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Private Placements Crucial To Growth

Editor’'s Note: For independents
looking to grow their companies—-and
what independent doesn’t?—private capi-
tal placements are crucial, but financing
beyond the joint venture property level
requires expertise and strategic planning.
That isone of the central points made by
Cameron O. Smith, founder and manag-
ing director of New York-based energy
investment consulting firm COSCO
Capital Management L.L.C., during an
interview with Dwight Cumming, a spe-
cial correspondent for The American Oil
& Gas Reporter. Cumming, president of
Dallas-based independent The Cumming
Company Inc., caught up with Smithin
Manhattan fresh from a private place-
ment seminar he organized for an
Independent Petroleum Association of
Americaforum on capital markets.

Smith, athird-generation oilman and
former independent operator with 17 years
of exploration and development experi-
ence, hasaninsder’sunderstanding of the
independent’s predicament in finding

sources of capital. Raised in Connecticut,
he isamember of theinfluential Buckley
family, whose 70 yearsin both public and
private financing of oil ventures gave him
access to venture capital markets in the
“goldenbeltway” of theeast coast. Smith’s
grandfather, William F. Buckley Sr., pa-
triarch of theBuckley clan, whichincludes
conservative pundit William F. Buckley
Jr. and former New York senator James
Buckley, is credited with “inventing” the
farm-out in the late 1920s for leases he
owned in Venezuela

After earning a master’sin geology
from Penn State, Smith ran two E&P
companies from Tulsa, Ok., and
Calgary, Alberta, Canada. Intrigued with
theidea of bringing his operational and
geological expertise to the financial
markets in New York, he established
COSCO as a consulting intermediary
representing both oil and gas companies
and the “buy” side of investment insti-
tutionslooking for energy opportunities.

Most small independents, Smith says,

understand raising capital at the property
level for a specific deal or acquisition
through local investors, relatives, associ-
ates or through a bank. Equity is ex-
changed for financing the project or as-
sets are pledged at a high interest rate.
Success or failure of the project or ded is
critical. However, going beyond thisstage
of growthisalittle like Columbus setting
sail for the New World—with no mapsin
uncharted waters, successdependson per-
severance and a whole lot of luck.
Unfortunately, according to Smith, much
of what E& P companies consider “fact”
whenit comestoaccessingmoney ishigh-
ly erroneous. To stretch the Columbus
analogy abhit, itislike believing theworld
isflat. Many E& Pcompanies, Smith says,
do not even try to access the institutional
financial markets because they believe it
issimply too complicated and daunting.
Initalics are some of the questions The
Reporter’s resident independent produc-
er/operator put to Smith, followed by his
off-the-cuff responses.

Q: How hasthedrop in the price of oil
affected the financial markets for energy
issues?

The short answer isthat the debaclein
oil haskilled the public market for energy
issues, but to the benefit of those profes-
sional investors seeking to place private
capital. You see, when the prices of oil and
gas are high and energy companies’ earn-
ingsarefat, the public takesnotice. There-
verseistrue when pricesare down. Private
capital, which normally is managed by in-
vestment professional's, however, typical-
ly stakes out certain investment areas
where it must maximize opportunity
through good times and bad. Professional
energy investors, therefore, seelow prices
as great opportunitiesto buy low and high

prices as great opportunitiesto sell high.
Doesn't sound so difficult, doesit?

Sometime ago, | started depicting the
U.S. capital marketsasafour-tiered pyra-
mid, with the broadest tier at the bottom
representing individual investors. Above
it, in Tier 3, are the aggregators of indi-
viduas dollars. Abovethat, inTier 2, are
institutions like pension funds, endow-
ments and strategic corporations. Finaly,
in Tier 1, are the professional aggrega-
tors of ingtitutional capital.

Typically, investorsin Tiers 3 and 4,
which control the greatest aggregate
amount of wealth, are generalists, mean-
ing they can and do go wherever current
fad or circumstances dictate. Investorsin
Tiers1and 2, onthe other had, typically

are financial professionals who have at-
tracted the capital under their careby virtue
of expertisein certain investment fields,
like buy-outs, venture capital or growth.
When al the outward signs for energy in-
vesting are positive, therefore, the bulk of
investorsin Tiers 3 and 4 become recep-
tive and the large investment banks satis-
fy this temporal demand with public en-
ergy offerings of both equity and debt, but
the professiond investorsin Tiers 1 and 2
that are specialized in energy must stay the
course, managing their investments
whether prices are up or down.

When the markets are hot for energy
iswhen the Tier 1 institutional aggrega-
tors, themselves, go to the market to fill
up their funds with new capital. They



Special

Financial Performance Profile

Private/Public Capital Cycles

Public Market Receptivity To Energy

Positive

Negative

Private
Investing

Positive

Public
Inactive

1 2

Years

Source: COSCO Capital Management LLC

might aswell spend thistime raising new
capital, because the lower cost of public
money crowds out higher-priced private
placements, making it a poor time to
spend private capital. When the public
market disappears, however, thereislit-
tle competition for equity issues, no mat-
ter how attractive, leaving the field rela
tively open for the professional private
investor. Therefore, the private and pub-
lic markets are almost exactly counter-
cyclical to each another, with the private
capital harvesting their investments by
taking their companies public during
“good” times, refilling their coffers, and
then making their bets once again when
the public markets cool off.

Q: That'sall well and good, but if you
already have a private capital source as
an investor, and the price of oil or gas
drops precipitously, are you guilty by as-
sociation?

Not at al! Professional energy in-

vestors study and certainly think they
know more about future commodity pric-
ing than can most energy company exec-
utives becausethat is, after al, their busi-
ness. If the price drops below expectation
under their watch, and they have not
arranged for price protection through
hedging or other financial means, then
they, not the oil company, are to blame.
In any case, within the context of athree-
seven year investment horizon, if the pro-
fessional investor has chosen the right
management team, an unforeseen drop in
price simply precipitates further invest-
ment opportunities, and if more capital is
warranted, so much the better!

Q: What are the criteria that most af-
fect a professional investor’s decision to
fund a company’s growth?

Management, management and man-
agement. In cooperation with the IPAA, |
recently organized a private placement
seminar in New York, during which ten

Tier 1 and Tier 2 investors, representing
$6.4 billion of private capital seeking pri-
vate equity energy investments, partici-
pated on two buy-side panels. When ad-
dressing thisissue, each one agreed that
thefirst thing it assesses is the quality of
the management team. In other words,
each investor’sfirst order of businessis
look at such thingsasthe company’strack
record. Does it combine technical and fi-
nancial acumen?Hasit participatedinthe
building of companiesin the past? What
is its standing in its community, and
among its peers? Doesit have the expert-
ise to carry out the business plan for
which it is seeking financial support?

Sure, the nature of the business plan
is aso important—certain professional in-
vestors have expertise and experience,
themselves, in one or more areas that
make them comfortable in assessing that
particular styleof businessrisk. However,
most professional investorsredlize that a
business plan is no more than a momen-
tary expectation, and the minute onein-
vestsinacompany, asdistinct from aspe-
cific project, the investor must depend on
management’s day-to-day decisions to
adapt and expand the plan in ways wholly
unpredictable at the outset.

Thefinal element that professional in-
vestorstypically consider is scale. If you
and four others are running a $1 billion
fund and the most each of you can man-
age at any one timeisfive investments,
you had better have a pretty strong con-
viction that you can commit at least $40
million to a given company, or you will
run yourself ragged and never be able to
contribute the strategic and financial ex-
pertise that helps so many of the investee
compani es achieve expected returns. And
if acompany cannot achieve an imputed
market value of at least $100 million
within threeto fiveyears, aninvestor will
not have available the Holy Grail of pri-
vate capital—theinitial public offering—as
apotential equity enhancer, and exit.

Q: Flip theissue around: Whenis it
appropriate for a company to seek out-
side capital ?

Ultimately, the question of seeking
outside equity capital comes down to
your conviction that the benefits of use
of this capital will far out pace the dilu-
tion that you will suffer in order to obtain
it. A case of a smaller piece of a much
larger pie. Obvioudly, thereis atime and
aplace for each form of financing: com-
mercial debt, mezzanine debt, property
joint ventures, private and public corpo-
rate equity. So much money has crowd-
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ed into the marketplace over the past sev-
eral years that many of the traditional
boundaries between these variousfinanc-
ing sources have either blurred or shift-
ed en masse, typically accommodating
morerisk than in years past. Part of this
isthe result of competition. However, a
significant factor is also the trend toward
professional managers with greater ex-
perience responsible for investment de-
cisions, thus accommodating risk.

It isimportant, however, for compa-
nies to recognize the cost of each form of
capital, and to the extent possible, match
cost to risk. Joint venture financing, ar-
guably the most expensive form of capi-
tal, may be quite suitablefor high-risk ex-
ploration ventures, but it is totally
unsuitable for development drilling.
Similarly, mezzanine debt may have a
higher rate of return than commercial
debt, but it istypically far less expensive
than joint venture financing or the sale of
common equity, and may be the only way
asmall independent can bootstrap itself
from dependence on friends and family
to the stage where it becomes a candidate
for the professiona equity markets.

Q: Could you provide uswith a “ lit-
mus’ test of questions an independent
should ask itself before seeking private
capital?

Thefirst question anindependent must
honestly answer iswhether it iswilling
to accept—in fact, avidly wants-afinan-
cial partner as a shareholder, and most
probably with voting control. You see, a
professional investor brings with it ex-
pertise as well as capital. “Financial en-
gineering” is as essential to an indepen-
dent’sgrowth asany of the other technical
disciplines, and arguably even more so.

There are many other standard criteria
an independent must consider: As| indi-
cated, you need to have aredlistic percep-
tion of how you and the rest of your man-
agement team stand up relative to your
peers, and what you and your company are
worthinthecurrent marketplace. Youneed
to have acompelling use of capital and a
business plan that demonstrates your ca-
pacity to add significant value. You need
to bewilling to entertain or provide an op-
portunity for the investor ultimately to
achieve liquidity. All of this needs to be
cogently and concisely laid out in an ex-
ecutive summary, which covers manage-
ment, current financial and operational sta-
tus, business plan and required capital,
projected financial results, proposed fi-
nancing terms, and resulting potential re-
turnstotheinvestor—all in 15 pagesor less!
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Q: What isthe best way for a company
to prepare itself to access outside capital ?

At the risk of appearing self-serving,
the best first step in undertaking any cru-
cial project in which oneis not himself
specifically trained is to hire the best ex-
pertise one can afford. In this case, | am
referring to afinancial intermediary. If a
company is of the size and has the capac-
ity to undertake a public offering, then
thefinancial intermediary will most like-
ly be an investment bank, which has the

resources and personnel to access the
mass of investorsin Tiers 3 and 4.

If acompany istoo small for apublic
offering or the amount to beraised isless
than $50 million, the expertise is most
likely to be found among boutique inter-
mediaries for which the private place-
ment process istheir chosen field of ex-
pertise. Theintermediary then assistsyou
in assembling the information that will
be required by a potential investor, helps
you craft the executive summary, and

Use of Capital

Intermediaries: Bridges To & From Capital

Intermediaries

Sources of Capital

Professional experts in sourcing capital for industry or in sourcing
investments for capital providers.
1) Investment Banks — Public Offerings (Tiers 3 & 4)

2) Boutique Specialists — Private Placements (Tiers 1 & 2)

Source: COSCO Capital Management LLC



hopefully, matches you to those sources
of capital most likely to appreciate your
particular businessplan and styleand size
of capital need.

One of the most important issues an
experienced intermediary can assist with
early on is determining a company’s true
strengths, and how best to highlight those
advantages over peer companies. Anin-
termediary can also help you placeaval-
ue on your company, and structure adeal
that apotential investor will recognize as
both attractive and realistic—worthy of his
consideration. Finally, the right interme-
diary can, itself, lend a certain credibili-
ty to a proposal, which should enhance
the probability of its receiving prompt
and serious consideration, while less
well-sponsored proposals will never
make it to the top of the in basket.

Q: How long does it typically take to
get capital, frominitiation to financing?

Thislargely depends on how well you
are prepared at the outset (whether you
have good financial records, engineered
reserves, acorporate description, in-house
financial expertise), and whether youhave
already established relationships with po-
tential investment sources. The general
rule, however, isthat it takes a month to
prepare the executive summary, another
month to arrange initial meetings, athird
month to carry out follow-up meetings
and due diligence in preparation for ne-
gotiation of term sheets, and afina month
for documentation and closing. Assuming
all goes well, you are looking at a four-
month undertaking at the least. Once you
have closed a private placement, howev-
er, and assuming you are performing to
expectation, if you havetheright investor,
an additional $10 million or even $100
million for a compelling opportunity can
be arranged in a matter of days.

Q: Have you ever completed an initial
financing more quickly, and can you pro-
vide some general examples of financings
that illustratethe procedures you have de-
scribed?

At the private placement seminar | or-
ganized, | set up one panel of five com-
panies that had recently participated in
the private placement process. All told,
they had raised $185 million ($100 mil-
lion in equity and $85 million in debt)
from seven capital sources, representing
each of thetiers of the capital pyramid.

Also, the uses of capitd were extraordi-
narily varied: Lariat Petroleum Inc. of Tulsa
had arranged a $20 million private place-
ment of common stock with E. M. Warburg,
Pincus & Co. for the principal purpose of
pursuing three-dimensiona seismic-based
exploration projectsin Oklahoma. Inland
Resources|nc. of Denver, ontheother hand,

Private Capital Private Capital Primary Use Of

Company Raised Source Capital
(SMM) )
Domain Energy Corp. $30.00 (common) First Reserve Corp. Management Buyout
8.0 (sub-debt)

Inland Resources Inc. 25.0 (cmn. & pfd.)
10.0 (preferred)
75.0 (sub-debt)

20.0 (common)

Smith Management Lease Acq., Prop. Acqg. Dev.
Enron Property Acquisition
Trust Co. of the West Development
Warburg, Pincus 3-D Exploration
Acquisitions
Exploitation
13.5 (warrants) Centennial Acquisition/Exploitation
5.0 (common) Natural Gas Partners Acquisition/Development

$183.0 (Equity & Debf) 7 Sour_cgs B Wide Range

Lariat Petroleum Inc.

Probe Exploration, Inc.
Vista Resources, Inc.

Total (5 Companies)

Domain Energy Corp. Tier 1: $
Infand Resources, Inc. Institutional Aggregate
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Vista Resources, Inc. Avail.
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had arranged $85 million of preferred stock
and subordinated debt from Enronand Trust
Company of the West for property acquis-
tion and development. Domain Energy
Corp. (now Range Resources, see preced-
ing story) received $38 million through the
placement of common stock and sub-debt
withFirst Reserve Corp. for effectingaman-
agement buyout of Tenneco Ventures from
Tenneco Inc. Vista Resources Inc. of
Midland, Tx., raised $5millionfromNatural
Gas Partnersin the form of common stock
for acquiring and devel oping propertiesin
the Permian Basin. Findly, Probe
Exploration Inc., a Canadian public com-
pany, raised $13.5 million through the pri-
vate placement of special warrants with
Centennia Partners of New York to finance
theacquisitionof theLeduc Fieldin Canada.

In Probe’s case, this financing was
completed in less than 30 days because
its president, Steve Gibson, had prepared
the way by conducting numerous meet-
ings over the months preceding the acqui-
sition, during which he had laid out his
game plan and investment philosophies,
preparing potential investors to pull the
trigger almost immediately when called
upon. In each case, the panelist discussed
the prosand cons of private financing, but
concluded that the benefits were over-
whelming—not only in terms of accelerat-
ed creation of shareholder value, but also
in collateral issues of business opportuni-
ties, credibility, and speed with which fu-
ture opportunities could be captured.

Q: What are some common miscon-
ceptionsindependents have about financ-
ing their companies?

| cannot tell you how many proposals
| read in which by the second paragraph,
third sentence, a company claims to be

“unique.” Most independents have no per-
ception whatsoever of how they stand up
relative to their peers and whether or not
they possess unusual strengths worthy of
financial support. Theother prevalent mis-
conception isthat the “ private” in the pri-
vate placement processisthe same as*“ se-
cret.” Inasurvey | conducted last fall, |
identified morethan 35 Tier 1institution-
al aggregators and an additional 19 Tier 2
ingtitutional investorsactively seeking pri-
vate equity investmentsin energy compa-
nies. At the time, these sources controlled
well in excess of $35 hillion atogether. In
the past six months, many of these funds
have raised new capital, doubling or even
tripling the size of their previous funds,
and several new fundshavebeenlaunched.
This amounts to an enormous amount of
private capital seeking contrarian invest-
ments at atime when energy is supposed-
ly out of favor with capital markets!

If the private placement processis se-
cret, it is no more secret than a good oil
prospect: a company has to do its own
work, hiretherequired expertise, risk some
of itshuman and capital resources, and trust
that itsinnate merits will reap appropriate
rewards. To achieve successin this busi-
ness, you need capital and lotsof it. Capital
isthere in abundance and with a degree of
professional expertise unknown five years
ago. Itismorethan anxiousto find ahome,
and willing to accept al the responsibili-
ties of co-ownership. To my way of think-
ing, independents that do not investigate
and avail themselves of these new sources
of private capital are destined to struggle,
while those that embrace these advantages
will prosper as they never have before.
Private placementsarenot an dective; they
are anecessary element in the maturation
of any modern independent. 0



