CAPITAL SOURCES

MORE MONEY

Private sources of capital are loaded with cash
these days but still minding their investment
criteria. Here are some of the rules, and some

advice.
ARTICLE BY hen building an E&P company, youcombined private capital with drilling success in
%5%(',5 m%%gffd \ x / need capital, assets and a strong busite Rockies to build up Pennaco Energy, then
ness plan. As for the capital, the supsell it to Marathon Oil Corp. for $500 million.

ply to the oil and gas industry today is greatéfter taking a year off, Rady is back as chair-
Excerpted from than at any time in the past 20 years. man and chief executive of Antero Resources
Oiland That was plainly evident from listening to 18Corp., which was funded with $260 million
Irlves QI  sources of private capital that have raised an dgpm three sources: Warburg Pincus, Yorktown
gregate $25 billion, and who offered their inEnergy Partners and Lehman Brothers.

July 2004 vestment criteria at the annual Private Capital“We chose to get all the money up-front this
SSE||ys,rrl1?:g; Hart Eneray  for Energy forum in Houston, co-sponsored byme, as firepower, rather than getting some
4545 Post Oak Place COSCO Capital Management LLC, New Yorkeapital first and then going back for a series of
f'giltjestﬁﬁom 027 andOil and Gas Investor. larger amounts over time,” Rady said.

(713) 993-9320 The private capital providers are not sitting EnCap Investments LP, which at press time
Oil and Gas Investor idly on those funds. COSCO data show that lastpected to soon close a fund for at least $725

;&'Lﬁ‘f&ﬁﬁégﬁ{gﬁ“"” year these 15 providers participated in 93 fimillion, also backs existing management teams

only at $259 per year nancings and monetized 27 of their positionsiore than once. “We have 14 deals funded in
They still have about $8.5 billion available foour Fund IV, and six of those are repeats,” said
investment, said COSCO managing directgartner D. Martin (Marty) Phillips. “We’d
and founder Cameron O. Smith. rather invest $50 million with a group we know

The increased amount of capital availableell as opposed to investing two $25-million
and the greater frequency of deal-making haebunks with people we don’t know. Besides,
changed the parameters for both capit#ie truth is, the investment size does grow as
providers and their E&P clients. the size of our fund grows.”

“Our average investment size will probably Current deal flow for a strategy of “fund it,
have to go up to account for the larger funuild it, sell it” seems to be vibrant. “Some-
we’ve just raised,” said John Campbell ofimes we have a potential buyer in mind even
Quantum Energy Partners in Houston, whidbefore we fund a deal,” said Quantum’s Camp-
closed its $345-million fund this spring. bell. “With every move, we have to keep the

Don’t walk away Centurion Exploration Co., a Houston stareventual exit in mind.”

g':g;: term sheet yp focused on exploration, not acquisitions, andAlthough private capital providers have a lot

vt Al armed with 3-D seismic data as its only assef, money to place, they are still prudent. “We
chairman, was able to raise capital nevertheless. It resok for managers who can shift with the
according to Bill  cejyved a commitment for up to $200 milliortimes,” said Peter Kagan with Warburg Pincus.

z,"'f,f:,':,'f,’f Peak from Yorktown Energy Partners in New York;'We're looking for businesses that can grow

Energy u even though it had no production or undevel0% to 15% across all commodity cycles.”

fvif,‘,’:,';‘,’tes' 1 oped acreage as a starting point, partner GeofPrivate equity has several advantages, the
get hung : —— Lo .

up on titles.” Roberts told attendees. (For more on Centspeakers said. “Private equity is expensive

rion’s funding, see “A Start-Up’s Story” inmoney with a lot of covenants attached, but
“Here’s the Money: Capital Formation 2004,” across the globe, it is where the most sophisti-
May supplement t®il and Gas Investor.) cated money resides, where the fund managers
This represents a sea change from the pastass mature and have a real understanding of the
historically private capital providers don'’t likeenergy business,” said John Moon, managing
to fund a pure exploration start-up that has mrector, Morgan Stanley Private Equity.
development opportunities. Billy Quinn, a managing director of Natural
During the past two or three years, chief exsas Partners, a $1.6-billion family of funds for
ecutives who get funding have built their starthvestment in energy, said, “If you put together
ups to an intermediate size of $100- to $2G0Dplay and take it to industry partners, they're
million or so, then sold out to a larger, oftegoing to try to control it or dictate the speed of
public, company that needs production ant Private equity is a much friendlier way to go.
drilling acreage. The private capital providers, “Do you want a partner who invests in all
who of late have made very good returnyour deals, or do you want to be out on the
sometimes as much as five-to-one, are eageraad, selling project by project, rather than de-
fund them again. voting your time to what you do best—drilling
That happened to Paul Rady of Denver, whand producing?”




Calculated risk
and good
covenants are
important in
mezzanine
funding,
according to
Kurt Talbot (left)
of Goldman
Sachs E&P
Capital and
Michael Keener
of Petrobridge
Investment
Management
LLC.

“Do you want
a partner who
invests in all
your deals, or
do you want
to be out on
the road,
selling project
by project...?”
Billy Quinn,
Natural Gas
Partners

Beneficiaries of private capital discusse
their experiences'.Sweat equity is one thing,
but real money is more important,” said Bil
Pritchard, founder of Peak Energy Resources
Durango, Colorado.

The start-up will spend about $28 millio
this year, with three rigs running. Commercia
banks could only have funded half thatovenants]. We control the loan and stay very
amount, he said, so private equity was a kéwolved. We have to approve the development
tool for building value at Peak. The companglan and require that the plan stays current.
was formed in 2002 with an initial investmenthis is just good discipline for small companies
of $10 million from Yorktown Energy Part-with a lot of development.”
ners. In April 2003, it acquired assets for $45 Jay Squiers, senior vice president with Pru-
million. dential Capital Group, which has a total portfo-

Pritchard advised those who are seeking plie of more than $2.5 billion, said, “We like to
vate capital not to walk away from a term shethink of ourselves as the purgatory between the
because high-powered egos can’t agree on wdtmwnmercial banks and the debt market. Today
should run the start-up. we continue to move toward debt investing but

“Everybody wants to bthe guy, but if some- we still include mezzanine.”
body is standing there offering to give you $20 In E&P, the largest risk still lies in drilling re-
million, 1 wouldn’t get hung up on titles,” hesults. Roberts at start-up Centurion Exploration
said. was asked what would make a pure wildcat ex-

Kurt Talbot, head of the recently formegbloration program attractive to private equity.
Goldman Sachs E&P Capital, a mezzanirfi&lothing,” he quipped. However, a strong
funding source, said E&P can be a unique settmmodity-price environment combined with a
to investors. “Investors have different perspepricey M&A marketplace could help interest
tives of risk and the problem with E&P is therprivate dollars on the exploration side, he
are so many different types of risk. Industrgdded.
types think of risk as technical or commodity- “l suppose it could happen, but that's as far
related, but investors see more because thasyl would go.”
compare E&P with other opportunities—they The pursuit of larger margins can sometimes
also see credit risks and structural risks. obscure the degree of increasing risk involved.

“The basis of competition among capitalhe heightened price of telecom stocks was
providers is taking and pricing these risks.” one example, said V. Frank Pottow, managing

Michael Keener, co-founder of Petrobridgdirector, Greenhill Capital Partners. “When all
Investment Management LLC, also a mezzgou have is a hammer, everything looks like a
nine financial source, said, “We have a lot [ofail.” []

WHAT NOT TO FUND

Private capital providers at the confermeted and the world changed right in th

D

ence were asked about investmentsiddle of our investment. Our fourth mis;
they made that didn’'t work out. Heretake—we had a management team with im-
are a couple of their answers. mense experience, but it didn't possess the
D. Martin Phillips, EnCap Investments flexibility to adapt. Ultimately we sold it to a
LP “In 1997 there was a robust public marpublic company and all the equity-holder
ket. We backed a privately held compangnade money, but it sure didn’t look like it
based in the shallow Gulf. We had an exp&as going to turn out that way for a while.”
rienced team and the deal was for explo- John Campbell, Quantum Energy Part-
ration so there was potential for high impacters “Our worst performance was due to
“Our first mistake was the company wastrategy change. We backed a company|in
trying to be something it wasn’t. We wereCanada to drill mid-range gas wells. It had
hoping to arrive at a common view of rislittle success. Management underestimated
and we never got there. You need a commdme hook-up timing. There was a strategy
view of how you're going to make moneyshift to drilling smaller wells with less po-
Our second mistake was our game plan witantial. The company eventually got merged
development didn’t proceed as planned—wiato a larger company.
had a difference in philosophy. The com- “From this deal we learned that we didn’t
pany took on high-risk projects that didn’tvant to do minority interests. Now we make
work. sure we're viewed as partners, not just a fi-
“Our third mistake—in 1998 prices plum-nancial backer.”
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