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INTRODUCTION

Since 1992, IPAA has canvassed the
membership’s interest in interna-
tional E&P activity as part of the
Profile of Independent Producers.
The chart below shows the results of
these surveys over that time.

1992

M Topursue international opportunities within next 5 years

(} Responses

12.0% (555)

1994 | 11.0%
l 996 m
1998 16.8% 28.9%

(208)

2000 | 11.6% (144)
2005 21.0% (224)
J
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Active internationally

Historically:

« The most commonly identified
areas of activity or interest
were Central/South America
and Canada,

» Onshore E&P and production
enhancements constituted the
most popular projects, and

+ Public companies generally
are more active internationally
than private companies.

+ Capital outlays and political
uncertainties were consistently
considered the biggest
hindrances.

« There seems to be a rough
correlation between
international interest
and oil price.

In 2005, the International Committee
conducted a more detailed survey,
expanding upon earlier data and
providing more details on corporate
strategy and operational tactics. Out
of the 224 respondents, 21% were
involved in international ventures.

Several primary themes have
emerged over the past decade
regarding independents’ level of
interest in international operations.

« First, the international arena
is a niche area where U.S.
independents can risk a relatively
small percentage of their
exploration budgets for large
potential reserve payoffs.



« Second, geographic proximity
and political risk are key factors
in decision-making, especially
given the rise of trends such
as ‘resource nationalism’and
increased international
competition by the national
oil companies (NOCs).

The survey itself seems to
suggest that understanding the
marketplace and project risk
profile are critical.

« Third, international interest has
roughly correlated with
commodity price trends based
on IPAA survey research over
the past decade.

From the survey, it appears that
growth in existing markets is pre-
ferred and oil is the primary focus.

This report summarizes the results
of the 2005 survey and has been
updated with comments from indus-
try experts regarding recent trends
of interest to independents.

Photo courtesy of Newfield Exploration Company.

INTERNATIONAL?
DoOMESTIC?

OR BotH?
THAT 1S THE
QUESTION
Before reviewing the rationale
for independents to pursue in-
ternational ventures, it is instruc-
tive to examine why the major-

ity of respondents choose to remain
focused on domestic E&P activities.

Main reason your company has
NOT become involved in an
international venture

We prefer to
remain in the U.5.

We do not fully understand
or are uncomfortable with
foreign markets, tax

and fiscal regimes

We do not know where or
how to obtain crucial
information/data to make
a technical, economic, or
political evaluation ina

1 1 1 1 1

foreign area
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In addition to the above-mentioned
responses, it is worth noting three
additional reasons based on time
horizons and political risk:

- foreign government’s laws and
institutions cannot be trusted;




. establishing a successful foreign
venture will take far too long to
be of commercial interest; and

« security risks and political
uncertainties (each at 13.3%)

If your company might embark upon an
international venture in the future, what is
the prime reason for not starting sooner?

We do not expect
to change our
domestic focus

Awaiting the right
risk-reward exploration
or production project
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TRENDS: Itis interesting to note
in the first chart that over a
quarter of companies surveyed
have indicated potential future
interest in international ventures.
This trend has stayed relatively
constant over the past ten years.
Initial optimism seems to be con-
sistently greater than ultimate
effect, perhaps due to timing or
price opportunities.

E&P,

U

In considering international
independents must “shift gears”
from the comfort of U.S. operations
to meet the challenges and risks
and reap the significant rewards of
international ventures. Indepen-
dents are used to the process of deal-
ing directly with private landown-
ers. In the international arena, most
hydrocarbons are owned by the
government and can involve lengthy
and often difficult negotiations
with the Minister of Energy or the
National Oil Company.

There also is a quality of life
issue to some companies’ hesi-
tancy to get involved overseas.
As the work force ages, many are
not interested in living overseas
because of family and other
personal commitments at home
and  diminishing fiscal incen-
tives for doing so. Changes
to the U.S. tax code have also
increased the cost for expatriate
employees.

Photo courtesy of Oil & Gas Investor



Equally important for younger gen-
eration professionals is the chang-
ing attitude for career development.
Job mobility is more commonly
seen as a path to advancement
compared to their predecessors.
Many of these households are
comprised of dual-working pro-
fessionals, so job rotation and
placement becomes a much more
difficult task for companies. The
current relative value of the U.S.
dollar and the impact this has in
some areas abroad is another factor
in this trend.

Regarding the above chart, two
additional reasons bear mention:

» reluctance to embark upon a
venture in a country where the
customs, language, fiscal and
legal entities are not familiar and

» seeking the right experienced
partner to help make the
transition into the international
arena (both at 13.3%).

Photo courtesy of Bruce Wells
(American Oil and Gas Historical Society)

THE INDEPENDENTS’
NICHE: SURVEY
RESULTS FOR
RESPONDENTS IN
INTERNATIONAL
E&P VENTURES
As the chart below shows, over 80%
of companies surveyed have been
involved over five years and 60%

have been involved internationally
for over ten years.

Length of time involved
in international ventures

5-10 years
10-20 years

More than
20 years

This reflects both the longer lead
time required to bring international
projects to production and the in-
creasing comfort level that comes
with corporate experience in over-
seas ventures.



Does your company have
any foreign production?

80
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27.0%

Yes

If yes, did your
company discover it?

Yes 09

No 27.0%

0 10 20 30 40 50 &0 70 80

If no, do you intend to
purchase some in the future?

Yes

No 50.0%
S EEE——
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If you purchased it,
is it mostly...
Oil 0°
Gas 25.0%
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TRENDS: The strong correlation
between production and its dis-
covery is clear. IPAA members
have used two strategies — one
of lower risk, wherein they acquire
production first to fund future
exploration and growth; and one
of higher risk-pure exploration.

Percent of respondents focusing
on the following plays in
international exploration

Oil Plays
Gas Plays

| 47.6%

Structural
Traps

P 7%
I 30.4%

I o
21.7%

39.1%
1 1 1 1

Stratigraphic
Traps

Clastics
Carbonates

Onshore
Offshore

I <
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Please note: multiple responses were permitted
therefore percentages do not total 100%.

TRENDS: The focus on oil contin-
ues to make sense. Gas markets in
many regions are less attractive than
North America and bring significant
additional challenges.

Size of smallest target that would
interest respondents in an international
exploration play (MMBOE)




TRENDS: The interest in prospects
of less than 50 MMboe is a key niche
for IPAA members. This message is
consistent for both exploration and
acquisition.

Most major companies aren’t in-
terested in new ventures without
potential of at least 50 MMboe net.
Note however that these frontier
wildcat opportunities are high risk.
Only 5% of 250 MMboe prospects
drilled over the past three years have
actually achieved that objective.

On foreign exploration prospects,
does your company...

Use existing
cash

Trade a portion

to industry 60.9%
partners
Use debt 17.4%

0 10 20 30 40 50 &0 70 80

If you trade your foreign exploration
prospects, what is your deal criterion?

Must
Always

Cooperate g

If you generally trade your deals, do you
try to limit the number of your
trade partners to...

Four partners
or less

Answer varies
with the deal

25.0%
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Do you trade more of high risk prospects
and less of low risk prospects?

No 43.0%

e —
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TRENDS: The “steps for entry” of
independents in international ven-
turesis not an area of unmanageable
complexity. Independents may con-
sider a direct application/bid round,
either alone orin ajoint venture, or a
farm-in.The appropriate route should
be determined by a careful review
of its resources and objectives. It is
probably easier for an independent
to take initial steps via an acquisition
orafarm-in, becoming a party to host
government agreements, gaining
access to technical data, becoming
a member of operating committees
under joint venture agreements
and gaining valuable experience in
international ventures. In the direct
application/bid round route, ei-
ther alone or in a joint venture, the
Independent must be aware of sev-



eral types of agreements available
with host governments such as the
production sharing contract (PSC),
the Royalty/Tax Agreement or the
Service Agreement. The fiscal and
legal terms in each type of agree-
ment must be analyzed to judge its
suitability.

Maximum

The situation is evolving over
time. Over 20 countries have in-
creased their government’s share of
production and revenue over the
past three years. The state take for

eight countries (Trinidad & Tobago, Areas of strength vs. weakness
Venezuela, Ango|a, Russia, A|ge- in the international arena
ria, Libya, Kazakhstan and Nigeria)
increased to 85% — 96%. Several Strength  Weakness
countries have nationalized their pe- Geological 73.9% 87%
Knowledge
troleum sectors.
Relationships 60.9% 4.4%
Engineering 60.9% 13.0%
Minimum and maximum working Knowledge
interest rould ti
in er.eq your. company \'\01.] acce.p in Familiarity with 30.4% 17.4%
an international exploration project
Tax + Take Systems
Country Expertise 39.1% 21.7%
Minimum
25%

TRENDS: IPAA members’ strength
in terms of subsurface knowledge
and local relationships are two of
the key prerequisites for success
internationally, particularly for ex-
ploration led strategies. Knowledge
of international contracts and local
market factors are also important
5% requirements.

15%

Control
Position




A successful growth strategy is be-
coming a partner of choice with host
governments. If a company knows
its market, honors its commitments
and is culturally sensitive, it stands
a much better chance of building a
successful business. Operating in-
ternationally requires a different
approach than the home market.
Companies that recognize this and
factor in local content appropriately
in their program will have greater
probability of success. A critical el-
ement is this regard is to hire, train
and develop a national workforce
that can be integrated with expatri-
ate employees.

The recent emergence, of ‘infrastruc-
ture enablers’ companies that
offer to build power stations, rail
lines and roads in conjunction with
oil and gas licenses — points to the
fact that international players need
to evolve in order to maintain their
relationships with host countries.

Photo courtesy of Bruce Wells
(American Oil and Gas Historical Society)

Main factors management considers as
critical or somewhat critical when looking
for an international exploration project

Favorable tax &

royalty structure 34.8% m
High geaclogic
potential 43.5%

Low political
country risk

Existing markets
for product 39.1%
Low geological risk 30.4% m

Existing
transportation &

26.1% m
distribution systems
Multiple
objectives (leases) M
1 1 L J

26.1%

0 10 20 30 40 50 60
Critical

B Somewhat Critical

TRENDS: Companies that go over-
seas need larger targets in order to
justify the higher cost of doing busi-
ness. Asin 2005, independents con-
tinue to be concerned about ease of
doing business, foreign exchange
issues, marketing or monetization
issues, force majeure triggers and
likelihood of force majeure, and
security. Focus on fiscal terms also is
crucial. Volume based metrics, such
as finding costs, often show weak
correlation with project returns
because of variation between differ-
ent fiscal regimes.

Political risk is another serious con-
sideration in today's petroleum
world, although it should not be
overly exaggerated as a major deter-
rent to international exploration by
independents. Political risk, as with
geological and other risks, may be

70 80




lessened by careful analysis, includ-
ing taking steps to diversify interna-
tional exploration portfolios.

REGIONS
FAVORED By
INDEPENDENTS

In recent years access to interna-
tional resources has tightened and
fiscal terms, political risks, and com-
petition have increased. These fac-
tors cut margins for international oil
companies with resulting retrench-
ment of portfolios and reduction in
exploration spending by many large
independents. This implies that the
number of favorable countries for in-
ternational E&P investments has de-
creased. Small independents, how-
ever, are making inroads as they tap
smaller reserves, capture licenses in
frontier areas and take advantage
of a few countries with mature and
declining production that still offer

(including Australia)

Western Europe

Central America

Regions considered for future involvement?

South America

47.8%

Southeast Asia

Eastern Europe

Africa

Middle East

Former
Soviet Union

China

Asian Rim

incentives to invest. Many successful
international independents have re-
peated this cycle from start-up to di-
vestiture. Experienced international
professionals have left majors to form
start-up ventures and many have ac-
quired shares of producing proper-
ties to establish cash flow while they
develop exploration prospects.

Certainly the increased competition
by NOCs and non-U.S. independents
and majors has played a role in re-
gard to the number of new entrants.

TRENDS: There seems to be a cer-
tain degree of hemispheric focus
with U.S. independents, whether
north into Canada or south into Latin
America. The interest in South Amer-
ica is not surprising given its proxim-
ity to the U.S. and the prevalence of
onshore and marginal plays. Inde-
pendents are focused on Colombia,
Argentina and Peru where oppor-
tunities are medium-sized, acreage
turnover is good and fiscal terms are
appropriate for the opportunity set.
European independents increasingly
favor opportunities in Africa and NW
Europe. Eastern Europe also makes
sense given the suite of mature plays
onshore. Both these regions are cur-
rently under the radar of the majors
who are more interested in the deep-
water plays of the Gulf of Mexico and
offshore West Africa.

This geographic disposition presents
opportunities for small E&P players
interested in capitalizing on current
market conditions. Many traditional
plays are mature and therefore inde-
pendents are moving in behind the

= ]10 =



exiting majors. There also is interest
in unconventional resource plays
such as basin-centered gas, coal bed
methane and fractured carbonates.

The key consideration for compa-
nies is to focus on the countries
and plays that fit their corporate
strengths and stay away from those
where they have no competitive
advantages.

CONCLUSION—
THE PLAYING
F1IELD AHEAD

The international playing field for
independents is constantly evolv-
ing. Increased government take
and increasing competition for op-
portunities are among the factors
making conditions more challeng-
ing on the whole. Observations
on some of these dynamics are
presented below.

O1L vs GAS — The increase in
demand for natural gas will outpace
growth in the demand for crude oil.
This will be driven by the need to re-
place declining production in major
gasconsuming areas (Europe & North
America), increasing environmental
concerns about carbon emissions,
the current disconnect between oil
and gas on an energy equivalent ba-
sis and construction of LNG receiv-
ing terminals in key markets.

THE Rise Or THE Noc’s —
The role of National Oil Companies
has moved from one of shepherd of

their countries resources to one of in-
ternational competitor. The relation-
ship of the NOC’s and major Interna-
tional Oil companies has evolved as
well. These changes result from con-
cerns about national energy secu-
rity, developing internal capabilities
and the willingness to export these
competencies, increased financial
resources to pursue international
ventures and the desire to attract
new entrants to maturing indige-
nous producing basins.

CHANGING FiscaL TERMS
— Increasing government take
through higher taxes, modified fiscal
terms or increased government par-
ticipation are a fact of life in the cur-
rent high price environment. Some
of this impact is offset however with
fiscal incentives for development of
unconventional resources and for
frontier exploration. An important
test of project economics under
these new terms is the viability in a
lower price environment.

OTHER ISSUES — not specifi-
cally addressed in this Survey such
as social responsibility, sustainable
development and carbon footprint
(gas flaring / emissions) are becom-
ing more relevant in today’s E&P
business.

Tomorrow's successful independents
operating overseas will be the com-
panies that recognize these forces,
maintain flexibility and adapt their
programs to address the realities of
the new world order.
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IPAA would like to thank Dr. Alfred J. Boulos, Phillip H. “Pete” Stark Ph.D

& Robert Fryklund of IHS, Tim McShane of Wood Mackenzie, Thorleif Egeliof
of Schlumberger, John Horgan of Halliburton, Jack Weyler and the
members of the IPAA International Steering Committee for their
contributions to the International Survey brochure. IPAA anticipates

that this survey will be conducted every two years as the international
activity level of independents continues to evolve.

This survey will help the Committee on its mission to “be the focal point of

the opportunity between independents and international exploration and
production ventures and to provide educational and information

services to IPAA members engaged in or interested in international
business opportunities.” If you have suggestions on how IPAA can

improve its services to membership on international issues,

please feel free to contact us.

To view the International Committee web page, go to
http://www.ipaa.org/issues/international/default.asp

CONTACT:

William D. Schneider
Chairman, International Committee, IPAA
WSchneider@newfield.com

Tara Lewis
Vice-Chair, International Committee, IPAA
tlewis@rosettaenergy.com

Frederick Lawrence
Vice President — Economics & International Affairs
and Staff Liaison to International Committee, IPAA
flawrence@ipaa.org

Disclaimer: This International Survey brochure has been prepared 1201 15th Street, NW, Suite 300
only as analysis based on actual survey results and may not contain Washington, DC 20005

all of the issues that may be encountered by parties in N
international oil and gas operations. 202.857.4722 | WWww.lpaa.org





