparing and treating oil for markeung purposes.and
production unavoidably lost. Any oxtra expenditure mcurred in the taking in kind or scparate dispo-
sition by any party of its proportionate share of the production shall be borne by such party. Any
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party taking its share of production in kind shall be required to pay for only its proportionate sharc
ot such part of Operator's surface facilities which it uses.

Each varty shall exceute such division orders and contracts as mav be necessary for the sale of its
interest in production from the Contract Arca. and, except ax provided 1n Article VILEB.. shall be entitled
to recoive pavment direct from the purchaser thereot for it~ share of all production.

In the event any party shall fail to make the arranegements necessary 1o take in kind or separately
dispose of its proportionate share of the oil and gas produced from the Contract Arca. Operator shall have
the right. subject to the revocation at will by the party owning it. but not the obligation. to purchase such
oil and gas or sell it to others at any time and from time to time. for the account of the non-taking
party at the best price obtainable in the area for such production. Anv such purchase or sale by Op-
erator shull be subject always to the right of the owner of the production to exercise at any ume its
right to take in kind. or separately dispose of, its share of ull oif and gas not previously delivered to a
purchaser. Any purchase or sale by Operator of anyv other party’s shate of oil and gas shall be only for
such rcasonable periods of time as are consistent with the mimmum needs of the industry under the
particular circumstances. but in no event for a period in excess of one (1} vear. Notwithstanding the
foregoing. Operator shall not make a sale, including one into interstate commerce. of any other party's
share ot cus production without first Riving such other partv thirty (30) days notice of such intended
sale.

In the event one or more parties’ separate disposition of its share of the gas causes split-stream de-
liveries to separate pipelines and or deliveries which on 4 day-to-day basis for any reason are not
exactly cqual to a party's respective proportionate sharc of total gas sales to be allocated to it. the
balancing or accounting between the respective accounts of the parties shall be in accordance with
any Gas Balancing "Apreement between the partics hereto. whether such Agreement is attached as
Exhibit “E”. or s a separate Agreement.

D. Access to Contract Area and Information:

Each party shall have access to the Contract Arca at all reasonable times. at its sole risk to inspect
or observe operations. and shall have access at reasonable times to information pertaining to the de-
velopment or operation thercof. including Operator’s books and records relating thereto. Operator, upon
request. shall furnish ecach of the other parties with copies of all forms or reports filed with govern-
mental asenctes. daily drilling veports. well lops. tank tables. daily gauge and run tickets and reports
of stock on hand at the first of cach month. and shall make avilable samples of any cores or cuttings
taken trom any well drilled on the Contract Arca. The cost of gathering and furnishing information to
Non-Operator. other than that specified above. shall be charged to the Non-Operator that requests the
Information.

E. Abandonment of Wells:

I. Abandonment of Drv Holes: Except for any well drilled pursuant to Article VLB.2.. any well
which has been drilled under the terms of this apgreement and is proposed to be completed as a dry hole
shall not be plugged and abandoned without the consent of all parties. Should Operator. after diligent
effort. be unable to contact any party. or should any party fail to reply within forty-eight (48) hours
texclusive of Saturday. Sundayv or legal holidays) after receipt of notice of the proposal to plug and
abandon such well. such party shall be deemed to have consented to the proposed abandonment. All
such wells shall be plugged and abandoned in accordance with applicable resulations and at tie cost,
visk and expense of the parties who participated in the cost of drilling of such well. Any party who ob-
Jects to the pluseing and abandoning such well shall have the right to take over the well and conduct
further eperations in search of oil and or gas subject to the provisions of Article VI.B.

2. Abandomment of Wells that_have Produced: Except for any well which has been drilled or re-

worked pursuant to Article VI.B.2. hercol tor which the Consenting Parties have not been tully reim-
bursed as therein provided. any well which has been compieted as a producer shall not be piugged and
abandoned without the consent of all parties. I all parues consent to such abandonment. the well shall
be plugged and abandoned in accurdance with apphicable reculations and at the cost. risk and expense
of uall the parties hereto, If. within thairty (20) davs after recept of notice ot the proposed abandonment
ot such well. all parties do not agree 1o the abandonment of any well, thuse wishing to continue its op-
cration shull tender to cuch of the other parties 1ts proporuonate share of the value of the well's salvable
materi and equipment. determined in accordance with the provisions of Exhibit “C”. less the estunated
cost ot sulvaging and the estimated cost of plugging and abandeoming. Each abandoning party  shall
assien lo the non-abandoning parties, without warranty. express or imphied. as to title or as to quantity.
quality. or fitness for use of the vquipment and material, all of 1its interest in the well and related equip-
ment. togetier with its iterest i the leaschold ostate us to. but only as to. the interval or intervals of the
formatior. ar tormations then open to production. If the interest ot the abandoming party is or includes
an o and gas interest, such party shall execute and deliver to tne non-abandoning party or-partiescan
ot and gas lease. limited to the mterval or intervals of the tormation or formations then open to produc-
ton. tor a term ol one vear and so long thereatter as oil and or was 1s produced trom the interval or inter-
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GUIDANCE IN THE PREPARATION OF THIS AGREEMENT:

1.

h)

Title Page -“Fill in blanks as applicable.

Preamble. Page | - Enter name ot Operator.

. Article II - Exhibits:

(a) Indicate Exhibits to be attached.
b} I it is desired that no reterence be made 0 non<discriminauon. the reterence 1o Exhibit “*F** shouid be deletea.

. Article LB, - Interests ot Parties 1n Costs and Production - Enter rovaity tracuon as agreed to by parues.

. Article I\.A. - Title Examination - Select opuon as agreed to by the parues.

. Article 1V .B. - Loss ot Title - If **Joint Loss™* of Title is desired. the following changes should be made:

(a) Delete Arucles iV.B.1 and IV.B.2.

(b) Artcte IV.B.3 - Delete phrase ““other than those set torth in Arucles [V .B.1 und 1V.B.2 above.”™

1 Article VILE. - Change reterence at end of the tirst erammaticai paragraph trom “Articie [V.B.2™ w0 " Articie iV.B.3."”

) Article X. - Add as the concluding sentence - **All claims or suxs involving title to any interest subject 1o this aureement shail be
treated a5 a claim or 4 swit againse all parues hereto.””

. Article V' - Operator - Enter name ot Operator.

. Article VI.A - Initial Well:

a) Date ot commencement ot driiling.
ib) Locauon of well.
\c) Obligation depth.

. Article VI.B.2(b) - Subsequent Operauons - Enter penalty percentage s aereed to by parties.

. Article V1.C. - Takine Production in Kind - If 2 Gas Balancing Agreement 1s not in existence nor attached hereto as Exhibit *"E™". then use

Alternate Page 3.

. Artcle VILD.1. - Limitauon ot Expenditures - Select option s dereed to by parties.

. Article VILD.3. - Limitauon ot Expenduures - Enter limitation ot expenditure of Operator tor sinele project and amount above which

Operator mav turnish informauon AFE.

. Article IX. - Internai Revenue Code Election - Delete this article in the event the agreement is a Tax Partnership and Exhibit **G™" is at-

tached.

. Article X.  Claims and Lawsunts - Enter claim limut as aereed to ov parties.

. Article XIII. - Term ot Agcreement:

(@) Select Opuion as agreed to by parties.
(b) If Opuion No. 2 is selected. vnter agreed number ot davs in tvo 12! blanks.

. Arucle NXIV.B - Governing Law - Enter state as agreed to by paruies.

. Signature Page - Enter ettecuve date.

A —— et e
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ARTICLE V1
continued

If and when the Consenung Parties recover from a Non-Cc Party’s reli hed interest the amounts provided for above.
-he relinquished interests ot such Non-Consenung Party shall automacically revert to it. and. trom and after such reversion. such Non-
Consenung Party shall own the same interest 1 such well. the material and equipment 1n or pertaining thereto. and the production
:heretrom as such Non-Consenung Party wouid have been entitled to had it participated in the drilline. reworleing. deepenine or pluging
>ack of said well. Thereaiter. such Non-Consenting Party shall be charged with and shall pay its proportionate part of the further costs of
e operation of said well in accordance wuth the terms ot this agreement and the Accounung Procedure attached hereto.

Notwithstanding the provisions of this Article VLB.2., it 1s agreed that without the mutuai consent ot all partics. no wells shall
be completed in or produced irom a source of supply from which a weil located eisewhere on the Contract Ares is producing. unless such
weil conforms to the then-existing well spacing pattern tor such source of supply.

The provisions of this Article shail have no application whatsoever 1o the drilling of the initial well described in Article VLA,
except 1a) as to Article VILD.1. (Option No. 2). it selected. or (b) as to the reworking, deepening and plueging back of such initial weil
atter it has been drilled to the depth speciiied in Aruicle VIA. if it shall thereatter prove to be a dry hole or. if initially completed for pro-
ducuon. ceases 1o produce i paying quanuties.

3 Stand-Bv Time: When 2 well whuch has been drilled or deepened has reached its authorized depth and .l tests have been
completed. and the results thereot turnished o the parties. stand-by costs incurred pending response 10 4 Party’s nouce proposing a
reworiang. deepening, piurging back or completing operation in such a weil shail be charged and borne as part of the drilling or deepen-
ing operauon just compieted. Stand-by costs subsequent to ull partics responding. or expiration of the response nme permitted. whichever
tirst occurs, and prior 10 agreement as (o the parucipaung interests of all Consenung Parties pursuant to the terms of the second gram-
matcal paragraph of Article VI.B.2. shull be charged 1o and borne as part of the proposed operation. but if the proposai is subsequently
withdrawn because of insutficient participation. such stand-by costs shall be allocated between the Consenting Parties in the proportion
each Consenting Party's interest as shown on Exhibit " A" bears to the total interest as shown on Exhibit ** A" of all Consenting Par-
ties.

4. Sidetracking: Except us hereinatter provided. those provisions of this agreement applicable (0 4 **deepering”” operauon shall
4lso be sppiicable ta uny proposal to directionaily control and intentionally deviate a well from vertical so as to change the bottom hole
location «herein called ““sidetracking™ ™. nless dene to straighten the hole or to drill around junk in the hole or because of other
mechanical difficulties. Any party having the right o0 parucipare in a proposed sidetracking operation that does not own an interest in the
dtfected well bore at the time of the notice shall. uron electing tw parucipate. tender 10 the well bore owners its proporttonate share tequal
to 1ts interest in the sidetracking operation) of the value of that portion of the existing well bore to be unlized as follows:

-a) If the proposal is for sidetracking an existing dry hole. reumbursement shall be on the baus oi the actual costs incurred in
the inwial drilling ot the well down 10 the depth 4t which the sidetracking operation is mitiaced.

b1 If the proposal is for sidetracking a well which has previously produced. reimbursement shall be on the basis of the weil's
salvable materials and equipment down to the depth at which the sidetracking operation is inttiated. determined in accordance with the
provisions of Exhibit “*C™". less the esumated cost ot saivauing and the d cost of plueging and aband

In the event that notice tor a sidetracking operation is given while the driiling rig to be uttlized is on focation. the response period
shall be limited to torty etght (48) hours. exclusive of Saturdav. Sunday and legal holidays; provided. however, any party may request and
receive up to eight (8 additional days after expiration ot the forty-eight (48) hours within which to respond by payine for all stand-by time
incurred during such extended response period. If more than one party elects to take such additional time to respond to the nouce, stand-
hy costs shall be allocated between the parues taking additional time to respond on a day-to-dav basis in the proportion each electing par-
tv’s interest as shown on Exhibit " A’ bears o the total interest as shown on Exhibit **\"" uof ail the electing parties. In all other in-
stances the response period to 4 proposal for sidetracking shall be limited to thirty 130) days.

C. TAKING PRODUCTION IN KIND:

Each party shall take 1n kind or seoarately dispose ot its proportionate share of all vil and as produced from the Contract Area.
cxciusive of production which mav be used in development and producing operauons and mn prepanng and treaung oil and gas tor
‘narketung purposes and production unavordably lost. Any extra expenditure incurred n the taking in kind or scparate disposition by any
rarty ot its proporuonate share ot the production snail be borne by such party. Any party taking s share ot production in kind shall be
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ARTICLE V1
continued

required to pay tfor only its proportionate share ot such part ot Operator's suriace facilities which it uses.

Each party shall execute such division orders iad contracts as may be necessary tor the sule of its interest in production irom
the Contract Area, and. except as provided in Articie V11B.. shall be enutied to recetve payment directiy from the purchaser thereot tor
its share ot all production,

In the event any party shail fail 10 make the arrangements necessary to take in kind or separatelv dispose of its proportionate share ot
the oil produced from the Contract Area. Operator srall have the right. subject to the revocation at wiil by the party owning 1t, but not
the obligation. to purchase such oil or sel it to others at any time and irom tme 10 time. tor the account of the non-taking party at the
best price obtainable in the area for such producuien. Any such purchase or sale by Operator shall be subject aiwavs to the right of the
owner of the production to exercise at anv ume its right to take in kind. or scparately dispose of, its share of ail ol not previously
delivered to a purchaser. Any purchase or sale by Orerator of any other party’s share of oil shall be only for such reasonable periods of
ttme as are consi with the mini needs of the industry under the parucular circumstances. but 1 no event tor period in excess
ot one 1) vear.

In the event one or more parties’ separate disposition of its share of the gas causes spiit-stream deliveries to separate pipelines and/or
deliveries which on a day-to-day basis for any reason are not exactly equal to a party’s respective proportionate share ot total gas sales to
be allocated to it. the balancing or accounting between the respective accounts of the parttes shail be in accordance with anv gas balancine
agreement between the parues hereto. whether such an agreement s attached as Exhibit “'E'". or 15 a separate agreement.

D. Access to Contract Area and Information:

Each party shall have access to the Contract Area at all reasonable times. at its sole cost and risk to inspect or observe operations.
and shall have access at reasonabie times to information pertaining o the development or operation thercof. including Operator s books
and records relatine thereto. Operator. upon request. shall furmish cach of the other parties with copies of all forms or reports tiled with
overnmentai agencies. daily drilling reports. well loes. tank tables. duily gauwe and run uckets and reports of stock on hand at the first of
each month. and shall make available samples ot anv cores or cuttines taken from any well drilled on the Contract Area. The cost of
gathering and turnishing information to Non-Operator. other than that specitied above, shall be charged o the Non-Operator that re-
quests the information.

E. Abandonment of Wells:

L. Abandonment of Drv Holes: Except tor anv well drilled or deepencd pursuant to Article V1.8.2., any well which has been
drilled or deepened under the terms ot this agreement und is proposed to be completed as a dry hole shall not be plugged and abandoncd
without the consent of all parties. Should Operator. 2:ter diligent etfort. be unabie to contact any party, or should anv party fail to reply
within forty eight (18) hours (exclusive ot Saturday. Sundav and Icrai holidays) after receipt of notice of the proposal to plug and abandon
such well. such party shall be deemed to have consented to the proposed abandonment. All such wells shall be plugged and abandoned in
accordance with applicable reguiations and at the cost. r:sk and expense ot the partics who participated in the cost ol drilling or deepening
such well. Any party who obijects to plugging and abandoming such weli shall have the nght to take over the well and conduct further
operations 1n scarch of oil and/or gas subject to the provisions ot Article VI.B.

2. Abandonment of Wells that_have Produced: Except tor any well in which 2 Non-Consent operation has been conducted
hereunder for which the Consenung Parties have not been tully raimbursed as heretn provided. any well which has been completed as a
producer shall not be piugged and abandoned without the consent ot all parties. If all parties consent to such abandonment, the well shall
be plugged and abandoned in accordance with applicabie reeulations and at the cost. risk and expense ot ail the parties hereto. Uf, within
thirty {30) days after receipt of notice of the proposed abandonment of anv weil. all partes do not agree to the abandonment of such well.
those wishing to continue its operation irom the intervalis) of the formationis) then open to production shall tender to each of the other
parues its proportionate share of the vaiue of the well’s saivable material and cquipment. determined in accordance with the provisions of
Exhibit **C"". less the estimated cost of salvaging and the estmated cost ot plugging and aband 8. Each aband party shall assign
the non-abandoning parties. without warranty. express or implied. as to title or as to quanuty, or fitness for use ot the equipment and
matertal. all of its interest in the well and related equipment. together with its interest in the leasehold estate as 0. but only as to, the in-
tervai or intervals of the formauon or formauons then open to production. If the interest ot the abandoning party is of includes an oil and
gas interest. such party shall execute and deliver to the non-abandoning party or parties an o1l and qas lease. limited to the interval or in.
tervals of the formation or formations then open to production, for a term of one (1) year and so long thereafter as oil and/or gas is pro-
duced from the intervai or intervals of the formatior. or rormanouns covered thereby, such lease to be on the form attached as Exhibit

X T
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A.AP.L FORM 610 - MODEL FORM OPERATING AGREEMENT - 1982

ARTICLE V1
continued

required to pay for only its proportionate share of such part ot Operator s surtace facilities which it uses.
Each party shall execute such division orders and contracts s mav e tecessary for the sdie ol s aaterest o producten trom
the Confract Area. and. except ss provided in Articie VILB.. shail be entitied to receve payinent directly trom ne puschaser tereot tor

s snare of ull production.

In the event any party shall 1ail to make the arrangements necessary o take in kind ot scparately dispose of its preportionate share ot

. the oil and eas produced from the Contract Area. Operator shall have the rigit. subiect to the revocation at wiil by the party ovming it.

but not the obligation. to purchase such oil and was or seil it to others at any ume and from ume to ume. tor the account of the non-
tahing party at the best price obuainabie in the area for such production. Any such purcnase or sale by Operator shail be subject always to
the right of the owner ot the production te exercise at any time its right to take in kind. or separately dispose of. its share of all oil and gas
not previously delivered to a purchaser. Any purchase or sale by Operator ot any other party’s share of o1l and gas shail be only for such
teasonabie periods of time as are with the i needs of the industry under the particular ciccumstances. but in no event
tor a period in excess of one {1) year. Notwithstanding the torewoing, Operator shall not make a sale. including one 1nto interstate com
merce. of any other party’s share of gas production without first givine such other party thirty (30} days nouce ot such intended sale.

D. Access to Contract Area and Information:

Each party shall have access to the Contract Arez at all reasonatic nmes. at sts sole cont 4nd fisk to nspect of observe operations,
and shall have access at reasonable times to intormation pertaming to the dev clopment or operation thereot. incisanie Operator's tooks
and records relating thereto. Operator. upon request, shall luraish cach ot the other parties with copies ot all lorms or reports hled with
eovernmental agencies. daly drilhing reports. well loes. tank taiskes. dasly gauge and run uckets and reports ot stack on nand at the tirst of
cath monti. and shall make svailable amples o1 snv cores or cutungs taken trom any well dritled on the Congract Area. The cont of
wathering and turmshing intormation to Non-Operator. other than that spevined aiove. shall be charged to the Non Operator that re
quests the intormauon.

E. Abandonment of Wells:

}. Abandonment of Dry Holes: Except for any weil drilled or deepened pursuant to Article VI.B.2., any well which has been
drilled or deepened under the terms ot this agreement and is proposed to be completed as a dry hole shall not be plugged and abandoned
without the consent of all parues. Should Operator. atter diligent cttort. be unable to contact any party, or should anv party fail to reply
within fortyeight (48) hours (exclusive of Saturday. Sunday and legal holdays) aiter receipt ! notice ot the proposai to plug and abandon
such well. such party shall be deemed to have consented to the proposed abandonment. All such wells shall be plugged and abandoned in
accordance with applicable repulations and at the cost. risk and expense of the parties who parucipated in the cost oi dritling or deepening
such well. Any party who objects to plugging and abandoning such weil shall have the right to take over the well and conduct further
operatons i scarch of vil andior gas subject to the provisions of Article VI.B.

2. Abandonment of Wells that have Produced: Except for any well in which a Non-Consent operation has been conducted
hereunder for which the Consentng Parties have not been tully reimbursed as herein provided. any well which has been completed as 2
producer shall not be plugged and abandoned without the consent of all parues. If all parties consent to such abandonment. the weil shall
be plugged and abandoned in accordance with appiicable regulations and at the cost. risk and expense of all the parues hereto. If. within
thirty 130) days after receipt of notce of the proposed shandonment ot any well. 4ll parues do not agree to the abandonment ot such well,
those wishing to continye its operation from the intervalts) of the formationis) then open to production shall tender o each of the other
partes its proportionate share of the value of the well's salvable materiat and equipment, determined in accordance with the provisions of
Exhibit **C"™", less the estimated cost of salvaging and the estimated cost of plugging and aband Each abandoning party shall assien
the non-abandoning parues. without warranty. express or implied. as to title or as to quantity, or fitness tor use of the equipment and
material, all of its interest in the weil and related equipment. torether with its interest in the lcasehold estate as to. but only as to. the in-
terval or intervais of the formation o formations then open to production. If the interest of the abandoning party 1 or includes an oil and
§uas interest, such party shall execute and deliver to the non-abandoning party or parties an oil and gas lease, limited to the interval or in-
tervals of the formauon or formations then open to production. for a term of one (1) vear and so long thereaiter 1s oil and/or gas is pro-
duced from the interval or intervals of the formation or formations covered thereby. such lease to be on the form attached as Exhibit

8 alternate-
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plugged and abandoned withour the consent of 1ll parties. Should Operator. after diligent effort, be unable to contact any
party, or should any party fail to reply within forcy-eight (48) hours (exclusive of Sarurday, Sunday and legal holidays) after
delivery of notice of the proposal to plug and abandon such well, such party shall be deemed to have consented to the
proposed abandonment. All such weils shall be piugged and abandoned in accordance with applicable regulations and at the
cost, risk and expense of the parties who parricipated in the cost of drilling ot Deepening such well. Any party who objects to
plugging and abandoning such weil by notice celivered to Operator within forry-eight (48) hours (exclusive of Sarucday,
Sunday and legal holidays) afrer delivery of notice of the proposed plugging shall take over the well as of the end of such
forey-eight (48) hour notice period and conduct rurther operations in search of Oil and/or Gas subject o che provisions of
Article VLB.; failure of such party to provide proof reasonably satisfactory to Operator of its financial capability to conduct
such operations or (o take over the well within such period or thereafter 1o conduct operations on such weil or plug and
abandon such well shall enticle Operator 1o retain or take possession of the well and plug and abandon the well. The party
taking over the well shall indemnify Operator tif Operator is an abandoning party) and the other abandoning parties against
liability for any further operations conducted on such well except for the costs of plugging and abandoning the well and
restoring the surface, for which the abandoning parties shall remain proportionacely liable.

2. Abandonment of Wells That Have Produced: Except for any well in which a Non-Consent operation has been
conducted hereunder for which the Consenting Parties have not been fully reimbursed as herein provided, any weil which has
been completed as a producer shall not be piugged and abandoned without the consent of all parties. [f all parties consent to
such abandonment, the well shall be plugged and abandoned in accordance with applicable regulations and at the cost, risk
and expense of all the parties hereto. Failure of a party to reply within sixty (60) days of delivery of notice of proposed

band shall be d d an election to consent to the proposal. If. wichin sixty (60) days after delivery of notice of the

proposed abandonment of any weil, ail parties do not agree to the abandonment of such well, those wishing (o continue its
operation from the Zone then open to production shail be obligated to take over the well as of the expiration of the
applicable notice period and shall indemnify Operacor (if Operator is an abandoning party) and the other abandoning parties
against liability for any further operations on the well conducted by such parties. Failuce of such party or parties to provide
proof reasonably satisfactory to Operator of their financial capability to conduct such operations or to take over the well
within the required period or thereafter 1o conduct operations on such well shall entitle Operator to retain or take possession
of such well and plug and abandon the well.

Parties taking over a well as provided herein shali tender 10 each of the other parties its proportionate shace of the value of
the well's salvable material and equipment, determined in accordance with the provisions of Exhibit “C,” less the estimated cost
of salvaging and the d cost of plugging and abandoning and restoring the surface: provided, however. that i the event
the estimated plugging and abandoning and surface restoration costs and the estimated cost of salvaging are higher than the
value of the well's salvable material and equipment, each of the abandoning parties shall tender to the parties continuing
operacions their proportionate shares of the estimated excess cost. Each abandoning party shall assign o the non-abandoning
partics, without warraary, cxpress or implied, as o ttle or as w quanrity, or fitness for use of the equipment and material, all

of its interest in the weilbore of the weil and related equipment, together with its interest in the Leasehold insofar and only
insofar as such Leasehold covers the right to obrain production from that weilbore in the Zone then open to production. If the
interest of the abandoning party is or includes an Oil and Gas Interest, such parry shall execute and deliver to the non-
abandoning party or parties an oil and gas lease. imited to the wellbore and the Zone then open to production, for 1 term of
one (1) year and so long thereafter as Oil and/or Gus is produced from the Zone covered thereby, such lease o be on the form
attached as Exhibit "B.” The assignments or leases so limited shall encompass the Drilling Unit upon which the weil is located.
The payments by, and the assignments or leases to. the assignees shall be in a ratio based upon the relationship of their
respective percentage of participation in the Contract Area to the aggregate of the percentages of participation in che Contract
Area of all assignees. There shall be no readjustment of interests in the remaining portions of the Contract Area.

Thereafter. abandoning parties shali have no fucther responsibility. liability, or interest in the operation of or production
from the well in the Zone then open other than the royalties retained in any lease made under the terms of this Article. Upon
request, Operacor shall continue o operate the assigned well for the account of the non-abandoning parties at the rates and
charges contemplated by this agreement, plus any additional cost and charges which may arise as the result of the separate
ownership of the assigned weil. Upon proposed abandonment of the producing Zone assigned or leased, the assignor or lessor
shall then have the option to repurchase its prior interest 1n the well (using the same valuation formula) and participate 1n
further operations therein subject to the provisions hereof.

3. Abandoament of Non:Consent Operations: The provisions of Article VLE.l. or VLE.2. above shall be applicable as
between Consenting Parties in the event of the proposed abandonment of any well excepted from said Articles; provided,
however, no well shall be permanently plugged and abandoned unless and until all parties having the right o conduct further
operations therein have been noified of the proposed abandonment and afforded the opportunity o elect to take over the well
in accordance with the provisions of this Article VLE.; and provided further, that Non-Consenting Parties who own an interest
in a portion of the weil shall pay their proportionate shates of abandonment and surface restoration costs for such weil as
provided in Arcicle VI.B.2.(b).

F. Termination of Operations:

Upon the commencement of an operation for the drilling, Reworking, Sidetracking, Plugging Back. Deepening. testing,
Completion or plugging of 2 well. inctuding but not limited to the Initial Well, such operation shall not be terminated without
consent of parties bearing % of the costs of such operation: provided, however, that in the event granite or other
pracucaily impenectrable substance or condition in the hole is encountered which renders fucther operations impractical,
Operator may discontinue vperations and give notice of such condition in the manner provided in Arucle VIB.1, and the

provisions of Article VI.B. or VLE. shall thereatter apply to such opcration, a3 appropriate,
G. Taking Production in Kind:
O Option No. !: Gas Balancing Agreement Actached
Each party shail take in kind or separately dispose of its proportionate share of all Oil and Gas produced from the

Contract Area. exclusive of production which may be used in development and producing operations and in preparing and
teeaung Oil and Gas for markering purposes and production unavaidably lost. Any extra expenditure incurred in the taking
in kind or separate disposition by any party of its proportionate share of the production shall be borne by such party. Any
party taking its share ot production 1n kind shall be required to pay for only its proportionate share of such part of
Operator's surtace facdities which it uses. ST

production from the Contract Area, and. except as provided in Arricle VILB., shall be entitled to ceccive payment



A.A.PL FORM 610 - MODEL FORM OPERATING AGREEMENT - 1989

N WV NN LN e

e wipogy-

directly from the purchaser thereof for its share of all production.

If any party fails to make the arrangements necessary to take in kind or separately dispose of its proportionate
share of the Oil produced from the Contract Area, Operator shali have the right, subject to the revocation at will by
the party owning it, but noc the obligation. to purchase such Oil or sell it to others ar any time and from time to
time, for the account of the non-taking party. Any such purchase or sale by Operator may be terminated by
Operator upon at least ten (10) days written notice to the owner of said production and shall be subject always to
the right of the owner of the production upon at least ten (10) days written notice to Operator to exercise at any
time its righe to take in kind. or separately dispose of, its share of all Oil not previously delivered to a purchaser.
Any purchase or sale by Gperator of any other party's share of Oil shall be only for such reasonabie periods of time
as are consi with the mi needs of the industry under the particular circumstances, but in no event for a
period in excess of one (1) year.

Any such sale by Operaror shall be in a manner commercially reasonable under the circumstances but Operatoe
shall have no duty to share any existing market or to obrain a price equal o that received under any existing
market. The sale or delivery by Operator of a non-taking party’s share of Oil under the terms of any existing
conerace of Operator shall not give the non-taking pacty any interese in or make the non-taking parcy a pacty to said
contract. No purchase shall be made by Operator without first giving the non-taking party at least ten (10) days
written notice of such intended purchase and the price to be paid or the pricing basis to be used.

All parties shall give timely written notice to Operator of their Gas matketing arrangements for che following
month, excluding price, and shall notify Operator immediately in the event of a change in such arrangements.
Operator shall mainain records of ali marketing arrang s, and of vol actually sold or transported, which
records shall be made available to Non-Opcrators upon reasonable fequest.

In the event one or more parties’ separate disposition of its share of the Gas causes split-stream deliver1s to separate
pipelines and/or deliverics which on a day-to-day basis for any reason are noc exactly equal to a party’s respective proportion-
ate share of toeal Gas sales w be allocated (o it. che balancing or accounting berween the parties shall be in accordance with
any Gas balancing agreement between the partics hereto, whether such an agreement is armached as Exhibit “E” or is a
separate agreement. Operator shall give notice to ali parties of the first sales of Gas from any well under this agreement.
Option No. 2: No Gas Balancing Agreement:

Each party shall take in kind or separately dispose of its proportionate share of ait Oil and Gas produced from
the Contrace Area, exclusive of production which may be used in deveiopment and producing operations and in
preparing and treating Oil and Gas for marketing purposes and production unavoidably lost. Any extra expenditure
incurred in the taking in kind or separate disposition by any party of its proportionate share of the production shall
be borne by such party. Any party taking its share of production in kind shall be required to pay for only its
proportionate share of such part of Operator’s surface facilities which it uses.

Each parry shall exccute such division orders and contracts as may be necessary for the sale of its interest in
production from the Contract Area, and. except as provided in Article VILB,, shall be entitled to receive paymenc
directly from the purchaser thereof for its share of all production.

If any party fails to make the arrangements necessary to take in kind or separatcly dispose of its proportionace
share of the Oil and/or Gas produced from the Coneract Area, Operator shall have che right, subjece to the
revocation ac will by the party owning it, but not the obligation, to purchase such Qil and/or Gas or sell it to others
at any time and from time to time, for the account of the non-taking parcy. Any such purchase or sale by Operatoc
may be terminated by Operator upon at least ten (10) days written notice to the owner of said production and shall
be subject aiways to the right of the owner of the production upon at least ten (10) days written notice to Operator
to exercise its right to take in kind, or separately dispose of. its share of all Oil and/or Gas not previously delivered
to a purchaser: provided. however, that the effective date of any such revocation may be deferred at Operator's
clection for a period not (o exceed ninery (90) days if Operator has committed such production to a purchase
contract having a term extending beyond such ten (10) -day period. Any purchase or sale by Operator of any other
party’s share of Oil and/or Gas shall be only for such reasonable periods of time as are consistent with the
minimum needs of the industry under the particular circumstances, but in no event for 2 period in excess of one (1)
year.

Any such sale by Operator shall be in a manner commercially reasonable under the circumstances. but Operator
shall have no duty to share any existing market or transportation arrangement or (o obtain @ price Ur transportation
fee equal to that received under any existing market or transporcation arrangement. The sale or delivery by
Operator of a non-taking party’s share of production under the terms of any existing contrace of Operator shall not
give the non-taking pacty any interest in or make the non-taking party a party to said contract. No purchase of Oil
and Gas and no sale of Gas shall be made by Operator without first giving the non-taking party ten days written
notice of such intended purchase or sale and the price to be paid or the pricing basis to be used. Operator shall give
notice to all parties of the first sale of Gas from any well under this Agreement.

All parties shall give timely written notice to Operator of their Gas marketing arrangements for the following
month, excluding price, and shall notify Operator immediately in the event of a change in such arrangements.
Operator shall maintain records of all marketing arrangements, and of volumes actually sold oc transpocred, which
records shall be made available 10 Non-Operators upon reasonable request.

ARTICLE VIL
EXPENDITURES AND LIABILITY OF PARTIES

A. Liability of Parvies:

The liability of the parties shail be several, not joint or collective. Each party shall be responsible only for its obligations,
and shall be liable only for its proportionate share of the costs of developing and operating the Contract Area. Accordingly, the
liens granted among the parties in Article VILB. are given to secure oaly the debts of each severally, and no party shall have
any liability to chird parues hereunder to satisfy che default of any other parey in the paymene of any expense or obligation
hereunder. It is not the intention of the parties to create. nor shall this agreement be construed as creating, a mining or other
pacenership, joint venture, agency relationship or association, or to render the parties liable as partners, co-venturers, or
principals. [n their relations with each other under this agreement, the parcties shall not be considered fiducizries or to have
established a confidencial relationship but rather shail be free o act on an arm's-length basis in accordance with_their own

respective seif-interest. subject, however. to the obligation of the parties 1o act 1 good faith in their dealings with each other
with respect 1o activities hereunder.

o1 -
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The following Special Provisions and the attached
constitute the entire agreement (the "Agreement") whereby

m GRDNEEEP :::cc © sell and deliver (each
hereinarter referred to as "Seller” in su wstance), and to purchase and receive (each hereinafter

referred 1o as “Buyer" in such instance), crude oil and/or condensate under the terms and
conditions as set forth below.

General Provisions

SPECIAL PROVISIONS
A. G s ond Deliver (D

QUALITY: Crude oil as described in the attached Exhibit "A".

QUANTITY: Equal 10 20% of Seller’s interest in the crude oil production from the
properties/leases described in the attached Exhibit "A".

PRICE: As described in-the attached Exhibit "A".

TERM: Effectiv

and continuing
month to month thereafter unless either party cancels with thirty (30) days

prior written notice. Cancellation shall become effective on the first day
of the month following such notice period.

DELIVERY: Delivered into Buyer designated carriers from the propertics/leases
described in Exhibit *A".

PAYMENT: Payment shall be made to Seller by wire transfer on the 20th day of the

month following the month of delivery. (See paragraph 3 of the General
Provisions attached hereto.)

CREDIT TERMS:  As mutually agreed between Buyer and Seller.

B. @I Sale and Delivery to{SNNND

QUALITY: Crude oil as described in the attached Exhibit "A”.
QUANTITY: Equal to QUANTITY in Section A.
PRICE: As described in the attached Exhibit "A".

TERM: Effective (NN - . continuing

month to month thereafter unless either party cancels with thirty (30) days
prior written notice. Cancellation shall become effective on the first day
of the month following such notice period.

DELIVERY: Delivercd into connecting carriers at St. James, Louisia:u?a and/o.r Qelivergd
into the facilities of Chevron Pipe Line, Empire, Louisiana as indicated in
the attached Exhibit "A".

PAYMENT: Payment shall be made to Seller by wire transfer on the 20th day of the
month following the month of delivery. (Scc paragraph 3 of the General

Provisions attached hereto.)

CREDIT TERMS: As mutually agreed between Buyer and Seller.,
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The following constitutes the entire agreement (the "Agreement“) wherebym
Buyer," agrees to buy andh“ eller,” agrees
to sell crude oil angy '

Or condensate under the lerms ang conditions as set forth below.

This contract agreement s in conjunction with the Minerals Management Services (MMS)
twenty percent "set-aside” program as defined under Section 8 (B) (7) of the Outer
Continental Shejf Lands Act Amendments of 1978.

TERM:
Effective Mand continuing month to month
thereatfter until cancelled by mutual consent. Cancellation shal| become effective on the

first day of the month following such notice periog.

QUANTITY:

Buyer tg Purchase a volume equal to twenty percent of Selier's interest in the crude oil
production from the Properties described in the attached Exhibit "A", ’

QUALITY:

Crude _Oil quality to be consistent with the common stream quality of the delivering oil
producing Property or transfer location as described in Exhibit A"

DELIVERY POINT:
Delivery shall be at the Delivery Location as outlined in Exhibit "A".

PRICE:
The price is equal to the average of Seller's sales price for each lease for non "set-asige"
volume, calculated at the Delivery Location to Buyer as outlined in Exhibit "A",

CREDIT:
Buyer shall provide Seller with a Leller of Credit in a form ang amount acceptable to
Seller's credit department.

PAYMENT:
Payment shall be made 1o Seller by wire transfer on the 20th day of the month following
the month of delivery (see paragraph 3 of the General Provisions attached hereto).

GENERAL PROVISIONS:

Where not specifically addressed, eneral Provisions dated -
‘ will govern this agre t.

SPECIAL PROVISIONS:
1. Buyer may elect to take delivery of the crude oil at the off-shore production facility

at amidualyrgreadipsize. the seller's a les price for such
lease for non set-a-side volumes.

2. Buyer must notify Seller if they intend not to purchase the “sat-aside" barrels the
- following month by the latest of: A) the first day of the month prior to delivery, or
B) the first business day following notification by Seller of the price of the crude oil.

3. Any new oil production by Selier or its affiliates subject to the "set aside" program
afler the initiation of this agreement is subject to this agreement.

4, If subject volume cannot be shipped from the offshore production facility to a
- satisfactory trade location, Buyer must take delivery at the off-shore production

facility location at kel >AGIR AR DEiCR. the seller's avers: sales
price for such lease for non set-a-side volumes, %
5. Should Buyer elect not to purchase production for any given month, Buyer |

8. Buyer shall retain a first right to purchase one hundred percent of Selier's available
crude oil which is subject to lhe wenly percent "set-aside" program as derfined
under section 8(b)(7) of the Outer Continental Shelf Lands Act Amendments of 1378
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United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Washington. DC 20240

MAY 31 1996
Memorandum
To: Assistant Secretary, Land and Minerals Management
From: Cynthia Quarterman Cynthia Quarterman

Director, Minerals Management Service
Subject: April 4, 1996, Letter from Congresswoman Carolyn B. Maloney

In a letter of April 4, 1996, Congresswoman Carolyn B. Maloney asked that the Minerals
Management Service (MMS) look into the contract and invoices between Tosco Corporation and
Texaco as a possible example that oil companies are not making the correct oil royalty payments
to the Federal Government. In the course of MMS audit work investigating allegations of
underpricing of crude oil in California, auditors examined Texaco sales for 1989 and 1993. The
MMS auditors have identified a small amount of Texaco's production (6,700 barrels per day) that
was sold to Tosco in November 1993. Tosco paid more than posted price for this oil; however,
part of the incremental value may relate to transportation costs. MMS considers these payments
above postings to be a combination of transportation costs and premiums. Texaco will have the
opportunity. to explain these payments above postings costs in the audit review process.

The letter also requested that we compare the price of oil produced from the Elk Hills Naval
Petroleum Reserve (Elk Hills) with that of privately-owned oil and gas producers. The letter
stated that Elk Hills would have the correct posted price. However, there is no posted price for
crude oil produced from the Elk Hills field. There are a number of postings for other nearby San
Joaquin Valley fields (e.g., Midway-Sunset, Buena Vista, Lost Hills, etc). The value of the Elk
Hills crude oil is determined based on a sealed bid using posted prices as the base price. Elk Hills
almost always receives a premium above posted price.

According to Innovation and Information Consultants (TIC), a consultant we hired on the
California undervaluation issue, the average premium above bid minimum "base price" (based on
the three highest postings in nearby fields) for Elk Hills production in 1984 was $1.81/bbl. Also,
the average Elk Hills premium over a local posting was $0.39/bbl in 1989. Elk Hills oil is a higher
quality crude (27-35 degrees API), which is more desirable for mixing with other crudes during
transportation than the heavy crudes predominantly found in the San Joaquin Valley. This quality
can avoid the need to access the few, more expensive heated pipelines available to transport heavy
crude. Thus, any comparison to Elk Hill crude oil prices must consider its advantage in blendmg
with various crudes as well as the quality adjustment for its relative gravity.



2

While we have examined information regarding Elk Hills pricing during our study, a comparison
of the price of oil produced from Elk Hills to the royalty value of crude oil from Federal leases is
not necessarily meaningful. The Elk Hills crude is in high demand in the San Joaquin Valley
because it is much lighter than other crude in that area and can be used for blending. Finally, Elk
Hills crude comprises a large portion of the limited amount of crude oil available to small
refiners on the open market in California; therefore, it commands a higher price.
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[ Convession of Overridln‘o)u.v interest. If and w:ej. “he Farmée's r‘\ut equals the Fumee's now! ), ASShown by Parmee's
thly statements, the Earning Well shsll be considered ns having achieved "payout" status. If Parmor is granted the right hercunder to
n :rt Ity reservea overriding royalty jnterest to a worling interest, the Jarmor may exercise such rlgyby written notice to Farmee
within 80 days after receipt of Parmee's written advice to Farmor stating that payout status has been ach ved, accompanied by Farmee's
monthly statement {n support thereof; provided, however, within such 60 day period, Farmee shall pr6vlde Farmor all pertinent well
production history and most recent test data requested by Farmor, and Farmor shall have the right t6 exercise Its conversion privilege
within 30 days after its receipt of all such data, notwlithatanding any term or provision of this Farmout Agreement to the contrary. Upon
receipt of Parmor's conversion notice, Farmee shall promptly reassign to Farmor the working interest Parmor is entitled to receive
hereunder, Including an equivalent Interest in the Earning Well, the equipment and equipment attributable thereto, and all subsequent
production therefrom effective as of 7:00 a.m. of the day following the date of payout, and Farmor's overriding royalty shall thereupon be
extinguished. The reassignment of Farmor's working interest shall be without warranty of titlé, express or Implied, and shall be free and
clear of all royalties, overriding royalties and other payments out of production, and all claims, liabilities and other encumbrances except
those in existence as of the effective Jdate of this Farmout Agreement. The foregoing gonversion of overriding royalty interest option
shall apply In like manner to any other well drilled on the Farmout Lands by Parmee wherein Farmor has reserved such conversion option.

4.4 Audits. Upon written notice to Farmee, Parmor may audit Farmee's’ books and records relating to overriding royalty
payments and/or the calculation of payout. Such audit rights may be exercised at sy time while overriding royalties are payable and for
a period of 24 months after payout status has been achieved, notwithstanding an esarlier termination of this Farmout Agreement.

5. Liabllity and lsurance.

5.1 Relationshlp of Parties. In performing its obligations hereu
agent of Farmor. Nothing herein shall be construed as creating a partn
relationship of the parties for federal and state income tax purposes s
Exhibit D is attached, shall be es set forth in Paragreph 11.2 belo
Farmout Agreement.

er, Farmee shall be an independent contractor, and not the
hip or otherwise establishing joint or collective liability, The
be as set forth in Exhibit D to this Farmout Agreement, or {f no
and shall be effective from and after the effective date of this

5.2 Parmee's Indemnity. Farmee shall Indemnify and/hold harmless Farmor and its employees and agents from all claims,
demands, losses and Labllities of every kind and character agising out of Farmee's performance or failure to perform hereunder, or the
acts of or failure to act by Farmee's employees, agents, contfactors and subcontractors.

3.3 Required Insurance Coverage. At all tim

while Farmee has the right to earn an assignment of interest hereunder or is
conducting operations on the Farmout Lands, Farmee

all maintaln at its sole cost the following insurance coverage for its operations:

(a) Worker's Compensation Insurance and Employer's Liabllity Insurance with such limits as are specified by law in the
jurisdiction in which the Farmout Lands are loc ed.

(b)  Comprehensive General Pubfic Liability Insurance, Including Contractual Liability coverage, with a combined single limit
of $1,000,000 for bodily Injury and property damage.

(c) Automobile Liablility urance with the same limits as prescribed above for Comprehensive General Public Liability
insurance.

5.4 Proof of Coverage. lor to the commencement of operations hereunder, Farmee shall furnish Farmor one or more
certificates signed by the insurance carrier or carriers showing to Farmor's satisfaction that the required insurance coverage described
ibove Is then In foree, and siating that such coverage shall not be cancelled or materially altered without at least 10 days advance written
otice to Farmor. Such capéellation or material alteration, If not accompanied by new insurance coverage satisfactory to Farmor, shall
ronstitute a default by Edrmee under Paragraph 3.3 above. Each certificate shall also contain a waiver by the insurance carrier of any
‘ight to be subrogated the rights of any claimant against Farmor or Farmor's employees and agents, except that the carrier shall be
ubrogated to the right§ of Farmee against Farmor with respect to any risk expressly assumed by Farmor hereunder.

. Option to Purchase or Process Production.

6.1 Oil Production. Farmor shall have a continuing option to purchase Farmee's share of oil and liquid hydrocarbons produced and
2ved {iom the Farmoul Lands through standard lease separator facilities, to the extent such production is attributable to the interest
ssigned to Farmee hereunder. The option may be exercised by Farmor at any time and from time to time while such production
ontinues, by giving written notice thereof to Farmee not less than 30 days before the date on which Farmor's purchases are to
ommence. The price paid by Farmor for such production shall be equal to the prevailing wellhead market price then being paid In the
ame field for production of the same or simllar grade and gravity, or if there is no such prevalling price being paid In the same field, the
revailing price being paid in the nearest field. Farmor may terminate its purchases by giving written notice thereof to Farmee not less
2an 30 days before the date of termination.

6.2 Gas Production. Fafmdn shall have the option to purchase Farmee's share of gas, including casinghead gas, produced and
ived from the Farmout Lands through~standard lease separator facilities, to the extent such production s attributable to the Interest
isigned to Farmee hereunder. When Farmee's gas becomes available for purchase, Farmee shall so advise Farmor in writing and Farmor
1all have 60 days thereafter to give Farmee\written notice of Farmor's election to purchase the gas at the highest price then being paid
- contract {n the same field for gas of the e or similar quantity and quality, or if there {s no such prevalling price being paid In the
me field, the prevailing price being pald In the Rearest field, with equivalent provisions for duration, termination, conditions of delivery,
-ce escalations and quality price adjustments. Farmor does not elect to purchase Farmee's gas as aforesaid, Farmor shall have n:
~ther option to purchase such gas hereunder.

6.3 Gas_Processing. If Farmor does not elect
vertheless have a continuing option to process Farmee's $
ise separator facilities, to the extent such gas is attributabl
‘owing provisions:

purchase Farmee's share of gas under Paragraph 6.2 above, Farmor shall
re of gas, including casinghead gas, produced and saved through standard
0 the interest assigned to Farmee hereunder, all in accordance with *r.»

al Farmor may exercise its option at any time, before o™after commencement of gas production, by giving written no:..-
veof 1o Farmee not less tnan 60 days before Farmor's processing is to Oagin. Any agreement made by Farmee for the sale of 1; ;a
.. b2 mace expressly subject to Farmor's processing option, whether exercis by Farmor or nct.
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~ sole expense, to be solely-responsible for damages ip/Connection

therewith and to hold Assignor harmless therefrom ffom and after

Effective Date. Notwithstanding Assignor's indgmﬁity set forth below,

Assignee agrees to protect, defend, indemnify.and hold Assignor and its

employees free and harmless from and against any and all costs,

expenses, damages, claims, losses, liabilities, demands and causes of
action of every kind and character, including but not limited to
pollution and environmental claims arising out of, or in connection with
the Assets, plugging requirements or exceptions thereto including
bonding requirements, arising out of or in connection with Assignee's or
third party(s) operations on said Assets, from and after Effective Date.

- Assignee's indemnity expressly includes environmental claims which arise
as a result of the application of current or future federal, state or
local statutes, ordinances, rules or regulétions that are enforced
retroactively such that operations and conditions that were in
compliance with applicable federal, state &nd local statutes,

- ordinances, rules and regulations at the time of their occurrence are
interpreted on or after the Effective Date to be violations of such
retroactively enforced current or future federal, state or local
statutes, ordinances, rules or regulations. Assignor agrees to
indemnify Assignee for any and all ceuses of action, claims, losses,

;;iﬁi}{ties and demands which relate to the Assets arising out of or in

completed. Assignee agrees to perform the aforesaiipgggfations at its

- conpéction with Assignor's operations on said Assets prior to the
fective Date.

////////////_ Assignor shall have a continuing option to purchase Assignee's
share of oil and liquid hydrocarbons produced and saved from the Assets.
The option may be exercised by Assignor at eny time and from time to
bl time while such production continues, by giving written notice thereof
to Assignee not less than thirty (30) days before the date on which
Assignor's purchases are to commence. The price paid by Assignor for
such production shall be equal to the prevailing wellhead market price
i then being paid in the same field for production of the seme or similar
grade and gravity, or if there is no such prevailing price being paid in
the same field, the prevailing price being paid in the nearest field.
! Assignor may terminate its purchases by giving written notice thereof to
‘ kssignee not less than thirty (30) days before the date of termination.
\ Assignor may exercise its option to purchase oil production on its own
| behalf or on behalf of an affiliate or other nominee designated by
> Assignor.
=" The AsMgnee and Assignor recognize that the Federal Energy
Regulatory Comwjssion Order No. 451 as amended provides for a good faith
negotiation process ("GFNP") to amend certain gas sales contracts, which
mey affect the coM{rectual rights of parties other than the party who
initiates the GFNP.N\Accordingly, if on the date of this Assignment all

1-2200770.435 - 42D . - =7
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14.10 Option to Purchase Production. Seller or Seller's
designee shall have a continuing option to purchase Buyer's share
of oil and liquid hydrocarbons produced and saved from the Assets
through standard lease separator facilities to the extent such
production is attributable to the Assets. The option may be
exercised by Seller at any time and from time to time by giving
written notice to Buyer not less than thirty (30) days before the
date on which Seller's purchases are to commence. The price paid
by Seller for such production shall be equal to the price offered
by any bona fide third party purchaser for Buyer's share of the oil
or, if there are no bona fide third party offers available, for the
prevailing wellhead market price then being paid in the same field
for the same quantity and quality production. Buyer shall provide
Seller with full disclosure written evidence on the letterhead of
the bona fide third party purchaser of any such offer including
price and duration. Seller shall have five (5) business days from
receipt of written disclosure of any third party offer in which to
agree to match the offer of the third party purchaser including the
price and duration. Seller shall begin purchasing beginning the
first day of the month after such production first becomes
available for sale after Buyer has received the written notice from
Seller. If Seller does not match the third party offer, then
Seller shall not have an option to purchase for the Primary Term of
Buyer's and the third party's contract. Seller may terminate its
purchases by giving written notice thereof to Buyer not less than
thirty (30) days before the date of termination, provided that
there are no more than thirty (30) days remaining in the term of
the contract. Additionally, Buyer will notify Seller in writing at
least thirty (30) days prior to anytime that the commencement of a
contract for sale of oil and liquid hydrocarbons which are subject

to this Agreement of a duration longer than ninety (90) days is
contemplated.

14.11 Countwrparts. This Agreement may be executed in any
number of counterpart and each such counterpart hereof shall be
deemed to be an origynal, and all of which together shall
constitute one and the sage instrument.

PSA93 -28-~
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! Notwithstanding anything contained in this Assignment to the contrary,
the performance of any of the obligations of RAseignee hereunder with the
exception of any payment or indemnity obligation ehall be suspended while
and 8o long as tha Assignee is prevented from complying with such
obligations in part or in whole by strikes, lockouts, acts of God, action of
the elements, accidents, laws, rules and regulationa of any federal, state,
county, municipal, or other governmental agency, zoning or land use
ordinances of any governmental agency, acts or requests of any governmental
officer or agent purporting to act under authority, unreasonable delays in
transportation, inability to obtain necesesary materials in the open market,
inadequate off~lease facilities for the transportation of such materials or
for the disposition of production, or other matters beyond the reasonable

control of the Assignee whether similar to the matters herein specifically
enumerated or not.

IX

This Assignment is granted and accepted without any warranties, express
or implied, of title or merchantability or fitness for any particular
i purpose or otherwise, and without any recoursa against Assignor whatsoever.
t NOTWITHSTANDIRG ANYTHING CONTAINED IN THIS TERM ASSIGNHMENT TO THE CONTRARY,
;; ASSIGNOR SHALL BE UNDER NO OBLIGATION WHEATSOEVER TO MAINTAIN OR PERPETUATE

SAID LEASES AND MAY RELEASE SAID LEASES, INSOFAR AS THEY COVER ACREAGE NOT

COVERED HEREBY, I¥ SUCH PERPETUATION INVOLVES ANY MONETARY EXPENDITURE, WORK

COMMITMENT OR RISK WHICH ASSIGNOR AT ITS SOLE ELECTION DESIRES NOT TO
] UNDERTAKE. It is expressly agreed that Assignor shall not be required to
return any consideration paid herefor or its value or any payments recelved
hereunder or be otherwise responasible to Aseignee therefor; provided,
however, it {8 agreed that 1if, immediately prior to this Assignment,
] Assignor owned less than a full interest in the oil and gas leasehold estate
k. in any tract of land covered by this Aseignment, then the overriding royalty
to be paid Assignor applicable to such a tract shall be reduced
proportionately. Assignee shall promptly furnish to Assignor copies of all
i title opinions, papers, materials, and curative work sacured by Assignee.
’ /455,;,1/7////1‘ Dfpef F-3-53 LCtuwerar ,é,, e 7)o O] _/Lv[‘l.
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i A. Assignor will have_the_continuing right and option at any time(s)

,to_purchage all or any of the oil and/or other liquid hydrocarbons
/ (including condensate, distillate and other liquids recovered from the well
stream by normal leasa-separation mathods) produced and saved from the
Rsgigned Premises. The price to be paid therefor shall be Asaignor’s posted
price applicable thereto for the crude type (with transportation charges
déducted, where applicable) or where Assignor has no such posting for the

particular type crude, a mutually agreeable other major company posted
price.

However, if Assignee receives a bona fide offer to purchase from an
independent party, as herein defined, which exceeds the price that Assignor
is currencly paying, Assignee shall notify Assignor in writing of the offer.
Assignor shall have ten (10) days to indicate, in writing, whether it will
match the offer or temporarily waive call for the duration of said offer.
Should Assignor not respond within ten (10) days after notification by
Asaignee then Aseignor‘s call shall be considered temporarily waived until
such offer has expired or.until such time as Aseignor ie willing to match
the independent party’'s offer, as applicable.

All notifications and questions ragarding the above marketing
arrangements should be directed to Mobil o0il Corporation, Manager Fleld
Operations by phone at 214-658-3253, or by mail at P. O. Box 900, Dallas, TX
75221,

A:1P-930311.TA - 7 -
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For a period of ten (10) years after the Effective Date,
Seller excepts and reserves unto itself, its successors or assigns,
the option and exclusive non-assignable right at any time, at all
times and from time to time, to purchase all oil, condensate, and
other liquid hydrocarbons produced and saved from oxr attributable
to the Assets assigned to Buyer, as to the interest to Seller
assigned herein and any gas processing rights relating to liquid
and liquefiable hydrocarbons substances. Payment for all oil,
distillate, condensate and other liquid hydrocarbons purchased
hereunder shall be made at (USSP posted price for production
of similar kind and guality prevailing in the area produced on the
date of delivery ox, if no such posting exists, then at the highest
major posting price for production of similar kind and guality
prevailing in the area where produced on the date of dellvery,
unless Buyer is able to provide Seller with a bopa fide written
offer at a higher price. If Buyer presents such a bona fide
written offer to Saller, then Seller shall have the right to meet
that offexr or waive its call on such liquid
offer. If Seller chooses to meet such offer, it shall respond in
writing notifying Buyer within ten (10) days after actual receipt
of such offar from Buyer. Seller's failure to respond within such
ten (10) day period shall be deemed to be a waiver of Seller's
right to meet such offer.
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Section 14.05 Preferential Right to Purchase Production. Seller shall have the continuing

preferential right and option, at any time, to purchase all or any of the oil and/or other liquid
hydrocarbons produced from the Property on the terms set forth in this Section 14.05.

(a)

®)

(©)

Purchases in Response to Bona Fide Offers. Each time Seller exercises its preferential night,
Buyer may solicit bona fide offers from responsible third parties 0 purchase production from
the Property. If Buyer solicits bona fide offers and Seller wisbes to purchase production from
the Property pursuant to its prefereatial right, Seller shall be obligated to purchase such
production on terms substantially equivalent to those in any bona fide offer that Buycr
submits to Seller within fifteen days after regeiving written octice of Scller’s cxercise of its
preferential right. Buyer shall furnish Selier with a Copy of the bona fide third-party offer,”
and Seller shall have fifteen days from the receipt thereof to cither elect or decline to
purchase. If Seller declines to purchase, the preferential right shall not be enforceable during
the primary term of the third-party purchase agresment, if Buyer accepts the third-party offer.
If Seller elects to purchase, then Seller shall be entitled to purchase production from the
Property during the primary term of the purchase agreemeat between Seller and Buyer,
without meeting any subsequent third-party offers for such production. Buyer must submit
bona fide third-party offers to purchase production for periods after the primary term or any
renewal term of the purchase agreement between Seller and Buyer at least fifteen days prior
to expiration of the primary term or renewal term.

Purchases in the Absence of Bona Fide Offers. If Buyer (i) fails to submit to Seller a bopa

fide third-party offer within fifteen days after receiving writtea notice of Seller’s exercise of
its preferential right, (ii) fails to submit to Seller a bona fide third-party offer at least fifteen
days before the expiration of the primary term or any renewal term of any purchase
agreement between Seller and Buyer, or (iii) fails to actually sell production from tbe
Property pursuant to any bona fide third-party offer in response to which Seller shall be
entitled to purchase production from the Property at Scller’s published posted price for
hydrocarbon production of similar kind and quality in effect in the area on the date of
delivery (or if Scller does not have a posting in the ficld, then on the basis of the published
posted price for hydrocarbon production of similar kiad and quality of another major oil
company to which the parties agree),

Waiver, Seller’s failure to exercise its preferential right at any time or Seller’s refusal to

purchase production on terms substantially equivalent to a bona fide third-party offer shail
not constitute a waiver of Seller’s preferential right to purchase production from the Property.



