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FARMOUTS/FARMINS, PENALTY INTEREST, NET PROFITS INTEREST AND NET
REVENUE INTEREST

.  GENERAL

Joint explorationand developmentof oil and gas propertiesis conductedunder severaltypes of
agreementsThis accountingguidelineexplainsthe mostcommontypesof arrangementghatinvolve
payoutaccountingassociateadostrecoveryand someof the contractualprovisionsthat affect payout
situations.This documentalsoseeksto provide guidelinesfor the suggestedontentof the accounting
provisions, as well as the accounting and cost reporting normally required for these operations.

Accounting Proceduresare an essentialpart of theseagreementsnd the accountingmust meetthe
requirementof the agreementThe actualagreementind the accountingprocedureggoverningan
operationarerequiredto determinethe properaccountingandreportingproceduresincluding timing.
This guidelineis meantto aid in the reportingprocessof the agreementAlso notethatan Operating
Procedureandthe associated\ccountingProcedureareusedwhenevertherearetwo or moreWorking
Interest Owners anticipated either before payout or after payout.

This guidelinewas developedaking into consideratiorthe variousCAPL OperatingProceduresthe
1989 PJVA Task Force Report- Well PayoutCalculation,the PASC 1991 Bulletin # 2(Guideto
Accountingand Reportingfor Farmouts/Farmind\et Profits Interestsand CarriedInterests) the 1997
CAPL Farmout& Royalty Procedurethe 1997 CAPL OverridingRoyalty Procedureandthe COPAS
AccountingGuide# 13 (Accountingfor Farmouts/Farming\et Profits Interestand CarriedInterest-
Revised July 15,2004).

[I.  DEFINITIONS

Notwithstandingthat the governingagreementnay havedifferent definitions, for the purposeof this
Guideline, the following words and phrases shall have the respective meanings, namely:

OCarried InterestOmeansan owner or lesseeof the petroleumand naturalgasrights who doesnot
participatein the explorationand/ordevelopmenof the propertyandassumesio liability for its shareof
the costs or risk associated with the activity or operation.

OConvertible Overriding Royalty (GORR or ORR)OBD meansan Overriding Royalty subjectto a
Farmout/Farmiragreementhatallows for a changefrom the OverridingRoyalty positionto a working
interest after Payout and requires an election per the agreement.

OFacility Fee®Omeandeesfor servicesprovidedsuchasgathering transportationprocessingor other
production handling, as applicable:
a) if not ownedby the Party, the costsand expensegaid by the Owneror Farmeeto third
parties for Facility Usage undebana fide armOs length arrangement or

b) if the Partyis an Owner,the costof Facility Usageof a facility ownedby the Party(or its
affiliate), equalto a fee (comprisedof both operatingandreturnon capitalcomponents)n
accordance with either of below:
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I. the fee chargeableto a third party for comparableuse under a bona fide usage
agreement or

ii. in all othercircumstancesa fee sufficientto coversuchuseof facilities, wherethe
capital recoverycomponentof that fee providesa reasonableate of return on the
capital investmentof the owner(s)of thosefacilities (Farmeemay use the PJVA
JumpingPoundb 2005 methodologyas a guidelineor the mostcurrentreplacement
thereof)andwherethe operatingcostcomponentvill be calculatedandassesseuh the
samemannerasthe operatingcostsare calculatedand paid amongsthe ownersof that
facility.

CFacility Usag€® meansthe PartyOsise of facilities beyondthoseincludedin Equipping Costsor
describedn Clausesl0.13or 10.14for anindependenOperationundera CAPL OperatingProcedurdo
makemerchantablendto deliverto marketPetroleumSubstanceproducedfrom an earningor non-
consenbr penaltywell. It includesasapplicablethegatheringcompressiontreatmentprocessingnd
transportationor other handling of those PetroleumSubstance®ut excludesin all instancesany
adjustments for transportation costs made in the determination of the Market Price.

(rarmeeOmeanghe party acquiringa working interestin certainlandsfrom a Farmorin consideration
for the conductof awork programprescribedy the agreementespectinghoselandsandthe FarmorOs
working interesttherein.G-armor Omeanshe party transferringa working interestin certainlandsto a
Farmeein consideratiorfor the conductof a work programprescribedoy the agreementespecting
those lands and the FarmorOs working interest therein. .

(rarmout/Farmin Omeansan agreementhrough which petroleumandor naturalgasor othermineral
operatingrights (working interest)or a portionthereofin certainlands,aretransferredfrom a Farmorto
aFarmeein consideratiorfor suchotherparty conductinga work programprescribedy theagreement
respecting those lands and the FarmorOs working interest therein.

OlIndependent OperationO meansan operationproposedto be conductedunderthe Independent
Operations Provisions

"IndependentOperations Provisions' meanthoseprovisionsof anagreementnderwhich a proposed
operationmay be conductedn behalfof fewerthanall Working InterestOwnersif the operationis not
approved to be conducted jointly for the account of all of them

Net Profits InterestOmeansa non-operatoreceivesa statedpercentagef the netprofits asdefinedin
the agreement. This net profits calculationincludesthe capital cost of the drilling, completingand
equipping offset by the net revenues from the sale of product less the operating costs.

ONetRevenue InterestOmeansa non-operatoreceivesa statedpercentageof the net revenueas
definedby the agreement.This netrevenuedoesnot include the capital costsincurredas part of the
work program.

ONon-ParticipatingOwner Qneansa Working InterestOwnerthat electsto not participatein a project
or operationfor thedrilling of anywell or at casingpoint or in any operationproposedy the operator
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andresultsin anIndependenOperationwherethe consequencef the electionnot to participatein that
activity potentially subjects it to a cost recovery, penalty or forfeiture of interest.

OOverriding Royalty (GORR or ORR)O b meansan interestcarvedout of the lesseeOsorking
interest,entitling its ownera fractionalinterestof the productionof PetroleumSubstancefee of any
capital, productionor operatingexpense An Overriding Royalty may be createdby grant or by
reservation and is normally reserved by the assignor in a Farmout/Farmin agreement.

OPayouOmeansthe point at which the revenuegeceived,net of royalties,recognizedburdensand

operatingexpensesncluding (but not limited to) processingiransportatiorand any otherdeductions
permittedunderthe agreementfrom the operationhavecoveredthe capital costsincurredand paid by

the owners per the agreement.

OPayoutStatementOmeansa statemenbf currentactivity and cumulativestatusof Payoutbasedon
applicable capital, revenues, royalties and expenses as required by the agreement.

(Penalty InterestOmeansthe costsof an operationotherwiseattributableto the working interestof a
Non-ParticipatingOwner that are assumedby the Working InterestOwners participatingin that
operation.

OPetroleumSubstances@eanspetroleum naturalgas(including naturalgasfrom coalandshale)and
every othermineral or substancdor which the titte documentgrantthe right to explore,developor
produce.

OWorking Interest OwnerOmeansa party which holdstheright to explore,developandexploit all or
portion of the petroleum and/or natural gas (or other mineral) rights in a property.

. FARMOUT/FARMIN
1. GENERAL

Basically Farmout/Farminagreementsassigna working interestfrom the owner (Farmor) to
anotherparty (Farmee)in considerationfor the Farmeeincurring costsof a prescribedwork
programTheseagreementsnay be a simple assignmenbdf operatingrights to conducta single
operationor it may be more complexarrangementsinderwhich the Farmeehasthe option to
conductfurther operationgo earnotherinterestsin otherportionsof the FarmorOboldings.The
agreemenmight be structuredso thatthe Farmeeacquireshe FarmorOsntireworking interestin

the applicablelandssubjectto an Overriding Royalty retainedby the Farmoror they might see
further explorationand/ordevelopmenbf the earnedandsbeingmanagedetweenthe Farmor
andFarmeeasWorking InterestOwnersunderthe OperatingProcedure.Oncethe conditionsof

the agreement are met, the agreement enters into a second phase.

The Farmornormally retainsaneconomidnterestin the earnedassignednineralrights, usuallyas
anOverridingRoyalty or asa reducedwvorking interestafterdrilling of thetestwell. Thetypeand
amountof the interestretainedby the Farmoris negotiatedn the agreement.lt dependn such
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factorsasthe leaseexpirationdate,the expecteddegreeof risk andthe profitability expectedn
undertaking the exploration and/or development of the property.

The Farmout/Farmiragreemeninay entitle the Farmeeto recoverits costsfor drilling, completing
andequippingthe well, aswell asany operatingcostspaid out of the net proceedsattributableto
oneor all wells drilled on the assignedandsbeforean electionis availablefor the conversiorof a
working interestto the Farmee. This thenentitlesthe Farmeeto all the benefitsandobligationsof
well ownershipin the areato which the conversionpertains(drilling spacingunit). The
Farmout/Farmin agreement commonly has one of the following results:

a. TheFarmormayretainanOverridingRoyalty onwell proceeds.This OverridingRoyalty may
be:
I. non convertible (i.e.: the Farmor stays in the royalty position for the life of the well); or
ii. convertibleto a working interestuponPayoutof all costsincurredby the Farmeeto drill,
complete equip,tie in andoperatethe well are offsetby the netproceed$rom production
of the well.

b. The Farmor may have the right to elect, at Payout,as to whetheror not to stay in the
Overriding Royalty positionor convertthe Overriding Royalty to a working interestfor the
remaining life of the well;

c. The Farmormay be entitledto a working interestin the well immediatelyupondrilling to
casing point or completion of the well;

d. The Farmeemay be entitledto animmediatepartial interestin a well by incurring a specific
percentagef well drilling and completioncosts(i.e.: incur 40% of the well coststo earna
20% interest in the well);

e. Some Farmout/Farminagreementsstate that the conversionright exists upon the well
producinga certainvolumeof petroleumproductsbthesearereferredto asOvolumetribased
payoutsO.

f. Some Farmout/Farminagreementsstate that the conversionright exists upon the well
producing for a set period of time, after which the well paid out.

2. PROVISIONS

The following items may be includedin all Farmout/FarminAgreementscontaininga Payout
provision:

a. The Farmee mustkeepan accurateecordof all chargesandcreditsconnectedwvith revenue
and expenditures for each individual well as provided for in the Farmout/Farmin agreement;

b. Audit rightsshouldbe describedn detail. The PASCAccountingProceduresgenerallystate
that the PayoutStatementmust be in sufficient detail to allow the Farmorto review the
summary data for correctness or challenge the report through an audit;

c. The method of calculating Payout should be defined in the Farmout/Farmin agreement;

November 30,2008 Draft for Industry Review and Comment Page 6



FARMOUTS/FARMINS, PENALTY INTEREST, NET PROFITS INTEREST AND NET REVENUE INTEREST

d. Perthe agreementthe Farmeemustfurnish the Farmorwith a PayoutStatementvithin the
specifiedperiod. This shouldincludeaninitial statementuponthe well reachingrig release
andall costsbeingrecordedif the well is not to be completedimmediately.If the well is
drilled, completedand tied in consecutively,the report would be done basedon first
production. The PayoutStatemenmustbe completedat leastannuallyuntil the well nears
Payout, at which time the report should be monthly.

The 2007 CAPL OperatingProceduresetsout moredirectguidelinesandresponsibilitiesand
this type of provisionseemdikely to beincludedin anyupdateto the 1997 CAPL Farmout&
Royalty Procedure. The Payout Statement must include the following as a minimum:

A. for non-volumetric:

I. eachAFE for drilling, completion,recompletionequip& tie-in andany additional
capital;

ii. all applicable revenues;

iii. all Crown royalties;

iv. all otherroyaltiesthatarepermittedunderthe agreementor inclusionin the Payout
calculation;

v. operatingandmaintenanceostsincludingwell workoversandotherexpensetems
including Facility Fees;

vi. all applicable incentives, taxes, levies, etc as agreed to by the parties.

B. for volumetric only:
I. the total to be drawn down and the cumulative produced to date.

e. TheFarmees requiredto notify the Farmorin writing, of the Payoutdatewithin a specified
time. If aconversionoptionis exercisedthe Farmorwill notify the Farmeejn writing of its
election within a specified time;

f. The effective date of the conversionto a working interestshould be specifiedin the
Farmout/Farmiragreement.Unlessotherwisespecified the Payoutdatemustbe calculatedon
a daily basisduring the monthof Payoutand Payoutdateestablishedsthe specificday upon
which the balance equals zero;

g. All postconversionadjustmentsnustbe madeon atimely basisor interestchargesnay apply
as per the agreement.

3. SAMPLE PAYOUT PROVISION
As an example, we are assuming that the Payout agreement defines Payout as:
That datewhenthe Farmeerecoversout of the grossproceedsf salefrom or allocatedto the

FarmeeQOshareof productionfrom the earningwell an amountequalto the sumof the FarmeeOs
share of:
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a. All costsandexpenseof the drilling, completion,equipping and operatingfor the earning
well and, as applicable,all costsof other operationsconductedon that well, lessall cash
governmentalincentivesor grantsreceivedby the Farmeeand derivedfrom any of those
operations;

b. All paymentdor thelessorroyalty underthetitle documentsandthe Overriding Royalty with
respect to the Petroleum Substances for the earning well;

c. All taxes (excluding income and GST taxes) paid by the Farmee from the earning well;

d. All paymentsof encumbrancespplicableto the PetroleumSubstancegroducedfrom the
earning well; and

e. All facility fees applicable to the Petroleum Substances produced from that earning well.

For the purposeof the Payoutcalculation,wherethe Farmeedelivers PetroleumSubstances
kind, with respecto paymentdor the lessorroyalty, OverridingRoyalty or otherencumbrances,
thosePetroleumSubstancewill be deemedo havebeensold andpaid by the Farmeeat a price
equal to the market price (determined when delivered).

4. PAYOUT CALCULATION

SomeFarmout/Farmiragreementsvill havemultiple wells drilled aspart of the earning,andthe
Payoutof thesewells may be asindividual wells or asa pooledPayout. The agreementwould
generallystipulatethe mannerby which the Payoutis calculated. Payoutoccurswhenthe Farmee
recoversone hundredpercentof the costsattributableto the assignedwell. If the FarmeeOs
working interestis lessthanonehundredpercentthe Farmeewill needto takeits netrevenuesind
costsand grossup theseamountsor perform the calculationon its net basis. This must be
identified on the Payout Statement.
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WELL ID: Central AB 100/03-03-033-3W4/00

PROJECT #: 123456 SPUD DATE: November 1
CONTRACT #:  CXXXXXX RIG RELEASE DATE: November 22, 2
STATUS: GAS DATE ON PROD: February 2£
CUMMULATIVE COSTS TO
CAPITAL AFE# TO DATE PENALTY % RECOVER
DRILLING 04270075 $750,000 100 $750,000
COMPLETION 04290101 $250,000 100 $250,000
EQUIPPING 04350176 $100,000 100 $100,000
TIE IN 04360048 $100,000 100 $100,000
Capital balance $1,200,000

CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION TO LAST REPORT ($515,000)
GROSS (REVENUE) LOSS THIS PERIOD - JUNE 1, XXXX TO APRIL 30, XXX ($600,000
LESS: CROWN ROYALTIES 105,000

GORR 0

FREEHOLD ROYALTIES 6,500

OPERATING EXPENSES 65,000

FACILITY FEES 33,000
NET OPERATING (REVENUE) LOSS THIS PERIOD ($390,500)
CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION $905,500)
BALANCE TO PAYOUT AS AT APRIL 30, XXXX $294,500

PARTICIPANTS BPOW.1% APO W.l.%

Farmee 100.00 75.00
Farmor 0.00 25.00
Total 100.00 100.00

In this example the projectis a Farmout/Farmirwith a convertibleOverridingRoyalty. We have
identified all of the capital AFEs involved todate and have come up with a Ocapital balanceO.

. Gross revenues are calculated per the OperatorOs account.

» Crown royalties are per the payment to the crown.

- Freehold royalties are those royalties made for the Joint Account.

- OverridingRoyaltiesarenot partof this project.Note thattheretimeswherearoyalty incurred
by the operatormay not be for the Joint Accountsuchaswherethe operatorhasagreedo pay
a non-convertibleOverriding Royalty that will not be paid by the convertingparty. In this
case, the second Overriding Royalty would not be included in the calculation.

- Operating expenses include the overhead allowed per the agreement.
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- Facility Feesincludethe costof processinghe productthrougha facility operatedby a third
party or one in which the Farmee has ownership.

IV. PENALTY INTEREST (NON-CONSENT)
1. GENERAL

A Penaltylnterestis createdanytime a Working InterestOwner(s)of a propertyassumes portion

or the total shareof the costandrisk attributableto anotherpartyOsvorking interest. This can

resultfrom a specifically expressectontractualprovision or an option extendedand exercised
under the agreement.

Most Penalty Interest arrangements are created by parties who elect not to participate under
independenbperationgprovisionsas allowed by mostoperatingagreementsuchasthe CAPL
OperatingProcedure. This situationusually existswhena Working InterestOwnerelectsnot to
participatein awell operationsuchasdrilling, completion,equippingor otherfacilities allowedby
the operatingagreement.A Penaltylnterestis a non-participatingnterestuntil the termsof the
relevant agreement are fulfilled.

When an owner electsto becomea non-participatingparty, the cost attributableto the non-
participantOmterestandtherisk of conductingthe joint operationsarenow borneby oneor more
partieswho electto undertakethe operation. Theseownersare referredto asthe participating
parties. The revisedinterestin the operationfor eachparticipatingparty is split basedon the
relative ownershipof thoseelectingto participate entitledandwilling to pick up the additional
interest. The CAPL OperatingProcedurdypically allows a participatingparty to participatefor
only its working interest,for its proportionateshareof all availableinterestor, in the 1990and
2007 versions,for its proportionateshareof all availableinterestup to a specifiedcap on
participating interest share of costs of the operation (versus any cap on total dollar expenditures).

If the IndependenOperationresultsin a dry hole or unsuccessfutompletionor operation,the

participatingparties may plug or abandorthatwell or horizonat their solecost,risk andexpense,
after which payoutis deemedto have occurred. If any well drilled or reworkedundersuch

arrangementesultsin a producerof PetroleumSubstances payingguantities the participating
partiescompleteandequipthe well to produceat their solecostandrisk andthe well is operated
for the account of the participating parties until the well or operation pays out.

Whenoperationsarefor the drilling of a well by the participatingparties,the Non-Participating
Ownerstypically relinquishall interestin the well, andthe productiontherefromuntil payouthas
occurred.They are entitled to receivetechnicalinformation on the well if allowed by the
agreement.Most agreementsontaina costrecoveryprovisionin excesf 100%recoveryof the

capitalcosts,sometimeseferredto asa penalty.This is designedo compensatéhe participating
partiesfor the technicaland commercialrisk, the time value of moneypendingthe recoveryof

capital and the risk/reward involved in taking on the operation.

The cost and penalty, if applicable, are recoverable from what would have been the non-
consenting ownersO share of production from the well/zone/reservoir.
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2. PAYOUT CALCULATION

Payoutoccurswhenthe participatingpartiesreceivefrom production,proceedsafter deducting
applicableroyalties,transportatiorcosts,operatingexpensesncluding well workoversandtaxes
(excludingincometax and GST) and all Facility Feesapplicableto the producedsubstances
produced from that earning well equals:

a. The costandexpenseof drilling, completion,equippingandtie in costsfor the earningwell
and, as applicable,all costsof other operationsconductedon that well, less all cash
governmentalncentivesor grantsreceivedby the Farmeeand derivedfrom any of those
operations; multiplied by the applicable penalty per agreement;

b. Wherethe OperatordeliversPetroleunSubstances kind, thosePetroleumSubstancewill be
deemedo havebeensold andpaid by the Operatorat a price equalto the OperatorOlarket
Pricefor the well (determinedvhendelivered)for the purposeof the Payoutcalculation. In
the eventof morethanoneparticipanthavingpickedup the additionalinterestof the party that
wentnon-consentthe payoutcalculationwill usethe valueof the productsold by the Operator
to calculate the revenue and any associated royalties for the payout calculation.

3. PAYOUT STATEMENT

i Fundamentals

The independenbperationgprovisionsof an operatingagreementsually providesthat within a
specifiedtime after the completionof anindependenbperationthe Operatorof the independent
operationmustfurnish eachNon-Participatingpwnerandeachparticipatingownerthat pickedup
additionalinterestwith a PayoutStatementhatdetailsthe costsin penalty,which mayincludethe
drilling, completion,recompletion equippingandtie in costsoffset by the netrevenuefor the
period, detailed by revenue, royalties and expenses.

An exampleof an independenbperationsclauseis the one from the 2007 CAPL Operating
Procedure, Clause 1007: Penalty if Independent Well Results in Production:

Note aswell, Subclause10.15Bf the 2007 CAPL OperatingProceduredealswith the failure

to deliver statements as:
“Failure to Deliver Statement after Request- A non-ParticipatingParty that doesnot
receivea costrecoverystatementvhenprescribedoy Subclausel0.15A may, by notice
to the Operatorof the IndependenOperationand the other ParticipatingPartiesthat
assumedts shareof the coststherein, requesta statementthat complieswith the
requirementof that Subclause. That Non-ParticipatingParty may, by notice to those
Parties,conductan audit of the costrecoveryaccountf the Operatordoesnot distribute
thatstatementvithin 60 daysaftertheissuancef thatnotice. ThoseParticipatingParties
will bearthe costof any suchauditin the sameproportionsasthey assumedhe costs
otherwiseapplicableto thatNon-Participating?arty. If morethanoneNon-Participating
Party conducts such an audit, they will conduct it simultaneouslyO
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PASC has also adopted this in the most recent Accounting Procedure.

ii. Example

Below is anexampleof partnerB in penaltyfor its 25% shareof the well undera 1990CAPL

Operating Procedure

WELL ID: Central AB 100/03-03-033-3W4/00

PROJECT #: 123456 SPUD DATE: January
CONTRACT #:  CXXXXXX RIG RELEASE DATE: February 2, -
STATUS: GAS DATE ON PROD: Janua
CUMMULATIVE
CAPITAL AFE# TO DATE PENALTY % BALANCE
DRILLING 04270075 $750,000 300 $ 2,250,001
COMPLETION 04290101 $250,000 300 $750,00(
EQUIPPING 04350176 $100,000 200 $200,000
TIE IN 40360048 $100,000 200 $200,000
Capital balance $ 3,400,00

CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION TO LAST REPORT ($515,000)
GROSS REVENUE THIS PERIOD - JUNE 1, XXXX TO APRIL 30, XXX ($600,000)
LESS: CROWN ROYALTIES 105,000

GORR 0

FREEHOLD ROYALTIES 6,500

OPERATING EXPENSES 65,000

FACILITY FEES 33,000
NET OPERATING (REVENUE) LOSS THIS PERIOD ($390,500)
CUMULATIVE NET OPERATING (REVENUE) LOSS FROM INCEPTION ($905,500)
BALANCE TO PAYOUT AS AT APRIL 30, XXXX $2,494,500
PARTICIPANTS BPPO W.I % APPO W.I. %
Partner A 100.00 75.00
Partner B 0.00 25.00
Total 100.00 100.00

4. REVERSION OF INTEREST

Subjectto the termsof the agreementjf and when the participatingpartiesrecoverall costs
applicablefrom the interestof the Non-ParticipatingOwners,the carriedor Non-Participating
Ownersmay now acquirea working interestin the well andthe associategroduction. Many
agreementgrovidefor anautomaticconversionhoweverl981 and 1990versionsof the CAPL
OperatingProcedurehavean electionwithin clause1007 for which Oeactmon-participatingparty
shall havethirty (30) daysfollowing the receiptof suchnoticewithin which to electto acceptor
refuseparticipationin the well, the applicablezonesandthe productiontherefrom,providedthat
failure of anon-participatingparty to makean electionwithin suchperiodshallbedeemedo bean
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electionto accepiparticipationto the extentof its working interestin the spacingunit of thewell.O
The 2007 CAPL Operating Procedure includes a similar outcome.

Thereafterthe Non-ParticipatingDwnerthatacquireda working interestin the well shall pay his
proportionateshareof the further costsof the operationof thewell in accordancevith thetermsof
the operating agreement and the accounting procedure attached to it.

V. NET PROFITS INTEREST
1. GENERAL

A Net Profits Interestmay resultfrom a specialleaseagreemenbr a Farmout/Farmiragreement.
With regardto a specialleaseagreementa leasemay be acquiredfrom the leaseowner (e.g.:
freehold) for a paymentof cashand an additionalfractional part of the net profits from the
production of the mineral rights granted or the joint lands.

Net Profits Interestis morecommonlyformedwhena Working InterestOwnerassignsa working
interestin aleaseto anothemparty, while retaininganinterestin the netprofits from the operations
conducted. In this arrangementthe assigneeagreedo pay the assignora specific percentagef
the net profits from production attributed to that interest.

Net profits arrangementsan havedifferent provisionsand definitions of Payout;therefore the
agreementndthe Accounting Procedureshouldbe reviewedcarefully to determinethe proper
methodof calculatingthe Net Profits Interest.Note that the Net Profits Interestrequiresthe
recoveryof capitalaswell asexpensedeforea paymentis made.The holderof the Net Profits
Interestis not liable for lossesn the developmenandoperationof the lease but theselossesnay
be carriedforward and recoveredby the assigneeout of future net profits. This may include
additionalwells drilled, new zonescompletedor wells reworked. When a profit is realized,a
payment will be made to the owner of the Net Profits Interest.

Uponcommencemertf activity on theleasea Net Profits Intereststatemenof accountshouldbe
generatedn a monthly basis. This will showthe statusof the leaseaswell asshowwhenthe
assignedasrecoveredll of the designateatostsperthe agreementthe statementvill be usedto
reflect the status of the account which may include the amount due the Net Profits Interest owners

The Net Profits Interestownersretainthe rights to auditthe statemenbasedon the requirements
within the agreement.

2. NET PROFITS CALCULATION EXAMPLE
In this sample, we take the following information into consideration:

Facts:CompanyOAQassigns100% W.1. to CompanyOBOsubjectto a 20% Net Profits Interest
retained by OAO.

Net Profitsis definedin the agreemenasthe excesof netrevenueproceedsverthe costto drill,
develop and operate the property.
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The example below shows the progression of the statements for a period of time.

Drill &
Complete
Balance Forward
Cost over revenues __ $0
Current period activity
Well & Facility Cost $800,000
Operating Expense
Workover Costs
Abandonment Costs
Salvage Cr
Total Expenditures $800,000

Net Revenue/Roy Applied

Current Net (Profit) Loss $800,000

Cumulative Net (Profit) Loss  $800,000
20% Net Profits (to A) 0

Loss Carried Forward $800,000

VI. NET REVENUE INTEREST

1. GENERAL

Period
#2

$800,000

$100,000

$100,000
($573,125)
($473,125)

$326.875
0

$ 326,875

Period
#3

$326.875

$1,000
$90,000

$91,000
($581,500)
($490,500)

($163.625
$32,725

0

Period
#4

$0

$5,000
$95,000
$250,000

$350,000
($275,000
$ 75,000
0

$ 75,000

A netrevenuenterestresultsfrom a specialleaseagreemenor a Farmout/Farmiragreemenin
which the Farmorassignshis interestin the leasefor an interestthat resultsin the Farmor
receivinga definedshareof proceeddor all production regardles®f the capitalcostincurredby

the Farmee.
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VIl. GENERAL DISCUSSION

Question: Who is responsible for calculating Payouts?

Answer: Generally the Operatoiis responsibldor calculatingthe PayoutStatement.If, however there
is a Farmout/Farmiragreemenin which the Operatoris not party to, thenit is the responsibilityof the
Farmeeto maintainthe Payoutcalculationasthe Operatoris not privy to the royalty calculationbeing
utilized. Similarly, the lead participating party will end up taking on this role if the Operator
participatedin an IndependentOperation, but didnOtassumeany Penalty Interest of the Non-
ParticipatingOwner. This situationalso holds true for Net Carried Interestand Net Profits Interest
calculations where the Operator has no contractual relationship with the affected parties.

Question: Whatimpactdoesa non-participatiorelectionby a Farmeehaveon the FarmeeQ8verriding
Royalty obligation to the Farmor?

Answer: If the OperatingProceduras attachedo the Farmout/Farmiragreementthe responsibilityfor
the OverridingRoyalty obligationwould transfer,proportionately o thoseownerswho haveassumed
the FarmeeQshareof costsof the operation.If the Farmout/Farmiragreementvere only betweerthe
FarmorandFarmeeandthe Farmeewerenovatedinto the existingoperatingagreemenin the placeof
the Farmor,the otherownerswould typically not haveany obligationto pay the Overriding Royalty to
the Farmor, as they were not party to the agreement under which the obligation were created.

Similarly, if a Farmeeencumberedts working interestto anotherthird party, suchas a geological
consultant, the other parties would typically have no responsibility to pay that ORR

Question: Are Provincial and Federal income taxes included in the calculation?
Answer: No. Payout is before corporate obligations are met.

Question: What is meant by value at the wellhead?

Answer: This meanshatthe netrevenueseceivedfor the petroleumandnaturalgasis basedon the
total revenuegeceivedior the gasandproductdessthe costof transportationgathering processingnd
other production handling using facilities held outside the agreement.

This conceptwas introducedin the 1990 CAPL OperatingProcedureto reflect the way in which
industry hastypically managedroductenhancementostsin any costrecovery.A Payoutor penalty
would not truly reflectthe costexposureof the Farmee/participatingartiesif this majorcosttypewere
not recognized somewhere in the calculation, as these costs can be quite significant.

Question Whatarethe obligationsof the Farmeeor Operatorto provide PayoutStatementandwhat
recourse/action should be taken if Payout Statements are not provided?

Answer: Most agreementfiave a specifiedtime in which the Farmeeor Operatormustprovide a
PayoutStatement.Most havesetout thatthe first statements requiredsix monthsafter the drilling of
thewell. Otheragreementspecifymonthly (which we know is not very practical). We alsorun into
companieghatdo not supplya statementntil thewell is on production,which causegproblemsfor the
Operatoiif thewell is sold. If aproperstatemenhasnotbeensuppliedby the Operatoruntil production

of the well, an audit canstill go backto the drilling of the well detailsin orderto verify the charges
included. Subclause 10.15A of the 2007 CAPL Operating Procedure specifies Othe following frequenc
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Statements-The Operatorof an IndependenOperationsubjectto a costrecoveryunderthis Article will
maintainaccountingrecordsthereforeon a financial monthbasisin accordancevith the requirement®f this
Article andthe AccountingProcedure. It will periodically provideto the Non-ParticipatingPartiesandthe
affectedParticipatingPartiesa written statemenshowingin reasonableletail all debitsand creditsmadein
that calculation,subjectto the obligationsto maintainaccountsand provide informationunderClauses3.07
and 10.19. The Operator will issue those statements at the following frequency

a) within 6 monthsafter the drilling rig releaseof an IndependentVell or completionof the
Independent Operation, as applicable for the Initial statement

b) every 12 months for an Independent Well capable of production, but not then producing; and

c) every 6 monthsfor an IndependentWell producingPetroleumSubstance®r a Production
Facility, providedthat the Operatorwill issuethat statemenbn a monthly basisfor any such
IndependentWell or ProductionFacility if the outstandingcapital amountunderthe cost
recoveryis lessthan6 timesthe net proceedsappliedto that capitalamountin the preceding
month.O

The obligationsof the Operatorunderthis Clausewill be performedby the ProposingPartyif the
Operatorof the IndependenOperationhasparticipatedthereinfor only its Working Interestshare
of costs.

Clausel0.15E of CAPL 2007 deals with the failure to deliver statements as:

“Failure to Deliver Statement After Request- A non-Participating?artythatdoesnot receivea
costrecoverystatementvhenprescribedy Subclausd 0.15Amay, by noticeto the Operatorof

the IndependenOperationandthe otherParticipatingPartiesthatassumedts shareof the costs
therein,requesta statementhat complieswith the requiremenf that Subclause.That Non-

ParticipatingPartymay, by noticeto thoseParties conductan auditof the costrecoveryaccount
if the Operatordoesnot distributethatstatementithin 60 daysaftertheissuanceof thatnotice.
ThosePatrticipatingPartieswill bearthe costof any suchauditin the sameproportionsasthey
assumedhe costsotherwiseapplicableto that Non-ParticipatingParty. If morethaton Non-

Participating Party conducts such an audit, they will conduct it simultaneouslyO

With boththe ConvertibleGORRandthe IndependenWell agreementdt may be necessaryo conduct
an auditin orderto getthe Operatorto supply a PayoutStatemenif the Operatorcontinuesto reject
your request. If payouthasbeenreachedandthe dateis significantly differentfrom the datenoticeis
received, the interest provision of the Accounting Procedure can be utilized.

Question: What happensf a penaltywell is drilled, completedand equippedundera 1981 CAPL
OperatingProcedurewith equippingat 100% penaltyplus interestandthe agreements updatedto a
1990 CAPL OperatingProcedurebefore payout. Is the payoutto be updatedto 200% penaltyon
equipping?

Answer: Theeffectof changingto the moremodernCAPL would only affectnew capitaladdedto the
project. Any capital costsrecordedunderthe previousagreementnustremainas incurred,unless
otherwiseagreedspecificallyby the parties. As such,the equippingcostsbookedprior to the adoption
of arevisedagreemenshouldremainat 100% plus interestand any new equippingchargesvould be
charged the 200% penalty.
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APPENDIX I: CAPL Clauses

1990 CAPL Operating ProcedurebSubclause 1007(a)

a. If suchwell is completedfor the productionof PetroleumSubstancefrom one or more
zones,the participatingpartiesshall be entitled to retain possessiorf the well and all
productionfrom suchzonesthroughthe well until the grossproceedq calculatedat the
wellhead) from the sale of such production equals the aggregate of:

(i) onehundredpercent(100%) of the LessorOmyalty and any overriding royaltiesor
other encumbranceshereonwhich otherwisewould have beenbornefor the joint
account which are paid with respect to such production, subject to Subclause 1007(b);

(i) one hundred percent (100%) of the operating costs applicable to the well;
(iif) two hundred percent (200%) of the equipping costs of the well; and

(iv) amultiple of thedrilling costsandcompletioncostsof thewell asa developmentvell
or andexploratorywell, asthe casemaybe,being__ %with respecto a development
well and % with respect to an exploratory well, provided thatE(a proviso that
links to a specialized outcome related to another Clause)

The Operatorfor the participatingpartiesshall notify the non-participatingoartiesupon
recoveryof the proceedgrescribedoy paragraphgi) through(iv) of this Subclausenot
later thanthirty (30) daysfollowing suchrecovery. Subjectto Subclausel021(b),each
non-participatingparty shall havethirty (30) daysfollowing receiptof suchnoticewithin

which to electto acceptor refuseparticipationin the well, the applicablezonesandthe
productiontherefrom providedthatfailure of a non-participatingparty to makean election
within suchperiodshall be deemedo be an electionto acceptsuchparticipationto the
extentof its working interestin the spacingunit of thewell. If a non-participatingparty
refusesparticipationas aboveprovided,it shall be deemedo haveforfeited its right of

participationin andto thewell andto the spacingunit of the well, insofaronly asit relates
to theapplicablezonesandthe productiontherefrom to the participatingpartiestherein. If

anon-participatingoarty electsto acceptparticipationin thewell, the applicablezonesand
the productiontherefromasaboveprovided,its participationshall be equalto its working

interest,andshall be effectiveasof the time whenthe grossproceed=f productionfrom

the well equaledthe aggregateof the amountsprescribedoy paragraphgi), (ii), (i) and
(iv) of this Subclausewhereuporthe accountsf the partiesshall be adjustedaccordingly.
Thereafterthe well shall be held for the accountof the partiesthen participatingtherein,
and shall be operatedby the Operatorif it one of the partiesso participating,or an
Operatorappointedoursuanto Clausel004if the Operatorhaselectedio forfeit its interest
in the well.

Please refer to CAPL1990 for the remaining Subclauses (b), (c), (d) and (e).
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2007 CAPL Operating Procedureb Clause 10.07

A.

Cost Recovery For Independent Well-This Subclausds subjectto Clause10.06 for wells that
havebeenusedfor landsotherthanthe Joint Lands,Clause10.08for Operationson an existing
well on the Joint Landsand Clausel0.10for wells that preservetitle. The ParticipatingParties
will retain possessiomf an IndependenWell Completedor Recompletedor the productionof
PetroleumSubstancedrom one or more formationsof the Joint Lands under the associated
OperationNotice andall productionfrom thoseformationsthroughthatwell (including any such
formationin which they subsequentifCompleteor Recompletahatwell) until the grossproceeds
from the sale of that production equal the total of:

(a) 100%of the lessor'sroyalty and100%of any overridingroyalties,freeholdmineraltaxes
or other encumbrancesornefor the Joint Account that are paid with respectto that
production,subjectto any applicationof Subclausel0.07Fto certainencumbrancesot
borne for the Joint Account;

(b) 100%of the OperatingCostsrespectinghatwell and,insofaras permittedhereundeand
they do not duplicateFacility FeesincludedunderParagrapt0.07A(c),any Production
Facility for its usein the production,processingireatmentstorage fransmissioror other
handling of that production;

(© 100% of the Facility Feesincurredfor useof a facility in the production,processing,
treatment,storage,transportationor other handling of that production, calculatedfor
100%o0n the samebasisasthey are paid for that shareof productionotherwiseapplicable
to the Non-Participating PartyOs Working Interest;

(d) 200% of the Equipping Costs of that well;

(e) a multiple of the bona fide Drilling Costsand Completion Costsof that well as a
DevelopmentWell or an Exploratory Well, as applicable,being __ % for a
DevelopmentWell and __ %for an ExploratoryWell (including in that multiple the
first 100% of thosecosts),subjectto Subclausel0.07H for any cashcontributionand
Subclausel0.10Fif thatwell is in parta OTitlePreservingWellOor OSubsequeiiitle
PreservingWellO(as definedin Clause10.10).If that well wasin part a Development
Well andin part an ExploratoryWell andit was Completedfor productiononly asan
ExploratoryWell underClausel0.05,all of the Drilling CostsandCompletionCostswill
be deemedto havebeenincurredsolely for an ExploratoryWell, subjectto Subclause
10.07Bif therehad beena cashreimbursemento the former ParticipatingPartiesin the
Development Well portion of the well under Paragraph 10.05C(b).

The proceedof salefrom or allocatedto the ParticipatingParties'shareof productionfrom that
well will be deemedto be sold at a price not lessthan a Market Price for this calculation,
providedthat 100%of the proceedswill be calculatedusingthe price paid underany pre-existing
armOdength bona fide agreementpertaining specifically to the Non-ParticipatingPartyOs
Working Interestin formationsof the Joint Landsandthe associatedeservesf the production
otherwiseapplicableto the Non-ParticipatingPartyO$Vorking Interestmustbe sold thereunder.
The chargesincluded under this Subclausewill include any associatedoverheadcharges
prescribedby the Accounting Procedure,and will be modified to reflect any subsequent
adjustmentsincluding thosefrom an audit. The ParticipatingPartieswill applythoseproceedn
a currentbasisandin order,to Paragraph4.0.07A(a),(b), (c), (d) and (e) during the periodin
which they retain that production under Subclause 10.07A.
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B. If Cash Reimbursement Under Clause 10.05-Betweenonly the ParticipatingPartiesin the
Exploratory Well and the former ParticipatingPartiesin the DevelopmeniWell, the following
will applyto the costrecoveryprescribedoy Subclausel0.07A after a costreimbursemenunder
Paragraph 10.05C(b):

(a) all Drilling Costsand CompletionCostsincurredfor that well asa DevelopmentwWell
and reimbursedto the former ParticipatingPartiesin the DevelopmentWell under
Paragraphl0.05C(b)will beincludedin Paragraph0.07A(e)at cost,with no multiple
applied thereto;

(b) proceedf saleappliedto the costrecoveryunderParagraphl0.07A(e) will be applied
firstly to the costsof the original Exploratory Well portion of the well before being
applied to that reimbursed amount; and

(© any outstandingamountof the cost recoveryassociatedvith the costsof the original
ExploratoryWell portion of the well underParagraph0.07A(e)will be waivedif that
portion of the well is Abandonedor the conductof a Completionor Recompletionn a
formation to which that reimbursement pertained.

Notwithstandingthe precedingportion of this Subclauseand Subclausel0.07A, the applicable
ProposingParty will servean OperationNotice under Clause10.02to a former Participating
Partyin the DevelopmentWell portion of the well if, prior to the prescribedcostrecovery,the

Exploratory Well portion of the well is being Abandonedfor the conductof a Completionor

Recompletionn a formationto which the reimbursemenin Paragrapi 0.05C(b)pertained Any

such former Participating Party that electsto participatein that proposedCompletion or

Recompletionmust reimbursethe other applicable Participating Partiesthat portion of the
following amountsapplicableto its Working Interestthatthenremainsoutstandingunderthe cost
recovery: (i) the amount previously reimbursedunder Paragraph10.05C(b); and (ii) any
Equipping Costsfor equipmentreasonablyanticipatedto be usedin conjunctionwith that
Completionor Recompletionwithout the multiple otherwiseprescribedoy Subclausel0.07A(d).
Any suchformer ParticipatingPartythat electsto participatein that Completionor Recompletion
will make the requiredreimbursemenwithin 21 BusinessDays after being notified of that
amount.

C. Obligation To Notify Parties Of Cost Recovery-The Operatorof an IndependenWell will notify
the Non-ParticipatingPartiesthat the proceedsprescribedby Subclausel0.07A have been
recoveredwithin 30 daysafter the end of the calendarmonthin which that recoveryoccurred.
Subjectto Subclausesl0.13B and D for any cost recoveryfor a ProductionFacility, each
Non-ParticipatingParty will notify the Operatorwithin 30 daysafter receiptof that noticeif it
acceptgarticipationin thatwell andthe productionfrom thatwell from the associatedormations
of the JointLandsin which it is Completedor Recompleted.A Non-Participating?artythatfails
to make that election within that period will be deemed to elect to accept that participation.

D. Participation In Well Accepted-A Non-Participating Party that acceptsparticipationin an
IndependentWell under Subclausel0.07C will acquireits Working Interestsharetherein,
effectiveasof full recoveryof the proceedgrescribedy Subclausel0.07A. Subjectto any cost
recoveryfor a ProductionFacility underSubclausel0.13D,the Partiesthen participatingtherein
will hold thatwell for their account,andthe Partieswill adjustaccountsaccordinglyon a cash
basisfor the periodbetweerthe dateof that costrecoveryandthefirst of the calendamonthnext
following the monthin which that former Non-ParticipatingParty notified the Operatorthat it
acceptedarticipation. The Operatomwill operatethatwell if it is anownerof thatwell, provided
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thatthe applicablePartieswill appointanotherOperatorunderClause2.06,mutatis mutandis, if
the Operatorhasnot acceptedparticipationin thatwell or it declinesthe opportunityto become
Operator at the time it acquires participation under this Subclause.

E. Participation In Well Not Accepted-A Non-ParticipatingParty that doesnot acceptparticipation
in anIndependenWell underSubclausd0.07Cwill forfeit to the ParticipatingPartiesits right of
participationtherein and its right to PetroleumSubstanceproducedfrom its SpacingUnit,
insofaronly asthat SpacingUnit relatesto productionthroughthat wellborefrom the formations
of the Joint Landsin which thatwell is then Completedor Recompleted.Exceptas providedin
the precedingsentencdor producedPetroleumSubstanceghat Non-ParticipatingParty doesnot
forfeit its Working Interestin the JointLandscomprisingthat SpacingUnit or its right to recover
PetroleumSubstancefrom thatformationin a differentlocationin that SpacingUnit throughthe
use, in whole or in part, of a different wellbore.

F. Encumbrances Not Borne For Joint Account-1f any PartyO8Vorking Interestis subjectto an
encumbrance not borne for the Joint Account to which Clause 15.02 applies:

(a) a ParticipatingParty may not include underParagraph0.07A(a)any suchamountspaid
by it with respectto its own Working Interestshareof productionfrom the Independent
Well; and

(b) the ParticipatingPartieswill makethe requiredpaymentsor any suchencumbrancéor
the shareof productionfrom the IndependentVell that relatesto a Non-Participating
Party'sWorking Interest.For the purposesf Paragraph0.07A(a)andthe costrecovery
attributableonly to that Non-ParticipatingParty, the ParticipatingPartieswill include
150% of the amounts paid on behalf of that Non-Participating Party.

G. Incentives Do Not Reduce Cost Recovery-Notwithstandinganythingto the contraryin this
Article, the ParticipatingPartieswill not adjustthe coststo be includedunderSubclausel0.07A
for any incentives grants,credits,waivers,exemptionsabatement®r otherbenefitsreceivedby
(or availableto) the ParticipatingParties(or any of themindividually) underthe Regulationsfor
an Independenell. However,the ParticipatingPartiesmay not includein the amountsto be
recoveredunderParagrapt0.07A(a)any amountthatis not paid by them, suchasthe value of
any royalty reduction, exemption or waiver that accrues to that well.

H. Cash Contributions From Release Of Information-The ParticipatingPartieswill apply asa credit
underParagraph0.07A(e)any cashcontributionreceivedby themunderClausel18.03for the
release of information from an Independent Well.
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