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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-QSB

(Mark One)

x QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended September 30, 2003

¨ TRANSITION REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from              to             

Commission file number 0-20928

VAALCO Energy, Inc.
(Exact name of small business issuer as specified in its charter)

Delaware 76-0274813
(State or other jurisdiction of (I.R.S. Employer
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incorporation or organization) Identification No.)

4600 Post Oak Place

Suite 309

Houston, Texas 77027
(Address of principal executive offices) (Zip Code)

Issuer�s telephone number: (713) 623-0801

Check whether the issuer (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act during the past 12 months
(or for such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing requirements for
the past 90 days. Yes x   No    .

As of November 13, 2003, there were outstanding 21,330,060 shares of Common Stock, $0.10 par value per share, of the registrant. In
addition, as of such date there were outstanding 10,000 shares of Preferred Stock which are convertible into 27,500,000 shares of
Common Stock.

Transitional Small Business Disclosure Format (Check one) Yes              No_x_.

Edgar Filing: VAALCO ENERGY INC /DE/ - Form 10QSB

Table of Contents 2



Table of Contents

VAALCO ENERGY, INC. AND SUBSIDIARIES

Table of Contents

PART I. FINANCIAL INFORMATION

CONSOLIDATED FINANCIAL STATEMENTS
Consolidated Balance Sheet (Unaudited) September 30, 2003 3
Statements of Consolidated Operations (Unaudited) Three months and nine months ended September 30, 2003 and 2002 4
Statements of Consolidated Cash Flows (Unaudited) Nine months ended September 30, 2003 and 2002 5
Notes to Unaudited Consolidated Financial Statements 6
MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS 11
CONTROLS AND PROCEDURES 17

PART II. OTHER INFORMATION 18

2

Edgar Filing: VAALCO ENERGY INC /DE/ - Form 10QSB

Table of Contents 3



Table of Contents

VAALCO ENERGY, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET

(Unaudited)

(in thousands of dollars, except number of shares and par value amounts)

September 30,
2003

ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 12,045
Funds in escrow 1,143
Receivables:
Trade 90
Other 905
Accounts with partners 1,198
Inventories (including $761 crude oil inventory) 1,822
Prepayments and other 902

Total current assets 18,105

PROPERTY AND EQUIPMENT-SUCCESSFUL EFFORTS METHOD:
Wells, platforms and other production facilities 24,253
Undeveloped acreage 255
Work in progress 862
Equipment and other 139

25,509
Accumulated depreciation, depletion and amortization (9,030)

Net property and equipment 16,479

OTHER ASSETS:
Deferred tax asset 830
Funds in escrow 801
Other long-term assets 589

TOTAL $ 36,804

LIABILITIES AND STOCKHOLDERS� EQUITY
CURRENT LIABILITIES:
Accounts payable and accrued liabilities $ 2,659
Accounts with partners 1,298
Current portion of long term debt 4,000

Total current liabilities 7,957

DEFERRED TAX LIABILITIES 251
LONG TERM DEBT 4,000
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FUTURE ABANDONMENT COSTS 2,845

Total liabilities 15,053

COMMITMENTS AND CONTINGENCIES
MINORITY INTEREST IN CONSOLIDATED SUBSIDIARIES 1,249
STOCKHOLDERS� EQUITY:
Convertible preferred stock, $25 par value, 500,000 shares authorized; 10,000 shares issued and outstanding 250
Common stock, $0.10 par value, 100,000,000 authorized shares 21,481,829 shares issued with 151,769 in treasury 2,148
Additional paid-in capital 46,348
Accumulated deficit (28,070)
Less treasury stock, at cost (174)

Total stockholders� equity 20,502

TOTAL $ 36,804

See notes to consolidated financial statements.
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VAALCO ENERGY, INC. AND SUBSIDIARIES

STATEMENTS OF CONSOLIDATED OPERATIONS

(Unaudited)

(in thousands of dollars, except per share amounts)

Three Months Ended
September 30,

Nine Months Ended
September 30,

2003 2002 2003 2002

REVENUES:
Oil and gas sales $ 9,490 $ 199 $ 25,223 $ 671

Total revenues 9,490 199 25,223 671

OPERATING COSTS AND EXPENSES:
Production expenses 2,986 136 6,573 356
Exploration expense 1,882 48 2,004 57
Depreciation, depletion and amortization 1,876 40 4,893 147
General and administrative expenses 508 307 1,561 1,005

Total operating costs and expenses 7,252 531 15,031 1,565

OPERATING INCOME (LOSS) 2,238 (332) 10,192 (894)
OTHER INCOME (EXPENSE):
Interest income 22 44 59 89
Interest expense (192) (375) (2,457) (375)
Other, net (24) (22) (29) (32)

Total other income (expense) (194) (353) (2,427) (318)

INCOME (LOSS) BEFORE TAXES, MINORITY INTEREST & CUMULATIVE
EFFECT OF ACCOUNTING CHANGE 2,044 (685) 7,765 (1212)
Income tax expense 1,444 �  3,797 2

INCOME (LOSS) BEFORE MINORITY INTEREST & CUMULATIVE EFFECT
OF ACCOUNTING CHANGE 600 (685) 3,968 (1214)
Minority interest in earnings of subsidiaries (149) �  (788) 1
Cumulative effect of accounting change �  �  1,717 �  

NET INCOME (LOSS) ATTRIBUTABLE TO COMMON SHAREHOLDERS $ 451 $ (685) $ 4,897 $ (1,213)

BASIC INCOME (LOSS) PER COMMON SHARE BEFORE CUMULATIVE
EFFECT OF ACCOUNTING CHANGE $ 0.02 $ (0.03) $ 0.15 $ (0.06)
CUMULATIVE EFFECT OF ACCOUNTING CHANGE �  �  0.08 �  

BASIC INCOME (LOSS) PER COMMON SHARE $ 0.02 $ (0.03) $ 0.23 $ (0.06)
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DILUTED INCOME (LOSS) PER COMMON SHARE BEFORE CUMULATIVE
EFFECT OF ACCOUNTING CHANGE $ 0.01 $ (0.03) $ 0.06 $ (0.06)
CUMULATIVE EFFECT OF ACCOUNTING CHANGE �  �  0.03 �  

DILUTED INCOME (LOSS) PER COMMON SHARE $ 0.01 $ (0.03) $ 0.09 $ (0.06)

BASIC WEIGHTED AVERAGE COMMON SHARES OUTSTANDING 21,332 20,788 21,202 20,760

DILUTED WEIGHTED AVERAGE COMMON SHARES OUTSTANDING 53,181 20,788 55,935 20,760

See notes to consolidated financial statements.
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VAALCO ENERGY, INC. AND SUBSIDIARIES

STATEMENTS OF CONSOLIDATED CASH FLOWS

(Unaudited)

(in thousands of dollars)

Nine Months Ended
September 30,

2003 2002

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ 4,897 $ (1,213)
Adjustments to reconcile net income (loss) to net cash provided (used in) operating activities:
Depreciation, depletion and amortization 4,893 147
Non-cash compensation expense 444 �  
Amortization of debt discount 1,624 �  
Exploration expense 2,004 57
Cumulative effect of accounting change (1,717) �  
Minority interest in earnings of subsidiary 788 (1)
Change in assets and liabilities that provided (used) cash:
Funds in escrow (3) �  
Trade receivables 3,181 37
Accounts with partners (248) (7,117)
Other receivables 861 43
Inventories (1,028) (1,015)
Prepayments and other (481) (161)
Accounts payable and accrued liabilities (6,738) 12,128
Income taxes payable (195) (28)

Net cash provided by operating activities 8,282 2,877

CASH FLOWS FROM INVESTING ACTIVITIES:
Exploration expense (235) (57)
Additions to property and equipment (577) (15,509)
Other 205 (467)

Net cash used in investing activities (607) (16,033)

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from borrowings �  15,215
Proceeds from the issuance of common stock in subsidiary and from issuance of warrants �  4,637
Proceeds from issuance of common stock 125 �  
Funds in escrow, net 8,904 (10,000)
Debt repayment (12,000) �  
Distribution to minority interest (220) �  
Purchase of treasury shares (163) �  

Net cash (used in) provided by financing activities (3,354) 9,852

NET CHANGE IN CASH AND CASH EQUIVALENTS 4,321 (3,304)
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CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD 7,724 9,804

CASH AND CASH EQUIVALENTS AT END OF PERIOD $ 12,045 $ 6,500

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Income taxes paid $ 3,992 $ �  

Interest paid $ 1,137 $ 35

See notes to consolidated financial statements.
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VAALCO ENERGY, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2003

(Unaudited)

1. UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS AND ACCOUNTING POLICIES

The consolidated financial statements of VAALCO Energy, Inc. and subsidiaries (collectively, �VAALCO� or the �Company�), included herein are
unaudited, but include all adjustments consisting of normal recurring accruals which the Company deems necessary for a fair presentation of its
financial position, results of operations and cash flows for the interim period. Such results are not necessarily indicative of results to be expected
for the full year. These financial statements should be read in conjunction with the financial statements and notes thereto included in the
Company�s Form 10-KSB for the year ended December 31, 2002, which also contains a summary of the significant accounting policies followed
by the Company in the preparation of its consolidated financial statements. These policies were also followed in preparing the quarterly report
included herein. The Company follows the successful efforts method of accounting for exploration expense.

VAALCO Energy, Inc., a Delaware corporation, is a Houston-based independent energy company principally engaged in the acquisition,
exploration, development and production of crude oil and natural gas. VAALCO owns producing properties and conducts exploration activities
as operator of consortiums internationally in Gabon and the Philippines. Domestically, the Company has interests in the Texas Gulf Coast area.

VAALCO�s subsidiaries holding interests in Gabon are VAALCO Energy (International), Inc., VAALCO Gabon (Etame), Inc. and VAALCO
Production (Gabon), Inc. VAALCO�s Philippine subsidiaries include Alcorn (Philippines) Inc., Alcorn (Production) Philippines Inc. and Altisima
Energy, Inc. VAALCO Energy (USA), Inc. holds interests in certain properties in the United States.

2. RECENT DEVELOPMENTS

During the third quarter of 2003, the Company completed the processing of seismic data acquired in late 2002, and has identified two
exploration prospect locations on the Etame permit, and up to two new development well locations for the Etame field. The Company intends to
spud the first of the two exploration locations in the fourth quarter of 2003. The Company expects to drill the second exploration location in the
first half of 2004. The budget for the two exploration wells is $14.5 million ($4.4 million net to the Company).

The Company submitted a Phase 2 Development Plan for the Etame field to the Gabon government for approval in October 2003. The Company
plans to drill one new development well in the Etame field in the first half of 2004. A second development well will be drilled based on the
outcome of the first development well, most likely in 2005. The budget for adding the first development well is $28.8 million ($8.7 million net
to the Company) and includes laying two new flowlines and umbilicals from the well site to the floating production, storage and offloading
system (�FPSO�) onsite in the Etame field. The extra flowline and umbilical are to be laid with the first development well to eliminate the
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VAALCO ENERGY, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2003

(Unaudited)

need to mobilize lay vessel equipment when the second development well is drilled. The Company plans to use cash on hand and cash flow from
operations to fund the planned exploration and development wells.

During the course of preparing the Phase 2 development plan in the third quarter of 2003, the Company determined that the Etame-2V well
drilled in 1999 was not in a suitable location for completion in the Etame field. Accordingly, the Company has written off as non-cash
Exploration Expense the $1.5 million expenditure associated with this well, which was previously carried as work in progress on the Company�s
balance sheet. During the third quarter of 2003, a $260,000 non-cash write off was taken for leases that expired in Alabama and Mississippi that
had been leased in association with an exploration program in those states.

During September 2003 the crude oil transport vessel used in the Philippines was placed into dry dock for refurbishment. In October 2003, the
Company�s Philippines crude oil purchaser CalTex announced the closure of their refinery in the Philippines. The Company is in the process of
negotiating with several potential new buyers in the Philippines and has shut in production until such time as the negotiations are completed.

To fund its share of the Etame field development costs, on April 19, 2002, the Company entered into a $10.0 million credit facility with the
International Finance Corporation (�IFC�), a subsidiary of the World Bank. During the nine months ended September 30, 2003 the Company has
repaid $2.0 million of the loan as called for under the facility repayment schedule.

The credit facility required that the Company provide $10.0 million of cash collateral to secure borrowings under the facility until the project
completion date. The Company borrowed the $10.0 million that it used as cash collateral from the 1818 Fund II, L.L.P. (the �1818 Fund�) and
another investor that is not affiliated with the Company.

The Company was notified by the IFC that the project completion date occurred on March 31, 2003. On April 1, 2003, the $10.0 million cash
collateral posted by the Company was released. The $10.0 million of cash collateral was repaid to the 1818 Fund and the investor on April 1,
2003. Also during April 2003, the Company paid accrued interest expense on the 1818 Fund loan of $0.7 million.

In connection with the 1818 Fund loan, the Company issued warrants to purchase 15.0 million shares of its common stock to the 1818 Fund (7.5
million of which terminated when the loan was repaid on April 1, 2003). The Company issued the other lender warrants to purchase 4.5 million
shares of common stock on the same terms as the warrants issued to the 1818 Fund (2.25 million of which terminated when the loan was repaid
on April 1, 2003). As the Company only drew a total of $10.0 million under the loan facility, the 1818 Fund will be required to return an
additional 2.25 million warrants. In connection with the loan, a total of 7.5 million warrants to purchase shares of common stock will remain
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VAALCO ENERGY, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2003

(Unaudited)

outstanding. The Company was carrying unamortized debt discount of $1.5 million associated with the issuance of the warrants at March 31,
2003. This amount was expensed in connection with the repayment of the 1818 Fund loan in the second quarter of 2003.

3. EARNINGS PER SHARE

The Company accounts for earnings per share in accordance with Statement of Financial Accounting Standards (�SFAS�) No. 128 � �Earnings per
Share,� which establishes the requirements for presenting earnings per share (�EPS�). SFAS No. 128 requires the presentation of �basic� and �diluted�
EPS on the face of the income statement. Basic EPS is calculated using the average number of shares of common stock outstanding during each
period. Diluted EPS assumes the conversion of preferred stock to common stock and the exercise of all stock options and warrants having
exercise prices less than the average market price of the common stock using the treasury stock method. The Company�s preferred stock is
convertible into 27.5 million shares of common stock.

Diluted Shares consist of the following:

Item

Three Months Ended
September 30, 2003

Nine Months Ended
September 30, 2003

Basic weighted average Common Stock issued and outstanding 21,332,336 21,202,160
Preferred Stock convertible to Common Stock 27,500,000 27,500,000
Dilutive Warrants 3,766,916 6,436,652
Dilutive Options 581,749 796,222

Total Diluted Shares 53,181,001 55,935,034

4. FUTURE ABANDONMENT COSTS

In August 2001, the Financial Accounting Standards Board (�FASB�) issued SFAS No. 143, �Accounting for Asset Retirement Obligations.� SFAS
No. 143 addresses financial accounting and reporting for obligations associated with the retirement of tangible, long-lived assets and the
associated asset retirement costs. This statement requires that the fair value of a liability for an asset retirement obligation be recognized in the
period in which it is incurred by capitalizing it as part of the carrying amount of the long-lived assets. As required by SFAS No. 143, the
Company adopted this new accounting standard on January 1, 2003. The statement requires the systematic, accretion and depreciation of future
abandonment costs of tangible assets such as platforms, wells, service assets, pipelines, and other facilities. SFAS No. 143 requires that the fair
value of a liability for an asset�s retirement obligation be recorded in the period in which it is incurred if a reasonable estimate of fair value can be
made, and that the corresponding cost is capitalized as part of the carrying amount of the related long-lived asset. The liability is accreted to its
then present value each period, and the capitalized cost is depreciated over the useful life of the related asset. If the liability is settled for an
amount other than the recorded amount, a gain or loss is recognized.
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VAALCO ENERGY, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2003

(Unaudited)

Pursuant to the Company�s January 1, 2003 adoption of SFAS No. 143, the Company:

� recognized a gain during the first quarter of 2003 of $1.7 million for the cumulative effect of accounting change;

� increased assets by $1.3 million to add the net asset retirement costs to the carrying costs of the Company�s oil and gas properties;

� reduced the accrued liability for future abandonment costs by $0.6 million to reflect the present day fair value of the asset retirement
obligation (�ARO�) liability;

� increased accumulated depletion by $0.1 million to record prior period depletion of the ARO asset.

Adopting SFAS No. 143 had no impact on our reported cash flows. During the nine months ending September 30, 2003, the Company accrued
$125,000 in ARO liabilities to reflect the fair value of the ARO at September 30, 2003.

5. RECENT ACCOUNTING PRONOUNCEMENTS

In June 2001, the FASB issued SFAS No. 141, �Business Combinations,� which requires the purchase method of accounting for business
combinations initiated after June 30, 2001 and eliminates the pooling-of-interests method. In July 2001, the FASB also issued SFAS No. 142,
�Goodwill and Other Intangible Assets,� which discontinues the practice of amortizing goodwill and indefinite lived intangible assets and initiates
an annual review for impairment. Intangible assets with a determinable useful life will continue to be amortized over that period. The
amortization provisions apply to goodwill and intangible assets acquired after June 30, 2001. SFAS Nos. 141 and 142 clarify that more assets
should be distinguished and classified between tangible and intangible. The staff of the SEC and the accounting industry are currently in
discussion regarding the application of SFAS Nos. 141 and 142 to companies engaged in the oil and gas business. SFAS Nos. 141 and 142 may
require oil and gas companies to classify contractual property rights (such as the Company�s concessions in Gabon and the Philippines and the
Company�s leases in the United States) as intangible assets. Fee mineral interests would be classified as tangible assets. Consistent with industry
practice, we have not classified contractual mineral rights as intangible assets. If it is ultimately determined that SFAS Nos. 141 and 142 require
classification of contractual mineral rights as intangible assets, the Company�s oil and gas properties would be reduced by $59,000 and intangible
assets would be increased by a like amount at September 30, 2003 The provisions of SFAS No. 141 and 142 impact only the balance sheet and
associated footnote disclosures, and reclassifications would not impact the Company�s cash flows or results of operations.
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VAALCO ENERGY, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2003

(Unaudited)

In December 2002, FASB issued SFAS No. 148, �Accounting for Stock-Based Compensation � Transition and Disclosure. SFAS No. 148 amends
SFAS No. 123 �Accounting for Stock Based Compensation� to provide alternative methods of transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensation. In addition, this statement amends the disclosure requirements of SFAS
No. 123 to require prominent disclosures in both annual and interim financial statements about the method of accounting for stock-based
employee compensation and the effect of the method used on reported results. During the nine months ending September 30, 2003, officers of
the Company exercised options for 395,479 shares utilizing cashless provisions, resulting in a compensation expense of $443,749, which was
recorded as a general and administrative expense. The provisions of SFAS No. 148 had no material effect on the Company�s financial position or
results of operations for the nine months period ended September 30, 2002.

In November 2002, FASB issued Interpretation (�FIN�) No. 45, �Guarantor�s Accounting and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness of Others,� which elaborates on the disclosure to be made by a guarantor in its interim and annual financial
statements about its obligations under certain guarantees that it has issued. As set forth in the interpretation, the disclosures required are designed
to improve the transparency of the financial statement information about the guarantor�s obligations and liquidity risks related to guarantees
issued. The fair values of guarantees entered into after December 31, 2002, must be recorded as a liability in the financial statements of the
guarantor. Existing guarantees as of December 31, 2002 are grandfathered from the recognition provisions, unless they are later modified, but
they are still required to be disclosed.

The Company charters an FPSO for use in the Etame field, and as operator of the Etame field, guaranteed the charter payments through
September 2004. The charter continues beyond that period unless one year�s prior notice is given to the owner of the FPSO. The Company
obtained several guarantees from its partners for their share of the charter payment. The Company�s share of the charter payment is 28.1%. The
estimated obligations for the full charter payment and the Company�s share of the charter payments are as follows (in thousands of dollars):

Year

Full
Charter
Payment

Company
Share

2003 $ 13,887 $ 3,902
2004 $ 12,709 $ 3,571
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VAALCO ENERGY, INC. AND SUBSIDIARIES

MANAGEMENT�S DISCUSSION AND ANALYSIS OF

FINANCIAL CONDITION AND RESULTS OF OPERATIONS

ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

This report includes �forward looking statements� within the meaning of Section 27A of the Securities Act of 1933, as amended, and
Section 21E of the Securities Exchange Act of 1934, as amended (�Exchange Act�). All statements other than statements of historical fact
included in this report (and the exhibits hereto), including without limitation, statements regarding the Company�s financial position and
estimated quantities and net present values of reserves, and statements proceed by, followed by or that otherwise include the word
�believe,� �expects,� �anticipates,� �intends,� �projects,� �target,� �goal,� �objective,� �should,� or similar expressions or variations of such expressions are
forward looking statements. The Company can give no assurances that the assumptions upon which such statements are based will
prove to have been correct. Important factors that could cause actual results to differ materially from the Company�s expectations
(�Cautionary Statements�) include volatility of oil and gas prices, future production costs, future production quantities, operating
hazards, and statement set forth in the section �Risk Factors� included in the Company�s Forms 10-KSB and other periodic reports filed
under the Exchange Act, which are herein incorporated by reference. All subsequent written and oral forward looking statements
attributable to the Company or persons acting on its behalf are expressly qualified by the Cautionary Statements.

INTRODUCTION

The Company�s results of operations are dependent upon the difference between prices received for its oil and gas production and the costs to
find and produce such oil and gas. Oil and gas prices have been and are expected in the future to be volatile and subject to fluctuations based on
a number of factors beyond the control of the Company. The Company does not presently engage in any hedging activities and has no plans to
do so.

The Company participated in the development of the Etame field, which the Company operates on behalf of a consortium of five companies
offshore of the Republic of Gabon. The Company has budgeted approximately $2.0 million in capital expenditures net to the Company in Gabon
for 2003 to drill one exploration well. The consortium plans to add one additional development well to the Etame field in early 2004. The
Company is also required to participate in the drilling of a second exploration well by July 2004. The budget for the second exploration well and
the development well is $11.1 million of which approximately $1.3 million will be spent in the fourth quarter of 2003 and $9.8 million in 2004.

The Company�s results of operations are also affected by currency exchange rates. While oil sales are denominated in U.S. dollars, operating
costs in the Philippines and a portion of operating costs in Gabon are denominated in local currencies. An increase in the exchange rate of the
local currencies to the dollar will have the effect of increasing operating costs while a decrease in the exchange rate will reduce operating costs.

A substantial portion of the Company�s oil production is located offshore of Gabon and the Philippines. In Gabon, the Company produces into a
1.1 million barrel FPSO and sells cargos

11

Edgar Filing: VAALCO ENERGY INC /DE/ - Form 10QSB

Table of Contents 17



Table of Contents

VAALCO ENERGY, INC. AND SUBSIDIARIES

MANAGEMENT�S DISCUSSION AND ANALYSIS OF

FINANCIAL CONDITION AND RESULTS OF OPERATIONS

to vessels of opportunity at spot market prices. In the Philippines, the Company produces into 10,000 to 15,000 barrel barges, which transport
the oil to market. Due to weather and other factors in the Philippines, the Company�s production is generally highest during the first and fourth
quarters of the year. Weather is not normally a factor affecting Gabon oil sales.

Production from the Etame field offshore Gabon averaged over 13,600 BOPD during the third quarter of 2003. During July 2003, a series of
hydraulic line leaks occurred, resulting in two of the three wells being shut in until repairs could be made. The repairs were completed in July,
approximately two weeks after the shut-ins occurred. The production average for July was approximately 11,000 BOPD due to the effect of the
temporary well shut downs. Production has been restored to approximately 15,000 BOPD.

During the third quarter of 2003, a total of 1,346,000 barrels were sold (330,000 net barrels to the Company) from four liftings at an average
price of $28.24 per barrel. The Company markets its crude oil in Gabon under an agreement with Shell Western Trading and Supply, Limited.
At September 30, 2003, there were 538,000 barrels in storage onboard the FPSO (136,000 barrels net to the Company), which were subsequently
lifted and sold in the fourth quarter of 2003. The Company has a 28.1 percent working interest in the Etame field production costs. However
after deducting royalties for the nine months ended September 30, 2003, the Company received approximately 25 percent of production.

Production operations continued in the Philippines where 149,000 barrels of oil were produced during the first nine months of 2003 from the
Matinloc and Nido fields. The Company�s production in the Philippines is from mature offshore fields with high production costs. The Company�s
margin on sales from these fields (the price received for oil less the production costs for the oil) is lower than the margin on oil production from
many other areas. As a result, the profitability of the Company�s production in the Philippines is affected more by changes in oil prices than
production located in other areas. During September 2003 the crude oil transport vessel used in the Philippines was placed into dry dock for
refurbishment. In October 2003, the Company�s Philippines crude oil purchaser CalTex announced the closure of their refinery in the Philippines.
The Company is in the process of negotiating with several potential new buyers and has shut in production until such time as the negotiations are
completed. While the loss of CalTex as a buyer might have a material effect on the Company in the near term, management believes that the
Company should be able to obtain other customers for its crude oil.

Undeveloped Acreage and Work in Progress

During the course of preparing the Phase 2 development plan for the Etame field in the third quarter of 2003, the Company determined that the
Etame-2V well drilled in 1999 was not in a suitable location for completion. Accordingly, the Company has written off as non-cash exploration
expense the $1.5 million expenditure associated with this well, which was previously carried as Work in Progress on the Company�s balance
sheet. During the third quarter of 2003 a $260,000 non-cash write off was taken for leases that expired in Alabama and Mississippi. At
September 30, 2003, the Company had undeveloped acreage on its balance
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sheet totaling $255,000, representing costs that are not being amortized pending evaluation of the respective leasehold for future development.
The Company also had $0.9 million of work in progress primarily in the form of seismic costs in Gabon. Unproved properties are assessed
quarterly for impairment in value, with any impairment charged to expense.

CAPITAL RESOURCES AND LIQUIDITY

During the nine months ending September 30, 2003 the Company funded exploration and development operations in the Etame field with cash
on hand and cash flow from operations. Total capital expenditures for 2003 are budgeted to be $3.3 million net to the Company and in 2004 total
capital expenditures are budgeted to be $9.8 million.

In April 2002, the Company entered into a $10.0 million credit facility with the IFC to partially finance its share of the development costs of the
Etame field. The Company made an initial borrowing of $7.0 million in July 2002, and borrowed the balance of the loan in October 2002.
During the nine months ended September 30, 2003 the Company has repaid $2.0 million of the loan as called for under the facility repayment
schedule. At September 30, 2003, the Company had an $8.0 million balance payable on the loan.

Until the project completion date, the Company guaranteed the IFC loan and collateralized the loan with $10.0 million of cash deposited in
escrow. The Company borrowed $7.0 million of the $10.0 million that it used as cash collateral from the 1818 Fund, which owns a majority of
the Company�s common stock on a fully diluted basis. Another investor that is not affiliated with the Company provided the $3.0 million
balance.

The Company was notified by the IFC that the project completion date occurred on March 31, 2003. On April 1, 2003, the $10.0 million cash
collateral posted by the Company was released. The $10.0 million of cash collateral was repaid to the 1818 Fund and the investor on April 1,
2003. In April 2003, the Company paid accrued interest expense on the 1818 Fund loan of $0.7 million.

In connection with the 1818 Fund loan, the Company issued warrants to purchase 15.0 million shares of its common stock to the 1818 Fund (7.5
million of which terminated when the loan was repaid on April 1, 2003 and 2.25 million of which terminated when the Company limited
borrowings under the facility to $10.0 million). The Company issued the other lender warrants to purchase 4.5 million shares of common stock
on the same terms as the warrants issued to the 1818 Fund (2.25 million of which terminated when the loan was repaid on April 1, 2003). In
connection with the loan, a total of 7.5 million warrants to purchase shares of common stock remain outstanding. Each warrant entitles the
holder to purchase one share of Company common stock for $0.50 per share.
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RESULTS OF OPERATIONS

Three months ended September 30, 2003 compared to three months ended September 30, 2002

Revenues

Total revenues were $9.5 million for the three months ended September 30, 2003 compared to $199,000 for the comparable period in 2002. The
increase in revenues was due to the commencement of production from the Etame field in Gabon in September 2002.

Operating Costs and Expenses

Total production expenses for the three months ended September 30, 2003 were $3.0 million compared to $136,000 in the three months ended
September 30, 2002 also reflecting the commencement of operations at the Etame field. Production expenses in the third quarter of 2003
included approximately $0.2 million for the repair of the hydraulic leaks experienced in July, $0.4 million accrued for a domestic payment
obligation under the Gabon Production Sharing Contract and $0.2 million for an annual payment to the Gabon merchant marines for the FPSO
license. Production expenses exclude $761,000 of capitalized production costs related to 136,000 net barrels of produced oil on board the FPSO.
This oil represents the Company�s net share of crude oil inventory.

Exploration expense was $1.9 million for the three months ended September 30, 2003 compared to $48,000 in the comparable period in 2002.
During the third quarter of 2003, the Company determined that the Etame-2V well drilled in 1999 was not in a suitable location for completion.
Accordingly, the Company has written off as non-cash exploration expense the $1.5 million expenditure associated with this well. Also during
the third quarter, a $260,000 non-cash write off was taken for leases that expired in Alabama and Mississippi.

Depreciation, depletion and amortization expenses were $1.9 million in the three months ended September 30, 2003 compared to $40,000 in the
three months ended September 30, 2002. General and administrative expenses for the three months ended September 30, 2003 and 2002 were
$508,000 and $307,000, respectively. The Company recorded $168,000 in non-cash compensation expense associated with the cashless exercise
of options by an officer in the third quarter of 2003.

Other Income (Expense)
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Interest income received on amounts on deposit was $22,000 in the three months ended September 30, 2003 compared to $44,000 in the three
months ended September 30, 2002. Interest expense and financing charges for the IFC loan were $0.2 million in the quarter ended September 30,
2003. The Company had interest expense of $0.4 million in the quarter ended September 30, 2002 associated with the IFC and 1818 Fund loans.
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Income Taxes

Income taxes amounted to $1.4 million and $0 for the quarters ended September 30, 2003 and 2002 respectively. In 2003, the income tax was
paid in Gabon. The Company also paid $0.2 million in estimated alternative minimum tax in the quarter ending September 30, 2003, which was
recorded as a deferred tax asset.

Minority Interest

The Company incurred $149,000 in minority interest charges in the quarter ended September 30, 2003. These minority interest charges were
associated with the VAALCO Energy (International), Inc. subsidiary that is 90.01% owned by the Company. In the quarter ended September 30,
2003, $100,000 of this minority interest charge was distributed to the minority interest holder.

Net Income (Loss)

Net income attributable to common stockholders for the three months ended September 30, 2003 was $451,000, compared to a net loss
attributable to common stockholders of $685,000 for the same period in 2002. The net income in 2003 was due to the commencement of the
Etame field in September 2002.

Nine months ended September 30, 2003 compared to nine months ended September 30, 2002

Revenues

Total revenues were $25.2 million for the nine months ended September 30, 2003 compared to $671,000 for the comparable period in 2002. The
increase in revenues was due to the commencement of production from the Etame field in Gabon in September 2002.

Operating Costs and Expenses
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Total production expenses for the nine months ended September 30, 2003 were $6.6 million compared to $356,000 in the nine months ended
September 30, 2002 also reflecting the commencement of operations at the Etame field. Production expenses in the nine months ending
September 30, 2003 included approximately $0.2 million for the repair of the hydraulic leaks experienced in July, $0.4 million accrued for a
domestic payment obligation under the Gabon Production Sharing Contract and $0.2 million for an annual payment to the Gabon merchant
marines for the FPSO license. Production expenses exclude $761,000 of capitalized production costs related to 136,000 net barrels of produced
oil on board the FPSO. This oil represents the Company�s net share of crude oil inventory.
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Exploration expense was $2.0 million for the nine months ended September 30, 2003 compared to $57,000 in the comparable period in 2002.
During the third quarter of 2003, the Company determined that the Etame-2V well drilled in 1999 was not in a suitable location for completion.
Accordingly, the Company has written off as non-cash Exploration Expense the $1.5 million expenditure associated with this well. Also during
the nine months ended September 30, 2003, a $260,000 non-cash write off was taken for leases that expired in Alabama and Mississippi. During
2003, the Company also undertook a seismic reprocessing effort in Gabon to delineate exploration and development prospects.

Depreciation, depletion and amortization were $4.9 million in the nine months ended September 30, 2003 compared to $147,000 in the nine
months ended September 30, 2002. General and administrative expenses for the nine months ended September 30, 2003 and 2002 were $1.6
million and $1.0 million. The Company recorded $444,000 of non-cash compensation expense associated with the cashless exercise of options
by officers in 2003. The Company also experienced lower overhead cost reimbursements in Gabon due to a smaller capital budget in the nine
months ended September 30, 2003 as compared to the same period in 2002.

Other Income (Expense)

Interest income of $59,000 was received from amounts on deposit during the nine months ended September 30, 2003 compared to $89,000
during the nine months ended September 30, 2002. Interest expense and financing charges for the IFC loan and the 1818 Fund loan amounted to
$2.5 million in the nine months ended September 30, 2003. The amount included $1.6 million of debt discount associated with the warrants
issued in conjunction with the 1818 Fund loan, which was repaid ahead of schedule in the second quarter of 2003. The Company had $0.4
million of interest expense in the nine months ended September 30, 2002 associated with the IFC and 1818 Fund loans. The Company
recognized a gain of $1.7 million in the nine months ended September 30, 2003 from the change in accounting principle associated with the
adoption of SFAS No. 143 � �Accounting for Asset Retirement Obligations.�

Income Taxes

Income taxes amounted to $3.8 million and $2,000 for the nine months ended September 30, 2003 and 2002, respectively. The income tax in the
nine months ended September 30, 2003 was paid in Gabon associated with production from the Etame field. Income tax for the nine months
ended September 30, 2002 was associated with activity in the Philippines. The Company also paid $0.2 million in estimated alternative
minimum tax in the nine months ended September 30, 2003, which was recorded as a deferred tax asset.

Minority Interest

The Company incurred $0.8 million in minority interest charges in the nine months ended September 30, 2003 associated with the VAALCO
Energy (International), Inc. subsidiary that is 90.01% owned by the Company. In the nine months ended September 30, 2003, $220,000 of this
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interests in Altisima Energy in the Philippines in the nine months ended September 30, 2002.
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Net Income (Loss)

Net income attributable to common stockholders for the nine months ended September 30, 2003 was $4.9 million, compared to a net loss
attributable to common stockholders of $1.2 million for the same period in 2002. The net income in the nine months ended September 30, 2003
was due to the startup of the Etame field in September 2002. Net income in the nine months ended September 30, 2003 included a $1.7 million
one-time gain from the change in accounting principle associated with the adoption of SFAS No. 143 on January 1, 2003.

ITEM 3. CONTROLS AND PROCEDURES

The Company�s management, including the Company�s principal executive officer and principal financial officer, has evaluated the effectiveness
of the Company�s disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934) as
of the end of the period covered by this Quarterly Report on Form 10-Q. Based upon that evaluation, the Company�s principal executive officer
and principal financial officer have concluded that the disclosure controls and procedures were effective as of the end of the period covered by
this Quarterly Report on Form 10-Q.

There were no changes in the Company�s internal control over financial reporting that occurred during the Company�s last fiscal quarter that has
materially affected, or is reasonably likely to materially affect, the Company�s internal control over financial reporting.
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PART II. OTHER INFORMATION

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

(a) Exhibits

3.  Articles of Incorporation and Bylaws

3.1 Restated Certificate of Incorporation (incorporated by reference to exhibit 4.1 to
the Company�s Registration Statement on Form S-3 filed with the Commission on
July 15, 1998, Reg. No. 333-59095).

3.2 Certificate of Amendment to Restated Certificate of Incorporation (incorporated
by reference to exhibit 4.2 to the Company�s Registration Statement on Form S-3
filed with the Commission on July 15, 1998, Reg. No. 333-59095).

3.3 Bylaws (incorporated by reference to exhibit 4.3 to the Company�s Registration
Statement on Form S-3 filed with the Commission on July 15, 1998, Reg. No.
333-59095).

3.4 Amendment to Bylaws (incorporated by reference to exhibit 4.4 to the Company�s
Registration Statement on Form S-3 filed with the Commission on July 15, 1998,
Reg. No. 333-59095).

3.5 Designation of Convertible Preferred Stock, Series A (incorporated by reference
to exhibit 4.1 to the Company�s Report on Form 8-K filed with the Commission
on May 6, 1998, File No. 000-20928)

Additional Exhibits

31.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act Of 2002.

31.2 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act Of 2002.

32.1 Certification pursuant to section 302 of the Sarbanes-Oxley Act of 2002

32.2 Certification pursuant to section 302 of the Sarbanes-Oxley Act of 2002
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(b) Reports on Form 8-K.

None

SIGNATURES

In accordance with the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf
by the undersigned, thereunto duly authorized.

VAALCO ENERGY, INC.

(Registrant)

By /s/ W. RUSSELL SCHEIRMAN

W. Russell Scheirman, President,

Chief Financial Officer and
Director

(on behalf of the Registrant and as
the

principal financial officer)

Dated November 13, 2003
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EXHIBIT INDEX

Exhibits

3.1 Restated Certificate of Incorporation (incorporated by reference to exhibit 4.1 to the
Company�s Registration Statement on Form S-3 filed with the Commission on July
15, 1998, Reg. No. 333-59095).

3.2 Certificate of Amendment to Restated Certificate of Incorporation (incorporated by
reference to exhibit 4.2 to the Company�s Registration Statement on Form S-3 filed
with the Commission on July 15, 1998, Reg. No. 333-59095).

3.3 Bylaws (incorporated by reference to exhibit 4.3 to the Company�s Registration
Statement on Form S-3 filed with the Commission on July 15, 1998, Reg. No.
333-59095).

3.4 Amendment to Bylaws (incorporated by reference to exhibit 4.4 to the Company�s
Registration Statement on Form S-3 filed with the Commission on July 15, 1998,
Reg. No. 333-59095).

3.5 Designation of Convertible Preferred Stock, Series A (incorporated by reference to
exhibit 4.1 to the Company�s Report on Form 8-K filed with the Commission on
May 6, 1998, File No. 000-20928).

Additional exhibits

31.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section
906 of the Sarbanes-Oxley Act Of 2002.

31.2 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section
906 of the Sarbanes-Oxley Act Of 2002.

32.1 Certification pursuant to section 302 of the Sarbanes-Oxley Act of 2002

32.2 Certification pursuant to section 302 of the Sarbanes-Oxley Act of 2002
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