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GLOSSARY OF TERMS
Bbl. One stock tank barrel or 42 U.S. gallons liquid volume.
Bcf. Billion cubic feet.
Boe. One barrel of oil equivalent determined using a ratio of six Mcf of natural gas to one Bbl of crude oil, condensate or natural gas liquids.
Boe/d. Barrels of oil equivalent per day.

Btu. British thermal unit, which is the heat required to raise the temperature of a one-pound mass of water from 58.5 to 59.5 degrees
Fahrenheit.

Developed acreage. The number of acres that are allocated or assignable to productive wells or wells capable of production.

Development project. A drilling or other project which may target proven reserves, but which generally has a lower risk than that associated
with exploration projects.

Development well. A well drilled within the proved area of an oil or natural gas reservoir to the depth of a stratigraphic horizon known to be
productive.

Dry hole or well. A well found to be incapable of producing hydrocarbons in sufficient quantities such that proceeds from the sale of such
production would exceed production expenses and taxes.

Field. An area consisting of a single reservoir or multiple reservoirs all grouped on or related to the same individual geological structural
feature and/or stratigraphic condition.

Gross acres or gross wells. The total acres or wells, as the case may be, in which a working interest is owned.
Hydrocarbons. Oil, NGLs and natural gas are all collectively considered hydrocarbons.
MBBbls. One thousand barrels of crude oil or other liquid hydrocarbons.

MBoe. One thousand barrels of crude oil equivalent, using a ratio of six Mcf of natural gas to one Bbl of crude oil, condensate or natural gas
liquids.

Mcf. One thousand cubic feet.
MGeal. One thousand gallons of natural gas liquids or other liquid hydrocarbons.
MMBbls. One million barrels of crude oil or other liquid hydrocarbons.

MMBoe. One million barrels of crude oil equivalent, using a ratio of six Mcf of natural gas to one Bbl of crude oil, condensate or natural gas
liquids.

MMBtu. One million British thermal units.
MMcf. One million cubic feet.

Net acres or net wells. The sum of the fractional working interests owned in gross acres or gross wells, as the case may be.
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NGLs. The combination of ethane, propane, butane and natural gasolines that when removed from natural gas become liquid under various
levels of higher pressure and lower temperature.

NYMEX. New York Mercantile Exchange.
Oil. Crude oil, condensate and natural gas liquids.

Productive well. A well that is found to be capable of producing hydrocarbons in sufficient quantities such that proceeds from the sale of
such production exceed production expenses and taxes.
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Proved developed reserves. Reserves that can be expected to be recovered through existing wells with existing equipment and operating
methods. Additional oil and natural gas expected to be obtained through the application of fluid injection or other improved recovery techniques
for supplementing the natural forces and mechanisms of primary recovery are included in “proved developed reserves” only after testing by a pilot
project or after the operation of an installed program has confirmed through production response that increased recovery will be achieved.

Proved developed non-producing or PDNPs. Proved oil and natural gas reserves that are developed behind pipe or shut-in or that can be
recovered through improved recovery only after the necessary equipment has been installed, or when the costs to do so are relatively minor.
Shut-in reserves are expected to be recovered from (1) completion intervals which are open at the time of the estimate but which have not started
producing, (2) wells that were shut-in for market conditions or pipeline connections, or (3) wells not capable of production for mechanical
reasons. Behind-pipe reserves are expected to be recovered from zones in existing wells that will require additional completion work or future
re-completion prior to the start of production.

Proved reserves. Proved oil and natural gas reserves are those quantities of oil and gas, which, by analysis of geoscience and engineering
data, can be estimated with reasonable certainty to be economically producible—from a given date forward, from known reservoirs, and under
existing economic conditions, operating methods, and government regulations—prior to the time at which contracts providing the right to operate
expire, unless evidence indicates that renewal is reasonably certain, regardless of whether deterministic or probabilistic methods are used for the
estimation.

Proved undeveloped drilling location. A site on which a development well can be drilled consistent with spacing rules for purposes of
recovering proved undeveloped reserves.

Proved undeveloped reserves or PUDs. Proved oil and natural gas reserves that are expected to be recovered from new wells on undrilled
acreage or from existing wells where a relatively major expenditure is required for re-completion. Reserves on undrilled acreage are limited to
those drilling units offsetting productive units that are reasonably certain of production when drilled. Proved reserves for other undrilled units
are claimed only where it can be demonstrated with certainty that there is continuity of production from the existing productive formation.
Estimates for proved undeveloped reserves are not attributed to any acreage for which an application of fluid injection or other improved
recovery technique is contemplated, unless such techniques have been proven effective by actual tests in the area and in the same reservoir.

Re-completion. The completion for production of an existing wellbore in another formation from that which the well has been previously
completed.

Reserve acquisition cost. The total consideration paid for an oil and natural gas property or set of properties, which includes the cash
purchase price and any value ascribed to units issued to a seller adjusted for any post-closing items.

R/P ratio (reserve life). The reserves as of the end of a period divided by the production volumes for the same period.

Reserve replacement. The replacement of oil and natural gas produced with reserve additions from acquisitions, reserve additions and
reserve revisions.

Reserve replacement cost. An amount per Boe equal to the sum of costs incurred relating to oil and natural gas property acquisition,
exploitation, development and exploration activities (as reflected in our year-end financial statements for the relevant year) divided by the sum
of all additions and revisions to estimated proved reserves, including reserve purchases. The calculation of reserve additions for each year is
based upon the reserve report of our independent engineers. Management uses reserve replacement cost to compare our company to others in
terms of our historical ability to increase our reserve base in an economic manner. However, past performance does not necessarily reflect future
reserve replacement cost performance. For example, increases in oil and natural gas prices in recent years have increased the economic life of
reserves, adding additional reserves with no required capital expenditures.
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On the other hand, increases in oil and natural gas prices have increased the cost of reserve purchases and reserves added through development
projects. The reserve replacement cost may not be indicative of the economic value added of the reserves due to differing lease operating
expenses per barrel and differing timing of production.

Reservoir. A porous and permeable underground formation containing a natural accumulation of producible oil and/or natural gas that is
confined by impermeable rock or water barriers and is individual and separate from other reserves.

Standardized measure. The present value of estimated future net revenues to be generated from the production of proved reserves,
determined in accordance with assumptions required by the Financial Accounting Standards Board and the Securities and Exchange
Commission (using prices as of the period end date and costs over the prior period for periods prior to 2009 and the average annual prices based
on the un-weighted arithmetic average of the first-day-of-the-month price for each month of periods beginning on or after January 1, 2009)
without giving effect to non-property related expenses such as general and administrative expenses, debt service and future income tax expenses
or to depreciation, depletion and amortization, and discounted using an annual discount rate of 10%. Because we are a limited partnership that
allocates our taxable income to our unitholders, no provisions for federal or state income taxes have been provided for in the calculation of
standardized measure. Standardized measure does not give effect to commodity derivative transactions.

Undeveloped acreage. Lease acreage on which wells have not been drilled or completed to a point that would permit the production of
commercial quantities of oil and natural gas regardless of whether such acreage contains proved reserves.

Working interest. The operating interest that gives the owner the right to drill, produce and conduct operating activities on the property and
the right to a share of production.

Workover. Operations on a producing well to restore or increase production.

v
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CAUTIONARY STATEMENT
REGARDING FORWARD-LOOKING INFORMATION

This document contains forward-looking statements that are subject to a number of risks and uncertainties, many of which are beyond our
control, which may include statements about:

e our business strategy;
e the amount of oil and natural gas we produce;
e the price at which we are able to sell our oil and natural gas production;

e our ability to acquire additional oil and natural gas properties at economically attractive prices;
® our drilling locations and our ability to continue our development activities at economically attractive costs;

® the level of our lease operating expenses, general and administrative costs and finding and development costs, including payments to
our general partner;

e the level of our capital expenditures;
e the level of cash distributions to our unitholders;
e our future operating results; and

e our plans, objectives, expectations and intentions.

All of these types of statements, other than statements of historical fact included in this document, are forward-looking statements. In some
cases, you can identify forward-looking statements by terminology such as “may,” “could,” “should,” “expect,” “plan,” “project,” “intend,” “anticipate,”
“estimate,” “predict, continue,” the negative of such terms or other comparable terminology.
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potential,” “pursue,” “target,
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The forward-looking statements contained in this document are largely based on our expectations, which reflect estimates and assumptions
made by our management. These estimates and assumptions reflect our best judgment based on currently known market conditions and other
factors. Although we believe such estimates and assumptions to be reasonable, they are inherently uncertain and involve a number of risks and
uncertainties that are beyond our control. In addition, management’s assumptions about future events may prove to be inaccurate. All readers are
cautioned that the forward-looking statements contained in this document are not guarantees of future performance, and our expectations may
not be realized or the forward-looking events and circumstances may not occur. Actual results may differ materially from those anticipated or
implied in the forward-looking statements due to factors described in Item 1A. under “Risk Factors.” The forward-looking statements in this
document speak only as of the date of this document; we disclaim any obligation to update these statements unless required by securities law,
and we caution you not to unduly rely on them.
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PART I

ITEM 1. BUSINESS

29 < 2 <
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References in this annual report on Form 10-K to “Legacy Reserves,” “Legacy,” “we
subsidiaries.

2 .
>

our,” “us,” or like terms refer to Legacy Reserves LP and it

Legacy Reserves LP

We are an independent oil and natural gas limited partnership headquartered in Midland, Texas, and are focused on the acquisition and
development of oil and natural gas properties primarily located in the Permian Basin, Mid-Continent and Rocky Mountain regions of the United
States. We were formed in October 2005 to own and operate the oil and natural gas properties that we acquired from our founding investors
(“Founding Investors™) and three charitable foundations in connection with the closing of our private equity offering on March 15, 2006. On
January 18, 2007, we completed our initial public offering.

Our primary business objective is to generate stable cash flows allowing us to make cash distributions to our unitholders and to support and
increase quarterly cash distributions per unit over time through a combination of acquisitions of new properties and development of our existing
oil and natural gas properties.

Our oil and natural gas production and reserve data as of December 31, 2010 are as follows:

® we had proved reserves of approximately 52.8 MMBoe, of which 74% were oil and natural gas liquids (“NGLs”) and 86% were
classified as proved developed producing, 2% were proved developed non-producing, and 12% were proved undeveloped;

e our proved reserves had a standardized measure of $774.8 million; and

® our proved reserves to production ratio was approximately 14.0 years based on the average daily net production of 10,337 Boe/d
(approximately 70% operated) for the three months ended December 31, 2010.

We have grown primarily through two activities: the acquisition of producing oil and natural gas properties and the development of
properties in established producing trends. From 2007 through 2010, we completed 65 acquisitions of oil and natural gas properties for a total of
approximately $705 million, excluding $49.2 million of non-cash asset retirement obligations. These acquisitions of primarily long-lived,
oil-weighted assets, along with our ongoing development activities and operational improvements, have allowed us to achieve significant
operational and financial growth during this time period.

Business Strategy

The key elements of our business strategy are to:

® Make accretive acquisitions of producing properties generally characterized by long-lived reserves with stable production and reserve
development potential;

® Add proved reserves and maximize cash flow and production through development projects and operational efficiencies;
e Maintain financial flexibility; and
e Reduce commodity price risk through oil, NGL and natural gas derivative transactions.

Operating Regions

Permian Basin. The Permian Basin, one of the largest and most prolific oil and natural gas producing basins in the United States, was
discovered in 1921 and extends over 100,000 square miles in West Texas and southeast New Mexico. It is characterized by oil and natural gas
fields with long production histories and multiple producing formations. The majority of our producing wells in the Permian Basin are mature oil
wells that also produce high-Btu casing head gas with significant NGL content. This region also contains the vast majority of
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our development inventory, both in terms of proved drilling locations (87% of our proved undeveloped reserves) as well as unproved drilling
locations. Our $45 million capital expenditures budget for 2011 is largely focused on the Permian Basin, including our continuous, one-rig
drilling program that is focused on our proved and unproved Wolfberry drilling locations. The Permian Basin was our only core operating region
until we expanded in April 2007 and remains our largest operating region. As discussed subsequently under “Acquisition Activities,” we recently
added to our Permian Basin asset base with a $100.8 million acquisition that closed in December 2010.

Mid-Continent. Our properties in the Mid-Continent region are primarily in the Texas Panhandle and Oklahoma. The vast majority of these
properties were acquired through several transactions from April 2007 through October 2008. Our Texas Panhandle wells produce mostly out of
the shallow Granite Wash, Brown Dolomite and Red Cave formations. Our operated properties in the Texas Panhandle are mostly mature oil
wells that also produce high-Btu casing head gas with significant NGL content, while our non-operated properties are mostly mature, low
pressure natural gas wells with high NGL content. Our Texas Panhandle fields contain proved reserves of 7.2 MMBoe (71% liquids), which are
approximately 62% of our proved reserves in the Mid-Continent region. Our most notable field in Oklahoma is the East Binger field in Caddo
County, Oklahoma. The East Binger Unit, the majority property in the field, is an active miscible nitrogen injection (tertiary recovery) project.
This field contains 3.3 MMBoe of proved reserves (82% liquids), which are almost 30% of our proved reserves in the Mid-Continent region.
Our remaining properties in the Mid-Continent region are located in multiple counties in Oklahoma, Texas, Kansas and Arkansas.

Rocky Mountain. Almost all of our properties in the Rocky Mountain region are in Wyoming. As discussed subsequently under “Acquisition
Activities,” this area became a core operating region for us after we completed a $125.5 million acquisition in the Big Horn and Wind River
Basins in February 2010, which we complemented with three much smaller, bolt-on acquisitions during 2010. This region is operated by a team
of experienced professionals out of our Cody, Wyoming office. The properties in this region are largely mature oil wells with a natural water
drive that produce primarily from the Tensleep, Minnelusa, Phosphoria and Embar formations.

Our proved reserves by area are as follows:

Proved Reserves by Operating Region as of December 31, 2010

Natural

Gas NGLs Total
Operating Regions Oil (MBoe) (MMcf) (MBoe) (MBoe) % Liquids % PDP % Total
Permian Basin 23,853 59,183(a) 439 34,156 71.1% 82.0% 64.6%
Mid-Continent 3,661 20,778 4,416 11,540 70.0% 97.2% 21.9%
Rocky Mountain 6,562 2,072 15 6,922 95.0% 84.6% 13.1%
Other 76 703 31 224 47.8 % 100.0 % 0.4%
Total 34,152 82,736 4,901 52,842 73.9% 85.8% 100.0%

(a) Most of our purchasers of natural gas in the Permian Basin compensate us for the NGL content in our natural gas volumes but do not
separately account for such volumes. As such, we are not allowed to report any of such natural gas volumes as NGLs, nor are we
permitted to report any such proved reserves as NGLs. Given the price disparity between an equivalent amount of NGLs compared to
natural gas, our realized natural gas prices in the Permian Basin are substantially higher than NYMEX Henry Hub natural gas prices due
to NGL content.

Acquisition Activities

During the year ended December 31, 2010, we completed 27 acquisitions of oil and natural gas properties with an aggregate purchase price
of approximately $281.9 million, excluding $17.6 million of non-cash asset retirement obligations. Based on reserve data prepared internally at
the time of these acquisitions reflecting management’s expectations of future prices, we added a total of approximately 17.5 MMBoe (14.0
MMBoe based on oil and natural gas prices of $79.50 and $4.40 per Bbl and MMbtu, respectively, as of December 31, 2010) of proved reserves
at an average reserve acquisition cost of $16.14 per Boe, ($20.10 per Boe based on December 31, 2010 oil and natural gas prices described
above) which excludes associated non-cash asset retirement obligations.
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Wyoming Acquisition. On February 17, 2010, Legacy purchased certain oil and natural gas properties located in Wyoming from St. Mary
Land & Exploration Company for a net cash purchase price of $125.5 million (the “Wyoming Acquisition”). The purchase price was financed
partially with net proceeds from Legacy’s January 2010 public offering of units and the remainder with borrowings under Legacy’s revolving
credit facility (“Credit Agreement”). The operating results from the Wyoming Acquisition properties are included from their acquisition on
February 17, 2010.

The allocation of the Wyoming Acquisition purchase price to the fair value of the acquired assets and assumed liabilities was as follows (in
thousands):

Proved oil and natural gas properties including related equipment $ 124,115

Unproved properties 6,143
Total assets 130,258

Future abandonment costs (4,709)
Fair value of net assets acquired $ 125,549

COG Acquisition. On December 22, 2010, Legacy purchased certain oil and natural gas properties located primarily in the Permian Basin
from COG Operating LLC, a wholly owned subsidiary of Concho Resources Inc., for a net cash purchase price of $100.8 million (the “COG
Acquisition”). The purchase price was financed partially with net proceeds from Legacy’s November 2010 public offering of units and the
remainder with borrowings from the Credit Agreement. The operating results from the COG Acquisition properties are included from their
acquisition on December 22, 2010.

The allocation of the COG Acquisition purchase price to the fair value of the acquired assets and assumed liabilities was as follows (in
thousands):

Proved oil and natural gas properties including related equipment $104,248

Unproved properties 5,072
Total assets 109,320

Future abandonment costs (8,506)
Fair value of net assets acquired $100,814

Development Activities

We have also increased reserves and production through development of our existing and acquired properties. Our development projects
include accessing additional productive formations in existing well-bores, formation stimulation, artificial lift equipment enhancement, infill
drilling on closer well spacing, secondary (waterflood) and tertiary (miscible CO2 and nitrogen) recovery projects, drilling for deeper formations
and completing tight formations.

As of December 31, 2010, we identified 163 gross (103.7 net) proved undeveloped drilling locations, 95 of which were identified and
economically viable at December 31, 2009, and 58 gross (36.4 net) re-completion and re-fracture stimulation projects. Excluding acquisitions,
we expect to make capital expenditures of approximately $45 million during the year ending December 31, 2011, including, but not limited to,
drilling 47 gross (25 net) development and exploratory wells and executing 17 gross (12.3 net) re-completions and re-fracture stimulations.
During the year ended December 31, 2010, we drilled 42 gross (18.1 net) wells, of which 24 were identified as proved undeveloped locations as
of December 31, 2009 and the remainder were proved undeveloped locations identified during the year ended December 31, 2010.

Oil and Natural Gas Derivative Activities

Our business strategy includes entering into oil and natural gas derivative contracts which are designed to mitigate price risk for a majority of
our oil, NGL and natural gas production over a three- to five-year period. We have entered into these derivative contracts for approximately 74%
of our expected oil, NGL and natural gas production from total proved reserves for the year ending December 31, 2011. We have also entered
into these derivative contracts for over 39%, on average, of our expected oil, NGL and natural gas production from total proved reserves for
2012 through 2015. The majority of our derivative contracts are in the form of fixed price swaps for NYMEX WTI oil, West Texas Waha

13



Edgar Filing: LEGACY RESERVES LP - Form 10-K

natural gas, ANR-Oklahoma natural gas and Rocky Mountain CIG natural gas. Additionally, we
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have sold two call options related to an existing WTI oil swap. These swap related options (“swaptions”) allow the counterparty to extend the
contract covering calendar year 2011 to either 2012, 2013 or both. We have also entered into a NYMEX WTI oil collar that combines a long put
option or “floor” with a short call option or “ceiling,” as well as multiple NYMEX WTI oil derivative three-way collar contracts. Each three-way
contract combines a short call, a long put and a short put. The use of the long put combined with the short put allows us to sell a call at a higher
price, thus establishing a higher ceiling and limiting our exposure to future settlement payments while also restricting our downside risk. Like a
collar, we receive the short call price (net) if the market price is above the short call price, and we receive the market price if the market price is

in between the short call and long put prices. Unlike a collar, however, if the market price is below the price of the long put, we receive the long

put price only if the market price is still above the short put price. If the market price has fallen below the short put price, we receive the
NYMEX WTI market price plus the spread between the short put and the long put prices.

Marketing and Major Purchasers

For the years ended December 31, 2010, 2009 and 2008, Legacy sold oil and natural gas production representing 10% or more of total
revenues to purchasers as detailed in the table below:

2010 2009 2008
Enterprise (Teppco) Crude Oil, LP 23% 22% 18%
Plains Marketing, LP 10% 10% 10%

Our oil sales prices are based on formula pricing and calculated either using a discount to NYMEX WTI oil or using the appropriate buyer’s
posted price, plus Platt’s P-Plus monthly average, less the Midland-Cushing differential less a transportation fee.

If we were to lose any one of our oil or natural gas purchasers, the loss could temporarily cause a loss or deferral of production and sale of
our oil and natural gas in that particular purchaser’s service area. If we were to lose a purchaser, we believe we could identify a substitute
purchaser. However, if one or more of our larger purchasers ceased purchasing oil or natural gas altogether, the loss of any such purchaser could
have a detrimental effect on our short-term production volumes and our ability to find substitute purchasers for our production volumes in a
timely manner, though we do not believe this would have a long-term material adverse effect on our operations.

Competition

We operate in a highly competitive environment for acquiring properties, securing and retaining trained personnel and marketing oil and
natural gas. Many of our competitors possess and employ financial, technical and personnel resources substantially larger than ours. As a result,
our competitors may be able to pay more for productive oil and natural gas properties and development projects and to evaluate, bid for and
purchase a greater number of properties and prospects than our financial or personnel resources permit. Our ability to acquire additional
properties and to find and develop reserves in the future will depend on our ability to evaluate and select suitable properties and to consummate
transactions in a highly competitive environment. Also, there is substantial competition for capital available for investment in the oil and natural
gas industry.

Seasonal Nature of Business

Generally, but not always, the demand for natural gas decreases during the summer months and increases during the winter months thereby
affecting the price we receive for natural gas. Seasonal anomalies, such as mild winters or hotter than normal summers, sometimes lessen this
fluctuation. Demand for natural gas and NGLs can be particularly weak in the fall and spring which, coupled with high inventory levels, could
result in the shut-in and deferral of production.

Environmental Matters and Regulation

General. Our operations are subject to stringent and complex federal, state and local laws and regulations governing environmental
protection as well as the discharge of materials into the environment. These laws and regulations may, among other things:

e require the acquisition of various permits before drilling commences;

4
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® restrict the types, quantities and concentration of various substances that can be released into the environment in connection with oil
and natural gas drilling and production activities;

® limit or prohibit drilling activities on certain lands lying within wilderness, wetlands and other protected areas; and

® require remedial measures to mitigate pollution from former and ongoing operations, such as requirements to close pits and plug
abandoned wells.

These laws, rules and regulations may also restrict the rate of oil and natural gas production below the rate that would otherwise be possible.
The regulatory burden on the oil and natural gas industry increases the cost of doing business in the industry and consequently affects
profitability. Additionally, Congress and federal and state agencies frequently revise environmental laws and regulations, and any changes that
result in more stringent and costly waste handling, disposal and cleanup requirements for the oil and natural gas industry could have a significant
impact on our operating costs.

The following is a summary of some of the existing laws, rules and regulations to which our operations are subject.

Waste Handling. The Resource Conservation and Recovery Act, or RCRA, and comparable state statutes, regulate the generation,
transportation, treatment, storage, disposal and cleanup of hazardous and non-hazardous wastes. Under the auspices of the Federal
Environmental Protection Agency, or the EPA, the individual states administer some or all of the provisions of RCRA, sometimes in conjunction
with their own, more stringent requirements. Drilling fluids, produced waters, and most of the other wastes associated with the exploration,
development, and production of crude oil or natural gas are currently regulated under RCRA’s non-hazardous waste provisions. However, it is
possible that certain oil and natural gas drilling and production wastes now classified as non-hazardous could be classified as hazardous wastes
in the future. Any such change could result in an increase in our costs to manage and dispose of wastes, which could have a material adverse
effect on our results of operations and financial position.

Comprehensive Environmental Response, Compensation and Liability Act. The Comprehensive Environmental Response, Compensation
and Liability Act, or CERCLA, also known as the Superfund law, imposes joint and several liability, without regard to fault or legality of
conduct, on classes of persons who are considered to be responsible for the release of a hazardous substance into the environment. These persons
include the owner or operator of the site where the release occurred and anyone who disposed or arranged for the disposal of a hazardous
substance released at the site. Under CERCLA, such persons may be subject to joint and several liability for the costs of cleaning up the
hazardous substances that have been released into the environment, for damages to natural resources and for the costs of certain health studies.
In addition, it is not uncommon for neighboring landowners and other third-parties to file claims for personal injury and property damage
allegedly caused by the hazardous substances released into the environment.

We currently own, lease, or operate numerous properties that have been used for oil and natural gas development and production for many
years. Although we believe that we have utilized operating and waste disposal practices that were standard in the industry at the time, hazardous
substances, wastes, or hydrocarbons may have been released on or under the properties owned or leased by us, or on or under other locations,
including off-site locations, where such substances have been taken for disposal. In addition, some of our properties have been operated by third
parties or by previous owners or operators whose treatment and disposal of hazardous substances, wastes, or hydrocarbons were not under our
control. These properties and the substances disposed or released on them may be subject to CERCLA, RCRA, and analogous state laws. Under
such laws, we could be required to remove previously disposed of substances and wastes, remediate contaminated property, or perform remedial
plugging or pit closure operations to prevent future contamination.

Water Discharges. The Federal Water Pollution Control Act, or the Clean Water Act, and analogous state laws, impose restrictions and strict
controls with respect to the discharge of pollutants, including spills and leaks of oil and other substances, into waters of the United States. The
discharge of pollutants into regulated waters
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is prohibited, except in accordance with the terms of a permit issued by the EPA or an analogous state agency. Federal and state regulatory
agencies can impose administrative, civil and criminal penalties for non-compliance with discharge permits or other requirements of the Clean
Water Act and analogous state laws and regulations.

The Oil Pollution Act of 1990, as amended or OPA, which amends the Clean Water Act, establishes strict liability for owners and operators
of facilities that cause a release of oil into waters of the United States. In addition, owners and operators of facilities that store oil above
threshold amounts must develop and implement spill response plans.

Safe Drinking Water Act. Our injection well facilities may be regulated under the Underground Injection Control, or UIC, program
established under the Safe Drinking Water Act, or SDWA. The state and federal regulations implementing that program require mechanical
integrity testing and financial assurance for wells covered under the program. The federal Energy Policy Act of 2005 amended the UIC
provisions of the federal SDWA to exclude hydraulic fracturing from the definition of underground injection. Congress is currently considering
bills to repeal this exemption. Further, some states have adopted and other are considering legislation to restrict hydraulic fracturing. Wyoming
has adopted legislation requiring drilling operators conducting hydraulic fracturing activities to publically disclose the chemicals that are used.

Air Emissions. The Federal Clean Air Act, and comparable state laws, regulates emissions of various air pollutants through air emissions
permitting programs and the imposition of other requirements. In addition, the EPA has developed, and continues to develop, stringent
regulations governing emissions of toxic air pollutants at specified sources. Federal and state regulatory agencies can impose administrative,
civil and criminal penalties for non-compliance with air permits or other requirements of the Federal Clean Air Act and associated state laws and
regulations.

National Environmental Policy Act. Oil and natural gas exploration and production activities on federal lands are subject to the National
Environmental Policy Act, or NEPA. NEPA requires federal agencies, including the Department of the Interior, to evaluate major agency actions
having the potential to significantly impact the environment. In the course of such evaluations, an agency may prepare an Environmental
Assessment that assesses the potential direct, indirect and cumulative impacts of a proposed project and, if necessary, will prepare a more
detailed Environmental Impact Statement that may be made available for public review and comment. All of our current exploration and
production activities, as well as proposed exploration and development plans, on federal lands require governmental permits that are subject to
the requirements of NEPA. This process has the potential to delay the development of oil and natural gas projects.

OSHA and Other Laws and Regulation. We are subject to the requirements of the federal Occupational Safety and Health Act (OSHA) and
comparable state statutes. The OSHA hazard communication standard, the EPA community right-to-know regulations under Title III of
CERCLA and similar state statutes require that we organize and/or disclose information about hazardous materials used or produced in our
operations. We believe that we are in compliance with these applicable requirements and with other OSHA and comparable requirements.

In 2007 the U.S. Supreme Court held in a case, Massachusetts, et al. v. EPA, that greenhouse gases fall within the federal Clean Air Act’s
definition of “air pollutant,” which could result in the regulation of greenhouse gas (“GHG”) emissions from stationary sources under certain Clean
Air Act programs. In response, on December 7, 2009, the EPA announced its findings that emissions of greenhouse gases present an
“endangerment to human health and the environment.” The EPA based this finding on a conclusion that greenhouse gases are contributing to the
warming of the earth’s atmosphere and other climate changes. The EPA later adopted regulations that would require a reduction in emissions of
greenhouse gases from motor vehicles which became effective on January 2, 2011. The EPA has determined that such regulations trigger permit
review for greenhouse gas emissions from certain stationary sources commencing when the motor vehicle standards took effect. The EPA
published its final rule to address the permitting of GHG emissions from stationary sources under the Prevention of Significant Deterioration
(“PSD”) and Title V permitting programs in May 2010. This rule “tailors” these permitting programs to apply to certain stationary sources of GHG
emissions in a multi-step process, with the largest sources first subject to permitting. The EPA has determined that facilities required to obtain
PSD permits for their GHG emissions also will be required to reduce those emissions according to “best available control technology” standards
for GHG that have yet to be developed. In addition, in late September 2009, the EPA issued its final rule requiring the reporting of greenhouse
gases from large greenhouse gas emissions sources in the United States beginning in 2011 for emissions in 2010. Mandatory
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reporting requirements for oil and natural gas systems were published on November 30, 2010 and require reporting in 2012 for emissions in
2011. New legislation or regulatory programs that restrict emissions of greenhouse gases in areas in which we conduct business could have an
adverse affect on our operations and demand for our products. Currently, our operations are not adversely impacted by existing state and local
climate change initiatives and, at this time, it is not possible to accurately estimate how potential future laws or regulations addressing
greenhouse gas emissions would impact our business. Finally, it should be noted that some scientists have concluded that increasing
concentrations of GHGs in the Earth’s atmosphere may produce climate changes that have significant physical effects, such as increased
frequency and severity of storms, floods and other climatic events; if any such effects were to occur, they could have an adverse effect on our
exploration and production operations.

We believe that we are in substantial compliance with all existing environmental laws and regulations applicable to our current operations
and that our continued compliance with existing requirements will not have a material adverse impact on our financial condition and results of
operations. For instance, we did not incur any material capital expenditures for remediation or pollution control activities for the year ended
December 31, 2010. Additionally, as of the date of this document, we are not aware of any environmental issues or claims that
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