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Here are the parameters:
• You are an emerging public company
with 23.5 bcfe in reserves as you com-
plete your 2002 fiscal year.
• Your company has an extensive drilling
inventory that will take years to drill up
and therefore a huge appetite for capital.

• Your growth strategy is primarily
organic and oriented toward focused
exploration rather than acquisition and
exploitation.
• The company’s tolerance for finan-
cial leverage is low given the nature of
its assets and growth strategy.
• The task at hand is to provide
financing to grow the company while
also growing shareholder value.

That was the assignment I accepted
in 2003, when I joined The Exploration
Co. of Delaware Inc., a San Antonio-

based independent operating in the
Maverick basin of Southwest Texas.

The challenges
The assignment raised several chal-

lenges.
Because the company is publicly

held, with a large number of share-
holders, its financing options differ
from those of a private firm.

Private companies have ready access to
private equity funds, which employ vari-
ous holding-period strategies. Capital

Scott W. Johnson
Weisser, Johnson & Co.
Houston

The oil and gas industry is cur-
rently blessed with the greatest
capital availability that we have

seen in many years. Both public and
private capital markets for debt and
equity are relatively receptive to explo-
ration and production companies. Yet
as an industry we face a dual capital
challenge. We will need even more cap-
ital in the years ahead to meet growing
energy demands, especially for natural
gas. In addition, there is a mismatch
between the capital that is available and
some of the projects and companies
that require outside funding.

In most mature industries, the natur-
al progression is toward consolidation,
often resulting in a few dominant com-
panies. In oil and gas, large company
consolidation has occurred, but because

the trend is toward smaller fields, small
producers are constantly springing up
to capitalize on their niche expertise
and greater operating efficiency.

In times of high commodity prices
such as we are now experiencing, larger
companies are well funded with internal
cash flow and have little need for outside
capital. Small companies, on the other
hand, are always looking for equity and
debt financing for their projects. The cur-
rent environment is one in which much
of the need for outside capital exists with-
in small to mid-size companies.

While the current needs for outside
capital are largely with smaller compa-
nies, the size of investing institutions
has increased substantially. Through
the 1990s, pension funds, endow-
ments, foundations, and various funds
grew dramatically, and so did the size
of the investments they prefer to make.
This is one reason why companies need
to be larger today to consider an initial

public offering than was the case 10-15
years ago.

Most decisions about private equity,
mezzanine, and project investments in
oil and gas are made by knowledgeable
teams managing pools of investment
capital—or “funds”—for pensions,
endowments, foundations, and other
institutions. Many of these funds focus
entirely on energy investments or more
narrowly on only oil and gas, only oil
service and supply, or only midstream
investments.

Typically, each new fund created by
one of these teams of specialists is larger
than its predecessors. As the size of each
successive fund grows, so does the mini-
mum size of individual investments that
it will consider. Small deals thus have
become more and more difficult to
finance. In terms of size, the financial
world is moving in the opposite direc-
tion from much of the universe of private
investment opportunities in oil and gas.
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providers of that type look for an exit
strategy—typically a monetization of
assets through a strategic sale or a capital-
market event such as taking the portfolio
company public. Already being public
removes one of those potentially strategic
events important to private equity funds.

Size also is an issue. With 23.5 bcfe
in proved reserves (28.4 bcfe at yearend
2003), a company can find itself too big
for small-capital providers yet too small
for large-capital providers. This is true
for the whole array of prospective capi-
tal providers—from commercial banks,
to equity funds, to investment banks.
The trick becomes matching the capital
provider to the size of capital seeker.

A third issue is business strategy. The
acquire-and-exploit model is probably

the easiest business model to finance.
The starting point is a significant 
base of proved, developed, producing
reserves with which to secure a senior
bank credit line. There are many ways
to support the expansion-exploitation
phase through mezzanine financing,
equity financing, and hybrids such as
convertibles.

In our case study, however, the
growth strategy is organic and explo-
ration-oriented, albeit focused in a way
that makes drilling more like develop-
ment than pure wildcatting.

A fourth challenge is that the com-
pany’s tolerance for financial leverage
in the form of senior bank debt is rela-
tively low. While this issue is largely
self-imposed, I have never believed in

subjecting an organization with such
operational risks and operating lever-
age to the compounded risk of finan-
cial leverage. This may be largely
because I am a survivor of the tumul-
tuous 1980s. What is more, enthusiasm
from financial institutions, especially

Growing needs
Current trends in US natural gas

demand and production point to an
extended need for accelerated resource
development. Last fall’s National
Petroleum Council study concluded that
the US will need all gas available from all
sources—including LNG and an Alaskan
pipeline—to meet growing demand and
keep prices at $3-7/Mcf. Already, gas
prices are near the upper end of that
price band, and doubts are growing that
LNG regasification facilities can be sited,
approved, and built at the anticipated
rate, given terrorist and other concerns.

Last year’s drop in production indi-
cates that the current level of about
1,200 active drilling rigs in the US will
not be sufficient to overcome steep pro-
duction decline rates. We need more
drilling, and commodity prices appear
sufficient to support more drilling. This
means we need more prospects and the
capital to drill them. The two must
come together.

Many of the larger oil and gas compa-
nies have more cash flow than they have
acceptable projects to consume it. Many
are paying down debt. Some are repur-
chasing stock. These choices reflect more

financial discipline than companies prac-
ticed in the past. There is now greater
willingness to forgo aggregate volume
growth in favor of higher rates of return
on capital employed. If any of the large
companies develop a need to raise out-
side capital, their options are numerous,
and the cost of financing is relatively low.

By contrast, start-up companies,
small producers, and private companies
in general face an uncertain path to
meeting their capital needs. Even in this
group, some companies have access to
substantial funding. Private companies
managed by teams with records of prof-
itably building and selling companies
have little difficulty in reloading their
balance sheets with new equity from pri-
vate equity funds to pursue strategies
focused on acquisition and exploitation.

Companies not fitting that mold are
usually not so lucky. If their needs are
less than $10 million or include signif-
icant exploration risk, they face a par-
ticularly difficult challenge.

Funding possibilities
So what funding is available to small-

er companies, other than industry joint
ventures? Here are some possibilities:

• Banks and VPPs. Despite numerous
mergers, banks remain active oil and gas
lenders, and some new entrants have
fortified the ranks of those making
loans of less than $20 million, some
even less than $10 million. Because
strong industry cash flows have shrunk
their aggregate outstanding loans, most
banks are eager to consider new credits.
But, as always, lending limits are geared
primarily to existing production, typi-
cally at 50-65% of the producing
reserve value plus a bit extra for non-
producing proved reserves.  Therefore,
for most companies the unused bor-
rowing base will provide very limited
funding for development operations. A
company without substantial existing
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senior bank lenders, has been tempered
over the years. Senior bank lenders are
becoming more aggressive in the cur-
rent environment, but their approach is
still case-by-case.

Appetite for capital
Into these circumstances comes a

company with an extensive inventory
of drilling targets that will take until
the next decade to drill up and put on
line—a company with a huge appetite
for capital. How does such a company
fuel growth at the least cost and to the
greatest shareholder benefit?

I maintain that equity and hybrids
such as converts, even though they
represent a higher cost of capital, are
the way to go.

In 1998, the company entered into
a $4 million mezzanine financing
arrangement with the independent-
producer finance arm of what was
then Domain Energy Corp. It used
the funds to repay bank debt and to
supplement capital for development
drilling. Strong production growth
and favorable product prices enabled
it to retire this piece of financing a
year ahead of schedule.

In early 2000, the company initiat-
ed one of its first private equity place-
ments, selling 1.33 million shares in a
private offering to a Swiss investment
group. The offering carried warrant
coverage of approximately 93% and a
strike price premium of 33%. It gen-
erated approximately $3 million,

which the company used to accelerate
its Maverick basin exploration and
development program.

The year 2002 encompassed two
significant financing events. First, the
company entered into a multiyear
senior bank credit facility with
Hibernia National Bank. The initial
credit facility called for a master note
amount of $25 million and an initial
borrowing base of $5 million. This
borrowing base grew to $14 million
within 15 months of the facility’s
origination.

Next, the company was able to raise
$15 million through another private
equity placement. It sold about 2.5
million shares and used the funds to
acquire a 70-mile gas pipeline system

production, or with an existing bank
loan that is fully utilized, will usually be
held to very slow development if the
only source of funding is the bank.

Volumetric production payments are
likewise based predominantly on pro-
ducing reserve value, though the
advance rates, and the cost, are higher.
These usually work best on reserves
with medium to long remaining life
and in a situation where there is unlike-
ly to be any near-term need to refi-
nance or sell the underlying assets.

Although production payment
structures have been adapted to fund
some development drilling, they gener-
ally do not supply adequate develop-
ment capital and are not sufficiently
flexible to adapt to changing circum-
stances. Also, most providers prefer a
size of at least $20 million, and some
prefer deals over $50 million.
• Mezzanine and project finance.
Although the formats vary, most mezza-
nine loans are nonrecourse to the parent
company or its management but have a
first lien on specific properties, a set
interest rate, and an overriding royalty
that is put in place upon repayment of
the loan. The focus is on financing of

development drilling projects and acqui-
sitions, generally with some amount of
existing production at the outset. The
total return target is in the 15-25%
range, depending on the risk assess-
ment, but often hovers around 20%.

The mezzanine financing market is
coming back after decimation of most
providers in the financial crisis follow-
ing the Enron bankruptcy, which
affected integrated gas and electric
companies that had marketed natural

gas for producers and provided mezza-
nine financing together with a price
hedge. These companies had been the
core providers in a market that sur-
passed $1.3 billion/year in 2000 and
2001. By contrast, in each of the last 2
years mezzanine volume has reached
only $300-400 million (Fig. 1). New
participants are becoming established,
and volumes are likely to rise. 

The other primary form of project-
based finance is project equity, which is
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Fig. 1: Mezzanine finance volume
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structured as a limited partnership or
limited liability company. Project equi-
ty provides high advance rates on pro-
duction or development activities.

While limitations on drilling risk, well
diversification, and other requirements
mean that these tools will not fit some
projects, mezzanine debt and project
equity play an important role in funding
small companies. More providers and
more dollars are needed in this arena.
• Private equity. Much has been said
about the abundance of private equity
capital available for oil and gas today.
Depending on how one defines the
group, between 10 and 20 private
equity funds are active investors in oil
and gas. Most of these have raised new
pools of capital within the last 2 years.
In a number of cases, these new funds
are two or three times the size of the
previous fund. Because the number of
investments targeted within each fund
stays nearly constant, the minimum
size of individual investments has risen
substantially. In aggregate, there are
several billion dollars of private equity
capital available to be invested. 

What is remarkable is how similar
the investment parameters are from

one fund group to the next, with few
exceptions. Strong management is at
the top of the checklist, particularly as
evidenced by a track record of having
built a company up in the past and hav-
ing sold it at a large profit. Return
expectations are usually at least 30%.
Nearly all of these groups greatly prefer
to support acquisition-and-develop-
ment strategies.

After about 3 years in which it has
been more difficult to purchase proper-
ties at reasonable values and to earn tar-
geted returns with that strategy, several
of these investors are now considering
backing strategies that involve some
meaningful amount of drilling risk. A
few equity investments involving some
exploration have been closed, but these
remain unusual. Weisser, Johnson &

Fig. 2: Options for large and midsize companies
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crossing the company’s lease block. In
addition, it used funds exceeding the
purchase price of the pipeline to con-
tinue the drilling program.

Success and credibility
Operational success yields financial

success, which builds credibility with

the capital markets. The company had
successfully raised capital a number of
times when I joined it and earlier that
year had announced its most ambi-
tious capital expenditure program
ever. It was again seeking capital—this
time looking into the convertible pre-
ferred market.

After an extensive search, the com-
pany entered into a letter of intent
with Kayne Anderson, a preeminent
fund whose business strategy is, as 
it describes it, to “play in the middle
of the balance sheet somewhere
between debt and equity.” This deal
called for a private placement of
redeemable preferred stock as well as
2.13 million common shares in return
for $16 million. This allowed the
company to finish its aggressive 2003
capital expenditure plan and prepare
for 2004.

As we entered this year, we scaled
capital spending down to a level that
could be covered by expected cash
flow. But as we implemented the 2004
plan, we completed processing new

“These projects were too good to pass up, 
so we returned to the capital markets. 

With these financings and capital 
raises in place the company is solidly 

capitalized and executing its plan.”
P. Mark Stark, The Exploration Co.



3D seismic data on a 12-mile swath
through the middle of a recent lease
addition. The seismic identified 15
reef targets in the Cretaceous Glen
Rose formation, on trend with similar
reefs that provided a successful gas
play for several years. We estimated we
could expose the company to as much
as 28 bcfe of reserves potential, and
this was risking the projects by 50%.

These projects were too good to
pass up, so we returned to the capital
markets. By the end of May, we com-
pleted a private placement of stock and
warrants. We were able to place 4.27
million shares of stock with 30% per-
cent warrant coverage with a strike
price premium of 13%. 

Later, we completed a new senior
bank credit facility. In this process, we
were able to meet needs into 2007
with a master note amount of $50 mil-
lion. This new facility, through the
energy department of Guaranty Bank,
provides interest as much as 0.25 per-
centage point less than our former
credit agreement.

With these financings and capital
raises in place the company is solidly
capitalized and executing its plan. Our
market capitalization exceeds $100
million now, compared with approxi-
mately $32 million in the 1998-99
timeframe—affirmation from our
shareholders that the company has
been correctly financed. OGFJ

The author
P. Mark Stark joined The Exploration
Co. as vice-president, treasurer, and
chief financial officer in 2003, oversee-
ing the company’s accounting, finance,
and treasury functions. He has more
than 25 years of corporate financial
experience with an emphasis in the nat-
ural resources and agribusiness indus-
tries. He held senior financial positions
for such publicly traded firms as
Dawson Production Services Inc. and
Venus Exploration Inc. before coming
to The Exploration Company. Stark
received an MBA from Southern
Methodist University and a BBA
degree from the University of Texas 
at Austin.

Co. was recently successful in helping
one such new company, Centurion
Exploration, attract funding, but more
success stories such as this are needed.

A few years ago, $10 million was the
minimum investment size for most of
the equity funds. Today it is more diffi-
cult to complete private equity invest-
ment transactions of less than $25-50
million. Needless to say, that size
requirement alone is enough to exclude
many companies that need funding.

Filling the gaps
As Fig. 2 shows, there are multiple

financing options for large companies
and for midsized companies that can
find a way to earn acceptable returns
employing low risk acquisition-and-
development drilling strategies.

The gaps in outside capital availabili-
ty are for small companies and projects
and for exploration of any sort. So we
face two areas of need and opportunity.

The first is for small pools of capital,
funded either by institutions or by indi-
viduals, that will invest in small compa-
nies and projects. Most of these invest-
ments can and should be oriented to
lower risk drilling so that the risks of

establishing a small company are not
compounded by the risks of explo-
ration. Even so, good returns can be
achieved with a properly skilled invest-
ment management group since so little
capital is available to this sector and the
opportunities are numerous.

The second need is to find a way to
fund a greater number of exploration-
driven companies. Although great selec-
tivity will be required in choosing teams
and projects to back, a combination of
geoscientific and financial skills should

make this possible. Financial institutions
are not ready to back outright wildcat
drilling, but a portfolio of unproved
reserve targets with probabilities of suc-
cess on individual wells ranging from
30% to 70% and strong management
deserves to get funded.  Moves in the
direction of providing small-company

financing and exploration funding will
be welcome steps toward addressing the
capital challenge of meeting our future
energy needs. OGFJ

The author
Scott Johnson, a cofounder of Weisser,
Johnson & Co. in 1991, has 26 years of
investment banking experience includ-
ing public and private financings; debt,
equity, hybrid, and structured securities;
corporate restructurings; and acquisi-
tions, divestitures, and stock mergers.

Following 5 years with Goldman Sachs
working with companies in a variety of
industries, he spent 8 years there Sachs
covering oil and gas companies, oil ser-
vice companies, gas distribution and
electric utilities, and pipelines. Johnson
holds an MBA from Stanford University
and an AB from Harvard College.
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“The first [need] is for small pools of capital... 
that will invest in small companies and projects. 

The second need is to find a way to fund a greater
number of exploration-driven companies.”

Scott W. Johnson, Weisser, Johnson & Co.


