


NEED TO FINANCE GROWTH?
HERE'S AN OPTION TO EXPLORE.

From debt to equity, production to drilling, finance with Goldman Sachs E&P Capital

Goldman Sachs E&P Capital is a principal investor for the energy industry focusing on creative
solutions for project, corporate, and structured financings. Our target investments range from ten
to $150 million with structures including Senior Debt, Subordinated Debt, Project Debt,
Preferred Equity, Drilling Partnerships, Common Equity, Asset Monetizations, and Volumetric
Production Payments. We can even help finance the largest projects and transactions, including
acquisitions, new development, and more. By consulting with Goldman Sachs, you gain access
to extensive resources — financial, technical, and intellectual — including our insight on
commodity risk management. Plus, our team has broad industry experience, bringing you the
dedicated support you need.

To discover how we can help finance your next project, visit gs.com/epcapital or contact:

Kurt A. Talbot John K. Howie
Head of E&P Vice President
(713) 658-2680 (713) 658-2682
kurt.talbot@gs.com john.howie@gs.com

Goldman Sachs E&P Capital Senior Debt ® Subordinated Debt ® Project Debt ® Common Equity
Preferred Equity e Drilling Partnerships ® Asset Monetizations ® Volumetric Production Payment
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To the oil and gas industry,
we offer premium advice
with full service.

Ernst & Young is a global leader in the oil and gas industry. Our
hand-picked group of professionals has deep experience in risk,
tax, and transactions. And we maintain a global industry presence
with significant resources concentrated in important energy
centers. We have the information and advice you need, when and
where you need it. ey.com/us/oilandgas

Announcing the Ernst & Young Energy Center—a catalyst for
innovative and collaborative approaches that address today’s
most complex industry issues. The Ernst & Young Energy
Center—Thought Leadership, Tailored Services, Forums,
and Training.

Audit - Tax - Transaction Advisory Services i” ERNS T& YOUNG
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STRETCHING TO GROW

apital markets for the oil and gas industry
are hotter this year than popcorn explod-
ing in your microwave. It appears there
is no reason a solid business plan cannot
obtain capital on favorable terms.

Dollars for start-ups and well-established producers
are more plentiful now than at any time in the past 20
years, between their own robust cash flows and eager
energy investors. What’s more, that capital is more
likely to be available on more generous and flexible
terms than in the past.

In addition to being well-armed and poised to do
deals, some banks and private capital providers are will-
ing to stretch further than ever before to give collateral
value to proved undeveloped (PUD) reserves. “Last
" says
one private-equity and mezzanine provider, “but this

year we heard people talking about PUD creep,’

year, we are starting to hear about ‘possibles creep.””

The flood of capital is fueling a surge in drilling,
with the U.S. land-rig count at a 20-year high and
greater utilization rates seen in the Gulf of Mexico.
Although the acquisition and divestiture market is
fast-paced, observers expect it to pick up even more
this year, fueled by buyers with plenty of free cash
flow or highly valued stocks to be used as currency,
and institutional money.

For two or three years now, capital has been flooding
into the sector, most recently boosted by the astonishing
climb in oil and gas prices during the past six months.

It is not “funny money.” Rather, it is smart capital
from seasoned investors and capital aggregators who
have been in business awhile. They are increasing

their exposure to energy—or turning to it for the first
time in several years.

In addition, plenty of new private-capital sources
have rushed to join the party, such as Vulcan Capital,
which is essentially a fund full of Silicon Valley profits
started by Microsoft co-founder Paul Allen.

The public-capital markets are healthy too. Several
energy-related initial public offerings have been made
in the past six months. At press time, already public
Chesapeake Energy Corp. announced two private
placements with undisclosed investors to raise an
aggregate $1 billion to fund its recent acquisitions.

Capital providers are doing more than stretching
their deal terms; they are expanding their investment
horizons. Long-time sources of private capital such as
Warburg Pincus are making forays into smaller E&P
names, the midstream, energy technology and interna-
tional deals, sometimes even coal, in addition to tradi-
tional funding of public and private E&P companies.

The smart money is proceeding with caution. One
executive, starting his third, private, E&P company
since 1999, told us that this time, he intends to hold
the company for a while and build it with annuity-
type production, rather than “flipping” it in a year or
two for a quick profit, as is common these days.

This special report will bring you up to date on
what has changed since our Capital Formation report
last year, and it contains many helpful points on the
type of deals being done, the commercial debt out-
look, mezzanine sources and much more.

—Leslie Haines,
Editor-In-Chief

AN INTROD

To assist in your capital-formation efforts, these are some of the articles that have
appeared in Oil and Gas Investor since last year’s Capital Formation report.

0 Dear Private Equity, Greetings from
Hubbert's Peak. A discussion of
frends fueling private-equity growth.
January 2005

0 Capital Clout. The 2005 outlook for
public and private markets for debt
and equity. December 2004

0 From Across the Pond. A look at
international banks BNP Paribas,
Royal Bank of Scotland and Calyon.
December 2004

[0 Public vs. Private Capital. The roles of
public and private equity are com-
plementary. December 2004

0 Ladenburg Keeps an Eye on the Little
Guy. New York investment-banking
firm Ladenburg Thalman returns to
energy with a focus on small-cap
companies. November 2004.

00 Small-Cap Capital. Providers and
recipients of public and private cap-
ital discuss their recent deals.
October 2004
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0 More Money. A look at some private
capital sources' deals and criteria.
July 2004

0 Climbing the Capital Curve. Profiles
of three start-ups backed by private
capital. May 2004.

For copies of these issues, or of last
year's report, Capital Formation 2004,
please contact Jacquari Harris at
jharris@hartenergy.com or (713) 993-
9325 x 126.
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PetrolInvest

The Private Placement Drilling Partnership Exchange

Who We Are

Petrolnvest LLC 1is the innovator of
the only Web based exchange that
matches private placement drilling
partnerships with general securities
broker dealers.

Why We Exist—The O&G
Company Viewpoint

The micro-cap oil and gas compa-
nies drill the majority of domestic
wells each year but fly below Wall
Street’s radar screen. They aren’t
sharing in the increased availability
of capital, which requires a proven
reserve base on which to build an
equity and debt package.

Many micro-cap O&G firms rely
on internal cash flow plus family and
friends for their capital needs.
Increasing activity past your current
financing strength means third party
funding. Firms unwilling to live
with the
covenants, or those without enough

reserve-based loan
non-dedicated producing properties,
have limited options.

These “Sub-Wall Street” firms
usually sell all or part of their project
to “the industry;” that small group of
very knowledgeable drilling capital
providers, ranging from individuals
up to the larger O&G companies.
These sources are willing to fund
drilling exploratory projects—but at a
stift price (refer to the Case Studies
next page).

Entertaining the idea of partnership
funding, many firms found excessive
barriers to entry: 1) their buddies
don’t use partnerships, 2) a fear of
securities regulators, 3) the initial
start-up costs and 4) becoming
associated with a “boiler-room” bro-
ker/dealer. With a foundation in both
the petroleum industry and the securi-
ties industry, Petrolnvest is uniquely
positioned to solve these problems.

Petrolnvest can demystify partner-
ships—they are just a joint venture or
farmout. We guide you to specialized
legal and financial service providers.
The Web site lowers the cost of mar-

keting. Because we represent multi-
ple partnerships, we penetrate the
securities community deeper and
with a broader appeal than a tradi-
tional wholesaler.

Why We Exist—Investor and
Financial Advisor Viewpoint
Most of us with gray hair remember,
with some uneasiness, when limited
partnerships gave the petroleum
industry a black eye during the 1980s.
There is nothing wrong with the the-
ory of investing in drilling partner-
ships. The investor and his registered
advisor just need professional, petrole-
um knowledgeable help. They want
the ability to compare multiple oppor-
tunities apples to apples.

This is what makes Petrolnvest
unique.

It isn’t that drilling deals went away
completely since the ’80s. Already this
year, the handful of organizers have
raised record amounts of partnership
capital. But still this is a drop in the
bucket of total discretionary funds
controlled by the accredited investors.

Many non-petroleum investors and
their advisors are just plain afraid. The
current marketing system relying on
individual wholesalers gathering
together a selling syndication is very

Steven King, president of Petrolnvest LLC

inefficient and fails to instill confi-
dence. Then there are still the “boiler-
room” operations.

The investor wants to feel he is
getting a fair deal. Petrolnvest brings
standardization and transparency
to this funding marketplace for the
first time. We are setting a high
professional standard, especially by
our requirement for rigorous inde-
pendent technical due diligence,
which is almost totally lacking out
there today.

Petrolnvest has developed a 21st
century solution to these historical
problems. Our compensation is heavily
weighted towards production rev-
enue, meaning our best interest is
aligned with the investors’—making
money from producing O&G, not
from the selling of partnerships.

OTHER STRATEGIC REASONS PARTNERSHIPS WORK
Other funding options—After a few successful partnerships, you have a
faithful following of brokers and investors receptive to other ideas, includ-

ing private equity.

Project control—Your partner is an entity you manage vs. an industry

player with an independent agenda.

Operating efficiencies—Managing 100% brings savings, operational
efficiencies and reduces decision fime delays.
Off balance sheet funding—This is normally project financing not a cor-

porate obligation.

Exit strategy—When selling the assets or corporation, the partnership
unit holders will normally join in; selling a 100% interest usually commands

a higher per Mcf price.

Exit strategy—Before going public, roll up the partnership remaining
reserves for company stock, increasing your PV10 value. This is probably
the easiest paper acquisition you can make. After listing, these small
shareholders will frade your stock—something Wall Street likes.

Advertisement



The Role of Petrolnvest—
Doing It the Right Way

The Petrolnvest business plan is to be
a conduit between that large group of
micro-cap oil and gas companies and
the very large group of registered
investment advisors representing the
accredited investors.

Using the power of the Internet,
Petrolnvest brings cost savings
to the fund-raising process. This
means more of the money raised
goes into the ground—or another
way to look at it, it means the
same amount of money drills more
wells, increasing the size of the
potential production; thereby mak-
ing everyone’s percentage owner-
ship more valuable.

The Petrolnvest system for pre-
sentation relies on properly under-
standing the structure of the deal and
its risks, inputting costs and cash
flows, and then generating the most
likely, risk-adjusted, economic pro-
jections. While these projections can
not be considered promises, they do
allow the opportunities to be com-
pared side by side.

What Petrolnvest Is
Looking For
More than just the prospect generator,
you have to be an O&G operator or
be part of a group that can operate.
Multiple independent prospects
(each being an initial well, with or
without follow-up development wells)
organized as a program, or a multiple
well in-field program will sell faster.
However, the stand-alone prospect can
also sell, because the brokers are
encouraged to take a portfolio approach
when using the Petrolnvest system.
The prospect has to be in hand
with the pre-drill activity done. Blind
pools will not be considered except:
*An exploratory program based
on realistic expectations provided
1) it is based on a definable plan such
as 3D being interpreted, 2) sufticient
open acreage exists or you have lease
options, and 3) the technical due dili-
gence team reviews the prospect(s)
before release of funds for drilling.
*Acquisition (either for the whole
package or as the exploitation por-
tion on top of debt) funds in escrow
before an offer i1s made. Generic

economics are used for fund raising
but due diligence confirms that the
acquisition meets or exceeds that
hurtle before release of funds.

What You Get Out of It
A lower cost of money, while provid-
ing a real investment opportunity to
the non-petroleum investor is the
Petrolnvest hallmark. Any deal priced
above one equal to the NPV of the
industry farmout but below one
where the investor and the O&G
company are have equal NPVs, will
benefit you, while still giving the
investor an outstanding opportunity.
In the Case Studies below, the
O&G company could have more than
doubled its NPV using a partnership
vs. an industry deal.

How to Proceed

Each deal presentation is hand
crafted; therefore, the ecarlier we get
the Dbetter. Check
www.petroinvest.com and then contact

involved,

Steven King, president of Petrolnvest
LLC at (713) 667-5692 or at
sking@petroinvest.com. ®

CASE STUDIES: Demonstrate the attractiveness of
partnerships as a lower cost, drilling capital source. The
three deals in each case use the same O&G project, pro-
duction/revenue and costs. The only difference is the deal.

Case One would be typical of a single, high produc-
tion rate, multiple zone prospect. The initial risk of a dry
hole is high, 25% POS (probability of success), but if suc-
cessful, three 75% POS development locations exist.
Case Two is a 80% POS program of eight in-field loca-
tions, which settles into relafively flat production decline
after the inifial decline.

Risk-adjusted, discounted (at 10%) cash flow analysis
was performed. The before tax results shown are net to
the capital providers and prospect organizer (after

costs, broker commissions, Petrolnvest's carried working
inferest, etc.). EPVI = present value of $1 invested, CoC
= cash returned for $1 invested, NPV = net present
value, and IRR = internal rate of return, all being risk-
adjusted, expected values.

The first deal for each is a third for a quarter at casing
point industry deal (0% cost until logging, then 25% working
interest including development wells). The second deal
analyzed (a flat carried interest in all operations and all
wells) gives the O&G operator the same NPV as the industry
deal. Third, we calculated the partnership terms (a smaller
carried working interest converting to a larger working inter-
est after the investor's payout) needed for equal NPVs for
both the investor group and the partnership organizer.

Unrisked Mcfe Investors or Farmin 0&G Mcfe Prospect Organizer
Gross Reserves Before Tax: Reserves Before Tax:
Deal Project Risked EPVI cocC NPV IRR Risked EPVI coc NPV IRR

Case #1 1/3for1/4 @ bbl 0

High casing Mcf 27,438,082 | 3,170,191 3.44 4.95  $8,584,759  101% | 1,058,290 2.76 2.77  $1,945,162 39%
Risk 10.50% bbl 0

25% 75% POS | Carried WI Mcf 27,438,082 | 3,433,073 2.83 4.49  $7,701,697 59% 511,860 4.97 4541  $1,953,339  515%
High 5% BPO bbl 0

Reward 40% APO Mcf 27,438,082 | 2,613,344 2.18 3.42  $4,952,514 57% | 1,376,376 12.92 12210 $4,782,967  402%
Case #2 1/3 for 1/4 @ bbl 118,775

Low casing Mcf 1,737,982 922,155 3.03 453  $2,576,630 141% 308,944 2.53 2.67 $603,519 52%
Risk 9.60% bbl 118,775

80% POS Carried WI Mcf 1,737,982 | 1,009,308 2.56 3.98 $2,177,035 68% 150,904 468 22.27 $603,133  405%
Medium 5% BPO bbl 118,775

Reward 35% APO Mcf 1,737,982 808,093 2.04 3.19  $1,447,464 64% 365,480 7.40 53.94 $1,352,917 396%
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EZZANINE MARKET

MIDDLE-MARKET MONEY

Mezzanine financiers fill the space between public and private equity and bank debt.

ARTICLE BY DAVID WAGMAN

he list of mezzanine-finance providers

might not be as long as it was during the

raucous days in the 1990s when Enron,

Aquila, Duke and Mirant were major

players. But mezz money appears suffi-
cient to satisfy demand.

“The market is strongly on the mend from having
been decimated in the wake of the Enron bankruptcy
(in late 2001),” says Scott Johnson, co-founder of
Weisser, Johnson & Co., a Houston-based firm that
advises energy companies on arranging capital.

The total value of mezzanine deals in 2001 was about
$1.3 billion. Activity slipped to some $350 million in
2002 and remained there in 2003. Deal volume last year
was up from 2003, “but not dramatically higher,” he says.

Mezzanine finance typically backs two primary oil
and gas activities: acquisitions and development
drilling. Of the two, demand for acquisition-related
financing is down, Johnson says. That’s because fewer
large producers are divesting their smaller, lower-mar-
gin properties while high commodity prices have
made even lower-margin properties healthy earners.

environment can be sustained going forward, and
those that believe “what goes up must come down.”

Smaller producers’ equity position is not strong
enough to let them bet on where prices may go.

“They have to know their reserves would still pro-
vide cash flows if prices fall back to historical levels,”
Bernardy says.

A typical mezzanine borrower lacks a large produc-
tion base and has little cash flow, if any, says Johnson.
In most cases, the mezzanine loan is a first lien and is
usually the only debt on the borrower’s property. An
overriding royalty also may be included. Typical
returns have been between 15% and 20%, although
recent competition is eroding that somewhat. Of that,
between 9% and 11% comes from the coupon on the
debt. The rest represents royalty payments.

“A couple of providers might consider an equity
investment in the company if that is needed,”
Johnson notes.

Drillbit-focused transactions are up, says Paul Beck,
division director for Macquarie Bank in Houston. In
such a deal, the company seeking mezzanine financing
may have minimal—even no—production, but does
have proved reserve locations to drill like coalbed

“The market is strongly on the mend from hav-
ing been decimated in the wake of the Enron
bankrupftcy (in late 2001).”

methane in Wyoming’s Powder River Basin.
Macquarie recently closed on a $35-million Gulf
of Mexico transaction. The E&P borrower had no

—Scoftt Johnson,
Weisser, Johnson & Co.

While larger producers typically feed the acquisition
market with their cast-offs, the supply of acquirable
properties is relatively thin right now.

“Demand is less than it otherwise would be, although
there are significant development-drilling projects,” he
says. “Most mezzanine money is going there.”

Mezzanine lenders provide development capital to
convert non-cash-flow assets into cash-flow assets,
beyond what banks are comfortable doing, says Rich
Bernardy, chief financial officer and managing director
of NGP Capital Resources Co., Houston, a mezza-
nine provider that recently went public.

He sees the acquisition market split into two
camps: those companies that believe the high price

production to speak of, but numerous “discrete”
drilling opportunities, Beck says. The deal was struc-
tured into three tranches of debt and included an ini-
tial $15 million to drill selected proved undeveloped
(PUD) prospects.

“Based on the success of that drilling, we’ll free up
the rest of the commitment,” Beck says. The money
carries an interest rate of about 10%, and the borrower
came with just farm-out properties. “We couldn’t
even file mortgages,” he says.

CHANGING PARAMETERS

Competition among lenders has led some to lower their
expected-return thresholds. Deals with sub-10% cost-
of-capital rates are being written today, compared with
rates in the mid-teens a few years ago, says Petrobridge
Investment’s managing director Michael Keener.

Aside from lowering its overall return thresholds,
Macquarie Bank is building a traditional commercial
bank portfolio, “which was not our directive two and
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a half years ago,” Beck says. The firm’s strategy now is
to build business through commercial banking in the
hopes that this will create synergies that in turn will
generate mezzanine-finance business.

Mezzanine lenders are perhaps slightly more aggres-
sive in pursuing deals, says Johnson. Five years ago,
lenders expected stronger collateral coverage from
producing properties. “They wanted a strong return
on capital” from day one, he says. Return on capital is
still important, “but,” Johnson says, “there has been a
step toward requiring less capital and allowing more
straight drilling risk, especially on properties with a
history of success.”

High commodity prices are leading to significant
opportunities to drill and develop new oil and natural
gas properties, making it attractive for new sources of’
capital to enter the market.

One such player is Prospect Energy Corp.
Founded by a group of former Merrill Lynch execu-
tives, Prospect raised about $110 million in its first
public offering last July and is now looking to put that
money to work in the energy sector through mezza-
nine investments. To date, the company has made
four relatively modest commitments, but sees its
sweet spot as making $5- to $10-million deals for oil
and gas properties.

John Barry, chairman and chief executive of
Prospect, explains the preferred deal structure. It
might include a 50% senior debt component at an
interest rate of about 4%, a 30% subordinated debt
component (provided by Prospect) at a rate between
12% and 15%, and a 20% equity component that pays
a return between 20% and 30%. The mezzanine por-
tion would be secured by collateral and cash flow.

“If the numbers work, we’re happy,” says Barry,
who added that his fund is not interested in taking
control of a borrower’s company. “Our job is to pay a
dividend to our common sharcholders. We like to
invest in companies that enable us to do that.”

With large E&P companies throwing oft relatively
fewer properties to the acquisition market, Prospect

bl

Energy is targeting small and family-run E&P compa-
nies for prospects. Those companies may consider the
high price environment a signal that it’s a good time
to sell for several reasons. First, they would likely pay
capital gains rather than ordinary income tax on the
sale. Second, they may feel that high commodity
prices may be close to a reversal. And third, they pre-
fer to drill in a high price environment rather than
own producing properties.

Sellers can recover several years of cash flow as a
capital gain in one sale, Barry says.

At NGP Capital Resources, which was formed in
late 2004, a sweet-spot loan would be between $20-
and $40-million, Bernardy says. The newly public
mezzanine provider has only a few deals on its books.

Bernardy describes a hypothetical deal in which
the company might participate: a borrower might
have $40 million worth of proved developed produc-
ing (PDP) reserves and another $40 million in other
proved assets. The borrower might qualify for $25-

THE MEZZANINE

to $50 million of bank debt, given a
bank’s typical price deck on PDPs.
NGP Capital could provide the
additional $15- to $25 million to
tully develop the borrower’s pool of
proved assets.

That money could be provided
in one of two ways. NGP Capital
could write a vertical loan in which
it would provide $25- to $30 mil-
lion of senior debt as well as $20
million in additional capital to bring
in the other assets. Or, the borrower
could arrange to have a senior bank
provide a $25-million, first-lien loan
and NGP could invest $20 million
of sub-debt. Depending on a vari-
ety of factors, including manage-
ment team and the assets them-
selves, NGP Capital might expect
to earn a return in the mid-teens on
its investment.

“I look at a situation where it’s
the difference between actual risk
and perceived risk,” Bernardy says.
“We can really get hold of the
assets and get a high level of confi-
dence in our borrower’s ability to
execute the program.”

Johnson expects the mezzanine-
finance market to strengthen through
the rest of this year. He’s looking for
a recovery in acquisition activity, but
expects that will follow only a mod-
erate step-down 1in prices.

“Certainly it will gear up volumes
of activity in this market,” he says.

Bernardy also says he feels positive
about the market’s potential through
2005. The firm’s deal log has about 30
potential transactions currently under
consideration. He also feels bullish that
producers continue to be active with a
“wealth of mature assets in North
America not fully exploited.”

Paul Beck, division director for
Macquarie Bank, says the firm’s
strategy now is to build business
through commercial banking in
the hopes that this will create
synergies that in turn will gener-
ate mezzanine-finance business.

Mezzanine lenders’ capital allows
companies to grow, says Rich
Bernardy, managing director of
NGP Capital Resources Co.

However, he cautions, “this has aspects of a bubble

market.”

Investors are excited about energy. Having been

through two bubble markets in 1980 and 1998,
Bernardy is reserving judgment on what kind of year
2005 turns out to be. M
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QUANTUM ENERGY PARTNERS

Quantum Energy Partners (“Quantum”) is a leading provider of private equity to the energy industry.
We primarily invest in oil and gas companies focused on building their reserve base through
acquisitions, exploitation and exploration, but also consider opportunities in the mid-stream, gas
storage and independent power sectors. Quantum currently has over $670 million in capital under
management.

Quantum is an ideal financial partner for successful energy entrepreneurs who want to take
advantage of our substantial experience gained as owners, operators, financiers and advisors of
oil & gas and midstream companies. Additionally, the Quantum investment team truly understands
your business as its principals combine a multidisciplinary expertise in finance and tax, M&A,
engineering, geology, geophysics and operations.

Quantum is seeking investment opportunities in the U.S. and Canada. Our target investment size
is $10 to $50 million, with the ability to make larger investments when needs warrant. Unlike most
other private equity funds, Quantum will invest in limited partnerships or LLC’s, which creates
significant tax advantages for its portfolio company management teams.

Our investment strategy is to invest in companies that focus on building portfolios of assets that
will be attractive acquisition candidates for larger companies, whereby the following are present:

* Proven entrepreneurs with a track record that can demonstrate a history of successful risk/
return analysis and capital allocation decisions;

* Entrepreneurial management team that possesses strong technical, financial, managerial and
operational capabilities;

* The company has sustainable competitive advantages within a defined geographic region or
segment of the industry; and

* Management team that is willing to invest a meaningful portion of their liquid net worth
alongside Quantum.

Since inception, Quantum has made 26 investments across three funds. To date 13 of those
investments have been realized or partially realized.

b

S. Wil VanLoh, Jr. Toby R. Neugebauer

Managing Partner Managing Partner

777 Walker St, Suite 2530, Houston, TX 77002
T: 713-225-4800 -+ F: 713-225-5700 °* www.quantumep.com




QUANTUM ENERGY PARTNERS
Quantum’s active portfolio companies include
MERITAGE

ENERG
PARTNER‘-‘» 01 LC

STRAVAGEM

)( Rockford Energy —‘E .
:Energy@uest Resources, LP E NEREGY-CORP
$50,000,000 $25,000,000 coN $14,600,000 $19,312,500
The undersigned has made an equity The undersigned has made an equity The undersigned has made an equity The undersigned has made an equity
investment in Rockford Energy Partners I, investment in EnergyQuest Resources, LP investment in Stratagem Energy Corp. which investment ir. Meritage Energy Partners
LLC which will engage in acquisition which will primarily engage in acquisition will erl,gug! in acquisition, exploitation I & I LLC which will engage in acquisition
and exploitation activities throughout the and exploitation activities along the Texas and lop activities through and exploitation activities in the Rocky
United States. and Louisiana Gulf Coast and CBM activities Saskatchewan and Alberta, Canada. Mountain region and CBM activities in
in the Mid-Continent. the Mid-Continent.
®QUANTUM ENERGY PARTNERS IIl, LP ®QUANTUM ENERGY PARTNERS Iff, LP ®QUANTUM ENERGY PARTNERS Ill, LP ®QUAN7UM ENERGY PARTNERS | & If, LP
Tri p 0 i n t Nnrlhpnint Energy Ltd
Energy CELERO ENERGY
Ltd.
CHALEER ENERGY PARTNERS, LP
$11,400,000 $80,000,000 $15,000,000 coN $11,400,000
The undersigned has made an equity The undersigned has made an equity The undersigned has made an equity The undersigned has made an equity
investment in Tripoint Energy Ltd. which investment in Celero Energy, LP which will investment in Chalker Energy Partners, LP investment in Northpoint Energy Ltd. which
will engage in acquisition, exploration and engage in acquisition and exploitation which will engage in acquisition and will engage in acquisition, exploration and
develgpment activities throughout British activities in the Permian Basin and legacy exploitation activities in East Texas and along levelopment activities throughout British
Columbia and Alberta, Canada. asset transactions with major oil companies. the Texas Gulf Coast. Columbia and Alberta, Canada
®QUANTUM ENERGY PARTNERS I, LP ®QUANTUM ENERGY PARTNERS 11 & I, LP ®QUANTUM ENERGY PARTNERS I, LP ®QUANTUM ENERGY PARTNERS II, LP
Y
- EnSight
i . S  Crergy Partners, LP
$15,000,000 $12,000,000
The undersigned has made an equity and The undersigned has made an equity
3 investment in EnSight Energy Partners, LP
which will engage in acquisition
and exploitation activities in the
Ark-La-Tex region.

enall
$35,000,000
The undersigned has made an equity
i i mezzanine investment in Tri-C Resources, Inc
and certain affiliated entities, which such
entitities engage in exploration and

$37,500,000
investment in Linn Energy, LLC which will

gage in acquisition and exploitati

activities in the Appalachian region. ititi
development activities along the Texas and

Louisiana Gulf Coast.
®QUANTUM ENERGY PARTNERS |, LP

®QUANTUM ENERGY PARTNERS I, LP

The undersigned has made an equity

investment in Denali Oil & Gas Partners,
LP which will engage in exploration and
development activities primarily in

South Texas.
®QUANTUM ENERGY PARTNERS I, LP ®QUANTUM ENERGY PARTNERS II, LP
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THE CREDIT CRAZE

Bankers are aggressively giving credit where it’s due to producers seeking to fund growth

with attractively priced, longer-term debt.

ARTICLE BY BRIAN A. TOAL

espite lofty commodity prices and bal-
looning cash flows in the oil and gas sec-
tor last year—events that usually dampen
lending activity—the energy credit mar-
kets virtually sizzled.

Specifically, overall oil and gas loan volume in 2004
shot up to nearly $88 billion from a 2003 level of $56
billion and a 2002 mark of $55 billion. Indeed, the oil
and gas sector last year experienced the highest loan
volume seen during the past eight years.

The big driver: refinancings by investment-grade
and non-investment-grade borrowers, which accounted
for 83% of all energy-lending activity in 2004.

two years to three-and-a-half years as all-in drawn
loan-pricing spreads lowered on average from 77.8
basis points to 67.

Examples of this trend: ConocoPhillips replaced
several 364-day and multi-year credit facilities with a
$5-billion credit, split equally between a four-year
revolver and a five-year tranche, with a fully drawn
pricing spread of London interbank offering rate
(Libor) plus 40 basis points.

Similarly, Kerr-McGee went to a five-year tenor
with an expanded and cheaper $1.5-billion credit
that had an all-in loan-pricing spread of Libor plus
70 basis points—down from Libor plus 100 on an
earlier facility.

100,
80
60-
40
20

o
wr

Oil & Gas Loan Volume

Meanwhile, in the leveraged loan mar-
ket—credits below a BBB- rating or with

0

an interest rate of at least 1.5% over
Libor—the tenor or maturity of credits in
the upstream sector increased from 38
months to 42 as the spreads across all lev-
els of the borrowing-base utilization grid
declined 12%, on average.

Among those E&P companies that

97

‘98 ‘99 ‘00 ‘01 ‘02 '03

Source: Loan Pricing Corp.

‘04 took advantage of better terms and pricing

were Magnum Hunter Resources and

Ultra Petroleum, Diquez says.

Oil and gas loan volume shot up to nearly $88 billion in 2004, the most in eight years.

10  MAY 2005

“We witnessed a very borrower-friendly credit
market, with banks actively looking to loan money
and borrowers seeking longer maturities, higher com-
mitments and lower spreads in a very attractive inter-
est-rate environment,” says Meredith Coffey, senior
vice president and director of analytics for Loan
Pricing Corp. (LPC).

The New York-based firm collects, analyzes and
publishes loan-data activity across all industries. Its data
on the oil and gas industry includes aggregate loan
volume across five sectors—E&P, oil services,
pipelines, refining and integrated oils.

Citing the improved lending terms in the energy
credit market last year, Diana Diquez, market analyst
for LPC, notes that the average tenor for invest-
ment-grade borrowers rose from slightly more than

The analyst points out that the
stepped-up pace of oil and gas credit
transactions last year also was fueled by a
rebound in M&A activity, 80% of which took place in
second-half 2004.

“Commodity prices had already been high for a long
time and many oil and gas companies thought this might
signal a fundamental change, in terms of increased asset
values,” she explains. “They thus concluded there were
more acquisition opportunities out there, some of which
wound up being financed with loans.”

In all, nearly $9.4 billion worth of M&A transac-
tions were completed in the oil and gas sector last
year—more than double a 2003 level of $4 billion but
still well below the $22-billion pace of energy M&A
deals done in 2001.

Will banks, so aggressive in courting oil and
gas loans in 2004, be as open-armed toward the sector
in 2005?

OIL AND GAS INVESTOR ¢ HERE'S THE MONEY: CAPITAL FORMATION 2005



“The dynamics we observed in the
energy-banking market at the end of
2003 and at the end of last year didn’t
change,” Coftey says. “Banks want to

Oil & Gas Investment Grade vs.
Non-Investment-Grade Lending

lend money and need to be very solic-

MULTINATIONAL B

EInv.

H Non-Inv.

itous of new business across almost all 60 7

segments of the loan market. 50 |
“In short, this is still a borrower’s

market, and loan volume will be very 40 |

much a function of how much bor-

rowers need or want.” & 30 1
Diquez notes that right now, amid

high commodity prices, oil and gas 20 7

companies are sitting on a lot of cash, 10 |

so they don’t really need incremental

debt to finance their operations. -

However, she observes, M&A
activity in 2005 has started at a slightly
faster pace than was witnessed in first-

1997

Source: Loan Pricing Corp.

1998 1999 2000 2001 2002

quarter 2004—plus there is the
expectation that consolidation in the
service sector will increase through-
out the balance of the year.

“The extent to which energy companies need
loans to finance M&A deals or other major capital
investments will greatly influence how much oil and
gas loan volume we see in 2005,” Diquez says. “As
for the banks, they’ll need to continue to be aggres-
sive and flexible to get deals done.”

AN EXPANDED PRESENCE

Leading the stepped-up burst of lending to the oil and
gas sector in 2004 was JPMorgan Chase & Co.
According to LPC, the bank lead-arranged in the sec-
tor 99 credit facilities totaling more than $29 billion.
This was almost double a 2003 level of 58 lead-
arranged energy loans worth nearly $15.7 billion.

Naturally, JPMorgan Chase’s merger in July 2004
with Bank One Corp., which created a global finan-
cial services firm with $1.2 trillion in assets, ballooned
the bank’s presence in the non-investment-grade E&P
credit space.

But that’s only part of the reason for the lender’s
surge in lead-arranged, energy-loan volume last year,
says Murphy Markham, managing director and group
head of oil and gas corporate banking for JPMorgan
Chase in Dallas.

“An increase in energy-related M&A activity, cou-
pled with favorable market conditions—both in the
public capital-markets sector and the syndicated loan
market—caused a lot of oil and gas companies to redo
their credit facilities on more favorable terms and to
use bank borrowings to finance acquisitions.”

Markham notes that last year, the pricing or spread
on non-investment-grade E&P credits dropped an
average 25 basis points from 2003 levels. Meanwhile,

HERE'S THE MONEY: CAPITAL FORMATION 2005 ¢ OIL AND GAS INVESTOR

Since 2002, both investment-grade and non-investment grade lending have increased.

independent producers took the opportunity to
lengthen their loan maturities to up to five years from
prior-year tenors of up to four years.

In addition, he says, the financial covenants asso-
ciated with oil and gas loans were pruned down to
as few as two tests: a leverage test such as
debt/EBITDAX (earnings before interest, taxes,
depreciation, amortization and exploration expenses)
and a liquidity test such as current ratio (of current
assets to current liabilities).

“Since just about every operator’s EBITDAX has risen
so much due to improved commodity prices, this lever-
age covenant test became very easy to meet,” he says.

Back to the M&A arena, Markham points out that
such activity was a mixed blessing for the bank in
2004. On one hand, JPMorgan Chase benefited from
being involved in most of the mega-deals in the E&P
space last year. This includes advising Tom Brown on
its $2.7-billion sale to EnCana; Pioneer Natural
Resources, on its $2.1-billion acquisition of Evergreen
Resources; Plains Exploration, on its $945-million
purchase of Nuevo Energy; and Noble Energy, on its
pending $3.4-billion acquisition of Patina Oil & Gas.

The downside to such transactions: the bank lost
12 of its oil and gas client relationships in 2004 as
the result of upstream corporate combinations and
asset sales.

Offsetting this, the lender added six new E&P
relationships, including Delta Petroleum, Quicksilver
Resources and Laramie Energy, a private Denver-
based operator co-founded by former Forest Oil head
Bob Boswell.

“Although a start-up company with an initial need
for only a small borrowing base, Laramie is a good

2003 2004

MAY 2005



COSCO CapPiTAL MANAGEMENT LLC

CORPORATE BACKGROUND:

OSCO Capital Management LLC
for over adecade has functioned as

the preeminent agent for value
creation within the private energy sector,
fulfilling its mission to “develop sound,
sustainable, and profitable relation-
ships between the financial and opera-
tional segments of the energy business.”

For energy companies, COSCO special-
izes in helping managements recognize
and focus on their particular competitive
advantages. Between March, 2005 and
the beginning of 2000, alone, COSCO
has advised over fifty such energy clients,
defining market niches, assisting with
investment strategies and execution,
effecting mergers and acquisitions or
sales, arranging secondary placements of
their securities, and selectively providing
investor relations services.

Through its affiliate, Private Energy
Securities, Inc (member NASD, SIPC),
COSCO has aso proven its ability to
arrange significant, tailored private
capital for energy companies throughout

C0SCO managing directors Cameron 0. Smith, left,
Lane W. McKay, middle, and William E. Weidner, right.

North America and abroad. As distinct
from other placement agents, however,
COSCO's selection process is governed
by its first principle: to invest in
every equity mandate it sponsors.
Again, over the past five plus years,
COSCO has assisted energy companies
to access approximately $540MM of
private capital (see recent record below).

Finaly, following its mandate, since its
inception in January 1992, COSCO has

regularly represented professiona investors
with existing or pending energy invest-
ments. Since just the beginning of 2000,
as an example, it has assisted buy-side
clients to purchase or sell approximately
$360MM of portfolio companies.

Another distinguishing characteristic of
COSCO isthat the mgjority of its personnel
and colleaguesfirst enjoyed careers with-
in the energy business before joining
COSCO. Its founder, in fact, built, ran,
and sold private and public E& P compa-
nies in the U.S. and Canada for over 15
years. Three of COSCO'’s senior personnel
have advanced degrees in geology.
COSCO's only non-industry managing
director presided over 30+ M&A transac-
tions in a 3 year period, on his way to
building, taking public, and selling what
is now the second largest property and
casualty insurance company in Canada.

As aconsequence of this background and
the insight of its Colleagues, COSCO
has extraordinary inside knowledge of the
energy business and capacity world-wide
to source investment opportunities, conduct
primary due diligence on individuals,

2004-2005Q1: $175 Million in Energy Private Placements

Financings Size Financing Source/Security Purpose

Potoco, LLC $20,000,000 Alder Wood Partners, L.P. CBM Exploration and Development
(Denver CO) Line of Equity (LLC Units) (Arkoma)

April 2005

Bunker Energy Inc. C$24,000,000 Natural Gas Partners VII, L.P. Acquisition & Development (Alberta)
(Calgary AB) Convertible Preferred Stock

March 2005

Action Energy Inc. C$4,000,000 Toscana Capital Corporation Development Drilling & Facilities
(Calgary AB) Convertible Subordinated Debentures (Alberta/Saskatchewan)

February 2005

SDG Resources $35,000,000 Goldman Sachs E&P Capital Development of Proved Reserves

(Montrose CO)
October 2004

Secured Notes

in Permian Basin

Ausam Energy Corporation

($12,900,000

Lead Investor: Affiliates of

Underbalanced Drilling

(Calgary AB) Wellington Management Co. LLC in Australia
August-November 2004 Common Stock and Warrants

JOG Capital ($37,612,660 Undisclosed Private Corporate Equity Fund
(Calgary AB) Partnership Units in for Canadian Energy

September 2004

JOG Limited Partnership No. 2

Mid-Con Energy Corporation $33,900,000 Lead Investor: An Affiliate of Waterflood Development

(Tulsa OK) Yorktown Partners LLC in Mid-Continent

July 2004 Common and Preferred Stock

Avalon Exploration, Inc. $10,000,000 Energy Trust Partners L.P. Development and Exploration
(Tulsa OK) Common Stock in OK

June 2004

Stratagem Energy Corp C$15,000,000 Quantum Energy Partners Drilling in Central Alberta
(Calgary AB) C$742,000 Follow-On Placement

May 2004 C$274,083 Secondary Placement Initial Round Shareholder Liquidity
Karl Oil & Gas C$1,300,000 Quest Capital Corp Short-Term Development Financing
(Calgary AB) Senior Secured Bridge Financing

February 2004

Total Financings (10): S175MM (US) 12 Capital Sources 8 Equity; 1 Mezz; 2 Bridge; 1 Secondary

Advertisement



companies, and specific projects, and ini-
tiate and manage M&A transactions,
making it certainly one of, if not the
leading energy investment specialist
based in North America

COSCO SERVICES:

Capital Formation. COSCO specializes
in assisting energy companies to raise
private capital, particularly corporate
equity and project or mezzanine debt.
Often this capital is sourced from those
same professional investors to which
COSCO provides advisory services.
COSCO dsoinvestsin all equity financ-
ings it arranges. This establishes imme-
diate credibility for COSCO’s clients, but
also imposes considerable responsibility
and discipline on COSCO'’s selection of
the entities, and particularly the manage-
ment teams, it represents. COSCO
ensures that each client has a redlistic
appreciation of its own vaue in the
private marketplace and understands
the full range of financing structures
acceptableto the Private Capital community.
COSCO assists clients to prepare neces-
sary descriptive documents and marketing
materials, arrange meetings with financ-
ing candidates likely to appreciate them
and their business plans, negotiate term
sheets and agreements, and close financ-
ings on terms fair to all stakeholders.

Advisory. COSCO provides financial,
investment/divestiture, and investor
relations services to both oil and gas com-
panies and professional investors, alike.
For investors, advice includes consulta
tion on investment strategies and execu-
tion, specific due diligence, and intelli-
gence regarding peer competition. Clients
have included Warburg Pincus, Morgan
Stanley Private Capital, Lime Rock Partners,
and Emerging Markets Partnership,
among others. For private and public
energy companies, COSCO provides sound
financia and business advice designed to
focus managements on their own compet-
itive advantages, business opportunities,
and financing potential. For the latter,
COSCO also provides a full range of
investor relations services. For family-owned

Standing, from left, are Sam Hammons, Lane McKay, Cameron Smith, Bill Weidner, and Scott Kessey.
Seated, from left, are Jack Crissup, Reva White, Warren Shimmerlik, Sharon Younger, and Max Dillard.

companies, it is experienced in and pro-
vides generational succession planning.
Advisory clients within the Industry have
included Ausam Energy, Shell Canada,
Arena Energy, Crutcher Tufts Resources,
Novus Petroleum, and Momentum
Energy, among many others.

Mergers & Acquisitions/ Divestitures,
Secondary Placements. Becauseits per-
sonnel and Colleagues are located in
amost al of the principal energy centers
of North America, as well as certain key
international centers, COSCO is well
positioned to match industry clients with
acquisition, divestiture, or merger candi-
dates. COSCO's experience in structuring
dealsand in raising capital is often crucial
in completing successful transactions.
Also, because COSCO has close working
relationships with almost all of the Private
Capita Funds and many of the public
money managers and hedge funds in the
U.S,, Canada, and abroad, it is particularly
adept in arranging secondary placements
of public and private energy securities, as
well as entire energy portfolios.

Principal Investing. Since the mid
1990's, COSCO has participated as an
investor in virtually al of the equity
financings it has arranged. On its five
investments monetized to date, it has real-
ized an aggregate IRR of 35% and an ROI
of 2.5:1. In addition, it currently holds

minority interests in an additional 16
private and corporate equity and direct
property funds it has helped organize
and capitaize.

Education. From the outset, COSCO has
worked diligently to inform the energy
industry and investors, aike, in the U.S.
and Canada about the mores and virtues
of Private Capital. COSCO personnel
regularly contribute articles on private
capital for Oil and Gas Investor and are
interviewed by it and other industry and
financial publications, most recently
including Business Week, Worth, and
Private Equity International. COSCO in
1997 founded the Private Capital for
Energy Forum™, which it has hosted over
fifteen times in New York, Calgary, and
Houston, with over fifty Private Capital
Sources and another forty or so Benefi-
ciaries having made presentations on the
demands and benefits of Private Capital.

COSCO Colleagues:

SamHammons .............. Edmond OK
Jack R.Crissup ..o v TulsaOK
King/Strategic Finance, Ltd. .. ... Dalas TX
Dillard Anderson Group . ... .. Houston TX
BurdetteA.Ogle. . ........ Santa Barbara CA
FintOgle.............. Grand Junction CO
Origin Securities. ............. Sydney AU
Hythe SecuritiesLtd. .......... London UK

CONTACT INFORMATION

Cameron O. Smith William E. Weidner

Senior Managing Director Managing Director

67 Park Avenue, Suite 530 30 Tower Lane, 4th Floor
New York NY 10016 Avon CT 06001
212-889-0206 860-677-6345
212-696-4343 (F) 860-677-6569 (F)
cos@coscocap.com wew(@coscocap.com

Lane W. McKay
Managing Director
501, 304-8th Avenue SW

James M.B. Welykochy
President, COSCO Canada Ltd.
501, 304 - 8th Avenue SW

Cagay ABT2P1C2 Calgary AB T2P1C2
403-237-9462 403-263-9467
403-237-9464 (F) 403-237-9464 (F)
lwm@coscocap.com jmw@coscocap.com

T. Prescott Kessey Warren M. Shimmerlik

Principal Principal

1001 Fannin, Suite 550 101 W. 55th St., Penthouse F
Houston TX 77002 New York NY 10019
713-654-8080 212-247-5200

713-654-9090 (F) 508-374-1297 (F)
tpk@coscocap.com WMS@Ccoscocap.com

COSCO CapPiITAL MANAGEMENT LLC

WWW.COSCOCap.com
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On the other hand, Markham believes that the
strong cash flows the E&P sector is now generating—

example of the type of operator we
like to back—one that has seasoned
and a strong capital-markets environment that allows
operators to raise public equity or debt to pay down
credit facilities—will serve to dampen loan volume.
The net result? “In a hot M&A market, acquiring
companies will be taking on bank debt plus we’ll

management and the capacity to
grow,” Markham says. Notably, about
half the bank’s current 100 upstream
credits are for private E&P companies.

Again with a focus on the smaller-
cap end of the upstream, the bank continue to see a steady stream of new companies
last year was able to bring to bear on

its existing credit relationships a

being formed by managements coming out of all the
consolidations,” the banker asserts. “However, when
broad range of investment-banking you balance everything out, we expect continued
—y capabilities. downward pressure on oil and gas loan volume this

, 3.1 i int: i iti 1
-— Case in point: in addition to lead

year. That said, we’re well positioned to provide
arranging a $480-million revolver for financing alternatives to the E&P sector beyond

credit facilities.”

UPSTREAM FOCUS

Murphy Markham, Banc One
Capital Markets Inc.

Whiting Petroleum, the lender through
its capital-markets arm co-managed for
the Denver operator a $240-million,

common-stock offering and a $150-million, high-
yield debt offering.

Similarly, when Fort Worth, Texas-based Range
Resources wanted to buy out the
interest of a joint-venture partner in
some Appalachian Basin properties,
the bank and its investment-banking

Also reflecting the aggressiveness of major money-
center banks within the energy sector last year was
Citigroup. According to LPC, the financial giant lead-

2004 U.S. Oil & Gas Lead Arrangers

group acted as M&A advisor to
Range and led for it a $500-million,
senior credit facility; a $100-million,
high-yield offering; and a $149-mil-
lion, common-stock offering.

This ability to bring more than
credit capabilities to bear on
upstream financing needs also was
of particular benefit last year to
Gasco Energy Inc., a roughly $300-
million-market-cap Englewood,
Colorado-based producer.

“At the time, the company didn’t
have sufficient proved developed
producing reserves in its Rockies
asset base to support a bank credit
facility,” Markham explains. “So we
came up with the solution of sole-
leading for this producer a $65-mil-
lion convertible-debt issue.”

That gave the company enough
capital to exploit its acreage position
and drilling opportunities in Ulnta
Basin in Utah.

Looking ahead, the banker sees
strong upstream M&A activity
through the balance of 2005. The
reason: acquirers now are willing to
pay high prices because they’re able
to lock in those prices in the com-
modity-derivatives market by hedg-
ing their production forward.

Rank |Bank Holding Company Lead Arranger # of Market
Volume (SMM) Deals | Share

1 |JPMorgan 29,037 99 33%

2 |Bank of America 15,685 58 18%

3 | Citigroup 15,162 22 17%

4 | Wachovia Securities 5,855 18 7%

5 |Barclays Bank Plc 2,925 3 3%

6 | Wells Fargo & Co. 2,788 31 3%

7 | BNP Paribas 2,154 17 2%

8 | Harris Nesbitt 1,750 6 2%

9 |Royal Bank of Scotland Plc 1,478 5 2%
10 |Deutsche Bank 1,455 5 2%
11 |SunTrust Bank 1,290 5 1%
12 | Goldman Sachs & Co. 1,230 4 1%
13 | Credit Suisse First Boston 1,125 6 1%
14 | Union Bank of California 1,087 8 1%
15 | Scotia Capital 716 3 1%
16 |UBS AG 665 3 1%
17 | Calyon Corporate & Investment Bank 575 5 1%
18 |RBC Capital Markets 515 3 1%
19 | Bank of Tokyo-Mitsubishi 400 2 0%
20 [Merrill Lynch & Co. 295 1 0%
21 |Lehman Brothers 248 1 0%
22 | Guaranty Bank 225 1 0%
23 | Sumitomo Mitsui Banking Corp. 200 1 0%
24 |Fortis Bank 185 2 0%
25 |Bank of Oklahoma 150 1 0%
25 |Nordea Bank 150 1 0%
27 |KeyBank 107 2 0%
28 |Hibernia Corp. 100 1 0%
29 | Frost National Bank 47 1 0%
30 |U.S. Bancorp 46 2 0%
31 |Comerica 40 1 0%
32 | First American Bank 36 1 0%
33 |Bank of New York Co. 25 1 0%
34 [PNC Bank 22 2 0%
35 | Petrobridge Investment Management 18 1 0%
36 | National Bank of Canada 16 1 0%

Soutce: Loan Pricing Corp.
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arranged 22 credits in the sector totaling close to $15.2
billion. This was a quantum jump from a 2003 pace of
11 energy-related loans worth just under $4.2 billion.
“While many banks had pulled back from the oil
and gas sector going into 2004—after spending most
of their time doing workouts in the merchant energy
space—we began taking an aggressive stance toward

s

the sector,” says David Hunt, managing director and
head of Citigroup’s mid-corporate energy banking
group in Houston.

“Specifically, we spotted early on some positive
trends in the credit markets, in terms of improved
pricing and loan tenors, and advised our energy clients
to take advantage of them,” the banker explains. They
did, and a slew of refinancings followed.

Meanwhile, the bank—which was heavily involved
in leading multibillion-dollar restructuring financings
for the likes of El Paso and The
Williams Cos. in 2004—committed
itself to expanding its lending pres-
ence within the E&P sector.

“This is a fertile growth area
where Citigroup, especially on the
non-investment-grade credit side,
hadn’t focused all that much in the
past,” says Hunt who was brought
on board last June to shore up the
firm’s E&P lending effort.

During second-half 2004, the
bank participated in four upstream
loan transactions for new clients,

including a $750-million facility
for Fort Worth-based Encore

David Hunt points out that the
recent loan facility for Energy
Transfer Partners is a good exam-
ple of how Citigroup was able to
leverage an existing investment-
banking relationship into a
corporate-banking relationship.

Acquisition and a $400-million
credit for Celero Energy, a private-
ly held producer with management
in Dallas and Midland, Texas. In
addition, Citigroup last year co-led
a $185-million facility for Resolute

Natural Resources, a private
Denver-based start-up founded by Nick Sutton, the
former chairman of HS Resources.

Currently, the bank is pursuing three more E&P
credit opportunities with publicly traded operators
whose market capitalizations range from $600 million
to $3 billion.

“Typically, we're dealing with producers that ini-
tially may be looking to Citigroup for a $20-million
commitment out of an overall $100-million credit
facility,” Hunt says. “This, however, doesn’t mean we
won’t look at smaller loans. We have at least one credit
where our original commitment was less than $10
million out of an overall $50-million facility.”

Stresses the banker, “The important ingredient in
a credit relationship is that a borrower has a growth
trajectory that will eventually allow us to use our

other financing capabilities—from providing M&A
advisories to underwriting public equity and debt
issues. That’s the kind of operator that matches up
well with us.

“The initial size of a credit isn’t important to us—
what is important is where a company is going and
what its financial needs are going to be.”

The bank, which has 105 energy clients globally—
65 of those in North America—was also aggressive last
year in its lending to integrated oils, larger-cap inde-
pendents and midstream master limited partnerships,
says Charles Bohn, Houston-based managing director
and head of North American energy corporate bank-
ing for Citigroup.

Besides $5-billion facility for
ExxonMobil—Citigroup’s biggest energy credit in
2004—it also led revolvers for Occidental ($1.5 bil-
lion), Unocal ($1 billion) and Apache ($750 million).
In addition, in early 2005, it led a $2.4-billion credit
for the general partner of midstream firm Enterprise

leading a

Products, and added two others—Energy Transfer
Partners and Crosstex Energy.

“Like the E&P space, where the risk-reward balance
is good, the MLP arena affords us significant growth
opportunities, in terms of being able to expand our
credit and investment-banking relationships as we
continue to move away from historical definitions of’
banking,” Bohn explains.

Hunt points out that the recent loan facility for Energy
Transfer Partners is a good example of how Citigroup was
able to leverage an existing investment-banking relation-
ship into a corporate-banking relationship.

“On the E&P side, we did the same thing with
Pogo Producing. Conversely, our new lending rela-
tionship with Celero Energy is leading to opportunities
on the investment-banking side,” he says.

The bank’s brisk 2004 energy-loan pace aside,
Bohn is somewhat cautious in his outlook for oil and
gas loan volume in 2005.

“With clients like ExxonMobil sitting on $23
billion of cash, and smaller independents using their
strong cash flows to pay down debt, it’s hard to see
energy-lending opportunities growing this year,” he
observes. “About the only thing that would change
this picture is a lot more M&A activity.”

This scenario isn’t entirely out of the question.
Bohn believes there’s a chance that some of the major
integrated oils may go after select acquisition opportu-
nities this year among U.S. independents in order to
broaden their reserve base.

In the upstream last year, Citigroup represented
Evergreen Resources in its $2.1-billion acquisition by
Pioneer Natural Resources.

“Absent strong M&A activity this year, we would
expect 2005 oil and gas loan volume to be flat to
slightly down versus last year,” Hunt concludes. ®

OIL AND GAS INVESTOR ¢ HERE'S THE MONEY: CAPITAL FORMATION 2005



ENERGY SPECTRUM ADVISORS
A staff of 17 energy professionals with both technical and financial backgrounds
Annual advisory deals in excess of $500 million
* M&A, with an emphasis on property divestitures
* Financial Advisory Services, including acquisition financing, development financing,
restructurings, and monetizations
In addition to its closed divestitures,
Energy Spectrum has closed the following financings:
Date
Closed Client Size ($SMM) Description
Jun 04 Goldking Energy LLC 30.0 Private equity investment
Sep 03 Southwest Royalties, Inc. 120.0 Credit restructuring
Jun 03 CamWest II L.P. 73.0 Monetization of producing reserves
May 03 Frontier Field Services LLC 25.0 Bank financing for asset acquisition
Dec 02 Contour Energy Co. 260.0 Bankrupcty reorganization
Nov 02 STP, Inc. 40.0 Senior and mezzanine debt to
finance merger
Feb 02 CamWest II L.P. >33.0 Senior & subordinated debt to
finance acquisition
Jan 02 Gregg F. Baiano 41.7 Acquisition of TransRepublic
Resources, Ltd.
Jan 02 The Seminole Group 40.0 Restructuring and expansion of
existing credit facility
Sep 01 Freedom Energy, Inc. undisclosed Restructuring and development financing
Aug 01 STP, Inc. undisclosed Refinancing and acquisition of
coalbed methane assets in OK
Jul 01 Crown Oil Partners, LP apprx. 60.0 Refinancing and acquisition of
additional interests in the Iatan field
Jun 01 Sulphur River Exploration LP 160.0 Financing for acquisition of
properties from Goldston Oil Corp.
Feb 01 Five States Energy Company, LLC 20.0 Credit restructuring
Jul 00 Spectrum Field Services, Inc. 35.0 Bank financing for asset acquisition
Feb 00 Republic Energy Inc. 20.0 Development drilling and
exploitation of Barnett Shale properties
Jan 00 Ridge Oil Company, Inc. 21.6 Development of waterflood in
Young County, TX
Dec 99 Sulphur River Gathering LP 150.0 Refinancing plus acquisition of
gathering assets from Dynegy Midstream
Oct 99 RAM Energy, Inc. undisclosed Production payment
Sep 99 Eagle Oil & Gas Company undisclosed Private equity investment
Nov 98 Clayton Williams Energy, Inc. 46.5 Acquisition of oil and gas
properties from Sonat Exploration
Sep 98 HAT Oil & Gas, Inc. undisclosed Restructuring and development financing
Jun 98 Bayard Drilling Technologies, Inc. 100.0 Restructuring of senior secured debt
May 98 MV Energy, LLC 74.0 Acquisition of Kansas oil and gas
properties from OXY USA
Mar 98 RAM Energy, Inc. 115.0 11 1/2% senior notes due 2008

Jim Benson Ben Davis Charlie Lapeyre Jon Dormer Kyle Miller Chandler Phillips
Managing Director Senior Vice President Senior Vice President Vice President Associate Associate
(214)987-6103 (214)987-6122 (214)987-6123 (214)987-6126 (214)987-6125 (214)987-6116

5956 Sherry Lane, Suite 900 Dallas, TX 75225 phone (214)987-6100 fax (214)987-6120 WWW.energyspectrum.com




MERCIAL BANKS

R. Danny Campbell,
Community National Bank

AT THE BANK

Energy lenders are carving out their low-cost loan niche with

increasingly competitive asset valuations.

ARTICLE BY DAVID WAGMAN

mall to midsize E&P companies are having

little trouble accessing capital for virtually

any deal they want to do, say bankers who

specialize in lending to the segment.

Strong commodity prices that show no
sign of weakening are attracting a steady stream of
capital providers to the market.

At the same time, sustained high
cash flow among many producers is
helping them pay down outstanding
bank debt or use cash on hand for
acquisitions.

“We see a lot of loans paying
down,” says R. Danny Campbell,
executive vice president of Comm-
unity National Bank, based in
Midland, Texas. Revolving loans that
used to be between 20% and 25%
unfunded now may be as high as
between 35% and 40% unfunded.

Oil and gas producers may have
healthy balance sheets these days, he

says, “but you don’t make money as a
banker.” Increased competition among
sources of capital and healthy cash
flow among producers are making it difficult to push
additional bank debt into the market, says Todd
Berryman, senior vice president with American
National Bank in Denver.

“People don’t need money as
much,” he says.

That may be changing, however.
Higher costs for drilling and
other services are being passed on
to producers, somewhat slowing
the rate at which borrowers are
paying down their loans. As the
rate of paydown starts to stall, some
bankers are seeing more customers
tap bank credit facilities.

“With the recent run-up in
contractor costs, we see a definite
leveling off of payofts and a slight increase in fund-
ings,” says Dorothy Marchand, senior vice president
with Compass Bank in Houston. “We expect the

trend in paydowns to slow or stop as service costs
increase.”

This appears a long way from signaling a bust for
producers, however.

“This is not 1985, when prices peaked and took a
nosedive,” says Charles Spradlin, senior vice presi-
dent of oil and gas for Kilgore, Texas-based Citizens
Bank. Not only is there no gas bubble in 2005, but
OPEC has little excess oil-production capacity.

Couple that with Asian demand for oil, and
bankers like Spradlin see little cause to worry that
commodity prices will fall any time soon. That gives
banks extra confidence to bump up their loan-to-
PDP (proved developed producing) reserves ratio
and even to give extra credit for proved undevel-
oped (PUD) prospects.

“Everyone is comfortable with the higher price
environment,” says Mickey Coats, senior vice
president and energy department manager at Tulsa-
based Bank of Oklahoma. “We feel the prices are
here to stay.”

The story among banks about trying to move
money into the market is almost like a broken
record, says Mark Fuqua, senior vice president and
manager of energy lending for Comerica Bank in
Dallas. Comerica prefers deals in the $10- to $50-
million range and sees more opportunities from mid-
stream and service-sector borrowers these days than
from upstream prospects.

“With the recent run-up in confractor costs,
we see a definite leveling off of payoffs and a
slight increase in fundings. We expect the
frend in paydowns to slow or stop as service
costs increase.”

—Dorothy Marchand,
Compass Bank

Demand for bank debt is stronger in midstream
and service markets right now, Fuqua says. Upstream
companies can’t spend all their cash flow, and they
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still tend to be “careful and conservative,” he adds.
Those borrowers are all but pushing money back.

“They don’t feel they can efficiently use all the
money,” he says.

OVERACTIVE

With a wide variety of capital sources actively seek-
ing E&P deals, energy capital markets have become

3

“overactive,” says Steve Kennedy, senior vice presi-
dent and manager of energy lending for Amegy
Bank of Texas (formerly Southwest Bank), based in
Houston. Amegy’s sweet spot is for deals between
$5- and $30 million, and it led a group of lenders
who extended a $50-million line of credit last year
to back a customer’s acquisition program.

“We see margin decreases on corporate deals,”
Kennedy says. And customers that once looked
highly leveraged now have paid down debt, he adds.

“Any good project has little problem with sourc-
ing capital,” agrees Arthur R. (Buzz) Gralla Jr.,
managing director of oil and gas banking for
Houston-based Guaranty Bank, which holds more
than $1 billion in loan commitments to the sector.
“There is more money than deals today.”

A major competitor to bank capital is the private-
equity market, adds Dan Steele, senior vice president
and manager of energy lending for Houston-based
Sterling Bank. Some estimates suggest as much as $80
billion of private equity may be available for E&P
companies to tap.

“When you get that type of liquidity in the market,
the demand for and usage of bank debt is greatly
diminished,” he says.

That’s because corporate management can invest
right along with their equity capital provider. This
gives management incentive to build value and then to
capitalize on what they have built. By contrast, bank

debt typically uses economic
assumptions that are “somewhat
below market prices,” Steele says.

Producers who use a bank
lender’s relatively conservative
economic assumptions may find it
harder to acquire additional
reserves, for example. The gap
between current market prices and
a bank’s willingness to lend may be
closed by an equity contribution
or hedging production. Equity
providers may be more willing to
aggressively structure deals.

Given the scrappy competition,
banks are becoming more aggressive.

For example, while banks tra-
ditionally looked at loan values
that ranged from between 55%
and 65% of a property’s valua-
tion, that is changing. Hedging Comerica Bank.
practices and higher commodity
prices make banks more comfortable with the idea
of lending closer to 70% of a property’s valuation.
Bankers look at factors such as property concentra-
tion, revenue-stream diversity and the economic life
of the oil and gas reserves.

“But if you had a high-grade set of properties, a
bank might be willing to exceed 65%,” Steele says.

MORE CREATIVITY

The combination of increasing competition among
capital providers and high cash flows among produc-
ers leaves banks “competitive, aggressive but selective

B

at the same time,” says Comerica Bank’s Fuqua. He
sees loan terms loosening, pricing getting thinner,

borrowing bases becoming more aggressive, loan

Select Regional Bankers’ Loan Guidlines

Bank 2005 Price Deck (Gas/Qil) | PDP% PUD% Loan Range
Amegy Bank, Houston $5/$35 75% 25% $5-$30MM
American National Bank, Denver $5/$32 ~60% 0% $500,000-$30MM
Bank of Oklahoma $5/$35 60% 0% $25-$30MM
Citizens Bank, Kilgore, Texas $5/$37.50 80% varies up to $5MM
Comerica Bank, Dallas $5/$30 75% 20%-25% $15-$35MM
Community National Bank, Midland, Texas |$4/$30 55%-65% 15%-20% $500,000-$3.5MM
Compass Bank, Houston $4.50/$30 75%-80%  |20%-25% up to $35MM
Coppermark Bank, Oklahoma City $6.68/$46.97 Up to 100% [0% $2-$3MM

First American Bank, Midland, Texas $4.25/$28 50%-60% 25% $40MM

Frost Bank, Houston $5/$30 75%-80% 20%-25% $1-$20MM
Guaranty Bank, Houston $4.50/$30 65% 25% onshore, 35% oftshore | $5-$60MM
Hibernia Bank, New Orleans $4/$25 70% up to 30% $10-$20MM
Sterling Bank, Houston $5/$35 75% 10% $1-$25MM

HERE'S THE MONEY: CAPITAL FORMATION 2005 ¢ OIL AND GAS INVESTOR

COMMERCIAL

MAY 2005

Demand for bank debt is stronger
in midstream and service markets
right now, says Mark Fuqua of
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Johnson Rice & Company LL.c.

Investment Banking
Energy specialists following the Btu chain.

Johnson Rice has led or co-managed energy transactions exceeding $3 billion in
total value since January 2004. We stand ready to provide our clients with capital

solutions—both public & private—and M&A advisory in 2005 and beyond.
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maturities lengthening and more flexibility coming
into covenant packages.

With more than $1.6 billion committed to
upstream, midstream and service-company borrow-
ers, Comerica has begun to see faster growth on the
services side of the business within the past year.
Service companies increasingly must spend aggres-
sively to meet the strong increase in demand for
E&P spending.

In this highly competitive banking atmosphere,
many banks are getting more creative in their deal-
making and more aggressive in their lending practices.
For example, American National Bank, based in
Denver, will lend against a borrower’s personal real
estate and marketable securities.

“We hope these companies are deleveraging
and creating dry powder for when stab-
ility returns and the acquisition market fuels

up again.”

“We try to be creative to address the fact that our
customers are drilling,” says American National Bank’s
Berryman. The bank prefers loans that range from
$500,000 to $30 million, and has an internal hold limit
of $15 million. “A lot of borrowers don’t need any-
body’s capital,” he says. With producers generating so
much cash “the flip side for lending institutions like
ours is we're getting great deposits.”

Fuqua says Comerica Bank has become more
aggressive when it comes to lending against non-PDP
reserves. The bank will normally lend between 25%
and 40% on the value of non-PDP reserves, in part
because of advances in technology that have improved
drilling success rates. Robust cash flows and lower
leverage among its customer base means Comerica can
be more aggressive.

The bank was an agent last year on a $75-million
loan to allow a West Texas E&P company to recapi-
talize itself and complete a sharcholder payout. The
company’s management wasn’t ready to sell out, so
Comerica brought together a couple of other lenders
to allow the recapitalization.

One of Compass Bank’s largest deals in 2004
was a $25-million loan to a company with a market
cap in the $700- to $800-million range and proper-
ties in the Permian Basin, Midcontinent and Gulf
of Mexico.

Dan Steele,
Sterling Bank

“We have another $10-million loan to the CEO,”
Marchand says. The bank has a long-term relationship
with the company and its chief executive.

Many E&P customers of Community National Bank
in Midland are not currently drawing on their borrow-
ing bases, Campbell says. That means the bank has “a
lot of dry powder” available to finance acquisitions. The
trouble is, affordable prospects are difficult to find.
Acquisition prices are high and continuing to rise, and
the supply of available properties on the market is down
too, as even marginally productive properties are prov-
ing profitable.

One of Spradlin’s customers in East Texas was bid-
ding on a property in Oklahoma last year when a rival
offered a 30% premium over the rest of the bids. Even
though it’s increasingly difficult to
find new acquisitions at realistic
prices, Spradlin says he continues to
urge his customers to buy.

“There’s probably a longer pay-
out, but the downside risks are
limited,” he says.

Most 2005 bank price decks for
natural gas are in the range of $4 to
$5 per thousand cubic feet of gas,
although lenders cautioned they
regularly update their decks to
reflect changing market conditions.

“We’ve always been bullish on
gas,” says Spradlin, whose bank is using a $5 deck.
But at $37.50 a barrel, Citizens Bank is “running
behind on oil.” Until prices build a base above $40 a
barrel, Spradlin is reluctant to change.

Oklahoma City-based Coppermark Bank will
lend up to 100% of present value discounted 9%
(PV9), but has a policy of giving no value to PUD:s.
Last year, it wrote a $15-million revolving facility
for a client to use for acquisitions, says Bob Holmes,
senior vice president of energy and community
lending at the bank. The loan is less than 50% com-
mitted, but it more than doubled the total amount
of money available to the company.

LOVIN’ LIKE-KIND EXCHANGES

The bank also likes the business of financing tax-free
property exchanges under Section 1.1031 of the
Internal Revenue Code, which deals with deferred
exchanges. Since the IRS rule came out in 1990,
owners of certain types of like-kind property may
sell one piece of property and buy another without
paying the capital gains tax.

The provision encourages sellers to buy replace-
ment property without a tax consequence. A bank
such as Coppermark finances the deal, meaning it
doesn’t lose the loan business. “We love that,”
Holmes says.
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Spencer Gagnet, energy department manager at
Hibernia Bank in New Orleans, will lend to about
70% of PDPs and up to 30% of PUDs. Although the
bank prefers to lend between $10- and $20 million, it
took a $33-million stake as an agent in a $240-million
transaction last year. The loan was repaid when the
borrower was sold.

Frank Stowers, executive vice president with First
American Bank in Midland, lends on between 50%
and 60% of PDPs and up to 25% of PUD:s.

“We have found our flexibility on our advance rate
coupled with credit for non-PDP, which allows us to
compete,” he says. “We like deal flow,” and so the
bank will originate loans up to $40 million in value.
The bank originated a $92.5-million loan last year for
a publicly held company that wanted to acquire and
develop producing and nonproducing assets in the
Permian Basin.

Amegy Bank prefers to see at least 75% producing
and generally no more than 25% nonproducing, and
then will loan 60% against the PDP portion. The bank
allows, however, up to 15% of a borrower’s collateral

pool to be undeveloped. Kennedy at Amegy Bank says
that was an increase from the previously allowed 10%.
The change reflects the greater certainty that PUDs
will be developed, given higher commodity prices.

“There’s absolutely no reason to delay drilling,”
Kennedy says. “PUDs are more likely to be drilled
today.” Kennedy sees a similar shift in opportunity
to in the oil-services business. Even so, the bank’s
outstanding debt to E&P companies was up 20%
over 2003.

“We grew our outstanding debt even though only
42% of our $1 billion in commitments were funded.”

Steele at Sterling Bank sees a similar pinch because
of rising costs and waiting times for drilling rigs and
reduced availability of tubular goods. “All of that
impacts an independent’s business strategy,” he says.
So although producers’ high cash flow has “greatly
diminished the pipeline” for new business, Steele says
there may yet be a silver lining.

“We hope these companies are deleveraging and
creating dry powder for when stability returns and the
acquisition market fuels up again,” he says. ®

SERVICE SECTOR DRAWS INCREASED ATTENTION

With too much money chasing too
few borrowers in the upstream and
midstream E&P sector, lenders are
looking to service-sector companies
for new growth. At a time when E&P
companies are paying off debt and
leaving bank lines of credit unused,
service companies are increasingly in
the market for money.

“The fastest growth we saw in 2004
was on the services side,” says Mark
Fuqua, senior vice president and man-
ager of energy lending at Dallas-
based Comerica Bank. The bank
started as an upstream lender, but
plans to market more to service
providers in the future.

Demand for everything from drilling
rigs to steel to seismic analysis is being
lifted by robust prices for natural gas
and crude oil. To win a commitment
for equipment, a producer increasingly
must show a high-grade exploration
program, a long-term commitment
and also a multiwell program, says
Dan Steele, senior vice president and
manager of energy lending for
Houston-based Sterling Bank.

One emerging-finance vehicle is

MAY 2005

the use of nonamortizing, Term B
loans, says Carmen Jordan, senior
vice president of energy-service lend-
ing at Amegy Bank of Texas, based in
Houston. That this product exists at all
is a reflection of the willingness of insti-
tutional investors and banks to extend
credit on better terms given the
increasing cash flow and health of the
market, she says.

Two years ago, these structures
weren't even available to most ser-
vice companies. Now, they are being
embraced by many lenders, and cur-
rently make up 15% of Amegy's out-
standing energy-service loans.

Making term loans to service com-
panies is riskier than working capital
revolvers because of the extended
maturity and collateral volatility.

Typically, lenders prefer rapid loan
amortization in case of a market
downturn. The flip side is that lenders
like to keep their funds deployed as
long as possible. Term B loans allow
bankers to keep funds deployed for
an extended period while presenting
what they consider fo be a marginal
increase in risk.
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In most instances, the Term B portion
of a loan is relatively small. It pays
back slowly during time and therefore
is the last money a borrower pays
back. That's an advantage for lenders
who want to keep ftheir funds
deployed during a five- fo seven-year
period, a typical Term B maturity.
Lenders look for about a 50-basis-
point spread between a standard-
amortizing loan and a Term B loan.

A strong driver for the Term B market
is the lower debt-to-cash-flow rafios
that many companies are posting,
compared with two years ago,
Jordan explains. Where earnings
before income tax, depreciafion and
amortization leverage was a multiple
of 3.5 two years ago, today it's typi-
cally in the 2.5 range, with covenants
restricting its expansion. That improve-
ment has “built some headroom” and
is one reason the Term B market is
viewed as more acceptfable by
lenders.

It's also another indication of how
robust prices and solid demand are
leading lenders to do deals in the ser-
vices sector. m



Delivering Innovative Solutions
to our OIl & Gas Clients

AS@EN‘]’ BRAYTON

OPERATING CORF,

REPUBLIC |
x ENERGY o

Providing Senior Oil & Gas Loans, Production Payments,
Mezzanine Financing, Project Financing, Commodity Hedging and
Development Finance.

Jim McBride 713) 221 2426
Phil Ballard 713) 221 2418
Bobby Poirrier 713) 221 2434
Scott Joyce 713) 221 2413

Make it happen gf RBS

www.rbs.com The Royal Bank of Scotland

The Royal Bank of Scotland plc. Registered Office: 36 St Andrew Square, Edinburgh EH2 2YB. Registered in Scotland No. 90312.




YING CAPITAL

FuLL STEAM AHEAD

The private capital market for oil and gas is chugging along as more investors, including
new hedge funds, stoke up their energy portfolios.

ARTICLE BY LESLIE HAINES

n the past year, most private funds devoted to

energy have stoked their engines with new dol-

lars. Couple that with new fund entrants and

the arrival of hedge funds on the energy scene,

and the amount of debt or equity looking to
invest in the upstream energy business is estimated to
be well north of $8 billion.

Add to this total the additional bulk of heavy-
weights like Goldman Sachs, Citigroup, Lehman
Brothers, JPMorgan and other Wall Street bankers.

Most fund commitments are made in $50- to $250-
million increments, sometimes smaller, so one could easily
predict at least 50 possible financings during the next 12
to 24 months if all the capital is invested. That is a big if.

Restocking the Shelves

Company/Fund S Millions Date Type of Fund
Energy Trust LLC $200 March 2005 |Equity
Energy Spectrum Partners IV LP 353.5 Dec. 2004 |Equity
NGP Capital Resources Co. 261 Nov. 2004 |Mezzanine
Lime Rock Partners IIT LP 425 Nov. 2004 | Equity
Kayne Anderson Energy Fund III 550 Nov. 2004 | Equity
Prospect Energy Corp. 105 July 2004 | Mezzanine
EnCap Energy Capital Fund V 825 July 2004 | Equity
ARC Energy Venture Fund 4* 403 July 2004 | Equity
Quantum Energy Partners 345 June 2004 |Equity

* Canadian dollars.

These companies or funds are just some that have raised fresh capital
recently, to be invested in upstream and midstream clients.
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“The latest change we’ve seen is the emergence of
the hedge funds ready to make significant energy

EE)

investments,” says Mike Bock, principal with invest-
ment-banker Petrie Parkman & Co. in Denver.
“That’s an imponderable amount of capital.”

We have to thank the tight supply-demand balance
for oil and gas in North America. Commodity price
swings in 2002 calmed the A&D market and financial
players, but in 2003 and 2004, all facets of the energy

industry came roaring back.

FRESH CAPITAL

Capital inflows and deal-making continue unabated.
At press time, Bovaro Partners LLC, a three-year-old
firm based in New York, had begun raising its first

energy fund after hiring energy specialist Michael
Humpbhries to gear up the firm’s energy practice.

In Houston, Eschelon Energy Partners was in the
process of raising a $100-million private equity fund to
focus on small-cap opportunities in North America in
the upstream and midstream. The fund “continues to
originate and execute on interesting private-equity
opportunities that may be finalized before the first
closing of the fund and are funded by its core investor
group,” says Tom Glanville, managing partner.

Dallas-based Energy Spectrum Partners’ affiliate,
Energy Trust Partners, has just closed a $200-million
upstream fund and is planning to add another $100
million in a second closing this summer. This is on the
heels of its $353.5-million midstream fund that closed
in December.

Some E&P companies raise their own capital directly
with the institutional community with whom their
management team has deep, long-standing relationships.
An active buyer and operator of producing assets,
EnerVest Management Partners in Houston raised $550
million this spring. This is the firm’s largest fund yet.

In Dallas, Merit Energy recently closed a $1.5-billion
fund, after raising $1 billion in 2004, which was deployed
to buy a major group of producing assets from Anadarko
Petroleum. Again, Merit manages this capital for its own
account and for its investors, rather than making the cap-
ital available to other oil and gas companies

Todd A. Dittmann joined D.B. Zwirn & Co. to open
its new Houston office last fall. The $2.7-billion, New
York-based hedge fund makes senior, senior stretch and
mezzanine loans to, and structured equity investments in,
all industries, but with a growing focus on energy. It
acquired the energy portfolio of Mirant Energy in 2003.

“A lot of what we do are deals a bank probably
wouldn’t do,” he says. “In a risk-rating, world banks
might loan on 65% of the value of PUDs [proved
undeveloped reserves] but we can outstretch that. For
example, if a bank would loan $50 million, we’d do
$70 million.”

Because Zwirn places more value on proved devel-
oped, PUD and behind-pipe reserves than a bank
does, it can come in after the bank to lend the final
amount. It does so at a more expensive cost, but it is
very valuable capital, Dittmann says, because when an
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E&P firm needs that last piece of money to complete a
deal, it grows in importance.

In addition, several equity and debt providers such
as Zwirn specialize in refinancing E&P companies that
are in distress or in some other special situation.
Examples of recent deals in which Zwirn was involved
include a $90-million first- and second-lien financing
secured by reserves for KCS Energy before the latter
did bond and equity offerings during its major restruc-
turing of the past two years. Zwirn participated in the
recapitalizations of Mission Resources and Abraxas
Petroleum. Zwirn also invests through other interme-
diaries such as those that provide mezzanine funds.

Yet another new entrant is Laminar Direct Capital
GP, which began in 2004 with several former employ-
ees of Duke Capital Partners, which was disbanded.
Offering debt and equity, Laminar is affiliated with D.E.
Shaw & Co., a $14-billion New York hedge fund.

It has already funded more than $200 million in
equity and mezzanine deals. Laminar provided $10
million of subordinated debt to Stallion Oilfield
Services Ltd., a Houston oilfield-service firm, says
Todd Overbergen, a Laminar director. This was part
of a larger financing completed by Carlyle/Riverstone
Global Energy and Power Fund II.

As new capital flows to the energy industry, sea-
soned E&P companies and financial providers now
think the brakes may be applied—all participants must
become more selective and disciplined. One backstop
is hedging.

Although traditional private capital providers seem
busiest now—the EnCaps and NGPs of the world—
public capital providers such as investment banks are
also actively closing on private deals. Lehman Brothers
raised $260 million in convertible preferred stock for
start-up Antero Resources in February 2003. Denver-
based Antero, which focused on the hot Barnett Shale
play in North Texas, was just sold to XTO Energy for
$658 million, providing a quick turnaround.

During the past five years, roughly half of invest-
ment-banker Petrie Parkman’s deals have been public
underwritings and half private placements, many for
start-up companies, says principal Mike Bock. At press
time he was about to go out on the road with Steve
Mikel’s Houston E&P firm, Chroma Energy, to do
another private placement.

NEW CAPITAL USERS

Private capital is a catalyst for start-ups needing to grow
quickly. Some 90% of the time, E&P companies use pri-
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vate capital to buy oil and gas properties with exist-
ing production and undrilled potential.
Exploitation through development drilling is the
main use of these dollars, and perhaps, some
exploratory work.

Oil and Gas Investor has counted more than
70 start-ups in the past three years funded pri-
marily by private capital sources.

Medicine Bow Energy Corp. in Denver is an
example. It was funded in 2002 with $214 mil-
lion from a group including CSFB Private
Equity, EnCap Investments and Kayne
Anderson, among others. It has since made three
key acquisitions totaling $248 million.

Petrie Parkman helped former El Paso and
Coastal Corp. E&P president Rodney Erskine’s
new company, Erskine Energy, access $126.3

Start-Up E&P

Recent Deal/Goal

DEPLOYING CA
Recent Private Capital Investments

Source

Escondido Resources

Acquired $45MM of South TX
production

EnCap Fund V

Goldking Energy Holdings

$30MM to acquire and exploit

Natural Gas Partners

Kosmos Energy LLC

Up to $300 MM for offshore Africa
exploration

‘Warburg Pincus &
Blackstone Capital

LMP Exploration Operating
ILILC

$35MM to acquire and exploit
in S TX

Greenbhill Capital Partners
& Lime Rock Partners

Merit Energy

Acquired $680MM of assets
from Anadarko

Various

Orion Energy Partners

$50MM to acquire in several basins

State Farm & Wellington
Management

Resolute Natural Resources
Co.

Acquired Utah assets from
ChevronTexaco

Natural Gas Partners

Rockford Energy Partners II

$50MM Midcontinent acquire
and exploit

Quantum Energy Partners

Voyager Gas Corp.

Acquire and exploit in South
& East TX

Natural Gas Partners

million of common equity in August 2004. The

providers were Yorktown Partners and
Wellington Management.

Erskine 1s focusing on gas plays in South Texas and
the upper Texas coast. Unlike most start-ups, however,
it favors drilling wildcats in addition to the acquire-
and-exploit model.

Another new company created by executives who
left EI Paso is Denali Oil & Gas Partners LP. It was
formed with $50 million of private-equity commit-
ments from Quantum Energy Partners in the lead,
joined by Energy Trust Partners and a private Houston
independent, Walter Oil & Gas Corp. Chief executive
Rich Louden and president Greg Hutson were previ-
ously with El Paso Production and Coastal O1l & Gas.

They started with a focus on the Gulf Coast by
pursuing tight-gas plays. Denali first acquired proper-
ties in Hidalgo County, South Texas.

Privately held Concho Resources in Midland,
another start-up, committed up to $100 million to
participate in drilling with Denali on a 50-50 basis,
with the latter operating.

Many of the companies that receive private capital
will sell to public companies rather than go public,
then they go back to the well for fresh capital, often
from the same sources, and start to build a new E&P
again. Among the more than 70 start-ups of the past
few years, some have started twice—they amassed
assets, sold and began again.

Houston-based Laredo Energy is an example. Laredo
11, which focuses on gas plays in South Texas, was at press
time acquired by Chesapeake Energy after just 16 months
of deploying capital from EnCap Investment LC. EnCap
had also funded Laredo I, which was sold to Chesapeake
and has assets near where Laredo was restarted.

It is not uncommon for a fund such as Yorktown
Partners or Warburg Pincus to commit hundreds of mil-
lions of dollars in a year’s time, to seed two, three or four
start-ups. Lately, in a testament to the market’s high hopes
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and the number of seasoned management teams looking
for seed money, the amount of capital a start-up can
access has risen, if management’s track record is sound.

Several E&P start-ups are formed with people from
the E&P and financial communities, marrying the best
of both worlds. Peak Energy Resources was created in
2003 in this way. Principals include William E.
Pritchard, formerly a manager of oil partnerships for
GE Capital, and Jack Vaughn, former vice president
for the Rockies division of EnerVest Management.
Yorktown Energy Partners V LP, a New York private
fund, committed $55 million.

Rockford Energy Partners LLC began in May 2002
with $15 million from Quantum Energy Partners and
its own management team. The Tulsa company grew
through an acquire-and-exploit model and was sold in
several packages to different buyers in July 2004 for a
total of $68 million.

“I didn’t expect to sell so fast,” says CEO Chuck
Perrin. “We took eight months oft and now we’re back.”

This past March, he established Rockford Energy
Partners II LLC, this time with a $50-million com-
mitment from Quantum Energy Partners IITI LP. This
is Perrin’s third start-up, having founded Sapient
Energy in 1998 and selling it to Chesapeake in 2001
for $135 million.

Perrin and his team will focus on acquiring long-
life reserves in Oklahoma and Texas. At press time, he
had five term sheets on his desk for an additional $200
million if bank debt, so he believes he could make a
deal of up to $250 million.

No doubt this cycle will continue if commodity
prices remain high, above $5 for gas and $40 for oil.
And if the stock market continues to move essentially
sideways as it has in the past six months, oil and gas
companies—public and private—will remain viable
investment alternatives for the big funds. m
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Smaller EGP companies are finding eager investment bankers to arrange public capital to

grow their profiles.

ARTICLE BY BERTIE TAYLOR

or years, many of the heavyweight invest-

ment banks of New York monopolized

the financial markets. These investment-

banking institutions routinely have taken

aim at larger, more lucrative deals because
bigger companies can afford not to blink at larger
fees. The opportunity to have a hand in taking a
high-growth company public is another reason for
the mammoth investment banks to aim high.

But the 1980s and 1990s gave birth to a new
breed of regional investment banks, all eager to meet
the financing needs of small- and midcap producers.
The string of positive deals that marked 2004 for
many of the large New York investment banks also
gave many smaller, regional firms a boost that same
year, and executives at Friedman Billings Ramsey
(FBR), First Albany Capital, Morgan Keegan and
Pritchard Capital are expecting even more invest-
ment opportunities and positive trends in the future
for energy markets.

While the larger New York City bulge-bracket
firms certainly have well-known names, they cannot
claim all of the limelight during 2004. Arlington,
Virginia-based FBR is a young investment bank that
has had no trouble holding its own in the competi-
tive capital markets. FBR focuses on small- and mid-
cap companies that have strong management teams,
and assets that can leverage FBR’s knowledge and
access to the capital markets.

Kevin Andrews, senior vice president at invest-
ment banker Morgan Keegan & Co. in Houston, says
investors continue to seek opportunities in energy.

“A significant amount of new funds has been
raised by private-equity groups seeking energy
investments,” he says. “In addition, the growth of
hedge funds and their continuing interest in the
energy sector has increased resources available for
publicly traded oil and gas companies. The availability
of funds to small- and microcap E&P and oil-service
companies has increased significantly during the last
year, and U.S. investors are increasingly interested in
international oil and gas opportunities.”

Andrews adds that investor interest in unconven-
tional resource plays seems to be growing with many
new plays emerging from the development of reser-
voir stimulation technology.

Tommy Pritchard, managing director of
Mandeville, Louisiana-based Pritchard Capital
Partners, adds that once-overpassed, secondary areas
like the Barnett Shale and tertiary-recovery projects
are seeing a renewed wave of interest.

“It will be interesting to watch an area like the
Barnett Shale take on a life of its own and manifest
itself in companies’ equities,” Pritchard says. “It’s
been so picked over in the past, but now it’s eco-
nomically feasible to revisit it.

INVESTMENT BAN

l-BANKING SMALL-AND MIDCAPS

“The availability of funds to small- and microcap
E&P and oil-service companies has increased
significantly during the last year, and U.S.
investors are increasingly interested in interna-
fional oil and gas opportunities.”

“FBR 1s only 16 years old,” says George
Hutchinson, managing director and head of FBR’s
Houston energy investment-banking oftice. “In that
short time-span we’ve grown to become a top-
10 national investment bank with book capital of
over $1.8 billion, and nearly $3-billion-plus market
capitalization.”

The principals, Eric Billings and Emanuel
Friedman, are involved in reviewing every transac-

—Kevin Andrews,
Morgan Keegan & Co.

tion and often help in deal execution.

“Few realize that FBR ranks No. 1 among all
U.S. investment banks for equity raised for compa-
nies with market capitalization, pre-raise, of $1 bil- “There’s also going to be more interest in sec-

lion or less.” ondary- and tertiary-recovery options.” He also

Last year the company raised $6.4 billion through
37 deals for this market segment.

expects news from alternative energy sources and pro-
jects that involve coal—"right now coal is really hot.”
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James Hansen, managing director at First Albany
Capital Inc., says the energy sector is benefiting from
the strength of upward pricing trends.

“Long-term commodity-price expectations are in a
period of sustained upward adjustments, as maturing
basins and the associated rise in finding, development
and acquisition costs set a higher floor for commodity
prices,” Hansen says. “Also traditional valuation met-
rics don’t measure or value upside potential. Given the
maturing nature of the hydrocarbon asset base, growth
visibility is critical. Consequently, investors are begin-
ning to value equities giving partial risked value to
probable, and sometimes possible, reserves.”

Another trend Hansen sees is in the way small-cap
names with acreage positions are being valued for the
meaningful impact exploratory and developmental
success would have on a relative basis.

“Gasco Energy and Carrizo Oil & Gas are exam-
ples of small-caps with great upside based on devel-
opment of existing acreage. Both have prospects of
creating repeatable, low-risk, long-lived drilling
inventories from current acreage positions,” he says.

Value in the independent energy sector during the
1990s was associated more closely with assets rather
than in the equity of those companies. Hutchinson
says the reversal of this relationship is another emerg-
ing trend.

“What we’ve experienced in the last 24 months
has been a fundamental reversal in valuations
between public companies vs. upstream oil and gas
assets,” Hutchinson says. “Today public-company
valuations are approaching $3 per thousand cubic feet
equivalent (Mcfe) for proved reserves among many
small- to midcap independents while the average val-
uation for oil and gas properties bought and sold on
the A&D market is around $2 per Mcfe.

“In the mid-‘90s, the common sentiment among
many institutional and endowment investors was bet-
ter returns could be realized by direct ownership of
the oil and gas assets versus holding the equity of a
public independent E&P company,” he adds. “In a
sense, the view was assets were superior to equity but
that belief is reversed today. Many investors believe
we’ve seen a real shift away from $2.50 to $3 gas to
perhaps $4 to $6, and public companies today gener-
ate much more free cash flow. Management becomes
far more important in a world of higher free cash
flow as management must make the key investment
and operating decisions on where and how the free
cash flow will be reinvested.”

IPOS AND THE 144(A)

Initial public offerings also are reappearing in the
energy sector, giving large and small investment
banks an opportunity to broaden their industry foot-
print and show true capital-raising talent.

INVESTMENT BAN

FBR is leading the upstream energy sector in
dollars raised and number of deals done when aggre-
gating traditional IPOs and 144(a) equity raises or
institutional IPOs, says FBR energy head Patrick
Keeley. Between January 2004 and mid-March this
year, the firm has done three of the six E&P transac-
tions for more than $650 million of new equity
capital raised.

“Assuming the financials, audit and reserve
reports are in good shape, we can start the
process and have capital raised within eight to
10 weeks.”

—Patrick Keeley,
Friedman Billings Ramsey

“We recently raised over $400 million on a sole-
managed basis for an institutional IPO of a Texas-
based E&P company,” Keeley says. “The proceeds
enabled a large private investor to receive a major
return of its invested capital.”

Speed and certainty of the capital-raising tool has
caused an increase in 144(a) private-equity place-
ments.

“Assuming the financials, audit and reserve reports
are in good shape, we can start the process and have
capital raised within eight to 10 weeks,” he says.
“This comparatively fast execution helps mitigate
market risk where external events in the capital mar-
kets can sometimes overtake an individual company’s
capital plans.”

Pritchard doesn’t believe energy IPOs have hit the
market with full force yet.

“You have the W&T Offshores and the Bill
Barretts, but I just don’t think the IPOs have really
cranked up yet,” he says. “There’s always been capi-
tal available to entrepreneurs with good track
records, so the only thing I can see happening is that
Sarbanes-Oxley is causing more headaches and cost-
ing public energy companies a lot more money.”

Private-equity funding from entities such as
EnCap Investments, Quantum Energy Partners and
Yorktown Partners continues to flow toward private
E&P companies. Meanwhile, institutional money
managers—such as of mutual and hedge funds, which
traditionally only buy public equities—are now fund-
ing more and more private transactions.

“Money managers are more and more willing to
take their funds into the private market in the hopes
that the company sells out or that there will be a suc-
cessful IPO.”
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As far as our clients are concerned, the only thing that
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FINANCIAL SOLUTIONS FOR THE ENERGY INDUSTRY
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We target US domestic and international opportunities in the Macquarie Bank Limited also offers tailored commodity
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TRANSFORMATION
“Reelationship investing” is becoming more en vogue,
Pritchard adds.

“It’s not the same role as your average arranger,”
he says. “We know company XYZ is looking to do an
oil deal and hedge fund ABC is looking to do some-
thing similar. We then bring them together and let
them hammer out the details. It’s about dealing with a
much more targeted, personal process versus the shot-
gun approach to arranging a deal.”

Another stellar year for energy M&A and capital
markets may be under way.

“Energy is in a new place foday, and we're

definitely out of our comfort area.”

—Tommy Pritchard,
Pritchard Capital Partners

“The robust energy prices we’ve experienced in
the last 18 months spurred a large amount of M&A
activity last year,” Hutchinson says. “A fair amount of’
it came from private-equity funds monetizing assets
and investments. My impression is that most of the
private-equity sponsors are nearly done with that
monetization so we expect to see less activity in larger
M&A deals.”

It will take some time for the new capital being
invested by the private-equity sponsors to be harvested.
Meanwhile, he expects continued investment activity
in the midstream area as those companies continue to
grow by acquisition.

SOME RECENT DEALS

“M&A will be strong as the lack of organic growth
prospects steers many midcaps and large-caps toward
an ‘acquire to grow’ strategy,” Hansen says.

Hutchinson adds that institutional investors are
secking companies with top management and clear
drillbit growth potential.

“Investors are willing to pay a premium for that
combination of good management and line-of-sight
growth,” he says.

Andrews expects very strong public- and private-
equity markets for energy companies in 2005, strong
growth in international oil and gas markets and con-
tinued growth in development of
unconventional oil and gas reservoirs in
the United States.

FBR has a 2005 commodity-price
forecast of $42 for oil and $6 for gas. First
Albany: $44.75 and $6.05. Pritchard
Capital Partners: $44 and $6.30.

“There are a couple of dark clouds
on the horizon,” Pritchard says.

Producers’ tax bills are large and
many deferred tax payments are now
coming due on top of everyday taxes. Meanwhile,
producers have an ongoing need for more capital no
matter that some are flush with cash right now.

“We are in uncharted waters and to opine on the
direction would only be a wild guess,” Pritchard
says. “OPEC clearly is trying to bring near-term
prices down by leaking production, but if you look
at oil prices longer-term, through 2010, the prices
continue to strengthen. I think that right now you
actually have the market in one of the steepest con-
tango ever.

“Energy is in a new place today, and we’re defi-
nitely out of our comfort area.” ®

INVESTMENT

FRIEDMAN BILLINGS RAMSEY

» Co-book-running manager, Range Resources, $107.8MM
follow-on offering, December 2004

e Sole manager, Petrohawk Energy Corp., $200MM con-
vertible preferred share placement, November 2004

e Co-lead manager, NGP Capital Resources Co., $261MM
IPO, November 2004

e Sole book-running manager, Meridian Resource Corp.,
$100MM follow-on offering, July 2004

FIRST ALBANY CAPITAL INC.
e Co-manager, Bill Barrett Corp., $373.8MM IPO,
December 2004
¢ Sole placement agent, Carrizo Oil & Gas, $28MM private
placement of senior subordinated notes, November 2004
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e Co-manager, Gasco Energy, $65MM private placement
of convertible notes, October 2004

e Financial advisor to Inland Resources, $575MM corporate
sale to Newfield Exploration, August 2004

PRITCHARD CAPITAL

e Lead manager, 1818 Fund LP, sale of $35.9MM Vaalco
Energy shares, March 2005

e Co-manager, Cheniere Energy, $5MM-share offering,
raising $300MM, December 2004

e Co-manager, Gastar Exploration Ltd., $30MM convertible
senior secured debentures, November 2004

e Co-manager, Energy Partners LLP, $3.4MM-share offering
of Energy Income Fund stock, November 2004

* Adbvisor, Gastar Exploration Ltd., placement of $10MM of
15% senior notes, October 2004
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&D ADVISORY

1+1 = MUCH MORE

Investment bankers are teaming with asset-brokering firms to offer above- and below-

ground technical and financial transaction services.

ARTICLE BY NISSA DARBONNE

nvestment bankers long have been advisors
on upstream corporate mergers and acquisi-
tions. Meanwhile, asset-only advisories—
firms that mostly handle upstream property
divestments—appeared in the late 1980s and
have since grown in number and market support.

While the face of how producing assets change
hands during the years has been chameleon in
response to market needs, yet another transformation
is under way. Investment-banking firms are cozying
up with asset-dealers, and rather than doubling their
business, they see many-fold revenue opportunities.

And each expects its combinations to result in
smarter deal-making for the traditional clients—oil
and gas producers looking to buy or sell.

Long-time oil-service investment banker Simmons
& Co. International, Houston, made its foray into
arranging capital for upstream companies several years
ago, and recently has added an alliance with upstream
A&D firm Griffis & Associates LLC to its fold.

In less than a year with Griffis at its side, the pair
has closed four of four divestment assignments—a
100% closure rate. Their tombstones include arrang-
ing the $425-million acquisition of Greystone
Petroleum LLC in June 2004 by Chesapeake Energy
Corp.—a deal that set tongues to wagging in the
U.S. upstream property-divestment business.

“It was essential to identify those corporate buy-
ers that could mitigate the present value of the
assumed tax liability in the transaction. In the
end, it was a project that required the expertise
of both firms to execute.”

36

—Gerald Carman,
Simmons & Co. International

In a preemptive bid, Chesapeake paid $2 per
thousand cubic feet equivalent of proved reserves for
Greystone. Yet more noteworthy: many of the
reserves were proved undeveloped (PUD). Simmons

and Griffis repre-
sented Greystone.
The pair also led
the $179-million sale
of GMT Energy to El
Paso Corp. in Feb-
ruary. “One of the
GMT management
team’s objectives was
to have an option to
sell all or only part of
their company,” says
Joseph Small, Griffis
chief operating officer.

Because Simmons
and Griffis have both ~ Gerald Carman, Simmons &
skill sets—invest-  Co. International
ment banking for a
corporate transaction and property brokering for an
asset sale—the pair was able to run two marketing
efforts simultaneously.

Gerald Carman, a Simmons managing director,
says the bifurcated process for GMT involved one
group of prospective buyers that was interested in a
portion of the assets and one group that was interested
in all of the assets in a stock transaction.

“It was essential to identify those corporate buy-
ers that could mitigate the present value of the
assumed tax liability in the transaction,” Carman
says. “In the end, it was a project that required the
expertise of both firms to execute.”

Griffis operates as an independent entity in its
alliance with Simmons.

“The reason we keep the business separate is that
we clearly recognize the benefit of allowing two dif-
ferent corporate cultures to exist to optimally devel-
op and foster specific expertise,” Small says.

To date, the arrangement has been win-win for
Simmons and Griffis. Carman says, “From a market-
ing perspective, our industry knowledge, coupled
with our relationships, not only at the CEO and
CFO levels, but also with the evaluation teams,
allows us to focus on the most likely buyers.”

George Gosbee, chairman and chief executive of
Tristone Capital Inc., has been familiar with the
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combination of investment banking and asset-bro-
kering for some time. The firm, which has offices in
Calgary and Houston, has done both since inception
several years ago.

Today, a great expansion is under way—TTristone
is merging with Denver-based Petroleum Place Inc.,
which owns negotiated asset-sales firm Petroleum
Place Energy Advisors, asset-auction firm The Oil &
Gas Asset Clearinghouse and software firm
Petroleum Place Energy Solutions.

The result will exponentially grow Tristone’s
asset-brokering capabilities, and take Petroleum
Place into Canada and investment banking.

“Investment bankers have focused on a top-down
approach to mergers and acquisitions, while A&D
firms have been bottom-up when marketing a prop-
erty,” Gosbee says. “By combining the two, we
have been able to have both a bottom-up and top-
down approach.”

The bottom is below the ground—the E&P com-
pany’s assets. At the top is the company’s fiscal
make-up.

“We understand both the assets and the financials.
We know what happens above the ground, and we

¥00g Yueg ssedwon o

A&D ADVI

“Investment bankers have focused on a top-down
approach to mergers and acquisitions, while A&D firms
have been bottom-up when marketing a property,”
George Gosbee of Tristone Capital Inc. says.

marry that with what is happening below the
ground,” he says.

Gosbee is convinced that M&A advisory will
continue to trend across all industries toward truer

We know we’re not the biggest energy bank.

We like to think we’re the ones with the
monopoly on personalized service.

Murray Brasseux 713-968-8271 Dorothy Marchand 713-968-8272 John Falbo 303-217-2227

Compass Bank

Just a little better «
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Mezzanine Capital for the Oil & Gas Industry
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“Wells Fargo Energy Capital has been instrumental
in our growth from a start-up to a successful
independent and continues to provide the
resources we need to expand our Gulf of Mexico

development program.”
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Capital Development
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$10MM
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-Stephen Locke,
Manager

Ralph McBee and Stephen Locke, Co-owners
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1000 Louisiana Street, Suite 600 * Houston, TX 77002 1700 Lincoln, 6th Floor * Denver, CO 80274
Mark Green 713-319-1327 Michael Nepveux 303-863-5589
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understandings of clients’ top and bottom profiles—
and that of buyer and seller.

“In the 1990s, investment banking became all
about execution. More and more, people are realizing
that many investment bankers didn’t know anything
about their clients’ businesses and there is less confi-
dence in investment banking today because of this,”
Gosbee says.

On the flip side, an asset-broker can be disadvan-
taged by not being familiar enough with today’s finan-
cial instruments and fiscal pitfalls.

“If you’re not familiar with the capital markets,
how can you give the best advice on which company
a client should sell his assets to? Not always are we
selling property to the highest bidder,” he says.

Other factors include the type of currency that will
be used, such as cash, stock, debt and assumption, and
the ability to close. Overall, he sees a “huge sea
change” coming to the capital markets in how oil and
gas producers access capital, at what cost and from
whom. Combining investment banking with property
brokering will play an important role.

Gary Vickers, founder, chairman, president and chief
executive of Petroleum Place Inc., says, “One of the key
trends in the upstream-asset industry is that there isn’t
much of a border left between the U.S. and Canada.”

For many years, U.S. companies have bought
Canadian companies and assets. Increasingly, tradi-
tional Canadian E&Ps and royalty trusts are buying
U.S. companies and assets.

“There is a perception among U.S. A&D depart-
ments, particularly among midcap companies, that
Canadians may be the ideal buyers for many U.S.
assets,” Vickers says.

Petroleum Place and Tristone expect that, as E&P
companies move toward portfolios that blend U.S.
and Canadian assets, institutional investors will
demand equity research on E&P companies integrate
analysis of U.S. and Canadian assets.

Vickers and Gosbee plan to use Petroleum Place’s
historical transaction data on U.S. assets and
Tristone’s Canadian research to create a unique
North American equity research product to meet
this market need. In addition, the combined company
will be able to provide fully integrated financial
advisory services, including capital-raising, to cross-
border E&P companies.

Investment-banking firm Jefferies Group Inc., a
long-time arranger of capital to energy companies,
has brought Houston-based A&D advisory Randall
& Dewey Inc. into its fold.

“Randall & Dewey had been approached several
times over the years by investment-banking firms,
and Jefferies was among them,” says chief executive
officer Claire Farley. “Jefferies understood and val-
ued our high-substance, deep-in-the-weeds
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approach to advising clients on M&A. They also
understood our strategy to expand internationally.”

During the past year, Randall & Dewey had added
a management consultancy and corporate-finance ser-
vices—unstructured problem-solving that wasn’t going
to lead to a transaction—to its cadre of offerings.

“As we did that, our business grew
very nicely,” Farley says.

The firm also was expanding out-
side North America, opening prac-
tices in Calgary and London.

“We were going to win the work and
add a team member. It is a conservative
way to go about it,” she says.

That process could be rather slow,
however, and a combination with
Jefferies offered faster expansion oppor-
tunities as well as other opportunities.

Randall & Dewey, today a division
of Jefferies & Co. Inc., the principal
operating subsidiary of Jefferies

Group, can now assist its existing cus-
tomers with raising capital. Jefferies
customers also now have access to the
technical staft—numbering some 60
people—at Randall & Dewey as well
as the A&D firm’s extensive knowl- & Dewey.
edge of asset values. The firm has
marketed hundreds of property pack-
ages in its 17 years as well as gathered
extensive additional intelligence on
the asset marketplace.

“It is really important in offerings to
tell the company’s story in a way that
helps investors understand the assets—
the competitiveness of the play and the
technical nature of the assets’ value,”
Farley says. “The buyer of a security is
asking to understand if a security is
priced appropriately relative to the risk

profile. We can credibly answer that
because we have seen so much.”

The partnership is accretive to the
quality of services Jefferies and
Randall & Dewey each offered.

“We’ve put great financial minds
that are always trying to invent the best
way to package risk and combined this
with what we at Randall & Dewey
know about the underlying asset risk,” she says.

& Dewey says.

David Rockecharlie, a managing director of
corporate finance for Randall & Dewey, sces
near-term, capital-access activity by producers
to mostly be driven by acquisitions, and he expects
a continued strong amount of demand for commod-
ity-price, risk-mitigation instruments in the forms

A&D ADVIS

“It is really important in
offerings to tell the company’s
story in a way that helps inv-
estors understand the assets,”
says Claire Farley of Randall

“The net share settlement fea-
ture minimizes equity dilution

relative to other more trad-
itional convertible financing,”
David Rockecharlie of Randall
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Comerica gets things flowing.

Upstream. Midstream. Energy Services.

If you're looking for capital, Comerica is looking to meet your needs. The fact
that we have gone from $800 million to $1.6 billion in loans since 2002 is proof
we are actively seeking partners in all sectors of the energy industry. We're
chosen for our industry experience and expertise—and our reputation to get
the deal done. And because all of our decisions are made locally we don't let
your opportunity get bogged down in red tape. So if you're searching for a
financing partner that has the resources and know-how to make things happen,
make a call to Comerica—the nation’s #1 business bank*

Charles Hall Mark Fuqua Mona Foch
Senior Vice President Senior Vice President Senior Vice President
Energy Finance Houston Energy Finance Dallas Energy Services Houston
113-220-5614 214-969-6562 181-243-1442

We listen. We understand. We make it work?
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“Comerica again ranks first nationally in commercial loans as a percent of total assets, by Sheshunoff Information Services, 2004.



of hedging, volumetric production payments and
other structures.

All of investment-banking firm Jefferies & Co.’s
oil and gas practice is now represented through the
Randall & Dewey business unit, except for separate
Jefferies practices on oil services and shipping.

NEW DEBT STRUCTURES

Rockecharlie and his colleagues are working on
bringing two new financial products to the upstream
oil and gas space. One of these is debt that combines
the lighter covenant package and greater capacity of
high-yield bonds with the refinancing flexibility of
credit facilities.

Borrowers are attracted to bank debt because of the
cheap cost of capital and refinancing flexibility.
However, bank-debt capacity is limited because of the
focus by lenders on producing reserves and conserva-
tive commodity-price forecasts. Moreover, repayments
can be required frequently, because of the right of the
lender to redetermine the borrowing base.

Ultimately, this limits the ability of the borrower
to reinvest capital. With the limited leverage offered
by the banks, many companies are forced to look to
public or private equity, which is a higher cost of
capital. To reduce the amount of equity issued, larger
companies have embraced the high-yield market,
which allows long-term reinvestment of cash flow
and more aggressive lending against the assets.

However, the typical high-yield offering is in
excess of $100 million and also raises concerns about
potential prepayment penalties. The mezzanine-debt
market has traditionally filled the hole between bank
and high-yield debt, but it can typically be very

restrictive financing and carry an equity component.

“One of the key trends in the upstream-asset
industry is that there isn’'t much of a border left

between the U.S. and Canada.”

—Gary Vickers,
Petroleum Place Inc.

“We still see significant demand by borrowers for
an alternative to bank, high-yield and mezzanine
debt,” Rockecharlie says.

The answer? Covenant-light bank debt. Jefferies
has arranged such capital for companies in other indus-
tries. In its combination with Randall & Dewey, it
aims to roll it out for oil and gas producers.

The other capital-raising tool Randall & Dewey is
offering 1s convertible financing based on a net-
share-settlement feature. With this structure, the

company raises proceeds at a premium
to the current stock price without any
near-term dilution.

“The net share settlement feature
minimizes equity dilution relative to
other more traditional convertible
financing,” Rockecharlie says.

At Simmons and Griffis, Small and
Carman say upstream property and cor-
porate transactions today are trending
toward increasing complexity that can
more readily be handled by experi-
enced investment bankers.

“As a result of more private-equity
deals as well as the arbitrage between
capital gains and ordinary tax rates,
there has been a higher number of
corporate stock versus asset transac-
tions in the marketplace,” Carman
says. “A stock transaction adds an
additional level of complexity associated with finan-
cial and legal due diligence.”

Small adds, “The expectations of services to be
provided by A&D advisors continue to escalate. This
is being driven by competition in the advisory seg-
ment and the increasing recognition that the right
advisor can successfully maximize the transaction
value. The advisors need to provide strong technical,
financial and marketing skills.”

The types of assets that are on the market are also

increasingly complex, Small says. “Many of the
emerging-resource plays have been technology-driven
and a significant part of their success has been due to
the application of advanced drilling and completion
technologies. With these types of assets, as well as tra-
ditional development plays, technical
expertise 1s required to further evalu-
ate, document and clearly communi-
cate the upside potential,” he says.

The firm representing the seller
should have personnel that has
worked with these technologies,
Small adds.

“We have a veteran team of
engineering and geoscientists who
have spent most of their career on
the other side of the table—making acquisitions,
drilling wells, setting budgets and booking reserves.
They understand what is credible,” he says.

Both see continued ebullience in investor interest
in upstream assets.

“Public companies are being rewarded in the
marketplace for their ability to grow through acqui-
sitions as well as the drillbit—premium valuations
are attributable to those companies with identified
projects and inventory,” Carman says. B
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Joseph Small of Simmons
and Griffis adds, “The expec-
tations of services to be
provided by A&D adyvisors
continue to escalate.”



RISK MANANEMENT

“We think there’s a lot of strate-
gic value associated with a
VPP,” says Dennis Millet, vice
president and chief financial
officer of Dominion E&P Inc.

VPPs

The VPP structure is an attractive way to assure forward prices without hedging.

ARTICLE BY TARYN MAXWELL

or producers who want to lock in these

better-than-ever commodity prices, the

volumetric production payment (VPP) is

quickly growing in popularity, and market

conditions have never been friendlier for
this type of financing.

“The VPP has been around since the 1970s,” says
Dennis Millet, vice president and chief financial officer
for Dominion Exploration and Production Inc., based in
Houston. “It was done by some companies, but prices
were falling, and you just didn’t have
the marriage of low interest rates and
high prices that you have today. That’s
a recent phenomenon that has really
brought the transaction en vogue.”

Dominion is the most recent major
producer to take advantage of VPP
financing. In March, the company
announced it would receive $424.4
million in cash for the sale of 76.4 bil-
lion cubic feet of gas during the next
four years to UBS Investment Bank.
The production comes from 2,900
wells in Utah, New Mexico, Alabama,
West and Michigan.
Dominion will retain control of the
properties and rights to future devel-
opment drilling, as well as production
above the promised VPP volumes.

“We're just selling a slice of the
production, we’re keeping ownership
of the properties and we’re able to continue our drilling
plans,” Millet says. “If we sold the property, we would
be selling all of the future potential, which would

Virginia

involve completely different negotiations. In this trans-
action, we are able to receive all the cash up front. We
think there’s a lot of strategic value associated with a
VPP. Yes, commodity prices could go up, but we feel
very comfortable at this price strip. There are also no
margin calls attributable to this type of structure.”

David Rockecharlie, managing director of corpo-
rate finance, at Houston-based Randall & Dewey, a
division of Jefferies Inc., which has arranged several
VPP transactions, sees VPP deals becoming more of a
standard product in today’s market.

“There are more buyers for it and there’s more
transparency in how the deals get done,” he says.

“Over the past few years, financial investors have
found the oil and gas asset class more attractive
because there is a hard asset in the ground that can be
owned directly. There’s no corporate structure to deal
with. In the supply and demand equation in the global
economy, oil and gas is an asset with upside, born of
the last few years of high commodity prices.”

The buyer of the production in a VPP arrangement
has in the past been a firm that needs a bookable sup-
ply of oil or gas more than it needs it at market prices.
Corporate accounting scandals have been catalysts that
have drawn investors to hard assets, rather than intan-
gible or paper securities, he adds.

“These scandals have lead people directly to assets,
and it’s not just oil and gas that’s in demand, it’s all
assets that are cash-flow generating,” Rockecharlie
says. “VPPs are much more viewed as oil and gas
bonds...It’s the least risky portion of an oil and gas
asset because it’s already producing.”

Another phenomenon in today’s market that has
made VPPs increasingly popular is the commodity-
price arbitrage between the futures market and stock
market, Rockecharlie says.

“People buying stocks and bonds are assuming lower
commodity prices than the company could actually
realize in today’s market,” he says. “Investors are under-
valuing companies. Something investors sometimes miss
is that the futures market is real, it’s not just a forecast.
You can actually buy and sell based on those numbers.”

Randall & Dewey was the transaction and financial
advisor to CDX Gas LLC in a recent acquisition when
the latter bought a portion of BP America Production
Co.’s eastern San Juan Basin assets. A VPP was used as
part of the financing.

“CDX was looking to do a VPP for acquisition
financing; they locked in a solid rate of return on their
acquisition,” Rockecharlie says. “We’ve also advised
private companies who view the current market as a
good time to realize a portion of the gains on their
investments. They drilled wells three years ago and
prices have run up significantly, but they haven’t
exploited all the upside yet, so they’re willing to sell
forward in a VPP to lock in commodity prices that
exist today, while retaining their upside.”

Morgan Stanley found itself on the VPP scene in July
2003 by being involved with Apache Corp. in its total
$500-million acquisition of Shell Exploration &
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Production Co.’s 26 shallow-water Gulf of Mexico
fields. The assets cover 50 blocks and interests in two
onshore gas plants. Morgan Stanley put up $300 million
for a VPP involving some of the lower-risk reserves,
from which Apache is to deliver 68.4 billion cubic feet of
gas equivalent to Morgan Stanley for the next four years.

In another joint venture with Apache, Morgan
Stanley agreed to pay $775 million for an overriding
royalty interest in Gulf of Mexico shelf assets bought
from Anadarko Petroleum Corp. last summer. The
VPP gave Morgan Stanley an interest in 24 million
barrels equivalent of lower-risk reserves expected to be
produced during the next four years.

When a VPP is not done to finance an acquisition,
Randall & Dewey often advises companies to use the
financing to buy back stock, because many are under-
valued relative to prevailing futures prices.

Pioneer Natural Resources did just that with its gains
from one of the largest VPPs done to date. In January,
the company sold production representing 2% of its total
proved reserves, or 20.5 million barrels of oil equivalent
of proved reserves, in a VPP for total proceeds of $593
million, with Wachovia Securities as arranger.

Paul Riddle, managing director for Wachovia

Securities energy and power investment-banking
group, says the biggest risk involved with a very large
VPP is reservoir performance.

“Most properties with predictable production,
diversification of wellbores and the ability to hedge the
regional basis, are good candidates for a VPP,” he says.

Size is not a significant concern for Wachovia from
a provider standpoint. Size is an important considera-
tion for a VPP issuer, however, since a certain amount
of future cash flow is exchanged for cash today.

“The determining factor for the VPP issuer ulti-
mately is the use of proceeds, such as financing a prop-
erty acquisition, organic growth capital, share repur-
chases or debt refinancing,” Riddle says. “For a large
VPP, it is also very important for the VPP purchaser
and seller to work together to avoid moving the mar-
ket when placing in the hedges. The VPP seller’s exe-
cution risk is dramatically lowered when the hedges
can be layered in over time.”

HEDGING OR VPP?

Historically, hedging is the closest alternative to a VPP
for producers. Both types of financings allow a company
to collect now for future production, but hedging

PRICE-RISK MANAGEME
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Private capital and M&A services to the energy industry
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involves a margin, which poses the biggest threat to
companies hoping to avoid losing money.

“The great thing about a VPP is it doesn’t have all
the risks associated with hedging,” Rockecharlie says.
“The margin is typically the worst outcome of a
hedge. In a VPP, the asset itself is the security; there’s
no margin required. Additionally, if properly struc-
tured, the VPP transfers significant production risk,
giving it many of the benefits of an asset sale.”

Riddle says a VPP is a good alternative to hedging
because a VPP allows a company to hedge larger vol-
umes for longer periods of time.

“The company does not use up credit availability, does
not face counterparty risk of performance (as the capital is
received up front), and there is no potential for future mar-
gin calls,” he says. “There is no FAS 133 mark-to-market
exposure to fluctuating commodity prices related to the
VPP volumes. As a result, the VPP provides a very pre-
dictable oil and gas sales revenue stream over the life of the
VPP.” (Editor’s note: FAS is a financial accounting stan-
dard the Financial Accounting Standard Board developed.)

Producers may sell the property, but that can result
in tax consequences, Riddle says.

“By valuing the VPP volumes using current high
commodity prices and selling only a term royalty, the
producer is able to monetize the asset—not trigger a
taxable gain on the sale—and maintain ownership of
the upside and the remaining reserves, which would
normally be heavily discounted in a sale,” he says.

The details of arranging a VPP are as important as
for a property sale, however.

“Due diligence is very similar to our normal
reserve-based lending activities or that of a company
purchasing properties,” Riddle says. “It involves finan-
cial, marketing, engineering and title evaluations.”

Price tends to be the primary focus, though length
also 1s a major factor.

“First, producers worry about the potential effect on
operations of the company. Once the decision has been
made, it’s all about the value received. Value comes
first, the nominal price received per unit of production,
and second, the amount of reserve risk and price-risk
you're able to hedge,” Rockecharlie says.

Most companies hedge production over one to
three years.

“That’s what the market typically allows,” he says.
“With a longer hedge, you risk margin exposure and credit
exposure. With a VPP, there’s no margin to worry about,
and no credit exposure because the assets serve as collateral.
We have done a seven-year and a 12-year transaction.
Most companies aren’t willing to do that at the corporate
level, but on particular assets, they feel comfortable.”

Dominion has done a VPP every year for the past
three years, and each has been for a period of four years.

“Beyond four years, we have less comfort with the
price,” Millet says. “Four years seems to be the real

sweet spot for us. Many parties have wanted longer
terms, but we made the decision that four years is the
right length.”

The company has tweaked its negotiation process
with each VPP, and Millet believes this has helped it
achieve even more favorable results.

“Our first VPP was a negotiated deal, and with our
second, we did a bidding process, but it was very lim-
ited,” he says. “With our recent VPP, we had a num-
ber of parties bid on the transaction and it was a very
valuable exercise for us.”

A number of bids were made, and UBS was the
winner. The process was quick.

“We did our last deal in about 45 days and that was
quite remarkable,” Millet says. “We were successful
because we got the best value, as you would in almost
any negotiated process.”

Riddle also has had experience with closing VPP
transactions quickly.

“Wachovia has not syndicated its VPPs, and this
has proved to be an advantage in closing VPP transac-
tions in a timely manner,” he says.

“VPPs will increase in popularity with public com-
panies if equity investors continue to undervalue
mature reserves relative to VPP valuation.”

—David Rockecharlie,
Randall & Dewey

As commodity prices continue to rise, Riddle pre-
dicts VPPs will continue to become more prevalent in
the marketplace.

“A VPP purchaser can be the most aggressive bid-
der on predictable PDP reserves in this current high
commodity price/low interest rate environment,” he
says. “VPPs will increase in popularity with public
companies if equity investors continue to undervalue
mature reserves relative to VPP valuation.”

VPPs could allow investments in production.

“I think VPPs could serve as the starting point to
create publicly traded oil and gas asset-backed bonds,”
Rockecharlie says. “Investors in VPPs have been insti-
tutions. With the current level of investment demand,
the financial community will provide a way for the
individual to invest in the product.”

The concept would be similar to the Canadian roy-
alty trust.

“It’s not the same thing, but it’s the closest thing,”
Rockecharlie says.

He also sees potential for an oil and gas master limited
partnership. “The only thing you can own now is a
stock or a bond in an oil company,” he says. “Wouldn’t
it be nice to be able to own production?” ®
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DRILLING ABROAD

Many financing options are available today to the internationally focused E&P firm.

ARTICLE BY KELLY GILLELAND

sk any independent producer to name

the hottest play in the exploration sector

today, and chances are the answer will

involve “at least one unpronounceable

locale that couldn’t even be found on
the map 10 years ago.” This sentiment, expressed by a
Texas-based service contractor, is the key not only to
survival, but to the lion’s share of profits for some ser-
vice companies today, he says.

“Used to be we’d put together a crew of really
good men and head out to West Texas or the
Rocky Mountains,” he says. “Now my men have
passports with multi-entry work visas for some of
the most remote places on the face of the earth.
Used to be you needed a degree in geology to find
oil—these days you also need a geography degree
and a really big pile of money.”

Finding that pile of money is the job of his cus-
tomer, the E&P company. It’s becoming easier, in part
because of the innovative nature of the modern oil
entrepreneur and myriad financing options that con-
tinue to evolve to meet global investment needs.

“Small companies have a lot more options today
than they did 20 or 30 years ago,” says Florida-based
Albion Resources president David Clark. “At the
time of the North Sea fourth licensing round in
1972, the norm was for smaller companies to do the
initial leg work (geologic studies, seismic, early
negotiations with the government) and then put
together consortia of larger companies to do the
actual exploration. In return, the smaller company
would get a carried interest through the first two or
three exploration wells.

“The expectation was that a discovery would be
made and the small company would be able to partici-
pate in the development or production phase by riding
along with the group’s anticipated project financing.”

Today, it often is possible for small companies to
finance their own share of development costs in for-
eign countries by using a local bank, Clark adds.

“Banks are much more sophisticated at this type of
arrangement now,” he says.

DEBT OPTIONS AVAILABLE

Debt is still one of the cheapest and most common
forms of financing. Generally tied to a specific project,

loans can be used to catapult a small player into the
bigger playing fields, at least for an initial “proving”
period. The key is the debt’s structure. Savvy compa-
nies can help design the debt to mitigate certain types
of risks such as currency exchange rates, commodity-
price fluctuations and even the risk of nationalization
of the assets by a host government.

Some companies opt for nonrecourse financing,
which, unlike project financing, is not paid out of a
specific oilfield-development project or tied to any
specific asset that could be used as collateral in the
event of default. Loans may be straight interest-bear-
ing, or convertible debt, or a mixture of such terms
with share warrants added as a kicker.

The lender will look at the financial strength of a
company, its management and profitability record, and
the likelihood that the company will remain a “going
concern” during the life of the loan. Nonrecourse
financing typically requires the borrower to pledge its
“tull faith and credit” to obtain the loan.

“Small companies have a lot more options
foday than they did 20 or 30 years ago.”

—David Clark,
Albion Resources

It usually has “negative pledges” included in the
loan documents, that is, a series of “do nots” that
could include such covenants as prohibiting the bor-
rower from obtaining additional loans without consent
of the nonrecourse financing lender, or issuing new
shares without permission or filing bankruptcy with-
out the lender’s agreement.

PUBLIC AND PRIVATE EQUITY

Private-equity funding for small international
projects, once a rarity, is now more commonplace as
the larger private-equity funds come to grips
with the risks of doing business in politically unsta-
ble areas.

“Unfortunately, most of the world’s hydrocarbons
seem to be located right in the middle of the so-called
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G INTERNATIONAL E&P

Today, it often is possible for
small companies to finance
their own share of development
costs in foreign countries by
using a local bank, David Clark
of Albion Resources adds.

Third World,” one explorationist says. “We all wish
there was oil in Hawaii or the Virgin Islands, but there’s
not. So, we get our cholera jabs and take our malaria
meds and head out to places with questionable govern-
ments, hoping to make a fair deal and not get shot.

“To fund these ventures, we all use good, old-fash-
ioned salesmanship, be it with the bank, private
investors or on the street.”

Many small E&P ventures begin their international
lives—and raise capital—by going public on one of
Canada’s stock exchanges, which are viewed as less
stringent than U.S. or European trading venues.

One example is InterOil Corp., first listed as IOL
on the Toronto Venture Exchange. The firm graduat-
ed to the Toronto Stock Exchange in July 2004 with
the same trading symbol, then joined
Amex (as IOC) that September. It also
trades on the Australian and Port
Moresby exchanges as IOC.

The Canada-based company owns
assets through the entire value chain,
from wellhead to refinery to service
stations, almost exclusively in Papua
New Guinea, says Gary Duvall,
Houston-based vice president of cor-
porate development.

Its assets comprise a 32,500-barrel-

a-day oil refinery, 8 million acres of
onshore petroleum exploration licens-
es, and retail and commercial distribu-
tion assets. The majority of the prod-
ucts from the refinery are sold under
contracts with Shell and InterOil’s
wholly owned subsidiary, InterOil
Products Ltd. BP Singapore supplies
crude to the refinery.

In an unusual deal recently, InterOil raised another
US$125 million from institutional and accredited
investors for an exploration program in exchange for
an aggregate 25% indirect participation interest in
that program. Six of the eight wells slated to be
drilled in Papua New Guinea will be sited at loca-
tions chosen solely by InterOil, but the remaining
two will be drilled at locations approved by the new
investors. If the exploration program results in dis-
coveries of oil or gas in commercial quantities, the
investors have the right to prorated participation in
any field development.

To raise the required capital, InterOil requested—
and received—waivers from the Australian and Port
Moresby stock exchanges, allowing US$33 million of
indirect participation interest issued to be closed.

“We are pleased the (Port Moresby) recognized the
conflict that can arise from being listed on numerous
exchanges, and has allowed us to remain listed
on...under our primary stock exchange listing require-

ments,” says InterOil chairman and chief executive
Phil Mulacek. “This will allow for continued invest-
ment support within Papua New Guinea.”

Obtaining these types of permissions is nearly
always aided by fostering good relationships with host-
country governments, which are much more cog-
nizant of the long-term investment implications today.

“Papua New Guinea, with all of our vast resources,
welcomes the investment by InterOil in the largest
exploration program in PNG history,” says Moi
Avei, petroleum and energy minister. “This invest-
ment...confirms that our fiscal policy reforms have
made PNG globally competitive.”

RULE 144A

Some companies take advantage of the U.S. Securities
Act of 1933’s “Rule 144a,” a safe-harbor exemption
from the SEC registration requirements. This rule
allows for resale of certain restricted securities to quali-
fied institutional buyers by persons other than issuers.
The goal of Rule 144a is to make the private-place-
ment market more liquid and efficient by giving insti-
tutional investors more freedom to trade securities,
and to induce foreign companies to sell securities in
the U.S. capital markets.

One example of a Rule 144a financing is that of
Canadian Oil Sands Trust, which issued US$250
million in 4.8% senior unsecured notes last year. The
notes mature in 2009 and were priced at $99.912
to yield 4.82%. Proceeds will be used to pay bank-
facility borrowings and fund Canadian Oil Sands’
share of the Syncrude Stage 3 heavy-oil project in
northern Alberta.

THE WORLD BANK

Government agencies such as the World Bank are
sometimes prepared to finance small operations, if the
project meets the latest politically motivated criteria,
like the currently popular development of gas reserves
in the Third World. The bank offers an array of
instruments including loans and grants to finance
poverty reduction and economic development efforts
globally, using two main lending instruments: invest-
ment loans and development-policy loans.

Investment loans typically run for five to 10 years
and finance goods, works and services that support eco-
nomic and social development projects in a broad range
of sectors. Originally concentrated on financing hard
goods and engineering services, investment lending has
come to focus more on institution building, social
development and developing the public policy infra-
structure needed to facilitate private-sector activity.

Development-policy loans provide “quick-disburs-
ing external financing to support policy and institu-
tional reforms,” according to the bank. These loans
typically run for up to three years. They were
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designed to support macroeconomic policy reforms,
including trade policy, but today they focus more on
structural, financial-sector and social-policy reform,
and on improving public-sector resource management.

According to the World Bank, a limited number
of grants also are available, either funded directly or
managed through partnerships. Most are designed to
encourage innovation, collaboration with other
organizations, and participation by stakeholders at
national and local levels. Donors entrust the bank to
operate some 850 active trust funds, which are
accounted separately from the bank’s own resources.
These financial and administrative arrangements
with external donors lead to grant funding of high-
priority development needs, including technical
assistance and advisory services, debt relief and post-
conflict transition.

The bank also offers several types of guarantee and
risk-management tools to protect commercial lenders
from risks associated with investing in developing coun-
tries. One example is the Petroleum Sector Management
Capacity building project in Chad, Africa. The project
was designed to strengthen the country’s petroleum-
resources management capacity, within environmentally
and socially sound practices, and establish a framework
for private-sector investments in Chad’s petroleum sec-
tor. Interested parties take note: the closing date for
award of funding on this project is December 31.

IADB

Another important lender is the InterAmerican Devel-
opment Bank. Its capital-markets division includes
three sections. The funding section raises funds in the
international capital markets to support the IADB’s
lending activities and conducts its liability manage-
ment operations.

The investments section invests the liquid asset
portfolio of the IADB in a broad range of high-quality
assets in the fixed-income markets of all major curren-
cies, including U.S. dollars, euros and Japanese yen.
The operations section settles and services all of the
IADB’s funding and investment transactions.

On January 10, the IADB announced US$1.2 million
in new financing to attract investment in oil and gas
exploration in Paraguay. Only a small portion of land
in the country has been explored to date. In Paraguay’s
entire history, only 49 wells during a 50-year period
have been drilled, all with negligible results.

Its population growing, Paraguay is looking for a
new electricity-generation source. The country is
extremely close to passing new laws that will update its
legal framework and entice further exploration efforts
by international companies. The IADB will fund con-
sulting services and other groundwork activities in
hopes that new information will stimulate such explo-
ration investment.
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To benchmark offshore driling costs across geographical regions,
the same generic well needs to be considered, according to ener-
gy information-services firm IHS Energy. In this comparison, a 2,000-
foot-water-depth, 7,500-foot reservoir is to be driled with a fourth-
generation semisubmersible rig. It is benchmarked against the
January cost database found in QUESTOR, operated by IHS Energy.

Using a Gulf of Mexico baseline cost of US$10.7 million, the
typical variances seen are:

* Nigeria, 8% higher;

* Indonesia, 4% higher;

e Brazil, 10% higher; and

* UK. North Sea, 62% higher (primarily due fo exchange rates).

Traditionally, the prime cost drivers in the various regions have
been rig availability and regional variations in dayrates. This con-
tinues to be the case, but major variations are now seen based on
the location from which the rig is sourced.

This provides more significant differences in costs because of
the dollar conversion, primarily due to the variability of exchange
rates. Cost comparisons in the North Sea have fraditionally been
tracked in the local currency (Norwegian kroner or U.K. pounds).

Looking back from July 2004 to January, the variation in region-

al well costs have been as follows, according to IHS Energy:
o Gulf of Mexico, 3.1%;
o Africa, 6%;
* UK. North Sea, 14.3%;
 South America, 2.3%; and
* Southeast Asia, 0.5%.

OPIC

The Overseas Private Investment Corp. (OPIC) is
another source of funding for international energy
projects. This self-sustaining federal agency aims to
create a level playing field for U.S. businesses and sup-
port development in emerging economies. Its invest-
ment runs the gamut from providing insurance to
high-risk pipelines in West Africa to funding E&P
activity in obscure locations.

The agency provided the underlying US$85-mil-
lion project financing for InterOil’s Papua New
Guinea refinery.

In 2002, OPIC oftered up to US$350 million to
Unocal for financing two oftshore oil and gas projects
in the Makassar Straits off East Kalimantan, Indonesia.
OPIC’s financing nearly single-handedly fulfilled a
2001 joint initiative of OPIC, the U.S. Export-Import
Bank and the U.S. Trade and Development Agency to
provide $400 million in loans and guarantees to
finance U.S. investments in Indonesia.

Unocal and Pertamina, the Indonesian state oil
company, worked to develop the offshore fields, with
production slated to be sold in Indonesia and the gen-
eral Asian petroleum market.
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OPIC’s political-risk insurance and financing have
helped U.S. businesses of all sizes invest in 140 emerg-
ing markets and developing nations worldwide during
the past 30 years. It has supported $138 billion worth
of investments.

Sometimes a host government will assist in funding
smaller exploration ventures in exchange for a larger
portion of production than it would normally be enti-
tled to under local law.

“In a very remote area, even the richest state oil
companies may not be willing to assume 100% of the

bl

risk of exploration,” comments a senior executive
with a U.K.-based upstream operation. “Sometimes
the motivation is simply the fear that if the state
company drills and fails, it will be perceived as inept,
so they enlist the assistance of a small foreign oil
company who is eager to get a foot in the door, and
let that company assume the ‘face risk’ of the drilling
venture. If a small company is politically savvy, it can
sometimes spot these special circumstances and use
them to advantage.”

Worldwide currency fluctuations and the decrease
in the value of the dollar have sent many hopeful
U.S. explorationists to foreign venture-capital orga-
nizations, and reciprocally, more foreign financiers
are considering U.S. companies as potential value-
added investments.

Sometimes a small exploration company will settle
for an override percentage or a small net-profits inter-
est, just to get initial deal financing off the ground, a
common practice in U.S. exploration. However, this
type of arrangement is often frowned upon by foreign
governments that cannot or will not recognize such
deals as recordable on the actual exploration license.
This can be a frustrating experience for a U.S.-based
company when entering into the alien world of inter-
national exploration and production.

TOREADOR’S FINANCING

Some companies have found the foreign game so
enticing that they sell their domestic assets to finance
their overseas plays. Dallas-based Toreador Resources
in early 2004 sold all of its U.S. mineral and royalty
assets to position itself as an international explorer and
developer. Today the company’s portfolio primarily
consists of developed and undeveloped oil and gas
properties in France, Turkey and Romania.

The company kept its nonoperated working inter-
ests in five states, but stresses its goal is to “take advan-
tage of higher potential exploration opportunities over-
seas that create greater long-term value for investors.”

Toreador entered the foreign marketplace by
purchasing another small E&P company, Madison Oil,
in late 2001, because it held rights to properties in
France and Turkey. The purchase gave Toreador a
U.S./international balance.

“The international arena offers sizable oil and gas
provinces and the most prospective exploration
opportunities, especially for a small-cap independent
like Toreador,” the company reports.

VENDOR PARTICIPATION

Some companies have become partners with their
contractors to get a foreign prospect drilled.

“There are many other considerations other than
the cost of drilling a well in a remote location,” says
one contractor. “You have to factor in political risk,
different environmental rules and regulations, infra-
structure investment, development costs and the ever-
present ‘open hand’ of the host government. They
always seem to want a new school or some other
community enhancement that, while admirable, is a
drain on a small explorer.

“That is why some companies choose to partner
with their contractors. We may shoot the seismic or
perform other front-end functions in exchange for an
equity working interest in the project, and the explorer
is grateful for the help because they’ve got their hands
full keeping their cash flow under control.”

In the not-too-distant past, the perception was that
international oil deals were mostly scams, says a
European-based project manager.

“Common belief was that small promoters would
‘buy’ a geologist to get a good possible reserves estimate,
then put the concession on the stock market in Canada.

“Private parties would buy in, and two years later
the concession would turn out to be worth nothing.
In the meantime, the promoter has filled its pockets,
and everyone else would be left holding an empty
bag,” he said.

While this scenario isn’t always true, one needs only
to search the SEC’s enforcement notices to find exam-
ples of much the same situation happening time and
time again. A cursory search of Ebay even turns up the
occasional oil and gas leasehold or mineral rights avail-
able for sale. In the international oil sector as in every
business deal, the buyer must always beware.

In today’s market, Australia, New Zealand, Papua
New Guinea, Colombia, India, Pakistan, former
Soviet Union states, Tunisia, Egypt and several West
African nations seem to head the popularity list for
small oil investors.

“The world has shrunk in terms of communication,
transparency of oil and gas regulations, markets for
small projects—stranded gas for example—and will-
ingness of governments to recognize that small compa-
nies can often do more, and do it more rapidly than
the majors, who are only looking for the multibillion-
barrel project.”

“International exploration and development provides
the investor with ‘sizzle’ in a portfolio and the chance
to be involved in a big discovery,” Clark says. ®
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CAPITAL CHECKLIST

Even the smallest of EGP companies has access to virtually all types of capital in today’s

financial marketplace. Here are pointers on what type of capital to use.

ARTICLE BY JOHN BARRY

ong-term oil and gas supply and

demand dynamics indicate a period

of sustained higher pricing is likely,

making it easy to recognize that

significant opportunities for value
creation now exist for the energy entrepre-
neur. However, many junior E&P companies
are restricted in their ability to capture these
opportunities because of the limiting nature of
their existing capital base.

The junior E&P company that needs capi-
tal—to make an acquisition; to complete an
attractive rework, debottleneck or enhance-
ment; conduct new drilling; or perhaps pursue
other opportunities—should seek to raise an
optimal mix of capital to fund that venture.
‘What makes an optimal mix?

As discussed here, junior E&P companies
should consider three key criteria when con-
sidering mixes of debt and equity, and their
sources: availability and challenges to closing;
loss of ownership and control; and up-front
and ongoing costs of capital.

Here’s a quick look at the pros and cons of
various financing options.

OPERATING CASH FLOW

Generally, rolling operating cash flow into the next
opportunity is the easiest choice for a small E&P com-
pany. Typically, shareholders are happy to “let it ride”
rather than demand a dividend or distribution, as long
as the company has been reasonably successful to date
and has a solid business plan.

However, even with the rich oil and gas prices we
see today, operating cash flow alone is often inadequate
to execute a company’s more meaningful growth plans.

FRIENDS, FAMILY,
EXISTING SHAREHOLDERS

Often, junior companies look first to friends and family
or existing shareholders for incremental capital. This
type of equity is the easiest capital to raise, given the
pre-existing relationships involved. Too, many busi-
ness owners prefer managing shareholders they know,
rather than answering to outsiders. That said, this pool

of available capital is by definition limited, even to the
most gregarious of E&P promoters.

These non-institutional sources of capital generally
offer little in the way of managerial expertise, strategic
relationships or publicity. They may fall short if the
company needs more capital than expected, especially
on short notice. Finally, as with any source of equity,
any new equity dilutes the ownership and control of
existing shareholders.

COMMERCIAL BANKS

Junior E&P companies that have outgrown friends,
family and existing shareholders often turn to commer-
cial banks, but it must be recognized that banks do not
view their business as involving complex risk analysis
or calculated risk-taking. They tend not to loan to
early-stage companies or those that, for whatever rea-
son, are not producing substantial positive cash flow.

In making their credit determinations, commercial
banks will look for significant historical production
and cash flow plus fully engineered collateral coverage,
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Although much capital comes from Manhattan and other money centers, friends
and family, industry partners and local banks also play a big role.
(Photo by Lowell Georgia)
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Gas Solutions
Natural Gas Processing

$23,744,000

Subordinated
Debt and Equity

Gas Gathering and
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Capital for Energy Companies

Prospect Energy Corporation

John F. Barry, Chairman and CEO (212) 448-1858
M. Grier Eliasek, President and COO (212) 448-9577
www.prospectenergy.com

jbarry@prospectstreet.com
grier@prospectstreet.com




audited financials, scheduled amortization and often
compensating balances or personal guarantees.

If a junior E&P company can provide these high
levels of credit quality and security, it may be able to
borrow at single-digit interest rates. However, signifi-
cant operating experience and advance planning is
required, as it can take six to nine months to close a
commercial bank loan in some cases. Finally, commer-
cial banks demand a first lien against a borrower’s
assets, and they will foreclose on those assets in the
case of a downturn.

PRIVATE EQUITY

Junior E&P companies that cannot satisfy the strict cri-
teria of commercial banks, or those that need to move
quickly, often turn to private-equity firms as a source
of capital. These firms are generally unregulated pri-
vate partnerships, including certain hedge funds, that
are willing to analyze and accept risks that commercial
banks will not accept.

As compensation for accepting additional risks, they
require: higher interest rates on any loans they make;
significant equity in the borrowing company, fre-
quently in the form of “penny” warrants or convert-
ible features on their capital; and various types of
“control” over the borrowing company.

Control may mean new members on the borrow-
er’s board of directors loyal to the private-equity firm,
tight financial covenants, a revolving credit available
only if the private-equity firm is satisfied with the bor-
rowing company’s financial affairs, operations and
other matters at each draw, or other restrictions.

More commonly, control means the private-equity
firm takes a majority share of the common stock, and as
a result can control the board, the management and all

with new shareholders. On the other hand, public
shareholders tend not to ask too many questions or try
to get involved in managing the company.

MEZZANINE CAPITAL

Some junior E&P companies and management teams are
looking for the best of all worlds, if they can find it.
‘While they cannot meet the strict, low-risk credit stan-
dards of a commercial bank, or cannot wait to see
whether a commercial bank’s credit committee will
approve a loan, they still are seeking primarily debt capital.

They seek capital without too many strings
attached, which will allow them to remain indepen-
dent. They may not want to give up control of their
company and its future to financial outsiders, but
rather, keep control in the corporate or other family.
They may want to keep their business and finances
private. Finally, they may not want to share the bulk
of their equity upside.

At the same time, small E&P companies may want
a reliable financial partner that will be there for them
as opportunities arise, providing the capital they need
to grow their business according to their plan, not
someone else’s plan. Mezzanine capital has characteris-
tics that fall between equity and bank debt.

Mezzanine capital providers generally structure
their investments as high-coupon debt issued in com-
bination with some type of equity participation.
Mezzanine funds will generally look for a higher-
coupon interest payment plus a “sweetener” in the
form of equity options or warrants or a conversion
feature that will enable the mezzanine fund to share in
some equity upside.

GETTING START

...small E&P companies may want a reliable
financial partner that will be there for them as
opportunities arise, providing the capital they
need to grow their business according to their

decisions. Controlling shareholders prior to a financing
with a private-equity firm may become minority share-
holder employees thereafter, subject to termination by
the private-equity firm. Because of this loss of control
and ownership, many junior E&P management teams

are loath to take on expensive institutional equity.

PUBLIC EQUITY

Another option is for a junior E&P company to issue
public equity, but a public offering can be very time-
consuming and expensive. More important, there is
no guarantee of success. Public market “windows” can
close without notice, sometimes after the company has
started or even completed its road show. Even a small
offering can take months and cost millions of dollars in
fees and expenses.

After closing a public offering, a public company
will be saddled with the burdensome reporting obliga-
tions of being public, made all the more challenging
with recent Sarbanes-Oxley legislation. As with pri-
vate equity, owners will have to share future earnings

plan, not someone else’s plan.

In general, mezzanine funds can move very quickly
to wire funds to a borrower—in as short as two or three
weeks. In addition, mezzanine funds rarely look for
control or a meaningful role in the management of the
borrower. In short, mezzanine capital allows manage-
ment teams to get their funds quickly without sharing
too much upside or losing control of their business.

John Barry is chairman and chief executive officer of
Prospect Energy Corp., a newly public provider of mezza-
nine capital to the E&P industry. David Belzer and Bart J.
de Bie of Prospect Energy assisted in preparing this article.
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EXPERIENCE

COMMITMENT

Focus Resources
« Exploration and production companies * Staff dedicated to energy clients
* Midstream gathering and transmission ventures  Experienced lenders
Emphasis Strengths
« Quality business banking services * Superior customer service
* Secured loans ranging from $1 million - $15 * Results oriented, Texas-based bank
million

=Sterling Bank-

Energy Lending Group
2550 North Loop West, Suite 100 « Houston, TX 77092
713-507-7714
Dan Steele, Manager
Melissa Bauman ¢ Scott Wilsone David Phillips ¢ Ryan Michael

www.banksterling.com




FINANCE:

DIRECTORY

Although not exhaustive, the firms noted here are among known providers and/or arrangers of capital to the upstream energy
industry. They include commercial banks, investment banks, capital intermediaries and advisors, and private-capital sources.
Firms are listed once although they provide multiple types of capital. The codes that follow describe services each firm pro-
vides: I = Investment Banking; C = Commercial Banking; M = Mezzanine; P = Private Equity/Debt; and A = Arranger/Advisor.

AIG Financial Products Corp. (P)
Russell Sherrill

(713) 831-6100

sherrill@aigfpc.com

David Ackert

(203) 222-4720
david.ackert@aigfpc.com

Acumen Capital Fin. Partners (I)
Michael Stuart

(403) 571-0311
mstuart@acumencapital.com

A.G. Edwards (I)

T. Frank Murphy

(314) 955-2371
murphytf@agedwards.com

Altira Group (P)

Dirk McDermott

(303) 592-5500
dmcdermott@altiragroup.com

Amegy Bank (C)
Stephen Kennedy

(713) 235-8870
skennedy@amegybank.com

American Nat'l Bank (C)
Todd Berryman

(303) 394-5424
tberryman@anbbank.com

Ammonite Capital Partners (A)
G. Warfield Hobbs

(203) 972-1130
skiphobbs@ammoniteresources.com

ANZ Investment Bank (M&I)
Brian D. Knezeak

(212) 801-9139
bknezeak@anz.com

ARC Financial Corp. (P)
Kevin Brown

(403) 292-0680
kbrown@arcfinancial.com

ArcLight Capital Partners (P)
Daniel Revers

(617) 531-6300
drevers@arclightcapital .com

BB&T Capital Markets (I)
David Holmes

(804) 787-8268
dholmes@bbandt.com

Banc of America Securities (I)
M. Scott van Bergh

(212) 847-5103
scott.vanbergh@bofasecurities.com
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Bank of America (C)

Dan Condley

(713) 247-6559

william.d.condley @bankofamerica.com

Bank of Oklahoma (C)
Michael M. Coats

(918) 588-6409
mcoats@bokf.com

Bank of Scotland (C)
Richard Butler

(713) 651-1870
richard_butler@bankofscotland.com

Bank of Texas (C)
Tim Merrell

(214) 987-8873
tmerrell@bokf.com

Bank of Toyko Mitsubishi (C)
Kelton Glasscock

(713) 655-3888
kglasscock@btmna.com

Barclays Capital (C)
John Sullivan

(888) 227-2275
John.sullivan@barcap.com

Baxter Bold & Co. (I)
Scott Baxter

(212) 682-4603
scott.baxter@baxterbold.com

Bear Stearns (I)
Wayne Stoltenberg
(214) 979-7948
wstoltenberg@bear.com

BlackRock Energy Capital (M)
Cathy Sliva

(281) 376-0111
csliva@blackrockenergy.com

Blackstone Group, The (P)
David Foley

(212) 583-5559
Sfoley@blackstone.com

BNP Paribas (C)

Barton Schouest

(713) 982-1100
bart.schouest@americas. bnpparibas.com

Bovaro Partners (A)
Joe Valais

(410) 347-0817
Jjvalis@bovaropartners.com

C.K. Cooper & Co. (I)
Alex Montano

(949) 477-9300
agmontano@ckcooper.com

Calyon Securities (USA) (I&C)
Dennis Petito

(713) 890-8601
dennis.petito@us.calyon.com

Canaccord Capital Corp. (A)
Dave Kaiser

(604) 643-7459
david_kaiser@canaccord.com

Carlyle/Riverstone (P)
John Lancaster Jr.

(212) 993-0088
john@yiverstonellc.com

Cherington Capital (P)
Charles Cherington

(617) 497-8282
charles@cherington.com

CIBC World Markets (I)
Art Korpach

(403) 260-0504
art.korpach(@yibe.ca

Citibank TX NA (C)
Glen Davis

(979) 361-6229
davisg@fabtexas.com

Citigroup (C)
David E. Hunt
(713) 654-2829
david.e.hunt@xcitigroup.com

Citigroup (I)

Andrew Safran

(212) 816-8345
andrew.safran(@gitigroup.com

Citizens Bank (C)
Charles Spradlin
(903) 984-8671
llong@kilgore.net

Clarus Securities Inc. (I)
Alex Wylie

(416) 343-2797
awylie@clarussecurities.com

Comerica Bank (C)
Mark Fuqua

(214) 969-6562
mark_fuqua@comerica.com

Community National Bank (C)
Danny Campbell

(432) 685-8479
deampbell@cnbtx.com

Compass Bank (C)

Dorothy Marchand

(713) 968-8272
dorothy.marchand@compassbank.com
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ENCAP INVESTMENTS L.P.

SimMPLY THE BEST IN THE BUSINESS!

The depth and experience of our investment team is unparalleled.

Mitchell D. Hovendick, Wynne M. Snoots Jr., Thomas E. Hassen, Jr.,
Robert H. Haier, Jr., Jonathan M. Shepko, James S. Crain, Jason M. Del orenzo,
R. Jason McMahon, Brent R. Bechtol, Douglas E. Swanson Jr., M. Sean Smith

» EnCap has been a significant and innovative source of capital to the
independent sector for almost two decades

 Successfully invested over $2 billion in 100+ oil and gas companies

* Currently investing 11th oil and gas investment fund with aggregate
capital commitments of $825 million from 60 major institutions

 Seeking opportunities to back seasoned management teams with
upstream or midstream value creation strategies

Houston Office Dallas Office
1100 Louisiana, Suite 3150 3811 Turtle Creek Blvd., Suite 1080
Houston, Texas 77002 Dallas, Texas 75219
Phone: 713-659-6100 Phone: 214-599-0800

Fax: 713-659-6130 Fax: 214-599-0200




Concert Capital (P)
Bob Smith

(713) 336-7475
shirley.isbell @ccrlp.com

Constellation Comm. Group (M&P)
Mark Smith

(713) 344-2889
mark.smith@constellation.com

Coppermark Bank (C)
Bob Holmes

(405) 945-8100
bholmes@coppermarkbank.com

Cornell Capital (I)
Brian Keane

(201) 985-8300 ext. 105
bkeane@cornellcapital.com

Cosco Capital Management (A)
Cameron Smith
(212) 889-0206
cos(@coscocap.com

Credit Suisse First Boston (I)
Osmar Abib

(713) 890-1400
osmar.abib@csfb.com

D.A. Davidson &Co. (I)
Thomas Hayes

(406) 268-3084
thayes@Dadco.com

D.B. Zwirn & Co. (P)
Todd A. Dittmann

(713) 292-5501
tdittman(@dbzco.com

Deutsche Bank (C)
Tod Benton

(832) 239-4630
tod.benton@db.com

Deutsche Bank Securities (I)
Michael V. Johnson

(212) 250-0417
michael.v.johnson@db.com

Dillard Anderson Group, The (A)
Max Dillard

(281) 873-6100
mdillard@dillardanderson.com

Dominick & Dominick Securities (I)
David Prestwich

(416) 369-6922

dprestwich@dominick.ca

DnB NOR Bank (C)
Nils Fykse

(212) 681-3872
nils.fykse@dnbnor.no

Dundee Securities Corp. (A)
Ali Bhojani

(403) 268-7433
abhojani@dundeesecurities.com

Emerging Equities Inc. (A)
Keith Carter

(403) 216-8200

kearter(@eei.to
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Emerging Markets Fin. Int'l (I)
John H. Works Jr.
(720) 932-8866

EnCap Investments LP (P)
Marty Phillips

(713) 659-6100
mphillips@encapinvestments.com

Energy Capital Solutions (I)
J. Russell Weinberg

(214) 219-8201
rweinberg@nigcap.com

Energy Spectrum (P&A)
James P. Benson

(214) 987-6103
Jjim.benson@energyspectrum.com

Eschelon Energy Partners (P)
Thomas Glanville

(713) 546-2621
tsg@eschelonenergypartners.com

First Diversified Fin. Serv. (A)
Phil Davis
(281) 340-2020

pdavis@fdfs.com

Ferris Baker Watts (I&P)
Dick Prins
(410) 659-4385

prins@jfbw.com

First Albany Capital (I)
James Hansen

(713) 237-4400
Jjim.hansen@fac.com

First Associates Investments Inc. (I)
Charlie Pennock

(416) 864-2059
cpennock@firstassociates.com

First Reserve Corp. (P)
Hardy Murchison
(713) 227-7890

hardymurchison@firstreserve.com

FirstEnergy Capital Corp. (I)
W. Brett Wilson

(403) 262-0600
whwilson@firstenergy.com

Foundation Energy (P)
Eddie Rhea

(972) 934-8385
erhea@foundationenergy.com

Fraser Mackenzie Ltd. (I)
Richard Goldstein
(416) 955-4777

rgoldstein@frasermackenzie.com

Friedman Billings Ramsey (I)
Patrick Keeley

(703) 469-1221

pkeeley@fbr.com

George Hutchinson

(713) 343-1005
ghutchinson@jfbr.com

Frost Bank (C)

Andrew Merryman

(713) 388-7025
andy.merryman@frostbank.com

Galway Group/Cornerstone (I)
H.J. (Hal) Miller

(713) 952-0186
hmiller@galwaylp.com

GE Capital (P)
Mike DePriest
(203) 357-4391
mike.depriest@ge.com

GE Structured Finance (P)
John Cleveland

(303) 893-9878

johnacleveland @ge.com

Gladstone Capital (I)
John J. Mahar

(212) 580-8553
jjmahar@gladcap.com

GMP Securities (I)
Thomas Budd
(403) 543-3036

tomb(@gmpsecurities.com

Goldman Sachs (I)
Chansoo Joung
(713) 276-3500
chansoo_joung(@gs.com

Goldman Sachs E&P Cap. (P)
Kurt A. Talbot

(713) 658-2680
kurt.talbot(@gs.com

Greenhill Capital Partners (P)
V. Frank Pottow

(212) 389-1515
fpottow@greenhill-co.com

Growth Capital Partners (I)
John MacNabb

(281) 445-6611
jmac@growth-capital.com

Guaranty Bank (C)

Arthur (Buzz) Gralla

(713) 890-8865
arthur.gralla@guarantygroup.com

Harris Nesbitt (I)

Charles H. Prioleau

(713) 546-9791
charlie.prioleau@harrisnesbitt.com

Haywood Securities (I&A)
Bill Kanters
(403) 509-1991

Hibernia National Bank (C)
Spencer Gagnet

(504) 533-5717
spencer.gagnet@hibernia.com

Hibernia Southcoast Capital (I)
Stan Ellington

(504) 528-9174
sellington@hibernia.com

Hicks, Muse Tate & Furst (P)
Joe Colonetta

(214) 740-7342
Jjecolonnetta@hmtf.com
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The McGraw-Hill Companies

The bank loan market isn’t always easy to understand. So when I need to make
a decision about pricing or investing in a loan, Standard & Poor’s Bank LO an
and RGCOVCI‘Y Ratlngs give me a better perspective on the loan structure
and underlying value. Their reports and analyses give me clarity in a complex market.

Speaking of clarity, can someone please translate this memo from IT for me?

YOUR CONFIDENCE IS NG
YOU'VE GOT STANDARD & POOR’S.

RGEWEN

RISK SOLUTIONS | EQUITY RESEARCH CORPORATE VALUE CONSULTING | INDICES

Standard & Poor’s Bank Loan and Recovery Ratings look beyond default to identify the likelihood
of ultimate recovery. Our loan-specific ratings capture the value of collateral, effect of covenants, STAN DARD

and other repayment protection provided specifically to holders of bank debt. Our ratings are &POOKS
respected by bankers, loan investors, and issuers worldwide across all sectors.

Go to www.bankloanrating.standardandpoors.com for the latest Guide to the U.S. Loan Market,

as well as credit ratings and research, criteria, and select commentary.

N. America 1.212.438.7981 « 1.212.438.2085 | Latin America 52.55.5081.4408 | Europe/Middle East/Africa 44.0.20.7176.3528 | Asia/Pacific 61.3.9631.2032

Analytic services provided by Standard & Poor’s Ratings Services are the result of separate activities designed to preserve the independence and
objectivity of ratings opinions. Ratings are statements of opinion, not statements of fact or recommendations to buy, hold, or sell any securities.
Standard & Poor’s has established policies and procedures to maintain the confidentiality of non-public information received during the ratings process.




Howard Weil (I)
Jeff Parker
(504) 582-2500

Jefferies & Co. (I)
Danny Conwill
(504) 681-5706
deonwill@jefco.com

Jennings Capital Inc. (A)
Rob Jennings
(403) 292-0970

Johnson Rice & Co. (I)
Greg Miner

(504) 525-3767
gminer@jrco.com

JPMorgan (C)

Murphy Markham

(214) 290-2290
murphy.markham@chase.com

JPMorgan Partners (P)
Christopher Behrens

(212) 899-3650
christopher.behrens@jpmorganpartners.com

JPMorgan Securities (I)
Doug Petno

(212) 622-6774
douglas.b.petno@jpmorgan.com

Kayne Anderson Cap. Advisors (I)
Robert V. Sinnott

(310) 284-5508

rsinnott@kayne.com

Kayne Anderson Cap. Mrkts (M)
Danny Weingeist

(713) 665-7351
dweingeist@kayne.com

KeyBanc Capital Markets (I)
Brian Akins

(317) 464-1581
bakins@keybanccm.com

Ladenburg Thalman & Co. (I)
Peter H. Blum

(212) 409-2120
phblum@ladenburg.com

Laminar Direct Capital LP (M&P)
Todd A. Overbergen

(713) 292-5402
overberg@laminardirect.com

Lane Capital Markets (I)
John Lane

(203) 255-0341
Jjdlane@lanecapitalmarkets.com

Laredo National Bank (C)
Delbert Pierson

(713) 967-7252
djpierson@Inb.com

Leede Financial Markets Inc. (A)
Michael Zwack
(403) 531-6868

rmzwack@leedefinancial.com
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Legg Mason (A&I)
John R. Honovich
(215) 446-8162
jrhonovich@leggmason.com

Lehman Brothers Inc. (I)
Gregory Pipkin

(713) 236-3954
gpipkin@lehman.com

Lime Rock Partners (P)
Jonathan Farber
(203) 293-2752

if@Ipartners.com

LoneStar Securities (A)
Joseph Ireland

(972) 701-8620
irelandj@lonestarsecurities.com

Macquarie Bank Ltd. (M&C)
Paul Beck

(713) 986-3601
paul.beck@macquarie.com

Macquarie Sec. (USA) (I,P&A)
Robert J. Brooks

(281) 236-1848

bob. brooks@macquarie.com

McFarland, Grossman & Co. (I&A)
Clifford McFarland

(713) 464-7770 ext. 206

cmefarland @mcfarlandgrossman.com

Meagher Dunn Capital (A)
Bill Dunn

(303) 721-6354
bdunn@meagheroil.com

Merrill Lynch (I)
Chris Mize

(713) 759-2500
christopher_mize@ml.com

Metalmark Capital LLC (I)
John Moon

(212) 761-8089
john.moon@metalmarkcapital .com

Mitchell Energy Advisors (A)
Michael Mitchell

(469) 916-7484
mmitchell@mitchellenergypartners.com

Morgan Keegan (I)

Kevin Andrews

(713) 840-3600
kevin.andrews@morgankeegan.com

Morgan Stanley Capital Partners (I)
Michael Dickman

(212) 761-7236

michael. dickman@morganstanley.com

Municipal Energy Resources (P)
Robert Murphy

(713) 888-3300

robert. murphy@munienergy.com

Natural Gas Partners (P)
Kenneth A. Hersh

(972) 432-1440
khersh(@ngptrs.com

NGP Capital Resources (M)
John Homier

(713) 752-0062
jhomier@ngpcrc.com

Neidiger, Tucker, Bruner Inc. (I)
Anthony Petrelli

(303) 825-1825

tpetrelli@ntbinc.com

Northern Securities Inc. (I)
Andrea Matthews

(416) 644-8119
ammatthews@northernsi.com

Octagon Capital Corp. (I)
Jean-Pierre Colin

(416) 304-7783
Jjpeolin@octagoncap.com

Oppenheimer & Co. (A&I)
Stanley B. Stern
(212) 668-8020

Orion Securities (I)
Dan Cristall

(403) 218-6660
deristall@orionsecurities.ca

Parks Paton Hoepfl & Brown (I)
W. Allen Parks

(713) 621-8100

aparks@pphb.com

Peters & Co. Ltd. (I)
Michael Tims

(403) 261-4850
mtims@petersco.com

Petrie Parkman & Co. (I)
Sylvia Barnes

(713) 650-3383
sbarnes@ppchouston.com

Petrobridge Investment Mgmt. (M)
Rob Lindermanis

(713) 490-3861

robl@petrobridge.net

PetroCap Inc. (A)
John Sears

(214) 871-7967
Jjrsears@petrocap.com

PetroGrowth Advisors (A)
Grant Swartzwelder

(972) 432-1470
grant@petrogrowth.com

Petrolnvest (A)
Steven D. King
(713) 667-5692
sking@petroinvest.com

Petroleum Place Energy Adv. (I)
George Gosbee

(403) 294-9541
ggosbee(@tristonecapital .com

Premier Capital Ltd. (A)
J.W. Brown

(214) 273-7209
jbrown@precap.com
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OIL & GAS LOANS...

NATIONWIDE ENERGY LENDERS

Ljtizens
ank

. * Is now in the
iz C Houston Metropoliton Area
1A I

Charles Spradlin, P.E.
Sr. Vice President
Oil & Gas Department
301 E. Main Street
Kilgore, TX 75662
903-984-8671
800-627-0157

CENTER KILGORE LEVELLAND

140 Austin 301 E. Main Street 610 Avenue |
Center, TX 75935 Kilgore, TX 75662 Levelland, TX 79336

936-598-8541 903-984-867 1 806-894-3101

KOUNTZE SOUR LAKE CARTHAGE
1055 S. Pine 214 S. Hwy. 326 425 NW Loop 436
Kountze, TX 77625 Sour Lake, TX 77659 Carthage, TX 75633

409-246-3433 409-287-3518

903-694-2422

B

5

YORKTOWN
311 E. Main
Yorktown, TX 78164
361-564-4242

HUMBLE
8810 FM 1960 Rd. W
Humble, TX 77338
281-446-4445

MEMBER FDIC




Pritchard Capital Partners (A)
Tommy Pritchard

(985) 809-7000
tpritch@pritchardcapital .com

Prospect Energy Corp. (M&P)
John Barry

(212) 448-1858
Jbarry@prospectstreet.com

Prosperity Bank (C)

Richard Giesecke

(214) 521-4800 ext 23
richard.giesecke@prosperitybank.com

Prudential Capital Group (P)
Randall Kob
(214) 720-6200

Quantum Energy Partners (P)
S. Wil VanLoh Jr.

(713) 225-4800
swy(@quantumep.com

Quest Capital Corp. (I)
Michael Atkinson
(604) 689-1428

Randall & Dewey Inc. (A&I)
David Rockecharlie

(281) 774-2000
drockecharlie@randew.com

Raymond James & Assoc. (I)
Howard House

(713) 278-5252
howard.house@raymondjames.com
Allen Lassiter

(214) 720-1314
allen.lassiter@raymondjames.com

RBC Cap. Mrkts./Royal Bank
of Canada (I1&C)

Joe Cunningham

(713) 403-5600
Jjoe.cunningham@rbcem.com

Red Oak Capital Mgmt (P)
James M. Whipkey

(713) 963-0099
whipkey@redoakcap.com

Research Capital Corp. (I)
Andrew Selbie
(416) 860-7615
andrew.selbie@researchcapital .com

Riverstone Holdings LLC (P)
John Lancaster

(212) 993-0076
Jjohn@yiverstonellc.com

Rivington Capital Advisors (P)
Scott Logan

(303) 225-0900
slogan(@rivingtoncap.com

Roundrock Capital Partners (M)

Peter Vig
(214) 661-3185
pvig@roundrockcapital.com

Royal Bank of Scotland (C&M)
Jim McBride

(713) 221-2400
Jjim.mcbride@rbos.com
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RZB Finance (P)
Stephen Plauche

(713) 260-9697
splauche@rzbfinance.com

Sandefer Capital Partners (P)
Jeff Sandefer

(512) 495-9925
jsandefer@sandefer.com

Sanders Morris Harris (I)
Ric Saalwachter
(713) 220-5138
ric.saalwachter@smhgroup.com

Saw Mill Capital (P)
John Shaia

(914) 741-9094
Jjshaia@sawmillcapital.com

Sayer Securities Ltd. (A)
Al Tambosso

(403) 266-6133
alan.tambosso@sayersecurities.com

SCF Partners (P)
Andrew Waite

(713) 227-7888
awaite@scfpartners.com

Scotia Capital (I)
Mark Ammerman

(713) 759-3441
mark_ammerman(@scotiacapital.com

Simmons & Co. Int’l (I)
Matt Simmons

(713) 236-9999
msimmons@simmonsco-intl.com

Societe General (C)
Jim Allred
(713) 759-6300

Soft Rock Investments (M)
Roger Eustance
(203) 762-9710

rgeustance@hotmail .com

Southwest Securities (I)
C. (Al) Buis

(214) 859-6414
cabuis@swft.com

Sowood Cap. Mngmt. LP (P&M)
Carl Tricoli

(713) 229-0068
carl.tricoli@sowood.com

Sowood Comm. Prtns Funds (P&M)
Paul Jordan

(617) 603-3436

paul jordan@sowood.com

Sprott Securities Inc. (I)
Craig Bridgman

(403) 750-7204
cbridgman@sprott.ca

Standard Bank Americas Inc.
(C,M&P)

Roderick L. Fraser

(212) 407-5166

roderick. fraser@standardnewyork.com

Stellar Energy Advisors (A)
John McCallum

44 7493-1977
johnmecallum@stellarlimited.com

Sterling Bank (C)

Dan Steele

(713) 507-7206
dan.steele@banksterling.com

Sterne, Agee & Leach (I)
‘W. Barry McRae

(205) 949-3555
bmcrae@sterneagee.com

Stifel Nicolaus & Co. Inc. (I, A&P)
Edward P. Russell

(314) 342-2152

russelle@stifel.com

Stonington Corp. (A)
Bill Foster

(212) 551-3550
wdf@uwforster.com

SunTrust Robinson Hum. (I,C,M&P)
Jim Warren

(404) 588-7824

Jimwarren.suntrust.com

TCW (M)
Patrick Hickey
(713) 615-7413
patrick. hickey @tcw.com

TD Securities (I&C)

Don Warmington

(713) 653-8202
donald.warmington@tdsecurities.com

Texas Capital Bank (C)
Terry O. McCarter

(214) 932-6716
terry.mccarter@texascapitalbank.com

Texas State Bank (C)
Ker1i W. Herrin

(713) 561-0426
k.herrin@xstbk.com

Tortoise Energy Infra. Corp. (M&P)
Dave Schulte

(913) 981-1020
dschulte@tortoiseadvisors.com

Transformation Capital Advisors (A)
Thomas Collier

(281) 392-7807

tom.collier@ Transformationco.com

Tristone Capital Inc. (I)
George Gosbee

(403) 294-9541
ggosbee(@tristonecapital.com

UBS Investment Bank (I)
Stephen Trauber

(713) 331-4688

stephen. trauber@ubs.com

UF]J Bank Ltd. (C)
Clyde Redford
(713) 652-3190
dredford @sbcglobal .net
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Union Bank NA (C)
Mike Robberson

(405) 782-4238
mike.robberson@ubokc.com

Union Bank of California (C)
Carl Stutzman

(214) 992-4200
carl.stutzman@uboc.com

Upstream Energy Capital (I)
Jack S. Steinhauser

(303) 840-2011
Jjsteinhauser@upstream.bz

US Bank (C)

Charles S. Searle

(303) 585-4209

charles. searle@usbank.com

Ventana Capital Advisors (A&I)
C. John Thompson

(713) 248-7850

circlet@pdq.net

Vulcan Capital Management (P)
Ford F. Graham
(212) 980-9520

fgraham@yulcancapital.com

Wachovia Securities (I)
James Kipp

(713) 346-2700

james. kipp@uwachovia.com

Warburg Pincus LLC (P)
Jeffrey Harris

(212) 878-0638
jharris@uwarburgpincus.com

Waterous & Co. (I&A)
Adam R. Waterous

(403) 261-4240
awaterous(@uwaterous.com

Weisser, Johnson & Co. (A)
Frank Weisser

(713) 659-4600
fweisser@uweisserjohnson.com

Wellington West Capital Inc. (I)
Kevin Hooke

(204) 925-2250

kevinh@uwellwest.com

Wells Fargo (C)
Tim Murray

(713) 319-1360
murrayt@uwellsfargo.com

Wells Fargo Energy Capital (M)
Tim Detmering

(713) 319-1327
tim.detmering@uwellsfargo.com

WestLB (C)

Adam Dexter

(713) 963-5234
adam_dexter@uwestlb.com

West Texas National Bank (C)
Sid Smith

(432) 685-6520

ssmith@uwtnb.com

Whitney Bank (C)
Robert C. Stone

(504) 299-5034
rstone@uhitneybank.com

Williams de Broe Plc (A)
Jonathan Gray

(207) 898-2525
Jjonathan.gray@uwdebroe.com

Wolverton Securities Ltd. (I&A)
Kay Eyton

(403) 263-8800
kayeyton@uvolverton.ca

Wunderlich Securities Inc. (I&A)
James Harwood

(901) 251-2233

jhartwood @wundernet.com

Yorktown Partners LLC (P)
Peter Leidel
(212) 515-2100

JYOUR DEAL Is A Big DEAL, TO Us,

At American National Bank, our energy lenders have over 75 years of combined
experience and can tailor a credit facility from $500 thousand to $15 million to suit
your individual needs. We cater to the independent, growth-oriented producer
by offering products and services generally reserved for large producers.
Give us a call; at American National Bank your deal is a big deal to us.

AmericanNatiolnaIBanI{"

Energy Lending Division

3033 E. First Ave.
Denver, CO
303-394-5100

400 E. First St.
Casper, WY
307-234-5300

Member FDIC '@ Equal Housing Lender
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Bank of Oklahoma and Bank of Texas leverage the infrastructure of a multi-billion dollar financial services company
and the regional strength of our affiliate banks to deliver superior financial solutions to the energy industry.

Our energy teams are comprised of bankers, in-house petroleum engineers, industry analysts and technical
assistants that are highly credentialed and experienced in the industry. With energy-related credit commitments
of more than $2.5 billion, our lending teams have demonstrated their collective ability to meet our clients’
lending needs.

To learn more about how our energy team can help meet your financing needs, please contact us. We have the
synergy, strength and solutions you need.

BANK OF OKIAHOMA... BANK OF TEXAS..
Mickey Coats Tim Merrell

Tulsa (918) 588-6409 Dallas (214) 987-8873

Doug Fuller Marty Wilson

Oklahoma City (405) 936-3744 Houston (713) 289-5820

Tom Foncannon www.bankoftexas.com

Denver (303) 534-9461

www.bok.com .
Member FDIC e Equal Opportunity Lender



Financing ENERGY Projects?

Use the law firm the banks do.
Porter & Hedges. We know ENERGY FINANCE.

PORTER & HEDGES, r.Lr.
DY —
Be the center of attention.

90 lawyers strong in Houston
www.porterhedges.com




