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ou’ve been thinking about it for

a while, maybe for years, maybe

since you chose an energy-industry
career. This primer is designed to take
you many step forwards in your goal of
owning and operating your own E&P
company. The experts who offer advice
in these pages are seasoned profession-
als—in arranging capital, in providing
capital, in helping to find key manage-
ment partners, in structuring administra-
tive function and in helping you estab-
lish your company as a leader with good
relationships.

Expert advisors here include E&P
start-up icons Randy Foutch, Jeff Von-
cannon, George Solich, Alan Smith,
Maurice Storm, Wil VanLoh, Bill
Weidner, Scott Kessey and Ben Stamets.
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Don’t get started without this.

A gentle warning: Some of the con-
tents may seem overwhelming. You want
to find oil and gas—and profit from it.
But, you have little interest in running
a back-office system, for example. No
worries. Your entrepreneurial counter-
parts don’t either. In these pages, you
will learn how to best task this and other
matters to experts in those fields—while
you work at the business of turning hy-
drocarbon resources into dollars, and a
large profit margin.

Energy investors are actively looking
for talented, seasoned industry members
in which to invest. Read this, and get
started. It’s time.

—Niissa Darbonne,
Executive Editor
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i CAPITALIZATION 101

Financing the Start-Up

STARTING AN eSP comPANY?

€ ON HOW
Here'S A RQUICK COURS

TO PROCEEP WITH CAPITALIZING [T,
1O MAXIMIZE THE PAYPAY:
ARTICLEBY T. PRESCOTT KESSEY

and WILLIAM E. WEIDNER

uppose the whole industry is short on quality oil and

gas projects. You're a geologist and your partner is a

landman. Together, you have developed better pros-
pects and better ideas than any of your competitors. Not-
withstanding, you think you have no choice but to finance
your drilling projects by selling them to the large indepen-
dent down the street that you know will drill exactly where
you don’t want it to.

Or suppose that you'’re a petroleum engineer with a
proven track record at acquiring noncore oil and gas prop-
erties, enhancing them and then selling them, but you've
always done this for your employer. Now, you would like
to do it on your own, but you have no idea how to find
the money.

Or let’s just suppose that you’re a successful midstream
company executive with a great management team. You
want to build a company out of the merchant-energy col-
lapse, but to buy the large asset divestitures being thrown on
the market, you have to demonstrate beyond a shadow of a
doubt that you have the hundreds of millions in cash needed
to play in that environment.

Or what if you've already done all the above, and
you’re thinking about raising money in the public equity
or debt markets? Then, again, you think you might want
to just sell your company, because you feel that it’s more
fun to grow from small to big than it is from big to big-
ger, and starting all over again might attract even more
capital, anyway.

Growing an oil and gas company or project requires cap-
ital. Lots of it. Knowing how, why and what kind of capital
to raise is about as important to an oil and gas entrepreneur
as knowing the location of the nearest gas station when
your tank is nearly empty: if you don’t have it, you’re going
nowhere.

Yet, the oil and gas executive has a much greater chal-
lenge. He has to keep track of who’s got capital and who
doesn’t; who'’s exiting the money business and who’s coming

into it; and most importantly, with whom he can get along, and
of course, with whom he can’t. Know thyself!

The various financing styles on the “stairway to harvest” are
well known, as are many of their advantages and drawbacks.
The key is knowing how to match the stages in the growth
cycle of a company with these financing styles.

Only by assessing candidly your own merits as a candidate
can you realistically determine which of the familiar financing
styles in the life cycle of a growing oil and gas company you
have a high probability of capturing.

FOUR BASIC STEPS

A project or a company. Before raising capital, the issuer must
first decide whether he’s building a project or a company. This
is a critical distinction. Those truly committed to building a
company should probably raise equity, while those planning
simply to develop a project, or a series of projects, should prob-
ably stick to debt or joint-venture financing.

This process often requires a great degree of soul-searching.
Building a company implies developing and leading an excep-
tional organization that is very good at something that can be
continuously repeated to add value over time. Good manage-
ments can almost always create more value faster by building a
company with plenty of capital to fund that special something
as many times as possible.

Capitalizing with equity allows a company to multiply the
number of times that its special something can be repeated,
thereby maximizing value by compressing time. For example,
an exploration company would want to capitalize with equity
to gain sufficient exposure to a number of prospects to ensure
success within one or two industry cycles. Having achieved
success, the company would have created real going-concern
value as an organization.

A company like Newfield Exploration might be a good

FOUR BASIC STEPS

Decide if you are building a project, or a
company. This determines the best kind of
capital to pursue.

Document your track record.

Find a compatible financial partner with
similar goals and attitudes about risk.

Always talk too soon to investors. Don’t
postpone capital formation until the money
is needed.
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| CAPITALIZATION 101 |

example of this. During the early 1990s, it first developed a
strong management team with repeatable skills and then capi-
talized the company for certainty of success over a series of
prospects.

Building a project is quite different. By identifying, design-
ing and executing a project
that may or may not be re-
peatable, but which, by itself,
provides a fairly certain out-
come, a good technical team
can generate significant added
value. With a project, value
is created not by compressing
time, but by compressing the
amount of capital for which

THE KEY IS

THE STA

KNOWING HOW TO

GES |N THE GRO

oF A COMPANY WITH THESE (MANY)

FINANCING STYLES:

For example, a company lacking a track record, but
having a viable project, might offer the entire project to a
joint-venture partner, while retaining an option to buy into
the project on the same terms during a defined time period.
This arrangement allows time
for eliminating project uncer-
tainty, attracting debt financ-
ing, and, hopefully, establish-
ing that indispensable track
record.

Those entrepreneurs who
have established a track re-
cord by bootstrapping with
debt or joint ventures, and
whose company has graduat-

MATCH

wTH CYCLE

management is responsible.

The less equity that manage-
ment must share in a predictable project, the more value cre-
ation it keeps for itself. For example, an acquisition-oriented
company would want to capitalize primarily with debt if it
could acquire reserves, enhance them, pay off the debt, and
then live off the cash flow from the property.

Often a little introspection at the start of the capital-for-
mation process provides important insight into the correct
path. Moreover, the desire to build a company usually requires
that one first prove oneself by successfully building a few proj-
ects. Before starting on the money-raising trail, think about
this important distinction.

Building a company requires great management, a great
track record and a repetitive business plan. Building a project
requires a great project. Management has to be at least ad-
equate, but it needn’t yet have a track record.

Track record. Everyone has a “track record,” but very
few people have taken the time to document it. Compiling
a track record represents possibly the most important step in
raising money to finance an oil
and gas business. Most people
claim they cannot document
their track records because it
would require rooting through
the files of former employers
or taking credit for successes
and failures for which the out-
comes involved many others.

Aspiring  entrepreneurs

ed to the early stage will find
it far easier to raise private equity to fund continued growth.
A company like Energy Partners Ltd. might be a good exam-
ple of this, having first used joint-venture and debt financing
for projects, before raising private equity and then later, public
equity.

Find a compatible financial partner. A company seeking
capital must focus on finding a financial partner who, in ad-
dition to cash, has compatible business goals and attitudes
about risk. Established companies in the acceleration or ma-
ture stages with access to public equity and debt markets de-
termine compatibility among faceless public partners through
the terms of the debt or equity issue itself, including control
provisions, restrictive covenants and repayment or reporting
requirements.

With private capital, however, the personalities and atti-
tudes of the capital provider often bear greater importance on
the success of the marketing effort, let alone the partnership,
than do the underlying terms of the issue.

Private capital issuers should focus on compatibility for

two key reasons. First, by confidently interviewing in-
vestors, management puts
itself on the same level as the
investor. The company’s mes-
sage should be its confidence
in its plans and its desire to
eliminate capital uncertainty.
Companies simply looking for
money will likely experience
greater investor skepticism

should develop the habit of
recording their roles in completed tasks and their financial
results, thus becoming the owner of their own track records.
This information becomes a key prerequisite when raising
capital.

Those lacking a commercially viable track record must get
one, and the best way to do so during the start-up stage is by
building a project, often by bootstrapping, tapping friends and
family for capital, or by entering into creative joint-venture or
option arrangements.

and may never develop the im-
portant investor rapport that is
required to jointly build a company.

Second, issuers must assess how potential investors will
behave under various circumstances and the degree to which
the investor may become involved in running the business.
Some issuers seek investor involvement, while others seek to
avoid it. Private companies that obtain investment from family
members, friends or groups of individuals sometimes find that
the emotional interaction among disparate, nonmanagement

4+ June 2008
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Financing Styles

Outlined here are the most common styles of financ-
ing available to energy entrepreneurs. Each is more
or less suitable to one or more of the stages in a com-
pany’s growth, based on risks and costs, but as the
adjoining article points out, the first step is to come
to a realistic appreciation of where one stands on the
“stairway to harvest.”

Bootstrapping. Many oilmen have started a busi-
ness with minimal capital. Some continue to rely on
bootstrapping beyond the start-up stage because, by
preserving 100% ownership, they think they're pur-
suing the highest-risk/highest-return financing op-
tion. However, bootstrapping severely limits growth
by constantly shifting time and energy to cash crises
and away from that special something that a busi-
ness might repeat over and over to generate real
value in less time.

Friends and family. Friends and family already
know the issuer’s track record and—often despite
this—agree to help management avoid the perils of
bootstrapping. However, tapping friends and family
can introduce fledgling companies to crippling, of-
ten irrational emotional dynamics. Do business with
friends and family if you wish, but be warned!

Industry joint venture. Joint-venture financing
is actually very expensive, non-recourse structured
debt, where two companies agree to participate dis-
proportionately in costs and revenues before and af-
ter payout. Joint-venture financing may be appropri-
ate to advance a project; it is rarely the best option
for a company, unless to mitigate risk.

Too often, however, companies sell to a joint-ven-
ture partner a relatively low-risk project that took years
of sweat equity to develop. This is expensive money,
particularly if, as indicated in the table, there is oppor-
tunity to tap any of the overlapping financing styles.

Bank debt. Banks generally advance 50% to 65%
of the present value (PV 10%) of predictable cash flow
streams from proven producing properties. Since
bank debt costs the least among conventional sourc-
es and becomes available as soon as, and as long as,
a company has producing assets, a company'’s man-
agers should resort to it wherever possible, reserv-
ing their equity capital to that special something that
entails greater risk, but consistently builds value.

This permits a company to realize a substantial
compounding effect from repeated generation, lever-
aging and redeployment of field-level cash flows.

Mezzanine debt. Mezzanine debt is characterized
by high advance rates, which are ideally suited for
project financing, in exchange for strict repayment
terms and restrictive covenants. Interest rates range
from 350 to 1,000 basis points over comparable-term

U.S.Treasury issues, and often are accompanied with
equity participation rights. Notwithstanding, com-
pared with joint ventures, mezzanine debt almost al-
ways costs less, a fact too often lost on independent
producers stuck in traditional financing styles.

Used with discipline, mezzanine debt is a great
means to jump-start from start-up, or even the early
stage, to acceleration.

Private equity. Private equity allows management
teams to harvest a smaller piece of a much bigger pie
within a three- to seven-year time-frame. Four keys to
attracting private equity? First, emphasis is on fund-
ing management teams, not their assets. Second,
the interests of all parties must be aligned, usually
by requiring management to co-invest and delaying
their “promote” to back-ins upon success.

Third, board participation, if not control, is usually
required. And finally, since private-equity investors
require an exit, business plans must begin with an
exit in mind. Private equity can be arranged at start-
up, if management has an outstanding track record
from prior experiences, but is most often available
once a company has reached the early stage, estab-
lished its own track record, and requires significant
growth capital.

Public equity. Once a company has demonstrated
consistent capacity to grow, assuming it has achieved
a scale sufficient to attract institutional interest (now
considered at least $400- to $500 million) then the
public equity market is an option. In terms of finan-
cial cost, public equity is the least expensive style of
equity, but it has its drawbacks in regulation, man-
agement of investors and analysts, and conflicting
expectations of timing and success.

Also, public equity directly is not an exit, at least
not initially. It can become one through time and sec-
ondary issues. Indirectly, however, the public market
is the ideal exit, as a manager builds his private com-
pany to scale, times his exit to a period of public inter-
est, and reaps the premium that public companies can
pay because their own costs of capital are so low.

Public debt. Public debt, when the market is open,
is the lowest cost of all capital styles. It can become a
debilitating—even deadly—drug, however, as its ease
and size can mesmerize its devotees, often hypnotiz-
ing away fear of covenants and repayment terms.

Public debt can be a marvelous financial option,
but like all debt, it requires immense discipline.
Like public equity, it is not an exit in itself, but it
indirectly fuels the ability of others to pay more
and more for seemingly endless growth (and the
purchase of the company). It creates the harvest,
but beware the sickle.

OilandGasinvestor.com < Starting Your Own E&P Company 101

June 2008 - 5



CAPITALIZATION 101 i

THE STAIRWAY TO HARVEST
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Start-Up/Idle Early-Stage

-

Publicw-\

Public Eqafity

Private Equity

Acceleration Mature "Harvest”

(High Risk) Stages of Corporate Growth (Low Risk)

When starting an E&P company, it is essential to choose the correct types of capitalization. The curved line represents a typical pattern of production or

cash-flow growth during a company’s life cycle.

owners can become an obstruction to the value-creation pro-
cess of the company, or worse, force its liquidation.
Professional investors usually provide a much greater de-
gree of consistency, so issuers must ensure that this consisten-
cy will wear well over time.
Always talk too soon to
investors. No company can
afford to postpone capital-for-
mation efforts until the money
is needed. By developing a
program of periodic and can-
did communication with the
investment community, com-
panies will almost certainly
know those investors with
whom they are compatible,

Fererar REQULATIONS RERUIRE
(ReGuiar. COMMUNICATION)
FROM PueLc COMPANIES, BT
PRIVATE companies IGNORE (T-

AT THEIR OwWN PeR(L

sitioned to understand in which stage of the company cycle
they are laboring and with which of the many styles of capital
available to the industry they are best suited.
Remember: Be honest. Be professional. If you can’t judge
yourself objectively, seek the help of professionals who do
this all the time. But time
is the issue, because if you
aren’t prepared to assess
yourself and your appropriate
stage on the “capital stair-
way,” you're wasting the time
of those you’re approaching,
and, worse, you’re wasting
your own. ®

T. Prescott Kessey and Wil-

and the investors will know
the company’s track record and quality of its management.
Federal regulations require this discipline from public
companies, but private companies ignore it at their own peril.
Strong investor communications and rapport-building are
a common characteristic of almost any successful company,
whether public or private.
By consistently following these four basic steps, oil and
gas companies and their management teams will be well po-

liam E. Weidner are managing
directors in the energy group of
Rodman & Renshaw Capital Group Inc. (both formerly with
COSCO Capital Management LLC, which was acquired by
Rodman in May 2008). They work with E&P start-ups in ar-
ranging initial and secondary equity and mezzanine debt financ-
ings. Kessey is based in Houston; Weidner in Simsbury, Con-
necticut. They can be reached at 713-654-8080 (Kessey) and
860-658-6700 (Weidner).

6 ° June 2008
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i EXECUTIVE SUITE 101

Building the
Management Team

BEGINNING WITH A WINNING CHIEF EXECUTIVE, A STRONG

START-UP TEAM POSSESSES SEVERAL ADDITIONAL KEY RUALITIES.
ARTICLE BY S. WIL VANLOH JR. and BENJAMIN A. STAMETS

he ultimate goal of most E&P entrepreneurs when start-

ing a new company is to create wealth for themselves,

their team and their partners. Creating a successful E&P
company requires operational excellence, scientific acumen, the
ability to create quality assets and, occasionally, a bit of luck. But
it all begins with building a team of E&P professionals with the
requisite skills to form the backbone of a company.

Since its inception in 1998, Quantum Energy Partners has
made or committed to make investments in nearly 50 oil and
gas companies run by energy entrepreneurs. Over the years, we
have identified a number of common traits shared by our most
successful management teams.

The CEO. A successful company depends on the dedicated
efforts of its employees at each level within the organization. This
ability to succeed is reflective of the quality of its management
team, beginning with its chief executive officer. As such, our first
screen of a potential new management team focuses on its CEO
and his or her demonstrated ability to analyze investment deci-
sions, and identify and understand their
underlying risks.

A CEO must be a proven
capital allocator with the
ability not only to identify the
value-creation  opportunity
associated with a potential in-
vestment, but also to analyze

TEAM FOCUSES

Our FIRST SCREEN OF A

POTENTIAL NEW MANAGE
on iTs CEO....

may be very different for an unconventional-resource company
acquiring unproven acreage, and an operations-intensive com-
pany acquiring long-lived production. But the thought processes
through which successful CEOs weigh the risks and rewards of
strategic decisions are typically very similar.

In addition, a CEO must be a leader who can build, guide
and motivate his or her management team, while also main-
taining balance within the organization. No CEO will ulti-
mately be capable of making every decision within a company,
but rather must serve as a principled example to keep the com-
pany’s entire team, from the executives to the rig hands, mov-
ing the organization forward in a manner consistent with its
strategy and tolerance for risk.

Complementary skills. As the oil and gas industry has
grown more complex and the drivers of success have evolved
over the years, it has become increasingly difficult for a single
leader or entrepreneur to individually maximize return on in-
vestment. We believe strong CEOs are most effective when
they are supported by an equal-
ly strong team that possesses all
of the requisite skills necessary
to build a best-in-class enter-
MENT prise with critical mass.

The greatest ultimate val-
ue of any company is achieved
when the management team,

and categorize risk and develop
a coherent strategy of how to
mitigate such risk. A successful CEQO is capable of demonstrat-
ing a consistent and disciplined record of risk analysis and cap-
ital allocation resulting in superior risk-adjusted returns.

A CEO must also have a philosophy or vision that guides
the long-term strategy of the company, although a coherent
strategy alone is not enough to achieve success. The CEO must
also be able to articulate the process that he or she uses when
making the critical investment decisions that will ultimately
lead to the long-term value creation of the company.

This process begins with the risk analysis described above and
should align with the company’s strategy. The decision analytics

collectively, is skilled at ex-
ecuting each of the necessary steps of the investment process.

Technical expertise in petroleum engineering, geology,
geophysics and land is essential to success in the oil and gas
industry. These skills enable a team to identify and potentially
access great assets; however, they are not enough, absent other
complementary talents.

To consummate a transaction, they must first be augmented
with strong commercial skills that can facilitate appropriate
deal-making and optimize structuring of investments. Once
control of targeted assets is achieved, a team must then be ca-
pable of operational excellence.

Depending on the strategy of the company, operations may

OilandGasinvestor.com < Starting Your Own E&P Company 101
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focus on driving greater recoveries, lowering operating costs
or achieving optimal F&D costs through the drillbit. Addi-
tionally, as the industry has developed a greater reliance on
resource plays as a source of new production, the strength of
the drilling and completions personnel within the organiza-
tion has never been more important.

And, noteworthy is that financial acumen and general
managerial skill have become an increasingly critical compo-
nent. As the capital requirements of the industry have risen,
diligent financial reporting, accurate “score keeping” and the
ability to implement a sound hedging strategy have become
necessary for a company to access additional sources of capital
from the debt and equity markets, whether public or private.

Track record. Given the strong market fundamentals of
the energy industry since 2000, many management teams
have experienced success simply as a result of increases in
commodity prices and valuation multiples. The members of
a successful management team are able to articulate the rea-
sons for their past achievements and can clearly identify the
actions they took, either individually or as a group, which
caused such achievement.

We believe it is necessary to retroactively reconstruct and
fully understand the track record of a management team to
discern whether prior success was primarily attributable to a
thoughtful strategy and superb execution or merely the result
of the “rising tide” of commodity prices. In building a new
team, each member should be able to demonstrate how they
created value in their prior endeavors.

Working together. There is no greater indication of how
a management team will perform in the future than past ex-
amples of that team’s success. To have constructive debates
within an organization that result in better investment deci-
sions, a team must have good chemistry and a high level of
mutual trust.

While it is possible to foster this in a new start-up with
all new participants, it is most
easily achieved in an organi-
zation in which at least some
of the executives have previ-
ously worked together.

Competitive advantages.
Very few companies can truly
excel in pursuing multiple
strategies, each of which entails

IN BUILDING A NBW TEAM,

oW
MEMBER SHOULP. ..DEMDNST‘RATE HH
THEY CREATEP VALUE IN THEIR

PRIOR. ENDEAVORS.

i EXECUTIVE SUITE 101

SUCCESSFUL TEAMS

Successful E&P management teams bring one or
more of these attributes to the business model:

A detailed knowledge of a geographic area
or geologic province;

Expertise in a specific strategy, e.g., relative
to operating, drilling and completing, reser-
voir stimulation or gas transportation;

A strategic asset position in a developing re-
gion; or

A well-defined technological advantage.

The most successful teams have a clearly identifiable and
sustainable competitive advantage, and they build an organi-
zation and asset base that best enables them to exploit that
advantage. Examples of uniquely positioned, successful teams
we have seen include those with a detailed knowledge base of
a geographic area or geologic province, expertise in a specific
strategy (e.g., relative to operating, drilling and completing,
reservoir stimulation or gas transportation), a strategic asset
position in a developing region or a well-defined technologi-
cal advantage.

Deal-flow access. Access to acquisition opportunities is
the lifeblood of a start-up oil and gas company initiating op-
erations without an existing set of assets. As the marketplace
becomes increasingly transparent and competitive, the abil-
ity to originate proprietary deal flow in this environment has
become an important competi-
tive advantage.

This characteristic typical-
ly stems from a management
team possessing a network of

close relationships that are
either concentrated in a par-
ticular region or around a par-
ticular technical discipline.
While not every member of a

EACH

different markets, challenges
and opportunities. The energy
industry in particular is characterized by highly competitive
markets in which multiple players possess strategic advantages
over their competitors, such as a lower cost of capital, superior
products or services, greater market penetration, and recogni-
tion or access to legacy assets.

We have found that top-performing teams are typically
those that apply strategies and operational execution capa-
bilities in a manner consistent and congruent with their past
success.

team needs to possess such a
network, a successful organization must have one or two
executives that can drive this origination process.

Once the desired deal flow is achieved, real value is cre-
ated when a team, collectively, can quickly and accurately
assess the merits and risks of an opportunity by applying a
consistent and effective due-diligence screening process. A
successful team can clearly articulate how it will implement
such a process.

In our experience, for each acquisition that the most suc-
cessful teams complete, they will initially screen approximate-
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| EXECUTIVE SUITE 101 |

ly 50 deals, bringing roughly 25% of them to a phase of detailed
due diligence and actually bidding on only a third of those.
Industry changes. During the past decade, the North
American oil and gas in-
dustry has changed in many
ways. Rig counts have almost
doubled and total upstream
spending has risen dramati-
cally, yet overall production
has actually decreased. Wells
drilled today realize materi-
ally lower estimated ultimate

.. A TEAM MusT HAVE qoop

OHEMIST‘RY AND A HaH Lever

OF MUTUAL TRUST.

CEOs creating a new company should seek to build a
management team that will have the greatest chance of de-
veloping assets, products or services that will be an attractive

acquisition target for a strategic or financial ac-
quirer, or will serve as a growth
platform suitable to take pub-
lic. Meaningful enhancements
to value can then be achieved
upon an exit to a strategic buyer
who will benefit the most from
owning—or, perhaps more im-
portantly, lose the most by not

recoveries on average and experi-
ence materially higher initial production decline.

Perhaps nowhere is this more pronounced than in emerg-
ing unconventional-resource plays, where many of the wells
drilled today experience first-year decline rates of 60% to 80%
and second-year decline rates of 20% to 30%. Simply put, the
industry today—again, primarily driven by unconventional-
resource plays—requires significantly more resources of all
types—capital, people, rigs,
frac trucks, tanks, pipes,
pumps, seismic, technology,
etc. The result has been that
successful methods 10 years
ago are less likely to be effec-
tive today.

In our experience, the

NOT REVOLUTION.

...THE MOST SUCCESSFUL TEAMS

EMBRACE CONTINUOUS EVOLUTION,

owning—the company or its
assets or by successfully completing an IPO.

Interests, expectations. Just as the members of a team
must have a high level of mutual trust and a set of comple-
mentary skills, the most successful management teams in the
industry also align well with the organizations or individuals
providing their financial support.

Capital providers can range from passive investors to truly
value-added partners, and a team
should seek out the approach
that best fits its objectives. Ad-
ditionally, a management team
and its financial sponsor must
share a common understand-
ing of the company strategy and
tolerance for risk. An explora-

most successful management
teams are acutely aware of the
changes occurring in their sector or niche and are willing to
adapt their acquisition or operational strategy appropriately.
We often look for entrepreneurs who have a track record of
proactively addressing problems they have encountered in
their past and who developed creative and effective solutions
to overcome them.

A fine line should be drawn, however, between a
team that is continually looking for ways to appropri-
ately adjust its strategy and one that abandons
its prior experience alto-
gether in favor of the next
“new thing.” In short, we
believe the most successful
teams embrace continuous
evolution, not revolution.

The ultimate objective.
The goal of most oil and gas
investors is to eventually
generate a return on their in-

THAT P

...THE MOST SUcCCeESSFU
THOSE WITH PEEP INTEGRITY ANP
ISPLAY AN UNWAVERING
MORAL CHARACTER N THEIR

BUSINESS DEALINGS.

tion company, for example, may
not align well with a mezzanine
lender seeking a more stable source of returns.

Character. Last, but certainly not least in importance,
the most successful management teams are those with deep
integrity and that display an unwavering moral character
in their business dealings. These are traits that cannot be
achieved by simply adding complementary personnel to the
team, but rather must be earned or established over time.
As in all businesses, there is no substitute for strong ethics
and principles when building
a management team that will
achieve long-term success in

L...ARE the oil and gas industry. ®

S. Wil VanLoh Jr. is a co-founder
and managing partner of Quan-
tum Energy Partners, a Hous-
ton-based energy private-equity
firm that has been involved in
initial capitalization of 35 E&GP

vestment through the sale or
monetization of their assets or
through an initial public offering. Management teams seeking
capital from a financial sponsor, therefore, must keep in mind
the importance of the ultimate exit in achieving superior in-
vestment returns.

companies, involving more than
$3.2 billion in investments. Benjamin A.
Stamets is a principal of Quantum involved in due diligence, trans-
action structuring and execution, portfolio-company monitoring
and transaction exits. They can be reached at 713-225-4800 and
swl@quantumep.com or bas@quantumep.com.
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Recruiting the Talent

WlNN(Nq TALENT THAT Your

START-

and TOM ZAY

UP IS RIGHT For THem

ARTICLE By CHERYL BYRAN

uman-resources executive Bruce Levine had not heard

of Ivanhoe Energy when he was contacted about the

start-up in 2007. At the time, Ivanhoe, which offers a
proprietary, heavy-oil upgrading process, was nothing more
than a technology with a visionary chief executive.

For more than two decades, Levine built his career with
some of the world’s most seasoned and trusted brands—Frito
Lay, Dial Corp., Aetna and Pennzoil. Yet the day-in and day-
out frustrations associated with corporate bureaucracies were
beginning to take their toll. So when Levine was contacted
by the executive-search firm charged with helping Ivanhoe
fill out its management team, Levine listened.

“The company’s business model made sense, its technol-
ogy was solid and the capital was there,” Levine recalls. “I
saw an opportunity to join an entrepreneurial culture—and
that was incredibly appealing.” Levine had that spark. He
had that entrepreneurial spirit. He embraced the opportu-
nity to have ownership and accountability for the organiza-
tion’s future. Ivanhoe found their man.

At the same time Levine was taking the leap to a start-up,
Henrique Tono was on the other side of the desk trying to

THE PITCH

sell experienced executives on his new venture, Ingrain, which
uses a patented numerical method to compute physical proper-
ties of reservoir rocks from core samples and drill cuttings.

“By the time we started approaching experienced talent,
we knew exactly the kind of person we wanted and the job we
wanted them to do,” says Tono. “Along with our other found-
ers, we established, in concrete terms, the excitement we had
for the company. Once we had that, our team fell right into
place, starting with a chief financial officer and a chief market-
ing officer.”

The perspectives of Levine and Tono may have been dif-
ferent, but they underscore the same conclusions. Seasoned
executives, even those in very secure positions, are willing
to consider a new venture and take the risk associated with
a start-up, provided the business model is attractive, the idea
behind the business model looks like a game-changing kind
of idea, and if you can convince candidates they will become
an integral part of the organization’s strategic decision process
and exit strategy.

New ventures, by their very nature, are about uncertainty.
With a start-up, there is no track record, no history to refer-

Seasoned executives, even those in very secure positions, are willing to consider a new venture and

take the risk associated with a start-up, provided:

The business model is attractive,

The idea behind the business model looks like a game-changing kind of idea, and

If you can convince candidates they will become an integral part of the organization’s strategic
decision process and exit strategy.
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ence and no way to evaluate the opportunity based on past
situations. A business doesn’t have to be new to be considered
a start-up. In the eyes of a prospective executive, even an es-
tablished business with new ownership, a new strategy or one
focusing on a new technology can be considered “start-up” in
nature.

The good news for start-up ventures is there is plenty of
seasoned talent available, particularly among those in the
energy sector who are inherently ambitious, confident and
naturally entrepreneurial, looking for their “piece of the pie”
in this dynamic market environment. There is a ready oppor-
tunity for those who have accepted early retirement packages
and perhaps can take on a bit more risk.

Even with the talent available, however, building your ex-
ecutive team and attracting the right talent to a new venture
takes considerable, careful planning.

Candor. Start by adopting a philosophy of complete can-
dor and openness when it comes to communicating the plus-
ses and minuses of your venture. What are your growth and
exit strategies, your ownership structure and the owners’ ex-
pectations?

Describe the involvement
of the board and, above all,
don’t leave any skeletons in
the closet. If your chairman is
difficult to work with, then say
so. The more you share, the AN ENTHUSI
more comfortable you’ll make

. CONTAGIOUS.
the executive, and the more
aware they will be of what the

THE VISIONARY LEAPER MUST..

INVOLVEDP IN RECRWTIN

ASM THAT IS PALPABLE AND

asset. A leader who can articulate and sell an organization’s
vision and a management team that is willing to engage in
the recruitment process is the key to attracting senior-level
executive talent to a start-up. The visionary leader must step
in and get involved in recruiting people with an enthusiasm
that is palpable and contagious.

Spinning it. Any new venture is bound to have its share
of challenges. How you describe these challenges can make
the difference in whether or not you can attract executives to
your organization. The right person will be attracted to chal-
lenges such as building a team, or developing a joint venture
or alliance relationships, provided there is an entrepreneur-
ial culture that allows someone to take these challenges head
on. A problem solver will see opportunities rather than chal-
lenges.

Make sure the candidate understands that by joining your
organization, he or she will have authority as well as account-
ability. In larger companies, executives may be more insu-
lated from ultimate accountability. Those who gravitate to
a situation where there is minimal bureaucracy, faster
decision-making and a certain
nimbleness will want to be ac-
cer countable for those decisions.

- Personal qualities. As you

& PEOPLE WITH meet with prospective candi-
dates, consider personal quali-
ties equally with technical
capabilities. Rather than focus
on what a candidate has or has

not done, take a close look at

real uncertainties are. That’s

part of the sale: quantifying the uncertainty. Instead of
leaving it unknown, define it. The right candidate will look at
the uncertainties as opportunities and challenges.

Define the financial stability of the company. Be pre-
pared to disclose past financial performance, if there are
any pro formas in terms of the company performance and
the availability of additional capital. Proprietary technolo-
gies also should be discussed once non-disclosure agree-
ments are signed.

Equity participation. Present an attractive risk/reward ra-
tionale. Keep in mind you are talking to executives who can
put more of their compensation at risk. If you are presenting
an equity opportunity, then make sure it is attractive and treat
the candidate as a true partner. Don’t try and squeeze some-
body down in their equity participation for the wrong reasons.
Remember, you get what you pay for. In a start-up venture,
everyone is focused on the end game.

Make sure your compensation is well thought out, well
documented and clear. Compensation should never be an af-
terthought. If you want your venture to be taken seriously,
ensure that the candidate clearly understands how they will
be compensated in the face of all the other uncertainties that
could drive someone away.

A start-up’s vision and leadership team is its most valuable

the softer skills. Is the candidate flex-
ible? Does the candidate present an adaptable, can-do, natural
optimism when it comes to finding a solution?

Finding the right level of intelligence and personal lead-
ership ultimately will bring you a better candidate than if a
person has simply “checked a box” in a certain area of exper-
tise. Passion and enthusiasm can often make up for a lack of
technical depth.

Tapping retirees. Finally, when recruiting top talent for
your new venture, consider more seasoned executives. In some
cases, tapping a retiree who may still have the energy, passion
and entrepreneurial spirit may provide the right solution.

Because start-ups inherently lack the bureaucracy and
structure of more established companies, you have the advan-
tage of being able to focus on an individual’s capabilities and
can hire people who are ideally suited to take on a challenge
without worrying about how that person will fit into a defined
structure.

Start-ups and new ventures are about uncertainty. Define
the uncertainty as well as the opportunity for impact, and you
will attract the right talent for your organization. ®

Cheryl Smith Bryan and Tom Zay are managing directors of the
Houston office of Boyden, a global executive-search frm. They can
be reached at csmithbryan@boyden.com and tzay@boyden.com.
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Building the Back Office

hen building your E&P company, you want tech-

nology that not only supports your infrastructure

but helps drive your business. Today’s back-office
software helps companies of virtually all sizes in every indus-
try achieve greater efficiencies and improve business perfor-
mance. Those companies that choose best-in-class solutions
enjoy a new threshold in open, integrated business produc-
tivity—giving them a clear advantage over less-equipped
competitors.

The same rule applies to E&P start-ups. E&P companies
are forward-facing—their success is defined largely by field
performance. For these companies, focusing on the front
office to find ways to achieve lower costs and improve ef-
ficiency is foremost.

The operational aspects of the front office determine
your influence with customers, suppliers, partners, investors
and competitors. Equally critical, however, are back-office
resources that in today’s market drive key improvements in
integrated business performance.

For E&P companies, today’s back-office management
solutions allow for improved access to and management of
accounting, land and production data in an integrated, flex-
ible environment that enables better decision-making and
ultimately, improved business performance.

An open, integrated back office eliminates the “silo men-
tality” in which different teams or functions within a com-
pany operate quasi-independently, periodically force-fitting
data and resources to meet the needs of other teams that use
disparate software and databases.

A large majority of productivity loss, miscommunication
and unnecessary expense can be attributed to disconnects
caused by isolated individuals or teams working in silos, ul-
timately leading to inaccuracies in data. For example, many
E&P companies struggle to merge accounting data with up-
to-date production and reserve data. These teams live in dif-
ferent worlds, using different tools and protocols.

Achieving synergy is an expensive, time-consuming pro-
cess. With an efficient back office solution, everyone in the
company works with a common set of tools within a single
system, drawing from the same data pool with full transpar-
ency and better decision-making across the board. Cost-ef-
ficient synergies are built in and the back office becomes, in
effect, a comprehensive, strategic management platform. It
forms a newer, stronger backbone for the organization.

[t is imperative that E&P start-ups acquire the right solu-
tion. The back office powers the business; if it fails, you can
lose your competitive edge.

Conversely, if you select the right solution, you can
achieve integrated efficiencies that optimize performance
and minimize costs from day one. This can be particularly
attractive to potential investors and partners.

A GREAT pEAL CAN BE INVESTED

(N BUSINESS-FUNCTION SYSTeEMs—
ANB NOT JUST capiTaL BuT
VALUABLE EFFORT. Here ARE THE
ESSENTIAL FEATURES oF A
SYSTEM THAT PERFORMS.

ARTICLE BY HELEN LEEKE

Best-in-class back-office solutions share a series of common
traits, including full integration; intuitive ease of use; system
scalability; transparent access to information; business compli-
ance; automated business processes; and outstanding customer
service and support. Here’s what to look for.

Integration. Core back-office applications for the oil and gas
industry must address the complexity of the business, the high
volume of transactional data and the unique business outcomes
that new acquisitions and leasehold can bring to your company.
These applications must be deeply integrated yet flexible and
sophisticated enough to meet all your business requirements.

Sometimes a company will implement a system that is
strong in one area, whether that is land, accounting or produc-
tion. While the individual department is happy, the other two
suffer with inadequacies and often poor integration.

Shared data within a single platform enables better deci-
sion-making, and eliminates the wasteful silo effect that costs
many companies millions of dollars each year in lost opportu-
nities. For example: with a fully integrated system, lease owner-
ship and production volumes can be compared with actual rev-
enue receipts in real time, with all departments or work teams
pulling data from a shared database, thus eliminating troubling
data inconsistencies.

Think of a non-integrated software solution as two or three
silos speaking different languages. While there can be an effec-
tive translator, one or two words inevitably will be misunder-
stood, lost or even modified, possibly transforming the entire
meaning of the exchange.

Scalability. If a company doesn’t anticipate growing, scal-
ability isn’t important; their needs today may be the same as
their needs tomorrow. The business plan of a company should
affect its software decisions. If a company plans to grow, its soft-
ware solution must deliver system-wide flexibility and scalabil-
ity to meet growth demands—otherwise you will be forced into
an expensive midstream switch to another solution.

Access to information. To make the best possible business
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decisions, you need easily accessible, up-to-speed data at your
fingertips—data that delivers fast, system-wide visibility into
every facet of the business. Your back-office solution should en-
able leading-edge analysis tools
that offer high-level dynamic
reports with the ability to drill
down to detail, allowing you
to examine or project business
outcomes in different ways.

In an ever more global envi-
ronment, it is important that your
data can be accessed worldwide.
Many rou-
tine business processes can be
automated with back-office

Automation.

YOoUR BACK-OFFICE SOLUTION SHOULD...
OFFER HIGH-LEVEL DYNAMIC REPORTS
WITH THE ABILITY TO DRILL DOWN TO
PETAIL, ALLOWING YOU TO EXAMINE

OR PROJECT BUSINESS OUTCOMES (N

DIFFERENT WAYS.

duction allocations, revenue distribution and ownership adjust-
ments, can be shifted into autopilot with an automated system.

This frees valuable time to focus on managing the business
instead of managing spread-
sheets.

Ease of use. The functions
of back-office systems are inher-
ently complex, yet must mask
that complexity with a simple,
intuitive interface that makes
it easy to use. If the system is
cumbersome and confusing, us-
ers will quickly become discour-
aged, which in turn negatively
affects productivity and perfor-

solutions, saving hundreds or
thousands of man-hours each year. Some of these labor-intensive
processes that are essential to the oil and gas industry, such as pro-

mance.
The system should also be easy to configure to the way you
run your business—with customizable options. It must also in-

HOW LEGEND DID IT: A CASE SUDY

Private E&P company: Houston-based producer Leg-
end Natural Gas Il LP, formed in 2004 to drill and ac-
quire onshore the Gulf Coast.

Funding: Private equity from Carlyle/Riverstone
Energy and Power Funds, a venture of The Carlyle
Group (Washington) and Riverstone Holdings LLC
(New York).

The challenge: Find a back-office system that adds
value, rather than costs.

As a company that thrives on maximizing the val-
ue of its acquisitions, Legend was acutely aware of
the need to lower costs while increasing efficiency
throughout the entire acquisition process. For Leg-
end, the overall challenge was to deploy a back-of-
fice system that would help manage those costs and
enable the back office to add value to the company,
rather than being considered overhead.

“We are always competing with other companies
for oil and gas merger and acquisition opportuni-
ties,” says Gary DeGrange, Legend vice president
and controller.

“Because of the cyclical nature of the oil and
gas industry, it is extremely important to keep
costs low and staffing lean; we can do that with
automation. We needed an integrated system that
is fully featured, scalable and able to deliver the
right information into the hands of those who
need it—a solution that is efficient in both record-
ing and managing our back office while keeping

expenses down.”

With an automated, intuitive and efficient back-
office software system, Legend would be able to
quickly and easily track leaseholds, record expenses
and revenue, fulfill operator distribution and report-
ing requirements and provide analysis tools for man-
aging the business.

Doing this enables Legend to become a more
nimble competitor. In addition, the right back-office
system would make assets easier to sell: Companies
vetting potential deals can easily get the information
they need for accurate analysis.

“The ability to quickly produce accurate records
is critical when you are negotiating a land, lease
or well deal,” DeGrange says. “If you are unable to
produce the information on demand, buyers lose
confidence.”

The solution: A fully integrated, easy-to-use back-
office software system.

After reviewing competing products and vendors,
Legend chose Bolo Systems as a strategic partner for
its back office. Critical information gets into the right
hands, faster, including field engineers, potential
buyers, compliance officers, executives and others
throughout the organization.

“It was an easy choice,” DeGrange says. “It gave
us the integration, efficiency, ease of use and lower
cost of ownership we needed. Integration and auto-
mation—those are key to lowering costs and manag-
ing the business leaner, faster, better.”
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clude simple yet effective training walk-throughs to ensure all
employees understand key features and functionality.

SOX compliance. Sarbanes-Oxley compliance is often
mandatory and always expen-
sive. A back-office solution
that addresses these compli-
ance needs and ensures that
all regulatory conditions are
met, saves valuable time and
money that would otherwise
be spent on internal and ex-
ternal audits.

While SOX compliance

is not fully a concern of a pri-

MANY ROUTINE BUSINESS PROCESSES
CAN BE AUTOMATED... (SO MANAGEMENT
CAN) FOCUS ON MANAGING THE
BUSINESS INSTEAD OF MANAGING

SPREADSHEETS.

| BACK OFFICE 101

and do annual reports.

Service and support. Outstanding service is essential. Your
solution provider should be a partner who walks with you ev-
ery step of the way. Although
they are intuitive and easy to
use, back-office applications
are complex and require the
dedicated efforts of numerous
professionals during the in-
stall-and-deployment phase.

This relationship should
extend throughout the life
cycle in the form of first-rate
support and service. Leading

vate E&P company, a public-

company buyer of it or its assets will more easily integrate the
acquisition into its own compliance requirements. Also, pri-
vately held companies must still report to their investor group

The results: More efficient acquisitions, lower costs
and a competitive advantage.

“The technology adds value throughout the orga-
nization. In the business of M&A, you want people
and systems that make the company worth more to-
day than it was worth yesterday, and that’s what Bolo
does for us.”

Efficiency. While the number of accounts-payable
invoices has risen from 900 a month to 1,200, Leg-
end continues to hold the line on staffing, because of
back-office automation. Additionally, DeGrange notes
that his former company (which used a competing
system) needed twice as many people to manage a
similar number of assets.

Time saved. Processes that took hours using other
products in his previous company now take minutes.
For example, the revenue-distribution process, which
generates disbursements to approximately 800 own-
ers, used to consume six full hours. Legend’s back-
office system handles it in less than one hour.

It also reduced the time it takes to generate joint-
interest billings from five hours to one. Creating a
lease-operating statement takes less than five min-
utes, down from 30.

Compliance. Though it is privately held, Legend
still must report to its investor group, do annual re-
ports and keep up on compliance filings. The back-of-
fice system helps by proactively delivering the right
information to the right people, instantly.

Scale. Unlike many of its competitors for assets,
Legend is now able to efficiently manage and distrib-
ute constantly changing data. This fits perfectly with
Legend’s goal of quickly fitting acquired properties
into a system and taking advantage of the automa-
tion that is available.

back-office solutions vendors will
offer dedicated service teams for customer care, delivery and
implementation to allow for specialized service at specific
stages in the solution life cycle.

DeGrange says he is confident that whatever ac-
quisition challenges arrive, Legend can handle them
with five people in the accounting division. Being
able to grow the business using automation gives
Legend a competitive advantage.

Reporting. DeGrange and others at Legend have
found the system’s reporting capabilities to be flex-
ible, powerful and intuitive. With another product, De-
Grange says he might be forced to design new reports
nearly every day due to the variety of questions that
arose—but he now has the flexibility to change existing
reports, use dynamic reporting tools that run summa-
ry-level reports and drill down to lower levels of detail
or query tools to obtain a quick answer to questions.

Ease. The system is also intuitive, adding effi-
ciency throughout the organization, DeGrange says,
noting that software people find hard to learn is des-
tined to sit on the shelf.

The bottom line: Legend’s back-office system adds
value to the company’s results while saving money
and providing a competitive edge.

“It's a tough business environment out there, and
getting more competitive by the minute, so we really
needed a system that would provide quality informa-
tion for faster, better decisions while adding extreme
efficiency,” DeGrange says.

“Having software where the data is readily acces-
sible—whether in reports or extracts—allows us to
manage the business better and gives us an edge
over our competitors. It also adds a level of value
when you are selling a property.

“The better the information, the better the chance
of closing the transaction faster because it provides
a level of comfort to the potential buyer.”
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WHAT'S IN THE “BACK OFFICE”

Receive Checks
Cash Receipts

Accounts
Receivable

Joint Interest

/ Billings

General Ledger

Cash Common Files

Name & Address
Cost Centers / Properties.
Chart of Accounts
Division of Interest

Disbursement

AV
Gas Balancing

Financial & Management
Reporting
Financial Report Builder
Spreadsheet Interface
Drill Down Reports

Production

Good data in a well-performing system produces instant snapshots of business performance, and helps

get deals closed efficiently and with confidence.

Some vendors have the depth of industry expertise to as-
semble customized oil and gas teams that focus exclusively
on a select customer’s unique needs or interests. For example,
a customized team with oil and gas expertise can help you
quickly integrate acquisition data into the system and provide
reporting recommendations, system configuration decisions or
even advise you on your chart of accounts.

IN-HOUSE OR OUTSOURCE?
The final piece of the puzle is to decide how you want to
deploy your back-office solu-

tion. There are three primary

choices: outsource your solu-

tion to a vendor that provides
collocated hosting; license the
software to bring it in-house
where the core system runs
on your servers; or subscribe
to the software using an ASP

sSoLUTIo

Receive Invoices

Accounts Payable

Disbursements

’
\WHAT IS THE VENDPOR S RECO

TURNOVER? How MAN

HAVE MIGRATEP AWAY FROM THEIR

N? WHAT WAS THE REASON?

customers have migrated away from their
solution? What was the reason?

¢ Will you have full, transparent ac-
cess to data?

e Can you manage and execute dy-
namic reports?

l e Can they provide a seamless de-
ployment transition should you choose
to bring the solution in-house?

® Does the vendor use software you
l would want to use in-house?

If you are considering an in-house
solution, choose a product that is eas-
ily supported within your organization,
so you won'’t have to increase your 1T
staff. Additionally you must verify that
the vendor can provide real-time support
from remote locations.

Even though the system resides on
your network, most vendors will have
remote access protocols to deliver fast
service and upgrades. Ask for customer
references to gauge how effectively this
works for existing customers. A related
option is to license the software in-house, but have the vendor
provide data hosting and storage.

Start-ups may choose an ASP option since it doesn’t re-
quire an investment in software licenses or the staff to support
the solution. ASPs also eliminate software troubleshooting
and places the burden of system upgrades on the vendor. If
you opt for an ASP model, it is essential to verify that the
vendor’s security protocols are up to date to provide maximum
security and availability.

Cash

Regardless of the solution
you select, it is important to un-
derstand that an E&P compa-
ny’s success is defined not only
by its field performance, but
also its back-office platform. In
today’s world of technology-

driven business, a strong back
office makes the front office
better, which in turn makes

=D OF

Y CUSTOMERS

interface wherein the solution
resides securely on the Internet, allowing you full access and
availability without any infrastructure burdens.

For start-up companies, outsourcing may be an option be-
cause it doesn’t require an investment in staffing. When con-
sidering an outsourced approach, however, it is essential to
address each of the following questions:

® Does the vendor have deep industry experience, with a
record of timely response and service?

¢ (Can the vendor accommodate the needs of private and
public companies of various sizes?

e What is the vendor’s record of turnover!? How many

your company more attractive to customers
and the investment community.
This is a huge advantage in an industry where agility, per-
formance and cost-efficiency are critical to success. ®

Helen Lecke is vice president, market development, for Bolo
by WellPoint Systems, and was previously with Marathon Oil
Co. and Central Resources Inc. in acquisition integration,
system implementation, business-process reengineering, cor-
porate reporting and internal decision-support strategy. She
can be reached at helen.leeke@wellpointsystems.com or

(713) 850-1812.
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Building the Brand

€ METHODS OF GETTING YOUR

THERE AR
AND
START-UP IN FRONT OF ASSET ‘BIAYE‘R.S

UTATION
SELLERS, AND BULPING A GOOP REP

AND
WITH LANDOWNERS, REGULATORS

's HOW.
cAPITAL Sources. HERE'S

ARTICLE BY BEVERLY SCIPPA JERNIGAN

keting can’t provide.
In the digital realm, for example, PR-driven con-
tent ranks higher with search-engine crawlers than
advertising or sales collateral because it is considered
objective, evidence-based information. Yet many
companies do not use these tactics to take ownership
of who they are, instead allowing competitors to out-
pace them with a stronger command-level presence

in the market.

When failing to communicate your brand to the
market, your stakeholders will likely form a view
of your company based on third-party information,

hy should you use public relations as part of your

management strategy and how should you use it?

These are valid questions, especially since many
executives don’t fully understand what public relations is, or
how it works. Ask 10 executives to define it and you're likely
to get 10 different answers.

The Encyclopedia of Public Relations defines PR as “a set of
management, supervisory and technical functions that foster
an organization’s ability to strategically listen to, appreci-
ate and respond to those persons whose mutually beneficial
relationships with the organization are necessary if it is to
achieve its missions and values.”

Obviously, public relations is difficult to define in a theo-
retical sense but, in practice, it is relatively easy to grasp the
value and benefits and understand how it works. When em-
ployed properly, PR is an affordable, high-value communica-
tions platform that enables your company to achieve several
important goals:

e Elevate market visibility by taking control of your
company’s identity and brand;

¢ Identify and communicate with all stakeholders, both
internal and external; and

e Effectively respond to crisis or market events.

Unfortunately, many companies do not fully understand
or effectively utilize public-relations strategies and as a result,
their messages become lost in the marketplace. Controlling
your company’s identity and managing its presence in the
market is critical to business success.

Perception drives behavior—how your targets (i.e.,
stakeholders and outside influencers) view you will deter-
mine how confident they are in understanding and transact-
ing with you.

Companies that are proactive and have strong, elevat-
ed market visibility are almost always more successful than
those that do not. By using objective, non-self-promotional
PR strategies and tactics, these companies gain valuable
footholds in the market that advertising and channel mar-

which may not be your message.

We've seen companies that have innovative products or so-
lutions that benefit the market, or operate extremely well, but
never get anywhere. These companies never got their message
out or in the right way. Their competitors had stronger voices,
and gained more attention.

BEST PRACTICES

Like most management functions, a public-relations team or
group operates within a strategic framework, with clearly de-
fined goals and tactics. These tactics are translated into out-
puts, or deliverables, that drive communications.

These deliverables can take many forms, including press re-
leases, media advisories, case studies, white papers, dedicated
websites, blogs, speaking opportunities, newsletters, analyst
tours, investor open houses, hosted events and more. The ef-
fectiveness of deliverables is measured in terms of outcomes or
return on investment.

Outcomes, both qualitative and quantitative, determine
the success of a public-relations campaign or initiative. For ex-
ample, if a business-to-business PR campaign leads to a spike
in sales of an existing product or service, the outcome is easily
identifiable as a quantitative increase.

MESSAGE-DELIVERY TOOLBOX

Press releases Image advertising
Media advisories
White papers

Case studies

Analyst tours

Investor
open houses

Speaking
opportunities

External
newsletters

Internal Blogs

newsletters Trade-show

Investor memos participation
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CREATING THE BUZZ

One example of effective communications is the
work of Houston-based, privately held Leor Energy
LP, which issued press releases on its Deep Bossier
well results in East Texas at its website and through
news services. It also used the website to explain
its mission and its capitalization. Leor Energy was
started four years ago and sold for some $2.5 bil-
lion this past fall to EnCana Corp.

Putting your assets in front of potential buyers,
and creating a buzz about them, can be key to get-
ting the attention the portfolio you've worked hard
on deserves. Oil and Gas Investor can contribute.
Getting started?Tell us about it. We'll help draft your

If a campaign leads to increased traffic to your website, the
outcome can be both qualitative and quantitative—a larger
number of stakeholders and potential E&P project partners
are exposed to your brand and message (qualitative), which
will almost certainly lead to an increase in sales or investor
activity (quantitative).

Historically, successful strategies and tactics become best
practices—that is, they become standard procedure when
building a PR program or campaign. Best practices include
the following:

Branding/core messaging. This is the essential first step, the
“deep dive” that defines who you are and how you communi-
cate. Your brand is not your logo or ad slogan—your brand is
who you are, who you represent, how you serve the market and
how you deliver value to your stakeholders and your company.

Effective branding and message development defines your
presence in the market, enables you to present best-in-class
deliverables and serves as a foundation for all PR, marketing
and communication strategies.

Stakeholder analysis. You need to understand everyone
who has an interest in your company. Stakeholders can in-
clude investors, landowners, project partners, employees and
the media. Identify your stakeholders, and then take each
group and analyze their needs and interests, establishing a
framework for customizing and delivering core messages to
each about your company.

This is not a one-size-fits-all approach. For example, mes-
sages that resonate with landowners might not resonate with
partners or investors and vice versa. Similarly, if your objec-
tive is to target media and fund managers, you will need to
develop distinct messages and use communications tools that
are tailored for those audiences.

Media relations. Many professionals maintain that media
relations is the heart and soul of PR and to a certain extent
this is true. The vast majority of PR campaigns include media
relations and in many cases it is the principal driver.

The media provides an invaluable resource called “third-

announcement-news brief. Write to ndarbonne@
hartenergy.com or call 713-260-6429.

Received important new financing? Adding new,
key management? Make an important acquisition?
Tell us about it. We'll draft that news report too.

Have expert experience or research to share? Oil
and Gas Investor also hosts several conferences, on
topics including A&D strategies, capitalization, recruit-
ing and retention and developing unconventional-gas
resources. And the new QOilandGaslnvestor.com offers
start-up resources, with databases of WWho'sWho in the
business and how to contact them. Use it online, 24/7.

—Nissa Darbonne

party validation.” When an editor or reporter writes about
your company based on information you provide, or includes
a bylined article guest-authored by one of your executives, you
achieve a de facto endorsement or value-add that marketing
alone cannot provide.

Third-party validation has been proven as one of the best
ways to communicate thought leadership (innovation) and
market leadership (performance), knowing that many, if not
most, investors actively read trade periodicals and the busi-
ness sections of daily newspapers.

What they read about your company in those publications
will have a strong and lasting impact. Proactive media relations
ensure that these messages will be positive and beneficial.

GETTING STARTED

PR can work for virtually any company. When employed properly,
PR is scalable, extremely cost effective, especially in comparison
with marketing, and delivers proven return on investment.

Companies that rely on public relations have two choices:
contracting with an agency to provide PR, or building an in-
house PR team, typically as an extension of marketing.

Both have their advantages. In-house PR is more expensive
but draws from easily available in-house resources and deep in-
dustry expertise, and affords face-to-face contact on a daily ba-
sis. Agency PR is less expensive and can provide an invaluable
outside perspective—most agency practitioners are well-versed
in PR strategies and tactics ranging across multiple markets and
industries, and can draw from successes in a wide range of areas.

Whatever path you choose, PR helps organizations grow
and connect with their stakeholders, and achieve greater re-
sults in the market. ®

Bewerly Scippa Jernigan is an independent public-relations profes-
sional with global experience in creating and executing internal-
and external-communications strategy for start-ups and multi-na-
tional corporations, including Halliburton. She can be reached at
beverly@beverlypr.com or 713-861-3851.
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Learn From the Masters

for themselves for their abilities to start, build and sell
E&P companies, and then restart.

[t’s an oft-repeated cycle in the oil and gas industry: Small
E&P companies are founded, quickly grow large enough to
pop up on larger companies’ radars. The maturing start-up is
bought out and, in a relatively short period of time, members
of the management team get back into the business.

Bankers and private-equity providers concede that capi-
talization terms vary greatly depending on the quality of the
management team—its reputation, familiarity and track re-
cord. Here is advice and insight from the pros—five start-up
veterans who've done it before, sometimes twice and even

Agrowing group of entrepreneurs has established a niche

four times.

RANDY FOUTCH

It is much easier to re-load than to start from scratch. Because
when starting from scratch, you have to convince potential
investors or lenders of your potential, merits and competence,
while it is easier to show what you have done and promise
you'll do it again, says Randy Foutch, chief executive officer of
Tulsa-based private producer Laredo Petroleum.

Formed in June 2007, Laredo
is Foutch’s latest venture. Previous
start-up companies headed by Foutch
were Colt Resources (1991), Lariat
Petroleum (1997) and Latigo Petro-
leum (2002). Lariat was sold in 2001
to Newfield Exploration Co. for ap-
proximately $333 million, and Latigo
was sold in 2006 to Pogo Producing
Co. for approximately $750 million.

Given the reputation and track
Randy Foutch, record Foutch enjoys in starting and
Laredo Petroleum developing E&P companies, Laredo

had no trouble finding willing fi-
nancial institutions to provide initial support. Foutch turned
to Bank of America and Bank of Oklahoma as part of the
team for a $300-million revolving credit facility.

Bank of Oklahoma had been the sole lender to Foutch’s first
company, Colt Resources, in 1991 when Foutch left his job as
senior vice president of production at Dyco Petroleum. It and
Bank of America also participated in lending to Lariat and Lati-
go. Foutch says his team has always managed commodity risk
via hedging, using futures contracts that banks help provide.

In addition to the bank debt, global private-equity firm
Warburg Pincus provided an equity commitment of $300- to
$500 million to Laredo, and had backed Lariat and Latigo.

When Foutch founded Colt Resources, there were few
start-up E&Ps, he recalls. Now, there are a large and growing
number of start-ups—both first-time managers and repeat

teams such as his own. He attributes the growth in prospective
start-up E&P companies to rising commodity prices, and an ag-
ing industry demographic in which technical experts are now
50-plus and sense that they have the knowledge and skills to
go out on their own.

And, there are numerous private-equity companies willing
to invest. “There has been such an explosion of other sources
of capital. While banks are still important, there are lots of
start-ups that are doing deals based upon the availability of eq-
uity as opposed to the availability of debt,” Foutch says.

Funding. Still, it is important for the start-up E&P to make
certain that its business plan matches that of the equity provid-
er with a commonality in investment characteristics—both in
terms of duration and risks. For example, if there is a waterflood
project, or something that will take years to become profitable,
you better have a financing plan that matches. Regarding risks,
if investors are looking for a safe investment, it will be very dif-
ficult to drill exploration wells with their money, Foutch notes.

Costs. He also cautions start-ups to consider that, while
commodity prices have dramatically risen, so too have costs
for just about everything, including land acquisition, drilling,
service-company contracts, completions, materials and wages.
Those costs are fourfold what they were when Foutch started
his first company.

Finding costs then might have totaled 60 to 70 cents per
thousand cubic feet of natural gas; now they are more likely in
the $2.50 range. That has made the cost of entry much greater,
he says.

Technical team. “But, the biggest challenge to a start-up
E&P company, with plans to grow rapidly isn’t land or rigs or
opportunities. It isn’t capital. It is assembling technically com-
petent people.”

Retention of good people has been an integral factor in the
success of his companies, he says, noting that of the 52 employ-
ees at Laredo, about 60% have worked at one or more of his
previous companies.

Laredo anticipates spending about $140 million in 2008 in
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drilling to add to production that is currently about 14 mil-
lion cubic feet of gas equivalent per day. Foutch insists that,
although he has built three successful companies before, he
doesn’t know how the story of Laredo will unfold, nor does he
know its timetable.

Exit. There are three options: Continue to grow it as a pri-
vately owned company, sell it or take it public. Foutch insists
that going public is an option and notes that, before Lariat
was sold, documents were being writ-
ten for an [PO when a buy-
out offer was made.

The determining factor
will always be the action that
is in the best interest of the
stakeholders, he notes, and
market conditions will dic-
tate that. Yet, by being pri-
vately held and not having
to provide quarterly earnings
guidance and meet short-term
goals, his management teams
have been able to make deci-

OR RI

cAPITAL. |

BT, THE BIGGEST CHA
A START-uUP E§P COMPANY, WITH

PLANS TO GROW RAPIBLY ISN'T LAND
&S OR OPPORTUNITIES. I IsN'T

TIS ASSEMBULING TECHNICALLY

”
COMPETENT PEOPLE.

He began by acquiring a small asset from his former employer,
and focused on one or two wells at a time. He would put a deal
together, form a partnership, then buy and operate the wells.

Competence. “I had a portfolio of niche plays—sour gas,
low-resistivity tight gas, and deep, overpressured water-drive
reservoirs in Louisiana and East Texas. That’s what [ learned
as an intern—stick with what you know. Prairie and Unocal
were developing those kinds of fields,” Voncannon notes.

Exposure. He showed his
first drilling venture 104 times.
“It had two prospects. The first
well was in Freestone County
in the Smackover, and it ended
up producing 13 million cubic

feet per day. The next well
came in at 5 million per day.
“The exposure to 104 com-
panies was a great market-
ing tool. When the wells hit,
people knew who we were and
saw our success,” he says.
Capital partners. He used

LLENGE TO

RANDY Fourtct,

LAREDPO PETROLEUM

sions that have had long-term,
positive outcomes.

JEFFVONCANNON

In 1992, at the age of 30, Jeff Voncannon started Houston-
based Redman Energy I, an E&P company with $1,000, a card
table, phone, fax machine that sat on a cardboard box, and a
folding chair. Ten years later, he sold the company for more
than $20 million.

He then reloaded and built another company, Redman En-
ergy Holdings LP, selling it in 2007 in a deal valued at about
$180 million. Already, he is making plans to launch another
E&DP, as well as investing in other start-ups as the chief execu-
tive of Redman Resources LLC.

Voncannon began his energy ca-
reer at Prairie Producing Co. as an
engineer and held various manage-
ment positions. When Prairie was
sold to Unocal, he worked as an oper-
ations manager and helped run Prai-
rie for about a year. Within Unocal
he wanted a corporate-planning po-
sition and, through persistence, was
offered a post even though he didn’t
have the typically required MBA and
15 years of experience.

While helping to write business
plans for Unocal, he learned everything he could. By 1992, he
was ready to own an E&P company.

He knew he had to start small. He managed to build the
company without debt or private equity. He didn’t want to
assume large amounts of debt—a different approach than that
used by many in the industry.

Jeff Voncannon,
Redman Resources

cash flow to grow the compa-
ny’s assets. “I built the company with-
out debt the first five years. But to grow the company further
we needed some debt.” He chose Wells Fargo as the company’s
banker and says this was an important business decision.

“One of the key ingredients of building a successful com-
pany is having a great banking relationship.” In hindsight,
Voncannon says he should have brought in capital partners
earlier and grown quicker.

At the time of the sale of his first company, its 27.8 billion
cubic feet equivalent of reserves were 67% gas and 82% de-
veloped, split between East Texas and the Gulf Coast, mainly
Louisiana. Monthly net production was about 32,000 barrels
of oil equivalent.

The sale was handled by PetroGrowth Advisors, which
initially had been retained to look at liquidity options and
valuing the company. Ultimately, it was decided a divestment
was the best option, given the seller’s market in 2002.

His second start-up’s E&P strategy was the same—"“stick
with what you know”—and Voncannon brought in private-
equity funding from Natural Gas Partners.

“I would suggest finding a mentoring-type investor to get
the first deal done that can be used as a stepping stone for the
next deal.” Ideally, the investor will have a history of having
partnered with successful start-up companies.

Experience. “In addition to relationships, reputation and
more personal assets, | had already gone through the admin-
istrative trials of negotiating lease space, having more office
furniture than a cardboard box, setting up employee benefits,
making a payroll and broadening my industry connections.

“I was 10 years older and had a documented track record as
a deal closer. That helps. Confidence does too.”

Costs. Given rising costs, Voncannon says it would be very
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difficult for someone to do today what he did in 1992 with-
out an outside investor. “The costs are just too great. In 1992
dayrates were $5,200 for a 1,000-horsepower rig. Now they
exceed three times that.”

Also, a seasoned engineer’s salary was about $75,000 per
year. “Now it can cost as much as $300,000. I used to be able
to get farm-outs and pick up acreage for $100 to $150 an acre.
Now it’s at least five times as much in the same trends and
farm-outs aren’t available.”

Acquisitions. Here’s his test for acquisitions. “When we
look at any deal, I ask my staff, “‘What's the joy in it? Is it fi-
nancial or technical? Is this going to develop us or defeat us?
If there is no joy, or it is going to defeat us, we pass on it.”

GEORGE SOLICH
Even before Denver-based Cordillera Energy Partners II LLC
is sold, its management team is operating the next reincarna-
tion, Cordillera III.

“We made the decision to form Cordillera III before we
exited Cordillera II because we didn’t want to lose people,

THE PROS" NOTEBOOK

Itis much easierto re-load than to start from scratch,
says Randy Foutch, chief executive of Tulsa-based
Laredo Petroleum. That includes re-starting with
fellow managers with whom you’ve been success-
ful before. Laredo is Foutch’s fourth venture, and
he is rejoined in this one by Mark Womble, chief
financial officer; Pat Curth, vice president, explora-
tion; and Oran Hall, vice president, planning and
development.

Coming onboard is Jerry Schuyler, chief operat-
ing officer, who most previously was with St. Mary
Land & Exploration Co.

Womble says a key to recruiting and retaining
good employees is to create a culture where ev-
eryone’s input is sought and valued, and there is a
genuine feeling that everyone is in it together.

That means not only paying market-competi-
tive salaries and bonuses, but allowing each em-
ployee to become a stakeholder to have a finan-
cial stake in the success of the company. Upper
management must have money in the game, with
the payment terms and conditions the same as for
other equity providers, he adds.

“When we make a capital call, deciding how
money should be spent, we all stand to benefit,
when we make it work, or vice versa.”

Schuyler calls a company’s desire to use all
skills of all employees, and to seek input, as “in-
clusiveness.” It's not to be confused with democ-
racy, as roles still need to be understood.

| POST-GRADUATE

momentum or opportunities,” says president George Solich,
who founded Cordillera I in February 2000. Cordillera II and
Il are operating simultaneously, but “are two separate cor-
porations, with everything separate except for the manage-
ment,” Solich says.

He and executive vice president
and chief financial officer Tad Herz
have worked together for about 20
years, including about a dozen years
at Apache Corp. Solich was instru-
mental in the consummation of
more than $1 billion in acquisition
and divestiture transactions while at
Apache and HS Resources Inc.

Cordillera Il expects to this month
to produce approximately 50 million
cubic feet of gas equivalent a day. In
the same timeframe, Cordillera III
expects its daily net production to be
running 10 million cubic feet equivalent a day.

George Solich,
Cordillera Energy Partners Il

The most common failure in assembling teams
is that managers too often duplicate, rather than
complement, skill sets of managers, he says. That
shortcoming could prove to be a fatal mistake for
a company. Because successful companies create
a culture and an expectation of success, they are
always planning for it, he adds.

“With that culture, whenever good talent is
available, you jump on it and bet on success.”

Curth adds that the expectation of success ap-
plies to all aspects of the company. In the explora-
tion division, it means staying focused on current
projects, while also planning projects for three
years out to try to stay ahead of the pack in the
use of technology.

“Despite whatever success you have had,
you can’t sit on your laurels. You have to have all
needed systems in place as soon as possible—
information technology, computers, accounting
or infrastructure—otherwise you end up wasting
time and efficiency.”

A factor in the success of Foutch’s companies
is that, whenever an opportunity was identified,
its implementation was never capital constrained,
Curth adds.

“A management team that has experienced
success has pride in its accomplishments, enjoys
the business and wants more success, but should
constantly surround itself with employees that are
hungrier than it is.”
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Cordillera II’s production is focused in East Texas and the
Anadarko Basin, primarily in the Texas Panhandle. Cordil-
lera III's current production is in East Texas and the Texas
Panhandle.

“Our strategy with Cordillera II and III is the same: to find
more value in assets than was there before. We consolidate
assets in a few key areas, and we add reserves, production and
cash flow. We bring focus and good science to the table, and
we think we buy the right properties, in good fields and in
good areas,” Solich says.

Capitalization. Cordillera I, with a $10-million commit-
ment, was formed 100% with EnCap Investments LP private-
equity financing, and was sold in late 2003 to Patina Oil &
Gas Corp. for $247 million.

Eight months later, Cordillera II was in business. In January
2005, it announced that its key executives had stuck together
and obtained $500 million of capitalization, in the form of a
private-equity placement and a credit facility. EnCap led a
$200-million private-equity placement, along with five other
institutional investors, two private investors and the compa-
ny’s management.

Cordillera III is structured in a similar manner. In fact, ex-
cept for one, all of the investors in Cordillera II have invested
in III, and additional investors have come onboard. Cordillera
[1Is equity capitalization consists of $500 million from EnCap
and 12 institutions and individuals.

All three Cordillera entities have relied on a strong credit
facility of six banks led by JP Morgan Chase.

Management. Cordillera III kept Solich as president and
Herz as executive vice president and CFO, as well as retaining
several other top executives. All of the top managers before
joining Cordillera had worked together somewhere, or per-
haps, across the table in other deals, Herz says.

Recruiting. “Attracting and retaining the smartest and
best people is the No. 1 challenge for a start-up company,”
says Solich, adding that there is a current shortage of such
personnel, particularly those in the geosciences.

Unlike years ago, when such professionals spent their ca-
reer with a single company, the younger professionals moved
around because of demand for their services. “Assets don’t cre-
ate value; people do,” Solich says.

The technical expertise is essential as a company won’t be
successful, regardless of how much access to capital is avail-
able and how much land has been acquired, without it, he
cautions.

Costs. Commodity prices, costs and advanced technolo-
gies are the biggest changes in the industry this decade, Solich
says. “You can’t think any more in terms of $2 (per thousand
cubic feet of natural) gas and $20 (per barrel of) oil” that were
the benchmarks in 2000.

“The economics are completely different now. That has
allowed companies to unlock the potential in new plays today
we wouldn’t have even looked at then. But, the business is the
still the same in the sense of trying to create value by taking
appropriate levels of risks.”

MAURICE STORM

By 2002, Maurice Storm and Pat Hall, two upper-manage-
ment members of large independent E&P companies they had
recently left, decided it was time to go into business for them-
selves. They formed Tulsa-based Crow Creek Energy.

“When I left the old Barrett Resources in 2000, I was the
vice president of business development, having started about
nine years earlier as the Midcontinent exploration manager,
and took a few years off,” Storm says.

“In 2002, I was ready to go back to work and wanted to
start my own company. Pat Hall had recently left Samson Re-
sources where he was the vice president of accounting and was
looking for a new venture.

“We met through a friend who
had his own NGP (Natural Gas Part-
ners portfolio) company in Tulsa. We
decided to partner up and started
Crow Creek Energy in October 2002
to do acquisitions and drilling in
Oklahoma.”

The company was funded by eq-
uity contributions from management
and a $15-million equity commitment
from NGP. It focused on the Midcon-
tinent, specifically the Anadarko and
Arkoma basins in Oklahoma.

In June 2006, Crow Creek Energy sold all of its stock to
Penn Virginia Oil & Gas Corp. for $71.5 million. The com-
pany’s assets then were primarily horizontal coalbed-methane
producers in the Arkoma Basin in Oklahoma and the Granite
Wash in Washita County, Oklahoma.

“We had a great team of people that worked well together and
had been successful, so we wanted to continue that and formed
Crow Creek Energy II,” says Storm, who remains president and
chief executive, with Hall as vice president and CFO.

Management. “I think the key to keeping the team to-
gether is that everyone has to work. There really isn’t room
in a start-up for someone to be a figurehead and simply tell
others what to do. All of us in the management team have
primary responsibility for our areas of expertise and work it
day to day.

“We were very happy with the job NGP did for us in the
first company, so we brought them in as an equity backer on
Crow Creek II in late 2006, initially with a $25-million equity
commitment.”

Within three months, Crow Creek II had closed on a
$10-million acquisition of Oklahoma properties from EnCana
Corp. In May 2007, it had an opportunity to make a large
acquisition and signed a purchase agreement to acquire $300
million of properties from Encore Acquisition Co.

NGP upsized its commitment to Crow Creek II to $170
million, and the Encore deal was closed in late June 2007,
financing it with half-equity and half-debt. The company now
has a $285-million syndicated credit facility in place with Wa-
chovia and 10 other banks.

Maurice Storm,
Crow Creek Energy Il
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Financial partner. “Picking the right financial partner is
critical to your business. They need to complement your skill
set and do things for you that you don’t do as well as they do.
We don’t look to our private-equity people for advice on engi-
neering and geology questions or which deals might be a good
fit for us,” Storm says.

“We need them to be a business reference to financial in-
stitutions, help us put together credit facilities, and guide us
on hedging strategies and execution.”

Crow Creek II produces more than 30 million cubic feet
equivalent per day, net, and has reserves in excess of 160 bil-
lion cubic feet equivalent. Its main areas of focus are in the
deep Anadarko Basin of Oklahoma, the Woodford shale in the
Arkoma Basin and the Barnett shale in the Fort Worth Basin.

Capital access. Since 2002, commodity prices have gone
up fivefold and costs have only doubled, so it has been an “up
market for some time,” Storm says.

“Capital availability has never been better than it is today,
both from a private-equity perspective to commercial credit.
There is plenty of money out there for experienced manage-
ment teams, both on the equity
and the debt side.

Recruiting. “The greatest
challenge in building a com-
pany is finding good people.
If you are going to be cost-ef-
ficient, you can’t have a huge
staff, so the people you get
have to be very talented.

“There isn’t a big pool of
talent to draw from in this
business to begin with and ev-
eryone is very well paid. Try-

o“
IF YOU DON'T kNOwW THe PLAYERS, THE
4
EOLOGY OF THE BASINS OR THE service

COMPANIES, THEN You REALLY HAVE A

TOUGH ROAD AHEAD.”

Crow Creex ENER.qY 1

and reserves by buying safer, conventional production. So if
you are in the business over time, there are always going to
be good times to be an acquirer or a driller and either a buyer
or a seller.”

Choosing deals. Some years ago, Storm was told that the
most critical factor in the business is the ability to tell the
difference between a good deal and a bad deal.

“That seems a little obvious, but it really is what the busi-
ness comes down to. Unless you can buy wholesale and sell re-
tail, you won’t make much money,” Storm says. “Be aware of
the scale of your business so that you never invest so heavily in
one project that its failure would wreck you.”

He has enjoyed the process of starting with a blank paper
and building an E&P into a large going concern.

“We have the access to capital in this business that allows
us to create an incredible amount of value in a few short years
that very few other businesses can even come close to. It is very
satisfying to take risks and have them pay off for your team and
your investors.

“That is what makes people come back and do the third

and fourth companies.”

ALAN SMITH

Alan Smith’s background
and experiences provide him
with a unique perspective on
the paradigm of starting and
funding an E&P company,
investing in its growth, selling
the assets, and then starting
all over again—as he has been
part of teams that have done
that multiple times.

Maurice STORM,

ing to match, much less beat,
the types of packages the publicly traded independents have
these days is very difficult.”

Focus. His peers who have been successful have focused
on doing what they are good at and in areas that they know
well, he says.

“With a start-up you can already be at a pretty large dis-
advantage in an area, since you don’t own any acreage or
production. If you don’t know the players, the geology of the
basins or the service companies, then you really have a tough
road ahead,” Storm says.

Flexibility. Opportunities also exist for those who are flex-
ible in their business model, he adds. “If a company is com-
fortable making acquisitions and buying acreage and drilling,
then they can always make money across different cycles.

“For example, early on in developing resource plays, there
are opportunities to put together an acreage position, drill
some wells and sell out. As the resource plays become more
popular, a lot of independents will cycle out of conventional
plays and sell assets, creating acquisition opportunities.

“If the resource plays don’t work out as well as expected,
publicly traded companies will try to boost their production

Smith and Tom Campbell
in 2003 formed Chalker En-
ergy Partners, a portfolio company of Quantum Energy Part-
ners. Chalker was started with a $15-million commitment
from Quantum. Since then, Chalker I has been sold, and the
assets of Chalker II have been substantially divested. Now, as
a board member, Smith is involved in the planning of Chalker
I1I, and is a managing director of Quantum.

Chalker I had a combination acquire/exploit/drill strategy
and spent $55 million through the drillbit between January
2005 and March 2006. It drilled 45 wells in East Texas and
achieved production of 14 million cubic feet per day and had
proved reserves of 110 billion cubic feet equivalent on ap-
proximately 26,000 net acres, of which 15,000 were targets
for Cotton Valley gas. It sold substantially all assets in March
2006 to Forest Oil Corp. for $223 million. Upon the sale,
Smith joined Quantum as a managing director.

For Chalker, Smith says, the exit criteria were in place
from the start: build net daily production to at least 10 mil-
lion cubic feet equivalent per day, build a leasehold position
of at least 10,000 net acres and have proved reserves of at least
100 billion equivalent.
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With the success of Chalker I, financing Chalker II wasn’t
an issue as it, like its predecessor, was a portfolio company
of Quantum. Chalker II was started
in spring 2006 with the strategy of
repeating the success of Chalker I
through acquisitions, acquiring land,
adding reserves and production, and
then exiting.

Smith remained the chairman
of Chalker II, but recruited Doug
Krenek as the president and chief
executive. Smith had worked with
Krenek for four years at Ocean En-
ergy Inc. (which was sold to De-
von Energy Corp.) and believed
he would be a great fit with the
Chalker team.

Chalker II grew to include assets in three Texas plays: East
Texas, Fort Trinidad/Buda and the Fort Worth Basin. In De-
cember 2007, Chalker II and Rusk Energy Ltd., a subsidiary
of Chalker II, sold substantially all of their East Texas oil and
gas properties to NFR Energy LLC, a joint venture of First
Reserve Corp. and Nabors Industries.

The sale included more than 24,000 acres of leasehold
in the Cotton Valley Trend of East Texas, 85 producing
wells yielding approximate-
ly 23 million cubic feet per
day, and proved reserves of
nearly 300 billion equiva-
lent. The terms of that sale
were not disclosed, although sP
Chalker says it provided a
multiple of 4.0 return on in-
vestment on a $40-million
equity investment.

Chalker II, which also had
leased 17,000 acres in three
separate transactions in the
Buda play in the Fort Trinidad
area of Texas, sold down 50% of

Alan Smith, Chalker
Energy Il/Quantum Energy
Partners

EXPERTISE |
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equity providers are eager to increase their exposure to
oil and gas.

Still, to get funding, an E&P management team must dem-
onstrate a proven track record of success in a prior life. The
team must be able to illustrate that they have successfully al-
located capital, have solid experience in the area of their busi-
ness plan and possess strong execution skills.

Many times, these teams come out of larger companies
where the leader has been a regional or division manager.

Capital partner. Smith’s advice concerning selecting a fi-
nancing provider: make sure you select a partner and not just
an investor. Select a firm that can add value at a strategic
level, complement your team where it doesn’t have the exper-
tise and contribute to your deal flow.

For entry-level companies, the greatest challenge now is
not access to capital but finding the right opportunity, at a
reasonable cost, that matches management’s ability to execute
and create value, Smith says.

Strategy. “It is important to have a focused business strat-
egy that is consistent with the complete team’s expertise—
geology, engineering, operations and land—as it pertains to
the geographic location and type of play,” he says, adding
he is not a proponent of outsourcing such essential manage-
ment positions.

“Mistakes that E&P compa-
nies make are spreading them-
selves too thin geographically,
spending too much capital
prior to generating cash flow,
and lacking expertise in one or
more of the key management
functions.”

The margin for error for a

start-up company, particularly
atits earliest stage, is very small,
Smith says. “You want to make
sure you don’t put yourself be-
hind the 8 ball by overpaying
for an acquisition or land deal
right out of the blocks.”

HH C/ALLYI

AND LACKING

ALAN SMITH,

CraLier Bneray I/

PARTNERS

its position in that play, while
maintaining operations. In May
2007, it drilled one horizontal well and later sold the balance
of its position to PetroQuest Energy Corp. for $20 million.

In the Fort Worth Basin, Chalker II had acquired 800,000
cubic feet equivalent of daily production, and 10,000 acres in
three transactions and expects to exit by the end of June.

Chalker III will start anew with no production or reserves.
Smith will be a member of its board, as a representative of
Quantum just as he is with several other Quantum E&P port-
folio companies. Smith will not, however, hold any executive
position with Chalker III.

Capital access. Smith notes that capital availability
for E&P companies, even start-ups, has never been higher
because investors are bullish on the sector and private-

Costs. The cost of do-

ing E&P business is up dramatically across
the board, including costs for assets, drilling and completion.
For example, in 2003, acquiring reserves in the ground would
have cost about $1.50 per thousand cubic feet, but now that
price is $2.50 to $3, he says.

“Many start-up companies now have a new challenge. In
decades past, the name of the game was drilling conventional
plays where faults, structure and presence of reservoir rock
ruled the day.

“The focus now is on unconventional plays, where we
know the gas is in the ground, but we have to figure out how
to economically get it out of less-than-desirable rock. The un-
conventional plays are more capital-intensive and require ad-
ditional technical expertise to be successful.” ®
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