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August 1, 2000
Hanson Production Company

6363 Woodway, Suite 600

Houston, Texas  77057


Re:
Letter of Understanding
East Sour Lake Project Area


Hardin County, Texas

Gentlemen:
Pending the preparation and execution of definitive agreements, this letter will confirm our understanding regarding the proposed participation by Enron North America Corp. or its designee ("ENA") in certain recompletion operations and drilling and completion operations and the acquisition by ENA from Hanson Production Company (“Hanson”) of interests in (i) certain oil, gas and mineral properties located in the East Sour Lake Field, Hardin County, Texas (the “Properties”), acquired or to be acquired by Hanson from the Adobe Energy, Inc. Bankruptcy Estate (the “Adobe Estate”), and (ii) contractual rights of Hanson to earn and acquire additional interests in the Properties (collectively, the “Transactions”) in accordance with the terms and conditions set forth in this letter.  The Properties are more fully described in Exhibit A.  ENA and Hanson are sometimes herein collectively referred to as “Parties” and individually referred to as “Party”.

1. Term Sheet.  The Transactions shall be made in accordance with this letter and the Term Sheet attached hereto as Attachment “A,” which is by this reference incorporated into and made a part of this letter. 
2. 
2.
Definitive Agreements.  The Parties shall endeavor to incorporate the terms and conditions expressed in this letter in mutually acceptable definitive agreements (the “Definitive Agreements”) no later than______________

______________set TermDate August 20, 2000 (the “Closing Date”).  In the event the Parties are unable to execute the Definitive Agreements by the Closing Date, this letter shall be deemed terminated, and neither Party shall have any further obligation to the other, except as provided in paragraphs 3 and 4, which obligations shall survive the termination of this letter.

3.
Confidentiality.  The existence of this letter and its contents are intended to be confidential and are not to be discussed with or disclosed to any third party, except (i) with the express prior written consent of the other Party to this letter, (ii) as may be required or appropriate in response to any summons, subpoena or discovery order or to comply with any applicable law, order, regulation or ruling, or (iii) as the Parties, or their designees, reasonably deem appropriate in order to conduct due diligence or title or other investigations relating to the proposed Transactions.
4.  Expenses.  Each Party shall be responsible for paying all of its own legal fees, professional fees and other transaction costs incurred in the evaluation and negotiation of the proposed Transactions and the Definitive Agreements, whether or not the Transactions close.

5.
Non-binding Nature.  Except as to the provisions of paragraph 3 and 4 hereof (which provisions are enforceable against the Parties in accordance with their terms), the Parties understand and agree that (i) this letter sets forth the Parties’ current general understanding of terms and conditions which will be set out in binding fashion in the Definitive Agreements to be executed at a later date and (ii) this letter does not create and is not intended to create a binding and enforceable contract between the Parties or a duty on the part of either Party to negotiate in good faith toward a binding contract, and may not be relied upon by any Party as the basis for a contract by estoppel or otherwise, but rather evidences a non-binding expression of understanding to endeavor, without obligation, to negotiate the mutually agreeable Definitive Agreements.  The consummation of the Transactions is conditioned upon, among other things, internal approvals of the Parties, which approvals have not yet been obtained, and  the results of a due diligence review to ENA’s satisfaction of the Properties and all other aspects of the Transactions, which due diligence review has not yet been conducted, and upon the favorable resolution by the Parties of certain other issues.

6.
No Oral Agreements.  Subject to the foregoing, this letter sets forth the Parties’ understanding as of this date, and there are no other written or oral agreements or understandings among the Parties.
If the terms and conditions of this letter are in accordance with your understanding, please sign and return the enclosed counterpart of this document on or before August 10, 2000, after which date, if not signed and returned, this letter shall be null and void.

Sincerely,

ENRON NORTH AMERICA CORP. 

By:  ___________________________

       C. John Thompson

       Vice President

CONFIRMED this ____ day of August, 2000, by:








HANSON PRODUCTION COMPANY

By:
____________________________

Name:  ____________________________

Title:    ____________________________

Attachment “A”
HANSON PRODUCTION COMPANY
Summary of Terms and Conditions

East Sour Lake Project 
· Well No. 2:
Hanson has earned an undivided 50% working interest with a __% net revenue interest in Well No. 2 unit by performing a recompletion operation.  ENA would commit to fund one half of the actual costs of recompleting and equipping the well, up to a maximum of $_________ (one half of the $_______ AFE).  In exchange, ENA would be entitled to an undivided 25% working interest in the Well No. 2 unit.  If the costs attributable to recompleting and equipping the well exceed $______, each Party shall have the right to discontinue funding the operation.  If one Party elects to continue funding the operation, the interest earned by ENA in the Well No. 2 unit would be adjusted based on the total amount of capital contributed by each Party to the operation.  
· Well No. 3:
Under terms of certain agreements between Adobe Estate and Hanson (“Adobe Agreements”), Hanson has the right to earn a 77.5% initial working interest with a __% net revenue interest from the Adobe Estate in an additional well (“Well No. 3”) by funding 100% of the drilling and completion costs of such well.  Once Hanson recoups its actual drilling and completion costs from cumulative net revenues (“Adobe Payout”), the Adobe Estate’s carried working interest increases from 22.5% to 35.0%, and Hanson’s working interest decreases from 77.5% to 65.0%.

ENA would agree to fund 90% and Hanson would agree to fund 10% of the actual drilling and completion costs of a dual completion in the EY-4 and EY-5 sands of Well No. 3, up to the AFE amount of $2.5MM.  In exchange, ENA would be entitled to an undivided working interest of 62.0% before Adobe Payout, reducing to an undivided working interest of 52.0% after Adobe Payout.  Hanson would retain an undivided working interest of 15.5% before Adobe Payout, reducing to an undivided working interest of 13% after Adobe Payout. 
Upon the occurrence of Payout 1 (defined below), ENA’s interest in Well No. 3 would be reduced to 46.5% working interest if Payout 1 occurs before Adobe Payout, or to a 39.0% working interest if Payout 1 occurs after Adobe Payout; and Hanson’s interest in Well No. 3 will increase to a 31% working interest if Payout 1 occurs before Adobe Payout, or to a 26% working interest if Payout 1 occurs after Adobe Payout.
“Payout 1” will be defined as the point in time when ENA has received aggregate net revenues attributable to Well No. 3 and Well No. 1 (discussed below) equal to the greater of 1.15 times its funds advanced for operations on Well No. 3 or a 15% IRR compounded monthly on its funds advanced for operations on Well No. 3.  
In the event the cost of drilling and completing Well No. 3 exceeds 110% of the AFE amount, ENA and Hanson will respectively pay 80% and 20% of the costs exceeding 110% of the AFE amount.  At such time as the cost of drilling and completing Well No. 3 exceeds 130% of the AFE amount, either Party shall have the right to discontinue funding the operation.  If only one Party elects to continue the operation by expending 100% of the costs necessary to complete the operation, then in such event, the interest of the Parties in Well No. 3 and the net revenues attributable thereto shall be adjusted both before and after Payout 1 based on the total amount of capital contributed by each Party to the drilling and completion of Well No. 3.
· Well No. 1

Adobe Claim: 
Under the Adobe Agreements, Hanson has the right to earn a 50% back-in working interest with a __% net revenue interest in Well No.1 at such time that certain of the classes of creditors are paid in full.  Hanson would assign to ENA 80% of its rights to earn the back-in working interest in Well No.1, entitling ENA to the right to earn a 40% back-in working interest in Well No. 1 and Hanson will retain rights to earn a 10% back-in working interest in Well No. 1.  ENA’s interest would be reduced to a 30% working interest and Hanson’s interest would be increased to a 20% working interest upon the occurrence of Payout 1.  If Payout 1 has occurred prior to the time Hanson’s back-in interest would vest under the Adobe Agreements, ENA would be assigned a 30% working interest in Well No. 1, and Hanson would retain a 20% working interest. 
 

· Additional Wells:
Hanson and ENA will enter into an Area of Mutual Interest (“AMI”) acceptable to ENA covering the East Sour Lake Field area.  In the event that acquisition of any oil and gas property interest and/or the drilling of wells are proposed by either Party in the AMI, Hanson and ENA shall have the right to participate therein up to a 40% and 60% interest, respectively. The funding of the drilling and completing of such operation shall be on a pro-rata basis based on the actual interests of the Parties and the net revenues resulting therefrom shall be shared on the same proportionate basis.  Should either Party elect not to participate in the drilling of an additional well, it shall forfeit any and all rights in and to such well and the unit established for such well.  The AMI would apply only to the parties to the agreement and would not be binding upon affiliates of the parties or be applicable to the provision of financing.

· Conditional

      Partipation:
The Adobe Estate owns a 100% working interest in Well No. 1, a 50% carried working interest in Well No. 2, and a 22.5% before payout and 35.0% after payout interest in Well No.3.  The Adobe Estate consists of several classes of creditors that are owed approximately $8.0MM.  Adobe Energy, Inc. is the debtor.  It is anticipated that after closing, ENA and Hanson will jointly negotiate to purchase some or all of the claims from the various parties in the Adobe Estate.  

In the event that an acceptable purchase price can reached with some or all of the parties in the Adobe Estate, ENA and Hanson may jointly pursue a purchase of all or a part of the creditor’s claims and Adobe’s common equity currently held in the Adobe Estate (collectively, the “Claims”), with ENA funding 90% and Hanson funding 10% of the purchase price (the “Purchase Price”).  Neither ENA nor Hanson will have any obligation to participate in the purchase of the Claims. 
If the Claims are purchased by ENA and Hanson as provided above, ENA will receive 100% of revenues attributable to its interests in the Adobe Estate until Payout 2 occurs.  “Payout 2” will be defined at the point in time when ENA has received net revenues equal to the greater of 1.15 times the portion of the Purchase Price funded by ENA plus any capital expenditures funded by ENA with respect to the property interests acquired in connection with the Claims or a 15% IRR compounded monthly on such amounts.  Upon the occurrence of Payout 2, ENA will receive 85% of revenues attributable to ENA’s 90% ownership interest in the Claims.  Accordingly, Hanson will receive none of the net revenues associated with the Claims until the occurrence of Payout 2, after which, if Hanson has participated in the purchase of the Claims as described above, Hanson will receive 15% of the net revenues attributable thereto.  Therefore, after Payout 2, the ownership of the Claims will be ENA 76.5% and Hanson 23.5%.
Effective Date:
The effective date of the Transactions would be at 7:00 a.m. on _____________, 2000
 (the “Effective Date”).

Closing Date:
The closing date of the Transactions would be at 7:00 a.m. on August 20, 2000.

Conditions

to Closing:

As set forth below, plus additional conditions precedent that are standard, including but not limited to:

1. Negotiation and execution of Definitive Documents, that may include, but not be limited to, a purchase and sale agreement, participation agreements and assignments;

2. ENA and its representatives shall be entitled to examine and copy Hanson’s records with respect to the Adobe Estate and the Properties, including, but not limited to, bankruptcy documents and all lease files and property records, operating agreements, documents of title, records and reports pertaining to environmental issues, production reports, and all financial, accounting, engineering, operational, geological, geophysical and other records, and all other contracts, agreements and documents relating to the Properties or the gathering treating, processing or marketing of production therefrom or attributable thereto (collectively “the Records”);
3. 
3. Hanson's representations and warranties in the Definitive Documents shall be true and correct;

4. Delivery to ENA of an environmental audit of the Properties conducted by a third party environmental consulting firm acceptable to ENA, with results acceptable to ENA;
5. 
6. Receipt of evidence satisfactory to ENA of insurance coverage in types and amounts acceptable to ENA;
7. Delivery of electric logs, completion and production testing information to ENA’s satisfaction with respect to Well No. 2;
8. Negotiation and execution of long-term agreements to purchase all oil and gas production attributable to, but not limited to, the AMI (or if such production is already dedicated to other parties, upon expiration of such dedication, an agreement with Hanson to dedicate);
9. Negotiation and execution of an Area of Mutual Interest (“AMI”) encompassing the area depicted on the plat attached as Exhibit B to this Term Sheet.  The AMI will become effective as to any interest acquired or contracted from or after the Effective Date; and
10. Such other conditions as warranted by results of ENA due diligence review or legal review of structure of transaction.
Representations

and Warranties:
Standard, including but not limited to the following:

1)  Hanson is duly organized and existing and has authority to enter into the contemplated transactions;
2)  Enforceability of Definitive Documents;
3)  Hanson has good and marketable title to the Properties, free and clear of liens, claims and encumbrances;
4)  Compliance with applicable laws, rules, and regulations; 

5)  
6)  No litigation by or against Hanson except as disclosed and acceptable to ENA;
7)  Maintenance of insurance coverage as required;
8)  Representations as to authorities, environmental, regulatory and other matters; 
9)  All information, reports and other data furnished by Hanson to ENA were accurate when delivered and did not omit to state any material facts necessary to make the information contained therein not misleading; and
10)  Other reasonable and customary representations and warranties as may be required by ENA.

Assignability:
ENA may, without consent of Hanson, sell, assign, transfer, pledge, grant a security interest in, and mortgage all or any portion of its interest in the Properties or its rights under the Definitive Agreements.

Choice of Law:
The Definitive Documents will be governed by the laws of the State of Texas.

Arbitration of

Disputes:
Disputes arising under the Definitive Documents shall be submitted to mandatory binding arbitration.

This Summary of Terms and Conditions is Attachment “A” to a letter of understanding dated August 1, 2000, and is not to be considered separately therefrom.  EXCEPT AS SET OUT IN THE LETTER OF UNDERSTANDING, THE LETTER OF UNDERSTANDING AND THIS ATTACHMENT "A" ARE NOT INTENDED TO BE COMPLETE AND ALL-INCLUSIVE OF THE TERMS OF THE PROPOSED TRANSACTIONS, NOR DOES THE LETTER OF UNDERSTANDING OR THIS ATTACHMENT "A" CREATE A BINDING AND ENFORCEABLE CONTRACT BETWEEN OR COMMITMENT OR OFFER TO ANY PARTY OR PARTIES.  This Summary of Terms and Conditions is not and does not purport to be complete and all-inclusive of the terms of the proposed transactions, and definitive documentation may include different or additional terms and conditions as the parties may agree.

Exhibit A

ATTACH PROPERTY SCHEDULE LISTING LEASES, WELLS, BPO/APO WI/NRIs

Exhibit B

ATTACH PLAT SHOWING AMI BOUNDARIES
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