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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

ASSETS
September 30,

2002
June 30,
2002

(Unaudited)
CURRENT ASSETS:
Cash and cash equivalents $ 162,194 $ 2,726,845
Accounts receivable, net 4,592,894 5,220,453
Advances to operators 986,619 597,294
Price hedge contracts �  57,726
Other 107,341 184,437

Total current assets 5,849,048 8,786,755

PROPERTY, PLANT AND EQUIPMENT:
Natural gas and oil properties, successful efforts method of accounting:
Proved properties 49,462,897 46,565,998
Unproved properties, not being amortized 3,027,756 3,650,558
Furniture and equipment 205,121 188,884
Accumulated depreciation, depletion and amortization (15,422,833) (13,056,575)

Total property, plant and equipment 37,272,941 37,348,865

OTHER ASSETS:
Cash and other assets held by Republic Exploration L.L.C 4,435,107 3,945,270
Cash held by Magnolia Offshore Exploration L.L.C 789,239 787,456
Cash held by Contango Offshore Exploration L.L.C 50,000 �  
Investment in LNG project 750,000 750,000
Other assets 223,171 221,170

Total other assets 6,247,517 5,703,896

TOTAL ASSETS $ 49,369,506 $ 51,839,516

LIABILITIES AND SHAREHOLDERS� EQUITY
CURRENT LIABILITIES:
Accounts payable $ 289,843 $ 613,537
Accrued exploration and development 537,682 517,000
Income taxes payable 746,509 1,040,788
Price hedge contracts 228,615 183,400
Short term hedge payable 491,260 525,870
Other accrued liabilities 195,345 648,654
Current portion of long-term debt 1,720,000 1,330,000

Total current liabilities 4,209,254 4,859,249

LONG-TERM DEBT 16,029,040 18,103,920
DEFERRED INCOME TAXES 3,599,912 3,777,864
ASSET RETIREMENT OBLIGATIONS 194,866 �  
SHAREHOLDERS� EQUITY:

100 100
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Convertible preferred stock, 8%, Series A, $0.04 par value, 5,000 shares authorized, 2,500 shares
issued and outstanding at September 30, 2002 and June 30, 2002, liquidation preference of $1,000 per
share
Convertible preferred stock, 8%, Series B, $0.04 par value, 10,000 shares authorized, 5,000 shares
issued and outstanding at September 30, 2002 and June 30, 2002, liquidation preference of $1,000 per
share 200 200
Common stock, $0.04 par value, 50,000,000 shares authorized, 11,618,282 shares issued and 9,043,282
outstanding at September 30, 2002 and June 30, 2002 464,732 464,732
Additional paid-in capital 21,257,784 21,236,701
Treasury stock at cost (2,575,000 shares) (6,180,000) (6,180,000)
Retained earnings 9,793,618 9,576,750

Total shareholders� equity 25,336,434 25,098,483

TOTAL LIABILITIES AND SHAREHOLDERS� EQUITY $ 49,369,506 $ 51,839,516

The accompanying notes are an integral part of these consolidated financial statements.
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

Three Months Ended
September 30,

2002 2001

REVENUES:
Natural gas and oil sales $ 7,017,493 $ 5,782,857
Gain from hedging activities 6,644 4,483,659

Total revenues 7,024,137 10,266,516

EXPENSES:
Operating expenses 1,059,771 625,053
Exploration expenses 2,539,932 889,613
Depreciation, depletion and amortization 2,388,759 1,579,482
General and administrative expense 413,342 379,817

Total expenses 6,401,804 3,473,965

INCOME FROM OPERATIONS 622,333 6,792,551

Interest expense (184,320) (9,317)
Interest income 11,262 40,773
Gain on sale of assets and other 36,150 54,047

INCOME BEFORE INCOME TAXES 485,425 6,878,054

Provision for income taxes 118,557 2,407,319

NET INCOME 366,868 4,470,735
Preferred stock dividends 150,000 150,000

NET INCOME ATTRIBUTABLE TO COMMON STOCK $ 216,868 $ 4,320,735

NET INCOME PER SHARE:
Basic $ 0.02 $ 0.38

Diluted $ 0.02 $ 0.31

WEIGHTED AVERAGE COMMON SHARES OUTSTANDING:
Basic 9,043,282 11,502,332

Diluted 9,820,496 14,414,119

The accompanying notes are an integral part of these consolidated financial statements.

Edgar Filing: CONTANGO OIL & GAS CO - Form 10QSB

Table of Contents 5



4

Edgar Filing: CONTANGO OIL & GAS CO - Form 10QSB

Table of Contents 6



Table of Contents

CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

Three Months Ended
September 30,

2002 2001

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 366,868 $ 4,470,735
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation, depletion and amortization 2,388,759 1,579,482
Exploration expenditures 374,739 892,620
Provision (benefit) for deferred income taxes (177,952) 698,680
Gain on sale of assets and other (36,150) (54,047)
Unrealized hedging (gain) loss 102,941 (794,008)
Stock-based compensation 21,083 3,961
Changes in operating assets and liabilities:
Decrease in accounts receivable 627,559 1,945,888
Decrease in prepaid insurance 76,896 34,268
Increase (decrease) in accounts payable (657,034) 22,603
Decrease in other accrued liabilities (432,627) (650,344)
(Decrease) increase in taxes payable (294,279) 1,708,639
Other 201 (69,477)

Net cash provided by operating activities 2,361,004 9,789,000

CASH FLOWS FROM INVESTING ACTIVITIES:
Natural gas and oil exploration and development expenditures �  (1,604,900)
Increase in cash held by Republic Exploration L.L.C. (489,837) (1,457,081)
Increase in cash held by Magnolia Offshore Exploration L.L.C. (1,783) �  
Increase in cash held by Contango Offshore Exploration L.L.C (50,000) �  
Additions to furniture and equipment (16,237) (19,907)
Decrease (increase) in advances to operators (389,325) 110,807
Purchase of proved producing reserves (2,602,586) �  
Increase (decrease) in payables for capital expenditures 139,113 (790,046)
Proceeds from sale of assets and other �  100,000

Net cash used in investing activities (3,410,655) (3,661,127)

CASH FLOWS FROM FINANCING ACTIVITIES:
Borrowings under credit facility 4,100,000 �  
Repayments under credit facility (5,450,000) �  
Preferred stock dividends (150,000) (150,000)
Debt issue costs (15,000) �  

Net cash used by financing activities (1,515,000) (150,000)

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS (2,564,651) 5,977,873
CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD 2,726,845 1,586,342

CASH AND CASH EQUIVALENTS, END OF PERIOD $ 162,194 $ 7,564,215
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SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Cash paid for taxes $ 590,788 $ �  

Cash paid for interest $ 100,973 $ 9,317

The accompanying notes are an integral part of these consolidated financial statements.

5

Edgar Filing: CONTANGO OIL & GAS CO - Form 10QSB

Table of Contents 8



Table of Contents

CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF SHAREHOLDERS� EQUITY

(Unaudited)

Preferred Stock Common Stock

Paid-in
Capital

Treasury
Stock

Retained
Earnings

Total
Shareholders�

EquityShares Amount Shares Amount

Balance at June 30, 2002 7,500 $ 300 9,043,282 $ 464,732 $ 21,236,701 $ (6,180,000) $ 9,576,750 $ 25,098,483
Net income �  �  �  �  �  �  366,868 366,868
Expense of stock options �  �  �  �  21,083 �  �  21,083
Preferred stock dividends �  �  �  �  �  �  (150,000) (150,000)

Balance at September 30, 2002 7,500 $ 300 9,043,282 $ 464,732 $ 21,257,784 $ (6,180,000) $ 9,793,618 $ 25,336,434

The accompanying notes are an integral part of these consolidated financial statements.
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The accompanying consolidated financial statements have been prepared in conformity with generally accepted accounting principles in the
United States for interim financial information and pursuant to the rules and regulations of the Securities and Exchange Commission.
Accordingly, they do not include all the information and footnotes required by generally accepted accounting principles for complete financial
statements. In the opinion of management, all adjustments considered necessary for a fair presentation have been included. All such adjustments
are of a normal recurring nature. The financial statements should be read in conjunction with the audited financial statements and notes thereto
included in Contango Oil & Gas Company�s (�Contango� or the �Company�) Form 10-KSB for the year ended June 30, 2002. The results of
operations for the three months ended September 30, 2002 are not necessarily indicative of the results that may be expected for the year ending
June 30, 2003.

1. Summary of Significant Accounting Policies

The application of generally accepted accounting principles involves certain assumptions, judgments, choices and estimates that affect reported
amounts of assets, liabilities, revenues and expenses. Thus, the application of these principles can result in varying results from company to
company. Our critical accounting principles, which we describe below, relate to the successful efforts method for costs related to natural gas and
oil activities, consolidation principles, accounting for financial instruments, stock options and asset retirement obligations.

Successful Efforts Method of Accounting. Contango follows the successful efforts method of accounting for its natural gas and oil business.
Under the successful efforts method, lease acquisition costs and all development costs are capitalized. Proved natural gas and oil properties are
reviewed for recovery of their carrying amounts when circumstances suggest the need for such a review and, if required, the proved properties
are written down to their estimated fair value. Unproved properties are reviewed quarterly to determine if there has been impairment of the
carrying amount, and any such impairment is charged to expense in the period. Estimated fair value includes the estimated present value of all
reasonably expected future production, prices and costs. Exploratory drilling costs are capitalized until the results are determined. If proved
reserves are not discovered, the exploratory drilling costs are expensed. Other exploratory costs, including 3-D seismic acquisitions, are
expensed as incurred. The provision for depreciation, depletion and amortization is based on the capitalized costs as determined above and is on
a cost center by cost center basis using the units of production method, with lease acquisition costs amortized over total proved reserves and
other costs amortized over proved developed reserves. The Company creates cost centers on a well-by-well basis for all of its natural gas and oil
activities.

Consolidation Principles. The Company�s consolidated financial statements include the accounts of Contango Oil & Gas Company and its
subsidiaries and affiliates, after elimination of all intercompany balances and transactions. Wholly owned subsidiaries are fully consolidated.
Subsidiaries not wholly owned, such as 33.3% owned Republic Exploration, L.L.C., 50% owned Magnolia Offshore Exploration, L.L.C. and
66.7% owned Contango Offshore Exploration, L.L.C. are proportionately consolidated. In the case of subsidiaries not wholly owned that have
disproportionate allocations among the investors, the Company�s share of the affiliate�s net income or loss is based on how increases or decreases
in the net assets of the venture will ultimately affect cash payments to Contango in the event of a hypothetical liquidation. Since Contango is the
only member that contributed cash to Republic Exploration, Magnolia Offshore Exploration and Contango Offshore Exploration, the Company
consolidates 100% of all activities in a loss position into its financial statements until the Company recoups its investment. The Company
believes that all funds advanced to these partially owned investments will be expended for exploration and development activities of the
affiliates. Accordingly, the Company�s proportionate share of the cash balances held by its proportionately consolidated affiliates is treated as
other long-term assets.

7
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS�(Continued)

Hedge Accounting. In June 1998, the Financial Accounting Standards Board, or �FASB�, issued SFAS 133. In June 2000, the FASB issued SFAS
138, �Accounting for Derivative Instruments and Hedging Activities, an amendment of FASB Statement No. 133�. SFAS 133, as amended,
establishes accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an asset or
liability measured at its fair value. The statement requires that changes in a derivative�s fair value be recognized currently in earnings unless
specific hedge criteria are met. Although the derivative transactions the Company engages in are designed as economic hedges for a portion of
future natural gas and oil production, the Company has elected not to designate these as �hedges� under SFAS 133. Accordingly, the Company
recognizes the changes in the derivative�s fair value in its income statement under �Gain (loss) from hedging activities�.

Stock Options. The Company began expensing the cost of all Contango stock options beginning with stock options granted during the fiscal year
ended June 30, 2002. The Company has adopted the fair value based method of recording stock options contained in SFAS 123, �Accounting for
Stock-Based Compensation�.

All employee stock option grants are expensed over each stock option�s vesting period based on the fair value at the date the options are granted.
The fair value of each option is estimated as of the date of grant using the Black-Scholes options-pricing model. The Company recorded an
expense of $21,083 for the three months ended September 30, 2002 from the application of this accounting standard.

Recently Issued Accounting Standards. The FASB has issued three new pronouncements, SFAS 143, �Accounting for Asset Retirement
Obligations�, SFAS 144, �Accounting for Impairment or Disposal of Long-Lived Assets� and SFAS 146, �Accounting for Costs Associated with
Exit and Disposal Activities�.

SFAS 143 requires companies to record a liability relating to the retirement of tangible long-lived assets. When the liability is initially recorded,
a company increases the carrying amount of the related long-lived asset. Over time, the liability is accreted to its present value each period, and
the capitalized cost is depreciated over the useful life of the related asset. Upon settlement of the liability, an entity either settles the obligation
for its recorded amount or incurs a gain or loss upon settlement. The Company adopted SFAS 143 on July 1, 2002 and recorded an asset
retirement obligation of $194,866 related to the Company�s legal obligation to plug and abandon its oil and gas wells. The Company determined
that the asset retirement obligation as of July 1, 2001 would not be materially different than the liability recorded on July 1, 2002. The Company
considers that the cumulative effect of initially applying SFAS 143 is not material to the Consolidated Statement of Operations.

SFAS 144 addresses the financial accounting and reporting for the impairment or disposal of long-lived assets. SFAS 144 supersedes SFAS 121
but retains its fundamental provisions for the (a) recognition and measurement of impairment of long-lived assets to be held and used and (b)
measurement of long-lived assets to be disposed of by sale. SFAS 144 also supersedes the accounting and reporting portions of APB Opinion
No. 30 for segments of a business to be disposed of but retains the requirements to report discontinued operations separately from continuing
operations and extends that reporting to a component of an entity that either has been disposed of or is classified as �held for sale�. This standard is
effective for fiscal years beginning after December 15, 2001. The adoption of SFAS 144 was not significant to the Company�s financial
statements.
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS�(Continued)

SFAS 146 addresses financial accounting and reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task
Force Issue No. 94-3, �Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain
Costs Incurred in a Restructuring)�. This standard is effective for exit or disposal activities that are initiated after December 31, 2002, with early
application encouraged. The Company does not anticipate the adoption of SFAS 146 will be significant to the Company�s financial statements.

2. Natural Gas and Oil Exploration Risk

The Company�s future financial condition and results of operations will depend upon prices received for its natural gas and oil production and the
cost of finding, acquiring, developing and producing reserves. Substantially all of its production is sold under various terms and arrangements at
prevailing market prices. Prices for natural gas and oil are subject to fluctuations in response to changes in supply, market uncertainty and a
variety of other factors beyond its control. Other factors that have a direct bearing on the Company�s prospects are uncertainties inherent in
estimating natural gas and oil reserves and future hydrocarbon production and cash flows, particularly with respect to wells that have not been
fully tested and wells having limited production histories; access to additional capital; changes in the price of natural gas and oil; availability and
cost of services and equipment; and the presence of competitors with greater financial resources and capacity.

3. Liquidity

Management believes that cash on hand, anticipated cash flow from operations and availability under the Credit Facility (as defined in footnote
4) will be adequate to satisfy our currently planned capital expenditures for our 2003 fiscal year. The Company will need to seek additional
equity or other financing opportunities to fund acquisitions, pursue an expanded exploration program or take advantage of other opportunities
that may become available. In addition, the Company may from time-to-time as part of its business strategy sell significant portions of its assets
as a means of raising capital to further its exploration activities (see footnote 7 to Notes to Consolidated Financial Statements). The availability
of funds or the Company�s ability to sell assets on a favorable basis will depend upon prevailing market conditions and other factors over which
the Company has no control, as well as the Company�s financial condition and results of operations.

4. Long-Term Debt

In June 2001, Contango replaced its existing line of credit with a new, three year, secured, reducing revolving line of credit with Guaranty Bank,
FSB (the �Credit Facility�) that matures in June 2004. The hydrocarbon borrowing base as of September 30, 2002 was $22.8 million and is subject
to semi-annual redetermination based primarily on the value of Contango�s proved reserves. The hydrocarbon borrowing base reduces by
$580,000 the first day of each month. Borrowings under the Credit Facility bear interest, at Contango�s option, at either (i) LIBOR plus two
percent (2%) or (ii) the bank�s base rate plus one-fourth percent (1/4%) per annum. Additionally, the Company pays a quarterly commitment fee
of three-eighths percent (3/8%) per annum on the average availability under the Credit Facility. The Credit Facility requires the maintenance of
certain ratios, including those related to
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS�(Continued)

working capital, funded debt to EBITDAX, and debt service coverage, as defined in the Credit Facility. Additionally, the Credit Facility contains
certain negative covenants that, among other things, restrict or limit the Company�s ability to incur indebtedness, sell assets, pay dividends and
reacquire or otherwise acquire or redeem capital stock. Failure to maintain required financial ratios or comply with the Credit Facility�s
covenants can result in a default and acceleration of all indebtedness under the Credit Facility.

As of September 30, 2002, the Company�s long-term debt was as follows:

Outstanding under the Credit Facility $ 17,600,000
Current portion of the Credit Facility (1,720,000)

15,880,000
Long-term hedge payable 149,040

Total long-term debt $ 16,029,040

As of September 30, 2002, the Company was in compliance with its financial covenants, ratios and other provisions of the Credit Facility.

5. Net Income Per Common Share

A reconciliation of the components of basic and diluted net income per common share is presented in the table below.

Three Months Ended
September 30, 2002

Three Months Ended
September 30, 2001

Income Shares
Per
Share Income Shares

Per
Share

Basic:
Net income attributable to
common stock $ 216,868 9,043,282 $ 0.02 $ 4,320,735 11,502,332 $ 0.38

Effect of Dilutive Securities:
Stock options and warrants �  777,214 �  775,424
Series A preferred stock (a) (a) 50,000 1,000,000
Series B preferred stock (a) (a) 100,000 1,136,363

Diluted:
Net income attributable to
common stock $ 216,868 9,820,496 $ 0.02 $ 4,470,735 14,414,119 $ 0.31

(a) Anti-dilutive.

For the three months ended September 30, 2002, diluted net income per common share does not reflect dilution from Series A and Series B
preferred stock because to do so would have been anti-dilutive.

6. Commodity Price Hedges

Contango periodically enters into commodity derivative contracts. These contracts, which are usually placed with investment grade companies
that the Company believes are minimal credit risks, may

10
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS�(Continued)

take the form of futures contracts, swaps or options. In June 1998, the FASB issued SFAS 133. In June 2000, the FASB issued SFAS 138,
�Accounting for Derivative Instruments and Hedging Activities, an Amendment of FASB Statement No. 133�. SFAS 133, as amended, establishes
accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an asset or liability
measured at its fair value. The statement requires that changes in a derivative�s fair value be recognized currently in earnings unless specific
hedge criteria are met. The Company recognizes the changes in the derivative�s fair value in its income statement under �Gain (loss) from hedging
activities�. The derivative contracts call for the Company to receive, or make, payments based upon the differential between a fixed and a
variable commodity price as specified in the contract. The table below sets forth the Company�s hedging activities for the periods indicated.

Three Months Ended
September 30,

2002 2001

Mark-to-market reversal of prior
period unrealized recognized (gain) loss $ 125,674 $ (888,400)
Net cash received from swap settlements 109,585 3,689,651
Mark-to-market gain (loss) unrealized (228,615) 1,682,408

Gain from hedging activities $ 6,644 $ 4,483,659

The table below sets forth the Company�s pricing and notional volumes on open commodity derivative contracts as of September 30, 2002.

Contract Description
Weighted Average

Strike Term Price (1)
Quantity

(2)

Natural gas call 11/2002�12/2002 $ 4.02 8,000/day
Crude oil swap 09/2002�10/2002 $ 24.95 5,000/mth

(1) Per Mmbtu for natural gas and per barrel for oil
(2) Natural gas quantities in Mmbtu, oil quantities in barrels

Although these transactions were designed as economic hedges for a portion of future natural gas and oil production, the Company has elected
not to designate these as �hedges� under SFAS No. 133. As a result, gains and losses, representing changes in these derivative instruments�
mark-to-market values, are recognized currently in Contango�s quarterly earnings. The Company�s derivative position as of September 30, 2002
had a mark-to-market loss of $228,615.

Because these open contracts are marked-to-market on a daily basis, the Company is exposed to wide swings in its exposure and could be
subject to significant hedging losses in the event of a significant increase in natural gas prices. While the use of hedging arrangements limits the
downside risk of adverse price movements, they also may limit future revenue from favorable price movements. The use of hedging transactions
also involves the risk that the counter parties will be unable to meet the financial terms of such transactions. All of the Company�s historical
hedging transactions have been carried out in the over-the-counter market with investment grade institutions. The terms of the agreements with
certain counter parties provide that if the mark-to-market loss to that counter party exceeds $1.0 million, Contango will have to provide
collateral to cover the potential loss position.

11
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CONTANGO OIL & GAS COMPANY AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS�(Continued)

7. Subsequent Events

On October 8, 2002, the Company announced that it has engaged Randall & Dewey, Inc. to assist it in exploring the possible sale of its South
Texas Exploration Program (�STEP�) producing properties. At September 30, 2002, total proved producing reserves attributable to its STEP
properties totaled approximately 24.9 BCF of natural gas and 515,000 barrels of oil. Based on relevant average spot prices at September 30,
2002 of $3.99 per Mcf and $27.95 per barrel (after adjusting for basis, transportation and btu content), the proved producing reserves had a
present value of approximately $61.0 million, assuming a 10% discount rate. Current net production from the STEP properties is approximately
17 million cubic feet of natural gas per day and 300 barrels of oil per day. This represents 100% of Contango�s onshore assets and 99% of its
current production.

Through October 31, 2002, Contango has spent approximately $4.9 million on acquiring 3-D seismic data offshore in the Gulf of Mexico and
shooting and acquiring data onshore in the Texas Gulf Coast. Contango plans to spend an additional $3.3 million on shooting and acquiring 3-D
seismic data during the balance of fiscal year 2003. Of the total expected expenditure of $8.2 million for the fiscal year 2003, approximately
$4.4 million will be spent on the acquisition of seismic data offshore in the Gulf of Mexico and $3.8 million will be spent on the acquisition and
shooting of seismic data onshore in the Texas Gulf Coast.

At the annual meeting of stockholders held November 8, 2002, stockholders approved an amendment to the Company�s Certificate of
Incorporation to increase the authorized number of preferred shares from 125,000 shares to 5,000,000 shares.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of our financial condition and results of operations should be read in conjunction with the financial
statements and the accompanying notes and other information included elsewhere in this Form 10-QSB and in our Form 10-KSB for the fiscal
year ended June 30, 2002, previously filed with the Securities and Exchange Commission.

Uncertainty of Forward-Looking Statements and Information

Some of the statements made in this Form 10-QSB may contain �forward-looking statements� within the meaning of Section 27A of the Securities
Act, and Section 21E of the Securities Exchange Act of 1934, as amended. The words and phrases �should be�, �will be�, �believe�, �expect�, �anticipate�,
�estimate�, �forecast�, �goal� and similar expressions identify forward-looking statements and express our expectations about future events. These
include such matters as:

� Our financial position

� Business strategy and budgets

� Anticipated capital expenditures

� Drilling of wells

� Natural gas and oil reserves

� Timing and amount of future production of natural gas and oil

� Operating costs and other expenses

� Cash flow and anticipated liquidity

� Prospect development and property acquisitions

� Planned or potential sale of assets

� Hedging results

Although we believe the expectations reflected in such forward-looking statements are reasonable, we cannot assure you that such expectations
will occur. These forward-looking statements involve known and unknown risks, uncertainties and other factors that may cause our actual
results, performance or achievements to be materially different from actual future results expressed or implied by the forward-looking
statements. These factors include among others:

� Risks associated with exploration

� Ability to raise capital to fund capital expenditures

� Ability to find, acquire, develop and produce new properties and market production

� Volatility of natural gas and oil prices

� Uncertainties in the estimation of proved reserves and in the projection of future rates of production and timing of development
expenditures

� Operating hazards attendant to the natural gas and oil business

� Downhole drilling and completion risks that are generally not recoverable from third parties or insurance

� Potential mechanical failure or under-performance of significant wells
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� Climatic conditions

� Availability and cost of material and equipment

� Delays in anticipated start-up dates
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� Actions or inactions of third-party operators of our properties

� Commodity price movements adversely affecting our hedge positions

� Ability to find and retain skilled personnel

� Strength and financial resources of competitors

� Regulatory developments

� Environmental risks

� General economic conditions

You should not unduly rely on these forward-looking statements in this Form 10-QSB, as they speak only as of the date of this Form 10-QSB.
Except as required by law, we undertake no obligation to publicly release any revisions to these forward-looking statements to reflect events or
circumstances occurring after the date of this Form 10-QSB or to reflect the occurrence of unanticipated events. See the information under the
heading �Risk Factors� in our Form 10-KSB for the year ended June 30, 2002 for some of the important factors that could affect our financial
performance or could cause actual results to differ materially from estimates contained in forward-looking statements.

Contango Oil & Gas Company

We are an independent natural gas and oil company that explores for, develops, produces and sells natural gas and crude oil. Our exploration and
production efforts are currently focused onshore on the Texas Gulf Coast and offshore in the Gulf of Mexico. Our primary source of production
currently is onshore, where we own an approximate 71% working interest and a 53% net revenue interest in properties located in our South
Texas Exploration Program (�STEP�). While our STEP interests currently account for nearly all of our production, we also have interests in
producing properties located offshore in the Gulf of Mexico. Our entry into the natural gas and oil business began on July 1, 1999.

Since May 2000, we have drilled 41 wells in south Texas, resulting in 31 commercial successes. Substantially all of our current production is
attributable to these wells. We currently are exploring the possible sale of the STEP properties (see footnote 7 to Notes to Consolidated Financial
Statements). We also participate in offshore exploration in the Gulf of Mexico both directly and through our ownership interests in Republic
Exploration, L.L.C. (33.3% owned), Magnolia Offshore Exploration, L.L.C. (50% owned) and Contango Offshore Exploration, L.L.C. (66.7%
owned).

Our Strategy

Our strategy is predicated upon two core beliefs: (1) that the only competitive advantage in the commodity-based natural gas and oil business is
to be among the lowest cost producers and (2) that virtually all the exploration and production industry�s value creation occurs through the
drilling of successful exploratory wells. As a result, our business strategy includes the following elements:

Funding exploration prospects developed by proven geoscientists. Our prospect generation and evaluation functions are performed by our
alliance partner, Juneau Exploration Company, L.P. (�JEX�). This proven group of four explorationists with 15 to 20 years of experience each has
demonstrated its ability to find reserves both onshore and offshore in the Gulf of Mexico. In our experience, only a select group of
explorationists are able to consistently and profitably find natural gas and oil. Our STEP properties were discovered by JEX and resulted in very
competitive finding and development costs of $1.41 per Mcfe. Our principal exploration strategy is to fund exploration prospects generated by
JEX.
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Negotiated acquisitions of proved properties. Since January 1, 2002, we have spent approximately $26.0 million to acquire approximately 14.0
Bcfe of proved developed producing reserves of natural gas and oil. We will continue to seek negotiated producing property acquisitions based
on our view of the pricing cycles of natural gas and oil and available exploitation opportunities of probable and possible reserves.

Sale of proved properties. From time-to-time as part of our business strategy, we may sell some or a substantial portion of our proved reserves to
capture current value, using the sales proceeds to further our exploration activities (see footnote 7 to Notes to Consolidated Financial
Statements).

Controlling general and administrative and geological and geophysical costs. Our goal is to be among the highest in the industry in revenue and
profit per employee and among the lowest in the industry in general and administrative costs per employee. We plan to continue our program of
outsourcing geological, geophysical, reservoir engineering and land functions, and partnering with cost efficient operators whenever possible.
We currently have three employees.

Structuring transactions to minimize front-end investments. We seek to maximize returns on capital by minimizing our up-front investments of
our own capital in acreage, seismic data and prospect generation. We want our key partners to share in both the risk and the rewards of our
success.

Seeking new alliance ventures. While our core focus will remain the domestic exploration and production business, we will also continue to seek
alliance ventures with companies and individuals that offer attractive investment opportunities. These opportunities may include domestic or
foreign exploration prospects, as well as investments in downstream natural gas assets.

Structuring incentives to drive behavior. We believe that equity ownership aligns the interests of our partners, employees, and stockholders. Our
directors and executive officers currently hold approximately 19% of our outstanding common stock. In addition, our alliance agreement with
JEX requires JEX to co-invest on every prospect that it recommends to us.

Exploration Alliance with JEX

Under a September 1999 agreement, JEX evaluates natural gas and oil prospects and recommends exploration prospect and proved property
acquisition investment opportunities to us. In exchange, we have committed, within various parameters, to invest along with JEX in the
recommended prospects and property acquisitions. We also issued 200,000 shares of our common stock to JEX and granted JEX options to
purchase 400,000 shares of our common stock. The vesting of those options depends on the success of certain prospects and reserves in which
we have invested under the agreement. As of September 30, 2002, 300,000 options had vested.

JEX generally pays the cost of generating and preparing a prospect to drill ready status. When drilling begins on a prospect, we are obligated to
assign to JEX an overriding royalty interest in our working interest in the prospect. Our agreement with JEX states that this overriding royalty
interest shall equal 3.3% of our working interest in the prospect. In practice, this royalty interest is assigned to the JEX exploration team and not
to JEX itself. In addition, when our revenues from prospects we invest in under the agreement, net of taxes, royalties and other expenses equals
our capital expenditure related to the acquisition and development of the prospects on a well-by-well basis, JEX is entitled to an assignment or
automatic reversion of 25% of our working interest in the well. With respect to reserve
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acquisitions, we have the right, but not the obligation, to purchase up to 95% of the interests available to JEX in proved natural gas and oil
reserves.

We may terminate the JEX agreement upon 30 days written notice, and JEX may terminate the agreement upon 180 days notice. If we are in
default under the agreement, however, JEX may terminate the agreement upon 30 days written notice.

Onshore Exploration and Properties

Our onshore exploration strategy is to identify large acreage positions with available 3-D seismic data and to quickly evaluate, develop and drill
economic prospects. Our first significant onshore drilling program was STEP. STEP has proven to be an excellent program for Contango,
resulting in 31 economically successful wells out of a 41-well exploration program.

We currently own approximately 71% of the working interests and 53% of the net revenue interests in the STEP properties. Due to on-going
geological declines in our anticipated reserves, we expect that our net production will decrease to approximately 13 MMcf of natural gas per day
and 200 barrels of oil per day by the end of fiscal year 2003. Over 99% of our net reserves and net production are from our STEP properties (see
footnote 7 to Notes to Consolidated Financial Statements).

Although we have completed the drilling of our original STEP prospects, we are continuing our exploration efforts and are participating in 3-D
seismic shoots covering approximately 150 square miles in the Texas Gulf Coast. The cost of our participation is estimated at approximately
$3.1 million. In addition, Contango has acquired 2,000 square miles of 3-D seismic data and 1,000 linear miles of 2-D seismic data in the Texas
Gulf Coast. Based on the results of this new seismic, we are optimistic we will have additional drillable prospects identified in early 2003.

Offshore Exploration and Joint Ventures

Contango. Contango directly and through various offshore joint ventures conducts exploration activities in the Gulf of Mexico. To date,
Contango has acquired direct interest in seven offshore leases and has entered into farm-out agreements on five of these leases. Of these five
leases, two are producing, two are awaiting or being completed and one block was unsuccessful and has been released. Under the farm-out
agreements, Contango is carried on exploration and development activities and will receive a reversionary interest upon payout of each
successful well drilled.

We formed Republic Exploration, Magnolia Offshore Exploration and Contango Offshore Exploration joint ventures with JEX to find and
develop natural gas and oil exploration opportunities in the Gulf of Mexico. Republic Exploration and Magnolia Offshore Exploration have the
licensing rights to 2,000 blocks of reprocessed 3-D seismic data. Recently formed Contango Offshore Exploration has begun acquiring 3-D
seismic offshore in the Gulf of Mexico and has 1,694 blocks of 3-D seismic data.

To date, Republic Exploration and Magnolia Offshore Exploration have focused on identifying prospects, purchasing lease blocks at federal and
state lease sales, and selling these leases to third parties, retaining reversionary interests. In the future, Republic Exploration, Magnolia Offshore
Exploration and Contango Offshore Exploration, may also retain working interests in their prospects. In addition, Contango may farm-in some
of these prospects on terms generally available to unrelated third party industry partners.
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Republic Exploration, L.L.C. We have invested approximately $6.7 million in cash in Republic Exploration since its formation in August 2000
for a 33.3% interest in Republic Exploration�s profits. Republic Exploration holds a non-exclusive license to existing and recently reprocessed
3-D seismic data covering approximately 1,400 blocks of shallow water in the Gulf of Mexico continental shelf. Republic Exploration uses the
data to acquire and exploit natural gas and oil prospects. The other members of Republic Exploration are JEX and a private seismic data
company, which licensed to the venture its 3-D seismic data. JEX is the managing member of Republic Exploration and decides which prospects
Republic Exploration will acquire, develop and exploit. The Republic Exploration operating agreement states that the JEX exploration team
receives a 3.3% overriding royalty interest in each prospect that Republic Exploration successfully drills.

Since its August 2000 formation, Republic Exploration has acquired 11 offshore leases. Of the 11 blocks, Republic Exploration has entered into
farm-out agreements with respect to six. Of these, three have been drilled successfully, two resulted in dry holes and two wells are expected to
start drilling prior to year end 2002. Under the farm-out agreements, Republic Exploration is carried on exploration and development activities
and will receive a reversionary interest upon payout of each block. Republic Exploration will not earn its back-in working interest or to receive
any cash flow until after payout, which is projected to occur sometime in the 2004 time frame. We expect Republic Exploration to participate in
future state and federal offshore lease sales.

Magnolia Offshore Exploration, L.L.C. We purchased a 50% interest in Magnolia Offshore Exploration in October 2001 for a $1.0 million initial
contribution and an agreement to pay an additional $4.0 million as needed to cover capital needs. As of November 12, 2002, we have paid
approximately $600,000 of the $4.0 million. Magnolia Offshore Exploration uses 3-D seismic data covering approximately 600 blocks in the
Gulf of Mexico to explore for prospects at water depths less than 350 feet. JEX is the only other member of Magnolia Offshore Exploration and
acts as the managing member, deciding which prospects Magnolia Offshore Exploration may acquire, develop and exploit. The seismic
company that contributed the 600 blocks of data receives a net profit interest in any discoveries.

As in the Republic Exploration operating agreement, the Magnolia Offshore Exploration operating agreement states that the JEX exploration
team receives a 3.3% overriding royalty interest in each prospect that Magnolia Offshore Exploration successfully drills. During Magnolia
Offshore Exploration�s existence and for one year after its dissolution, we may not acquire an interest in or derive a benefit from the area covered
by the 3-D seismic data without the approval of JEX or its transferee.

Since its formation, Magnolia Offshore Exploration has acquired three blocks offshore Louisiana. Magnolia Offshore Exploration has entered
into a farm-out agreement on one block, and two blocks are available for farm-out. We expect Magnolia Offshore Exploration to participate in
future state and federal offshore lease sales.

Contango Offshore Exploration, L.L.C. We purchased a 66.7% interest in Contango Offshore Exploration in September 2002 to acquire 3-D
seismic data in the Gulf of Mexico. Contango Offshore Exploration will be focused on identifying prospects, purchasing onshore and offshore
leases and selling these to third parties, retaining a reversionary interest. JEX is the only other member of Contango Offshore Exploration and
acts as the managing member, deciding which prospects Contango Offshore Exploration may acquire, develop and exploit. To date, Contango
has invested approximately $2.5 million in Contango Offshore Exploration. We expect Contango Offshore Exploration to participate in future
state and federal offshore lease sales.
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Offshore Operations and Properties

The following table lists offshore Gulf of Mexico blocks that have been previously leased or are currently leased by us and related entities as
well as certain other information with respect to the offshore blocks as of November 12, 2002:

Block Contango
Republic

Exploration

Magnolia
Offshore

Exploration

Contango
Offshore

Exploration
When

Acquired Status

Brazos 436 x �  �  �  Jul-00 Producing
Eugene Island 28 x �  �  �  Mar-00 Producing
Eugene Island
110 x x �  �  Mar-01 Successfully drilled, awaiting completion
Grand Isle 24 x x �  �  Mar-01 Dry hole, block to be released
Grand Isle 28 x x �  �  Mar-01 Successfully drilled, being completed
East Cameron 107 x x �  �  Mar-01 Available for farm-out
Eugene Island
113B x x �  �  Mar-01 Subject to farm-out option
High Island 25L,
N/2, NE �  x �  �  Aug-01 Producing
High Island 53L,
NE, NW �  x �  �  Oct-00 Available for farm-out
Galveston 149L �  x �  �  Jul-00 Dry hole, block released
West Cameron
200 �  x �  �  Mar-02 Farmed out
Vermilion 73 �  x �  �  May-02 Available for farm-out
West Delta 36 �  x �  �  Mar-02 Available for farm-out
Ship Shoal 155 �  �  x �  Mar-02 Available for farm-out
Viosca Knoll 75 �  �  x �  Mar-02 Available for farm-out
Viosca Knoll 211 �  �  x �  May-02 Farmed out

Total blocks 7 11 3 �  

The following table sets forth the interests owned by Contango and related entities in the Gulf of Mexico as of November 12, 2002:

Contango
Republic

Exploration(1)

Magnolia
Offshore

Exploration(1)

Contango
Offshore

Exploration(1)

Block Location WI NRI WI NRI WI NRI WI NRI

Brazos 436 OCS (Western) 13.6% 10.8% * * * * * *
Eugene Island 28 OCS (Central) 21.4% 15.3% * * * * * *
Eugene Island 110 OCS (Central) (2) (2) (2) (2) * * * *
Grand Isle 28 OCS (Central) (2) (2) (2) (2) * * * *
East Cameron 107 OCS (Central) 33.8% 27.0% 66.3% 53.0% * * * *
Eugene Island 113B OCS (Central) 33.8% 27.0% 66.3% 53.0% * * * *
High Island 25L, N/2, NE TX State Waters * * (3) (3) * * * *
High Island 53L, NE, NW TX State Waters * * 100.0% 74.2% * * * *
West Cameron 200 OCS (Central) * * (4) (4) * * * *
Vermilion 73 OCS (Central) * * 100.0% 80.0% * * * *
West Delta 36 OCS (Central) * * 100.0% 80.0% * * * *
Ship Shoal 155 OCS (Central) * * * * 100.0% 80.0% * *
Viosca Knoll 75 OCS (Central) * * * * 100.0% 80.0% * *
Viosca Knoll 211 OCS (Central) * * * * (5) (5) * *
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* Indicates no interest in lease block.
(1) We have a 33.3% interest in Republic Exploration, a 50% interest in Magnolia Offshore Exploration and a 66.7% interest in Contango

Offshore Exploration.
(2) At project payout, Contango and Republic will have the option to take a 25% working interest (8.44% WI/ 6.75% NRI and 16.56%

WI/13.25% NRI, respectively) or a 10% overriding royalty interest (3.4% and 6.6%, respectively).
(3) After project payout, Republic will receive a 25% working interest (19.2% net revenue interest).
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(4) At project payout, Republic will have the option to take a 25% working interest (20% net revenue interest) or a 10% overriding royalty
interest; provided, however, the first well will be drilled under a voluntary pooling agreement with offset block owners, reducing
Republic�s interest therein by half.

(5) At project payout, Magnolia will have the option to take a 25% working interest (20% net revenue interest, subject to a 1/3 net profits
interest) or a 10% overriding royalty interest (subject to a 1/3 net profits interest).

Critical Accounting Policies

Our critical accounting policies are described in footnote 1 to the Consolidated Financial Statements. The application of generally accepted
accounting principles involves certain assumptions, judgments, choices and estimates that affect reported amounts of assets, liabilities, revenues
and expenses. Thus, the application of these principles can result in varying results from company to company. The most significant principles
that affect us relate to the �successful efforts� method of accounting for oil and gas activities, principles of consolidation, accounting for hedge
activities and stock options. The following discussion highlights those impacts.

Successful Efforts Method of Accounting. We follow the successful efforts method of accounting for our natural gas and oil business. Under the
successful efforts method, lease acquisition costs and all development costs are capitalized. Proved natural gas and oil properties are reviewed
when circumstances suggest the need for such a review and, if required, the proved properties are written down to their estimated fair value.
Unproved properties are reviewed quarterly to determine if there has been impairment of the carrying amount, and any such impairment is
charged to expense in the period. Estimated fair value includes the estimated present value of all reasonably expected future production, prices
and costs. Exploratory drilling costs are capitalized until the results are determined. If proved reserves are not discovered, the exploratory
drilling costs are expensed. Other exploratory costs, including 3-D seismic acquisitions, are expensed as incurred. The provision for
depreciation, depletion and amortization is based on the capitalized costs as determined above and is on a cost center by cost center basis using
the units of production method, with lease acquisition costs amortized over total proved reserves and other costs amortized over proved
developed reserves. We create cost centers on a well-by-well basis for all of our natural gas and oil activities.

Consolidation Principles. Our consolidated financial statements include the accounts of Contango Oil & Gas Company and its subsidiaries and
affiliates, after elimination of all intercompany balances and transactions. Wholly owned subsidiaries are fully consolidated. Subsidiaries not
wholly owned, such as 33.3% owned Republic Exploration, L.L.C., 50% owned Magnolia Offshore Exploration, L.L.C. and 66.7% owned
Contango Offshore Exploration, L.L.C. are proportionately consolidated. In the case of subsidiaries not wholly owned that have disproportionate
allocations among the investors, our share of the affiliate�s net income or loss is based on how increases or decreases in the net assets of the
venture will ultimately affect cash payments to Contango in the event of a hypothetical liquidation. Since we are the only member that
contributed cash to Republic Exploration, Magnolia Offshore Exploration and Contango Offshore Exploration, we consolidate 100% of all
activities in a loss position into our financial statements until we recoup our investment.

Hedge Accounting. In June 1998, the Financial Accounting Standards Board, or �FASB�, issued SFAS 133. In June 2000, the FASB issued SFAS
138, �Accounting for Derivative Instruments and Hedging Activities, an amendment of FASB Statement No. 133�. SFAS 133, as amended,
establishes accounting and reporting standards requiring that every derivative instrument be recorded in the balance sheet as either an asset or
liability measured at its fair value. The statement requires that changes in a derivative�s fair value be recognized currently in earnings unless
specific hedge criteria are met. Although the derivative transactions we engage in are designed as economic hedges for a portion of
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future natural gas and oil production, we have elected not to designate these as �hedges� under SFAS 133. Accordingly, we recognize the changes
in the derivative�s fair value in our income statement under �Gain (loss) from hedging activities�.

Stock Options. We began expensing the cost of all Contango stock options beginning with stock options granted during the fiscal year ended
June 30, 2002. The Company has adopted the fair value based method of recording stock options contained in SFAS 123, �Accounting for
Stock-Based Compensation�.

All employee stock option grants will be expensed over each stock option�s vesting period based on the fair value at the date the options are
granted. The fair value of each option is estimated as of the date of grant using the Black-Scholes options-pricing model. The Company recorded
an expense of $21,083 for the three months ended September 30, 2002 from the application of this accounting standard.

Recently Issued Accounting Standards. The FASB has issued three new pronouncements, SFAS 143, �Accounting for Asset Retirement
Obligations�, SFAS 144, �Accounting for Impairment or Disposal of Long-Lived Assets� and SFAS 146, �Accounting for Costs Associated with
Exit and Disposal Activities�.

SFAS 143 requires companies to record a liability relating to the retirement of tangible long-lived assets. When the liability is initially recorded,
a company increases the carrying amount of the related long-lived asset. Over time, the liability is accreted to its present value each period, and
the capitalized cost is depreciated over the useful life of the related asset. Upon settlement of the liability, an entity either settles the obligation
for its recorded amount or incurs a gain or loss upon settlement. The Company adopted SFAS 143 on July 1, 2002 and recorded an asset
retirement obligation of $194,866 related to the Company�s legal obligation to plug and abandon its oil and gas wells. The Company determined
that the asset retirement obligation as of July 1, 2001 would not be materially different than the liability recorded on July 1, 2002. The Company
considers that the cumulative effect of initially applying SFAS 143 is not material to the Consolidated Statement of Operations.

SFAS 144 addresses the financial accounting and reporting for the impairment or disposal of long-lived assets. SFAS 144 supersedes SFAS 121
but retains its fundamental provisions for the (a) recognition and measurement of impairment of long-lived assets to be held and used and (b)
measurement of long-lived assets to be disposed of by sale. SFAS 144 also supersedes the accounting and reporting portions of APB Opinion
No. 30 for segments of a business to be disposed of but retains the requirements to report discontinued operations separately from continuing
operations and extends that reporting to a component of an entity that either has been disposed of or is classified as �held for sale�. This standard is
effective for fiscal years beginning after December 15, 2001. The adoption of SFAS 144 was not significant to the Company�s financial
statements.

SFAS 146 addresses financial accounting and reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task
Force Issue No. 94-3, �Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain
Costs Incurred in a Restructuring)�. This standard is effective for exit or disposal activities that are initiated after December 31, 2002, with early
application encouraged. The Company does not anticipate the adoption of SFAS 146 will be significant to the Company�s financial statements.
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MD&A Summary Data

The table below sets forth, for the periods indicated, summary information discussed in below.

Three Months Ended September 30,

2002 2001 Change

Natural gas and oil sales $ 7,017,493 $ 5,782,857 21%
Gain from hedging activities $ 6,644 $ 4,483,659 *

Production:
Natural gas (thousand cubic feet per day) 18,620 16,592 12%
Oil and condensate (barrels per day) 416 457 -9%

Average sales price:
Natural gas (per thousand cubic feet) $ 3.49 $ 3.11 12%
Oil and condensate (per barrel) $ 27.07 $ 24.74 9%

Operating expenses $ 1,059,771 $ 625,053 70%
Exploration expenses $ 2,539,932 $ 889,613 186%
Depreciation, depletion and amortization $ 2,388,759 $ 1,579,482 51%
General and administrative expense $ 413,342 $ 379,817 9%
Interest expense $ 184,320 $ 9,317 *
Interest income $ 11,262 $ 40,773 -72%
Gain on sale of assets and other $ 36,150 $ 54,047 -33%

* Not meaningful

Three Months Ended September 30, 2002 Compared to Three Months Ended September 30, 2001

Natural Gas and Oil Sales. We reported natural gas and oil sales of approximately $7.0 million for the three months ended September 30, 2002,
up from approximately $5.8 million reported for the three months ended September 30, 2001. This increase was attributable to increased net
revenue interests in our STEP wells resulting from acquisitions completed during the period from January 2002 through July 2002 that more
than offset normal production declines in those wells.

Natural Gas and Oil Production and Average Sales Prices. For the three months ended September 30, 2002, our net natural gas production
increased to approximately 18.6 million cubic feet of natural gas per day. Net oil production for the period was down from 457 barrels of oil per
day to 416 barrels of oil per day. For the three months ended September 30, 2002, prices for natural gas and oil were $3.49 per Mcf and $27.07
per barrel, up from $3.11 per Mcf and $24.74 per barrel for the three months ended September 30, 2001.

Gain from Hedging Activities. We reported a gain from hedging activities for the three months ended September 30, 2002 of approximately
$6,600. This gain included an approximate $109,600 gain realized on settlement of swap derivative agreements during the period and unrealized
loss of approximately $103,000 (see footnote 6 to Notes to Consolidated Financial Statements). For the three months ended September 30, 2001,
we recognized a gain from hedging activities of approximately $4.5 million (see footnote 6 to Notes to Consolidated Financial Statements).
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Operating Expenses. Operating expenses, including severance taxes, for the three months ended September 30, 2002 were approximately $1.1
million and were attributable to increased net production at our STEP properties. Of this amount, approximately $589,900 was attributable to
lease operating expense, and $469,900 was attributable to production and severance taxes. Operating expenses, including severance taxes, for
the three months ended September 30, 2001 were approximately $625,100, of which approximately $231,800 was attributable to lease operating
expenses, and $393,300 was attributable to production and severance taxes. The increase in operating expenses for the three months ended
September 30, 2002, compared to the three months ended September 30, 2001, was primarily attributable to accrued ad valorem taxes, higher
costs for offshore properties and fixed lease operating expenses related to marginal wells.

Exploration Expense. We reported approximately $2.5 million of exploration expenses for the three months ended September 30, 2002. Of this
amount, approximately $374,700 was attributable to dry hole expense. Of the remaining $2.2 million, approximately $1.3 million was
attributable to the cost to shoot seismic onshore in the Texas Gulf Coast, and approximately $861,900 was attributable to the cost to acquire
seismic in the Gulf of Mexico. For the three months ended September 30, 2001, we reported approximately $889,600 of exploration expenses.
This a
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