FINANCING STRATEGIES PRIMER

CREDIT MARKET
CREDENTIALS

Even in this healthier credit environment, lenders focus on
myriad issues when evaluating potential loans. Here’s how

to be best positioned.
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worked through many of those issues and
emerged relatively unscathed. In addition, new
players from the East Coast, emboldened by the
prospects of higher returns and the history of
good outcomes from energy finance loans,
began making their own plans for entering pro-
ducer finance.

While the road remains rocky (as evidenced
by the recent turmoil in European markets), it is
clear that oil and gas companies are currently
enjoying a broader, healthier credit environ-
ment than in the recent past. Barring a
double-dip recession or other new
financial crisis, this easing of
the debt markets should
continue for the

. near future.

Even in
this

healthier credit environment, given the lessons
of the recent recession, lenders will focus on
myriad issues when evaluating a potential loan.
There are three overarching factors that produc-
ers can expect lenders to evaluate: the asset
base and the integrity of the information sup-
porting such asset base; corporate structure,
governance and housekeeping; and the manage-
ment team.

The assets

As financial institutions began to wade back
into the business of energy lending in 2010,
they did so confident that the structures used
prior to the recession had worked. Their deci-

sion to use borrowing bases, collateral cover- /

age ratios and other asset-based lending
models was validated by the fact
that loan recoveries for energy
transactions employing
these structures had
fewer problems
than their




Most debt
capital
providers
prefer to lend
directly to the
entity that
actually owns
the oil and
gas assets,
rather than to
a holding
company.

flow loan counterparts. By consistently keeping
a sharp focus on the assets of their customers,
banks and other financial institutions were able
to maintain a cushion on their loans that proved
vital when commodity prices plummeted. This,
together with effective hedging prior to the re-
cession, allowed many companies to maintain
healthy cash flows and service their debt
through the crisis. As new loans are made, this
emphasis on assets remains firmly intact.

Not all assets, however, are viewed equally
by lenders. Various factors related to the assets
may influence a debt provider’s decision to ex-
tend credit. Some of these determining traits in-
clude whether the assets are largely comprised
of oil or gas, are onshore or offshore, consist
mostly of proved developed producing (PDP)
or proved undeveloped ( PUD), are operated or
nonoperated, or whether there is a developed
infrastructure or not.

ifferent types of lenders will have differ-
Ding risk tolerances associated with each

of these issues, and their respective deci-
sions to lend will be influenced accordingly.
For example, oil prices rebounded more
quickly than their gas counterparts and have re-
mained, for the most part, subject to less
volatility. In the past 18 months, many bank
lenders seeking more conservative transactions
for their capital have favored companies with
onshore, long-life oil reserves over companies
that have offshore, gas-heavy reserves with
shorter reserve lives and potential Macondo-
type environmental risks.

Conservative lenders may also favor assets
that are operated by their customers over non-
operated collateral packages, preferring to have
their customers maintain control of drilling
schedules (and corresponding capital expendi-
ture requirements).

They also look at the reserve mix of the vari-
ous assets serving as the subject of the loan. If
the value is concentrated in one or two assets
(e.g., one well comprises 75% of the value of
the overall reserves), or the percentage of re-
serves categorized as PDP is small compared to
the overall proved reserves, some banks and
other lenders may have concerns over the sta-
bility of future cash flows.

Mezzanine lenders and other more aggres-
sive banks and non-bank lenders, however,
may not be deterred. They are often willing to,
for a price, take more risk if they believe that
the underlying assets are solid and that there is
a good plan for developing them.

Having a good reserve report (preferably one
audited by a reputable petroleum engineering
firm) is a critical step in raising debt capital.
These reports allow potential lenders to under-
stand the nature of the reserves and their poten-
tial, model the anticipated cash flows from the
reserves, and run various sensitivity cases. Care
should be taken to reflect any potential future
changes in cash flows from back-in or rever-

sionary interests, farm-outs, overriding royal-
ties, net profits interests or any other similar
rights or interests that may impact either the
working interests or net revenue interests (or
both) of the borrower. Being upfront about such
items in discussions with prospective lenders
and reflecting them in the data will prevent a
potentially awkward conversation later if these
issues come to light after time and expenses
have been incurred.

In addition to engineering data, lenders also
want to know whether the borrower has good
title, whether there are environmental issues or
other litigation surrounding any of the proper-
ties, whether there are any issues with infras-
tructure necessary to get the product to market,
and whether there are any unique contractual
arrangements required in connection with the
maintenance of the assets (e.g., farm-outs,
mandatory drilling obligations, etc.).

While all of these issues are important, per-
haps the one that gains the most attention (and
corresponding due diligence expense) is title.
One’s perception of “good and defensible” or
“reasonably acceptable” title is very much a
subjective matter, with borrowers and lenders
often having varying viewpoints on the defini-
tion of such terms.

Many start-ups and other companies that are
short on precious cash are loath to spend their
limited resources on title opinions and other
title diligence as they acquire assets and de-
velop them, particularly if they feel that a sim-
ple check of the title records by a land manager
might suffice.

While this strategy may make sense during a
company’s infancy, borrowers taking this ap-
proach often end up spending large sums on at-
torneys and other landmen to provide such
reports after the fact, when they go to obtain
their first significant debt financing.

It is typically easier (and cheaper) to build
such files as the company grows, instead of de-
ferring the task and creating the paper trail later.
Similarly, having good records on environmen-
tal issues and other matters affecting the assets
demonstrates to the lender and its attorney that
the borrower understands the importance of
legal compliance and that the data presented is
reliable.

Corporate structure and governance

Lenders will also look closely at the structure
of the corporate enterprise itself. Most debt cap-
ital providers prefer to lend directly to the entity
that actually owns the oil and gas assets, rather
than to a holding company. If, however, the oil
and gas properties are held by several sub-
sidiaries of a single holding company, the hold-
ing company may be the best entity to serve as
the borrower.

While having a complex corporate structure
with multiple tiers of subsidiaries and sister
companies is not necessarily a deterrent, as a
general rule a more complicated structure will
give potential lenders pause. First, these struc-



tures may make the lender more susceptible to
fraudulent conveyance risks if one or more of
the companies is pledging its assets as collateral
for the loan or providing other credit support,
but it is not clear that the pledging entity is re-
ceiving any corresponding benefit from the
transaction.

Second, getting the prospective lender com-
fortable with financial reporting data may be
more difficult, as it may need to review several
sets of financial statements and attempt to rec-
oncile intercompany transactions between enti-
ties in order to understand the complete
financial picture.

Finally, some lenders still suffering from
post-Enron hangovers generated by the com-
plex transactions of the late 1990s may be re-
luctant to lend to borrowers with complicated
organization structures. To the extent the orga-
nizational structure can be kept simple, it is
often advisable to do so.

egardless of structure, all lenders expect
Rthe applicable companies to have solid

corporate records and financial data. For
each entity, in addition to the governing docu-
ments required to be filed under law (e.g., arti-
cles of incorporation, certificate of formation),
there should be formally adopted bylaws (in the
case of a corporation), fully executed operating
agreements or limited liability company agree-
ments (in the case of a limited liability com-
pany), and fully executed partnership
agreements (in the case of a partnership).

Failing to pay attention to proper corporate
documentation and observing corporate formal-
ities (e.g., proper authorization of transactions,
appointment of officers and directors, and
proper execution of instruments) will, at a mini-
mum, cause lenders to have concerns about the
way the organization is run and may, in some
instances, result in them requiring that the com-
pany “rehabilitate” its files to correct such defi-
ciencies prior to closing the loan. Employing
good corporate counsel on the front end for
basic structuring advice and entity formation is
usually relatively inexpensive and can pay off
significantly later.

Similarly, having good financial reporting
data (including financial statements audited by
a reputable third party accounting firm) is criti-
cal. Lenders will use financial statements to
build compliance models and run sensitivity
case analysis in connection with the proposed
loan. It is imperative that they have confidence
that the underlying data is accurate and com-
plete. Again, spending money on a high quality
chief financial officer, financial advisory firm,
public accounting firm or other accounting pro-
fessional is a good investment.

Management

Notwithstanding the importance of having
solid assets, a well-planned corporate organiza-
tion and efficient record keeping, perhaps the
most important ingredient to any successful
lending proposal is having a reliable manage-

ment team in place. The closing of a loan trans-
action begins a new relationship between bor-
rower and lender, and with that comes an
expectation that company management will
comply with a multitude of new covenants and
restrictions.

Companies should have the necessary exper-
tise (either on staff or at their disposal) to han-
dle not only the geologic and engineering
aspects of the business, but also financial,
legal, title and environmental matters. A defi-
ciency in any of these areas may cause the
lender to question whether the company is
properly staffed to identify and avoid problems
in the future that could negatively impact either
future cash flows or the value of the assets of
the company.

Additionally, while it may seem obvious, it
bears mentioning that lenders expect manage-
ment to be honest and forthright with any and
all issues, both negative and positive, that may
potentially affect their lending decision. The
loan relationship is built on the presumption
that the information provided by the borrower
to induce the lender to extend credit is accurate,
reliable and complete. If management fails to
be upfront about issues or problems, it can
damage the relationship later and affect how the
loan is handled going forward.

Lenders expect management to be
honest and forthright with any and all
issues, both negative and positive,
that may affect the lending decision.

With the easing of the debt markets and the
influx of new players into the world of pro-
ducer finance, a great deal of debt capital is cur-
rently waiting to be deployed with producers
that can demonstrate viability with their assets,
corporate governance and management. Those
companies that take the time to get organized,
present their data clearly and completely, and
offer a reliable, forthright management team
will improve their chances of successfully clos-
ing a loan transaction that is acceptable to them.
By planning and organizing title information,
corporate structure and financial records, a
company will more effectively and more effi-
ciently attract lenders. Moreover, by hiring rep-
utable management, a company will instill
confidence in their ability to comply with loan
terms and to maintain the loan relationship for
years to come. Taking time to address all of
these factors will help companies put their best
foot forward. [
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