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Item 1. Business
Background

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. As used herein, the
terms "Company" and "VAALCO" mean VAALCO Energy, Inc. and its subsidiaries,
unless the context otherwise requires. VAALCO owns producing properties and
conducts exploration activities as operator of consortiums internationally in
the Philippines and Gabon. Domestically, the Company has interests in the
Texas Gulf Coast area.

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

In connection with a merger with 1818 0il Corp. in 1998, the Company issued
to the 1818 Fund II, L.L.P. (the "1818 Fund") Common Stock and Preferred Stock
which votes as a class with the Common Stock on an as converted basis,
representing approximately 65% of the outstanding voting power of the Company
on an as converted basis (excluding options and warrants). In addition, the
terms of the Preferred Stock acquired by the 1818 Fund provide that while the
Preferred Stock is outstanding, the holders of Preferred Stock voting together
as a class are entitled to elect three directors of the Company. Accordingly,
the 1818 Fund is able to control all matters submitted to a vote of the
stockholders of the Company, including the election of directors. (See "Risk
Factors—-—-Control by 1818 Fund").

Recent Developments

In the fourth quarter of 2001, the Company, as Operator, announced its
intent to develop the Etame discovery located offshore of the Republic of
Gabon. Based upon estimates by the Company's independent reserve engineers,
the Company is booking 6.1 million barrels of proven undeveloped oil reserves
at December 31, 2001 representing $23.1 million of net present value of future
cash flows in conjunction with the plan to develop the field. The budget for
the field development is $43.2 million dollars ($13.1 million net to the
Company) to complete and gravel pack three existing wells with subsea
wellheads, and to lay flowlines to connect the wells to a 1.1 million barrel
floating production storage and offloading tanker ("FPSO"). Major contracts
for the FPSO, wellheads, flowlines, and the drilling rig have been awarded and
entered into to perform the project. The project is expected to come online
about September 1, 2002 at initial flow rates of at least 12,000 barrels of
0il per day ("BOPD"). (See Item 2--Properties/Gabon).

To fund its share of the development project, the Company has negotiated a
line of credit of $10.0 million with the International Finance Corporation
("IFC"), a subsidiary of the World Bank. The IFC Board of Directors approved
the loan in early March 2002. Prior to project completion date, the IFC loan
will be guaranteed by the Company via cash received from a loan from the 1818
Fund. To date, there have been no borrowings under the IFC line.

In June 2001, the Company announced the results of a well drilled in Brazos
County, Texas. The well was completed at an initial flow rate of 525 barrels
of o0il per day and 1.4 million cubic feet of gas per day. The well was
completed horizontally in the Buda and Georgetown formations. An offset
location was completed in September 2001 and flowed at an initial rate of 191
barrels of 0il per day and 1.8 million cubic feet of gas per day. VAALCO has a
30 percent working interest in the project.
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The Company elected to terminate its Jjoint venture with Paramount
Petroleum, Inc., effective June 1, 2001. The joint wventure focused on domestic
onshore prospects in Mississippi, Alabama and Louisiana. In connection

with the wind up of the joint venture, the Company received $169,000 in cash,
a receivable for $47,000 representing its share of cash in the joint venture
and $259,000 of undeveloped acreage representing its proportionate 93.75%
working interest in kind in all remaining prospects within the joint venture.
Final completion of assignment documentation is ongoing.

General

The Company's strategy is to increase reserves and production in a cost-
effective manner through a program that balances lower risk exploratory and
development drilling on VAALCO's domestic acreage with high potential
international prospects. Internationally, financial exposure and political
risk are mitigated through alliances with experienced industry partners who
fund the majority of required capital. In 2002, substantially all of the
Company's capital and personnel resources will be committed to the project in
Gabon to achieve its completion.

International

The Company's international strategy is to pursue selected opportunities
that are characterized by reasonable entry costs, favorable economic terms,
high reserve potential relative to capital expenditures and the availability
of existing technical data that may be further developed using current
technology. The Company believes that it has unique management and technical
expertise in identifying international opportunities and establishing
favorable operating relationships with host governments and local partners
familiar with the local practices and infrastructure. The Company owns
producing properties and conducts exploration activities as operator of
consortium internationally in the Philippines and Gabon.

Domestic

The Company's domestic strategy is to build near-term cash flows through
focused acquisition of domestic properties that have significant exploration
or future development potential. Recognizing that international operations are
subject to greater social, economic and political volatility, the Company
seeks to build a stable domestic production and reserve base that will permit
the Company to continue to participate in more high-risk international
projects with greater reserve potential.

Customers

Substantially all of the Company's crude oil and natural gas is sold at the
well head at posted or indexed prices under short-term contracts, as is
customary in the industry. In the Philippines, for the year ended December 31,
2001, two purchasers of the Company's crude o0il accounted for essentially all
of the Company's total crude oil sales. The Company marketed its crude oil
share in the Philippines under an agreement with SeaOil Corporation, a local
Philippines refiner ("SeaOil") and Caltex. While the loss of these buyers
might have a material effect on the Company in the near term, management
believes that the Company would be able to obtain other customers for its
crude oil. Domestic production is sold under two contracts, one for oil and
one for gas. The Company has access to several alternative buyers for oil and
gas sales domestically.
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Employees

As of December 31, 2001, the Company had 24 full-time employees, 17 of
which were located in the Philippines. The Company is not subject to any
collective bargaining agreements and believes its relations with its employees
are satisfactory.

Competition

The o0il and gas industry is highly competitive. Competition is particularly
intense with respect to acquisitions of desirable o0il and gas reserves. There
is also competition for the acquisition of o0il and gas leases
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suitable for exploration and the hiring of experienced personnel. Competition
also exists with other industries in supplying the energy needs of consumers.
In addition, the producing, processing and marketing of oil and gas is
affected by a number of factors beyond the control of the Company, the effects
of which cannot be accurately predicted.

The Company's competition for acquisitions, exploration, development and
production include the major oil and gas companies in addition to numerous
independent oil companies, individual proprietors, drilling and acquisition
programs and others. Many of these competitors possess financial and personnel
resources substantially in excess of those available to the Company, giving
those competitors an enhanced ability to pay for desirable leases and to
evaluate, bid for and purchase properties or prospects. The ability of the
Company to generate reserves in the future will depend on its ability to
select and acquire suitable producing properties and prospects for future
drilling and exploration.

Environmental Regulations
General

The Company's activities are subject to federal, state and local laws and
regulations governing environmental quality and pollution control in the
United States and also are subject to the laws and regulations of the
Philippines and Gabon. Although no assurances can be made, the Company
believes that, absent the occurrence of an extraordinary event, compliance
with existing laws, rules and regulations regulating the release of materials
in the environment or otherwise relating to the protection of the environment
will not have a material effect upon the Company's capital expenditures,
earnings or competitive position with respect to its existing assets and
operations. The Company cannot predict what effect future regulation or
legislation, enforcement policies, and claims for damages to property,
employees, other persons and the environment resulting from the Company's
operations could have on its activities.

Solid and Hazardous Waste

The Company currently owns or leases, and in the past owned or leased,
properties that have been used for the exploration and production of oil and
gas for many years. Although the Company has utilized operating and disposal
practices that were standard in the industry at the time, hydrocarbons or
other solid wastes may have been disposed or released on or under the
properties owned or leased by the Company or on or under locations where such
wastes have been taken for disposal. In addition, some of these properties are
or have been operated by third parties. The Company has no control over such
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entities' treatment of hydrocarbons or other solid wastes and the manner in
which such substances may have been disposed or released. State and federal
laws applicable to oil and gas wastes and properties have gradually become
stricter over time. Under new laws, the Company could be required to remediate
property, including groundwater, containing or impacted by previously disposed
wastes (including wastes disposed or released by prior owners or operators, or
property contamination, including groundwater contamination by prior owners or
operators) or to perform remedial plugging operations to prevent future or
mitigate existing contamination.

The Company generates wastes, including hazardous wastes that are subject
to the federal Resource Conservation and Recovery Act ("RCRA") and comparable
state statutes. The Environmental Protection Agency ("EPA") and various state
agencies have limited the disposal options for certain wastes, including
wastes designated as hazardous under RCRA and state analogs ("Hazardous
Wastes"). Furthermore, it is possible that certain wastes generated by the
Company's oil and gas operations that are currently exempt from treatment as
Hazardous Wastes may in the future be designated as Hazardous Wastes under
RCRA or other applicable statutes and, therefore, may be subject to more
rigorous and costly disposal requirements.

Superfund

The federal Comprehensive Environmental Response, Compensation and
Liability Act ("CERCLA"), also known as the "Superfund" law, generally imposes
joint and several liability for costs of investigation and
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remediation and for natural resource damages, without regard to fault or the
legality of the original conduct, on certain classes of persons with respect
to the release into the environment of substances designated under CERCLA as
hazardous substances ("Hazardous Substances"). These classes of persons, or
so-called potentially responsible parties ("PRPs"), include the current and
certain past owners and operators of a facility where there has been a release
or threat of release of a Hazardous Substance and persons who disposed of or
arranged for the disposal of Hazardous Substances found at a site. CERCLA also
authorizes the EPA and, in some cases, third parties to take actions in
response to threats to the public health or the environment and to seek to
recover from the PRPs the costs of such action. Although CERCLA generally
exempts "petroleum" from the definition of Hazardous Substance, in the course
of its operations, the Company has generated and will generate wastes that may
fall within CERCLA's definition of Hazardous Substance. The Company may also
be the owner or operator of sites on which Hazardous Substances have been
released. To its knowledge, neither the Company nor its predecessors have been
designated as a PRP by the EPA under CERCLA; the Company also does not know of
any prior owners or operators of its properties that are named as PRPs related
to their ownership or operation of such properties.

Clean Water Act

The Clean Water Act ("CWA") imposes restrictions and strict controls
regarding the discharge of wastes, including produced waters and other oil and
natural gas wastes, into waters of the United States, a term broadly defined.
These controls have become more stringent over the years, and it is probable
that additional restrictions will be imposed in the future. Permits must be
obtained to discharge pollutants into federal waters. The CWA provides for
civil, criminal and administrative penalties for unauthorized discharges of
0il and hazardous substances and of other pollutants. It imposes substantial
potential liability for the costs of removal or remediation associated with
discharges of o0il or hazardous substances and other pollutants. State laws
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governing discharges to water also provide varying civil, criminal and
administrative penalties and impose liabilities in the case of a discharge of
petroleum or its derivatives, or other hazardous substances, into state
waters. In addition, the EPA has promulgated regulations that may require us
to obtain permits to discharge storm water runoff, including discharges
associated with construction activities. In the event of an unauthorized
discharge of wastes, the Company may be liable for penalties and costs.

0il Pollution Act

The 0il Pollution Act of 1990 ("OPA"), which amends and augments oil spill
provisions of CWA, imposes certain duties and liabilities on certain
"responsible parties" related to the prevention of o0il spills and damages
resulting from such spills in or threatening United States waters or adjoining
shorelines. A liable "responsible party" includes the owner or operator of a
facility, vessel or pipeline that is a source of an oil discharge or that
poses the substantial threat of discharge, or the lessee or permittee of the
area in which a discharging facility is located. OPA assigns joint and several
liability, without regard to fault, to each liable party for oil removal costs
and a variety of public and private damages. Although defenses exist to the
liability imposed by OPA, they are limited. In the event of an oil discharge
or substantial threat of discharge, the Company may be liable for costs and
damages.

The OPA also imposes ongoing requirements on a responsible party, including
proof of financial responsibility to cover at least some costs in a potential
spill. Certain amendments to the OPA that were enacted in 1996 require owners
and operators of offshore facilities that have a worst case oil spill
potential of more than 1,000 barrels to demonstrate financial responsibility
in amounts ranging from $10 million in specified state waters and $35 million
in federal outer continental shelf ("OCS") waters, with higher amounts, up to
$150 million based upon worst case oil-spill discharge volume calculations.
The Company believes that it has established adequate proof of financial
responsibility for its offshore facilities.

Air Emissions

The Company's operations are subject to local, state and federal
regulations for the control of emissions from sources of air pollution.
Federal and state laws require new and modified sources of air pollutants to
obtain

permits prior to commencing construction. Major sources of air pollutants are
subject to more stringent, federally imposed requirements including additional
permits. Federal and state laws designed to control hazardous (toxic) air
pollutants, might require installation of additional controls. Administrative
enforcement actions for failure to comply strictly with air pollution
regulations or permits are generally resolved by payment of monetary fines and
correction of any identified deficiencies. Alternatively, regulatory agencies
could bring lawsuits for civil penalties or require the Company to forego
construction, modification or operation of certain air emission sources.

Coastal Coordination

There are various federal and state programs that regulate the conservation
and development of coastal resources. The federal Coastal Zone Management Act
("CZMA") was passed in 1972 to preserve and, where possible, restore the
natural resources of the Nation's coastal zone. The CZMA provides for federal
grants for state management programs that regulate land use, water use and
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coastal development.

In Texas, the Legislature enacted the Coastal Coordination Act ("CCA"),
which provides for the coordination among local and state authorities to
protect coastal resources through regulating land use, water, and coastal
development. The act establishes the Texas Coastal Management Program ("CMP").
The CMP is limited to the nineteen counties that border the Gulf of Mexico and
its tidal bays. The act provides for the review of state and federal agency
rules and agency actions for consistency with the goals and policies of the
Coastal Management Plan. This review may impact agency permitting and review
activities and add an additional layer of review to certain activities
undertaken by the Company.

OSHA and other Regulations

The Company is subject to the requirements of the federal Occupational
Safety and Health Act ("OSHA") and comparable state statutes. The OSHA hazard
communication standard, the EPA community right-to-know regulations under
Title IITI of CERCLA and similar state statutes require the Company to organize
and/or disclose information about hazardous materials used or produced in its
operations. The Company believes that it is in substantial compliance with
these applicable requirements.

Risk Factors
Environmental and Other Regulations

The laws and regulations of the United States, Philippines and Gabon
regulate the Company's business. These laws and governmental regulations,
which cover matters including drilling operations, taxation and environmental
protection, may be changed from time to time in response to economic or
political conditions. (See "Foreign Operations"). The Company prepared an
Environmental Impact Assessment for its development of the Etame field, and
filed the report with the Government of Gabon and the IFC.

The Company's domestic operations are subject to numerous laws and
regulations governing the discharge of materials into the environment or
otherwise relating to environmental protection. The Company's domestic
operations could result in liability for personal injuries, property damage,
0oil spills, discharge of hazardous materials, remediation and clean-up costs
and other environmental damages. In addition, the Company could be liable for
environmental damages caused by previous property owners. As a result,
substantial liabilities to third parties or governmental entities may be
incurred; the payment of which could have a material adverse effect on the
Company's financial condition, results of operations and liquidity. The
Company maintains insurance coverage for its operations, including limited
coverage for sudden environmental damages, but does not believe that insurance
coverage for environmental damages that occur over time is available at a
reasonable cost. Moreover, the Company does not believe that insurance
coverage for the full potential liability that could be caused by sudden
environmental damages is available at a reasonable cost. Accordingly, the
Company may be subject to liability or may lose substantial portions of its
properties in the event of certain environmental damages. The Company could
incur substantial costs to comply with environmental laws and regulations.

5

Substantial portions of the Company's producing properties are located
offshore. The costs to abandon offshore wells may be substantial. For
financial accounting purposes the Company accrues a barrel oil equivalent
("BOE") charge over the life of a field to cover such abandonment costs. No
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assurances can be given that such reserves will be sufficient to cover such
costs in the future as they are incurred.

The recent trend toward stricter standards in environmental legislation and
regulation in the U.S. is likely to continue. If such legislation were
enacted, it could have a significant impact on the operating costs of the
Company, as well as the oil and gas industry in general.

In addition, while the Company believes that it is currently in compliance
with environmental laws and regulations applicable to the Company's operations
in the Philippines, Gabon and the U.S., no assurances can be given that the
Company will be able to continue to comply with such environmental laws and
regulations without incurring substantial costs.

Forward-Looking Information and Risk Factors

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, 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")
are disclosed in the section "Risk Factors," elsewhere herein and in 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.

Volatility of Oil and Gas Prices and Markets

The Company's revenues, cash flow, profitability and future rate of growth
are substantially dependent upon prevailing prices for oil and gas. The
Company's ability to borrow funds and to obtain additional capital on
attractive terms is also substantially dependent on oil and gas prices. 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 o0il less the production costs for the o0il) 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 prices than production located in other areas. Historically, oil
and gas prices and markets have been volatile and are likely to continue to be
volatile in the future. Prices for oil and gas are subject to wide
fluctuations in response to relatively minor changes in supply of and demand
for oil and gas, market uncertainty and a variety of additional factors that
are beyond the control of the Company. These factors include international
political conditions, the domestic and foreign supply of oil and gas, the
level of consumer demand, weather conditions, domestic and foreign
governmental regulations, the price and availability of alternative fuels and
overall economic conditions. In addition, various factors, including the
availability and capacity of gas gathering systems and pipelines, the effect
of federal, state and foreign regulation of production and transportation,
general economic conditions, changes in supply due to drilling by other
producers and changes in demand may adversely affect the Company's ability to
market its oil and gas production. Any significant decline in the price of oil
or gas would adversely affect the Company's revenues, operating income, cash
flows and borrowing capacity and may require a reduction in the carrying value
of the Company's o0il and gas properties and its planned level of capital
expenditures.



Edgar Filing: VAALCO ENERGY INC /DE/ - Form 10KSB40

Replacement of Reserves

The Company's future success depends upon its ability to find, develop or
acquire additional oil and gas reserves that are economically recoverable.
Except to the extent that the Company conducts successful

exploration or development activities or acquires properties containing proved
reserves, the estimated net proved reserves of the Company will generally
decline as reserves are produced. There can be no assurance that the Company's
planned development and exploration projects and acquisition activities will
result in significant additional reserves or that the Company will have
continuing success drilling productive wells at economic finding costs. The
drilling of oil and gas wells involves a high degree of risk, especially the
risk of dry holes or of wells that are not sufficiently productive to provide
an economic return on the capital expended to drill the wells. In addition,
the Company's drilling operations may be curtailed, delayed or canceled as a
result of numerous factors, including title problems, weather conditions,
political instability, economic/currency imbalances, compliance with
governmental requirements or delays in the delivery of equipment and
availability of drilling rigs. Certain of the Company's oil and gas properties
are operated by third parties or may be subject to operating committees
controlled by national oil companies and, as a result, the Company has limited
control over the nature and timing of exploration and development of such
properties or the manner in which operations are conducted on such properties.

Substantial Capital Requirements

The Company makes, and will continue to make, substantial capital
expenditures for the acquisition, exploitation, development, exploration and
production of o0il and gas reserves. Historically, the Company has financed
these expenditures primarily with cash flow from operations, asset sales, and
private sales of equity. During 2002, the Company is participating in the
development of the Etame Block offshore Gabon. The Company is the Operator for
the Block and thus responsible for contracting on behalf of all the remaining
parties participating in the project. The Company relies on the timely payment
of cash calls by its partners to pay for the 69.65% share of the budget for
which the partners are responsible. The estimated cost to develop the three
Etame wells and connect them to a tanker is $43.2 million ($13.1 million net
to the Company). There can be no assurances that costs on the Etame Block
could not be higher than expected requiring the Company to seek other sources
of financing. (See "Drilling Risks, Operating Hazards and Uninsured Risks").

Of the Company's estimated $13.1 million share of the development project
in Gabon, approximately $0.7 million had been spent as of December 31, 2001.
During 2002, the Company anticipates that it will make capital expenditures on
0il and gas properties of approximately $12.4 million, all in Gabon. The
Company has negotiated a line of credit for its subsidiary VAALCO Gabon
(Etame), Inc. in the amount of $10.0 million with the IFC to partially fund
its share of the development project, which was approved by the IFC Board of
Directors in early March 2002. Prior to project completion date ("Project
Completion"), the IFC loan is expected to be guaranteed by the Company and
cash collateralized with proceeds from a loan from the 1818 Fund. Project
Completion requires gross project production of 14,250 BOPD and gross proved
reserves of 16.5 million barrels and compliance with financial covenants and
other conditions, which may not be achieved. The IFC requires Project
Completion to occur prior to March 31, 2003.

At the date of this filing, the loan agreements for both the IFC loan and
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the 1818 Fund loan have not been signed and there can be no assurance that the
loans will fund until they are signed. Management believes that execution of
each loan document is imminent, however until mutually acceptable agreements
are signed there is no binding commitment by either lenders. In addition to
each loan being subject to final approval by senior management of both
lenders, and the effectiveness of the other's loan, the terms of the IFC loan
provide that initial funding is subject to Gabon Government approval, which
the Company believes it will receive. A condition for receiving the 1818 Fund
loan is the signing of the IFC loan documents. The Company believes the cash
on hand at December 31, 2001 coupled with the loan from the IFC will be
sufficient to fund the Company's capital budget through 2002, but conditions
could change and costs could be higher than expected.

Drilling Risks

Drilling activities are subject to many risks, including the risk that no
commercially productive reservoirs will be encountered. There can be no
assurance that new wells drilled by the Company will be productive or that the
Company will recover all or any portion of its investment. Drilling for oil
and natural gas may involve

unprofitable efforts, not only from dry wells, but also from wells that are
productive but do not produce sufficient net revenues to return a profit after
drilling, operating and other costs. The cost of drilling, completing and
operating wells is often uncertain and cost overruns are common. The Company's
drilling operations may be curtailed, delayed or canceled as a result of
numerous factors, many of which are beyond the Company's control, including
title problems, weather conditions, compliance with governmental requirements
and shortages or delays in the delivery of equipment and services.

Operating Hazards and Uninsured Risks

The oil and gas business involves a variety of operating risks, including
fire, explosions, blow-outs, pipe failure, casing collapse, abnormally
pressured formations and environmental hazards such as oil spills, gas leaks,
ruptures and discharges of toxic gases, the occurrence of any of which could
result in substantial losses to the Company due to injury and loss of life,
severe damage to and destruction of property, natural resources and equipment,
pollution and other environmental damage, clean-up responsibilities,
regulatory investigation and penalties and suspension of operations. The
Company's production facilities are also subject to hazards inherent in marine
operations, such as capsizing, sinking, grounding, collision and damage from
severe weather conditions. The relatively deep offshore drilling conducted by
the Company overseas involves increased drilling risks of high pressures and
mechanical difficulties, including stuck pipe, collapsed casing and separated
cable. The impact that any of these risks may have upon the Company is
increased due to the low number of producing properties owned by the Company.
The Company and operators of properties in which it has an interest maintain
insurance against some, but not all, potential risks; however, there can be no
assurance that such insurance will be adequate to cover any losses or exposure
for liability. The occurrence of a significant unfavorable event not fully
covered by insurance could have a material adverse effect on the Company's
financial condition, results of operations and cash flows. Furthermore, the
Company cannot predict whether insurance will continue to be available at a
reasonable cost or at all.

Uncertainties in Estimating Reserves and Future Net Cash Flows

There are numerous uncertainties inherent in estimating quantities of
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proved oil and gas reserves, including many factors beyond the control of the
Company. Reserve engineering is a subjective process of estimating the
underground accumulations of o0il and gas that cannot be measured in an exact
manner. The estimates included herein are based on various assumptions
required by the Commission, including unescalated prices and costs and capital
expenditures, and, therefore, are inherently imprecise indications of future
net revenues. Actual future production, revenues, taxes, operating expenses,
development expenditures and quantities of recoverable oil and gas reserves
may vary substantially from those assumed in the estimates. Any significant
variance in these assumptions could materially affect the estimated quantity
and value of reserves set forth in this document. In addition, the Company's
reserves may be subject to downward or upward revision based upon production
history, results of future development, availability of funds to acquire
additional reserves, prevailing oil and gas prices and other factors.
Moreover, the calculation of the estimated present value of the future net
revenue using a 10% discount rate as required by the Commission is not
necessarily the most appropriate discount factor based on interest rates in
effect from time to time and risks associated with the Company's reserves or
the 0il and gas industry in general.

It is also possible that reserve engineers may make different estimates of
reserves and future net revenues based on the same available data. In
calculating reserves on a BOE basis, gas was converted to oil at the ratio of
six Mcf of gas to one Bbl of oil. While this conversion ratio approximates the
energy equivalent of oil and gas on a Btu basis, it may not represent the
relative prices received by the Company on the sale of its oil and gas
production.

The estimated future net revenues attributable to the Company's net proved
reserves are prepared in accordance with Commission guidelines, and are not
intended to reflect the fair market value of the Company's reserves. In
accordance with the rules of the Commission, the Company's reserve estimates
are prepared using

period end prices received for oil and gas. Future reductions in prices below
those prevailing at year—-end 2001 would result in the estimated quantities and
present values of the Company's reserves being reduced.

A substantial portion of the Company's proved reserves are or will be
subject to service contracts, production sharing contracts and other
arrangements. The quantity of oil and gas the Company will ultimately receive
under these arrangements will differ based on numerous factors, including the
price of o0il and gas, production rates, production costs, cost recovery
provisions and local tax and royalty regimes. Changes in many of these factors
do not affect estimates of U.S. reserves in the same way they affect estimates
of proved reserves in foreign jurisdictions, or will have a different effect
on reserves in foreign countries than in the United States. As a result,
proved reserves in foreign jurisdictions may not be comparable to proved
reserve estimates in the United States.

Foreign Operations

The Company's international assets and operations are subject to various
political, economic and other uncertainties, including, among other things,
the risks of war, expropriation, nationalization, renegotiation or
nullification of existing contracts, taxation policies, foreign exchange
restrictions, changing political conditions, international monetary
fluctuations, currency controls and foreign governmental regulations that
favor or require the awarding of drilling contracts to local contractors or
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require foreign contractors to employ citizens of, or purchase supplies from,
a particular jurisdiction. In addition, if a dispute arises with foreign
operations, the Company may be subject to the exclusive jurisdiction of
foreign courts or may not be successful in subjecting foreign persons,
especially foreign o0il ministries and national oil companies, to the
jurisdiction of the United States.

The Company's private ownership of oil and gas reserves under oil and gas
leases in the United States differs distinctly from its ownership of foreign
0il and gas properties. In the foreign countries in which the Company does
business, the state generally retains ownership of the minerals and
consequently retains control of (and in many cases, participates in) the
exploration and production of hydrocarbon reserves. Accordingly, operations
outside the United States may be materially affected by host governments
through royalty payments, export taxes and regulations, surcharges, value
added taxes, production bonuses and other charges.

The majority of the Company's proven reserves are located offshore of the
Republic of Gabon. The Company has recently undertaken to develop the Etame
Block offshore Gabon at a cost of $13.1 million net to the Company. The
Company has operated in Gabon since 1995 and believes it has good relations
with the current Gabonese government. However, there can be no assurance that
present or future administrations or governmental regulations in Gabon will
not materially adversely affect the operations or cash flows of the Company.

Certain of the Company's producing properties are located offshore Palawan
Island in the Philippines, and, consequently, a portion of the Company's
assets 1s subject to regulation by the government of the Philippines. Although
there has been unrest and uncertainty in the Philippines, to date, the
country's Office of Energy Affairs has been largely unaffected by political
changes. The Company has operated in the Philippines since 1985 and believes
that it has good relations with the current Philippine government. However,
there can be no assurance that present or future administrations or
governmental regulations in the Philippines will not materially adversely
affect the operations or cash flows of the Company.

All of the Company's current Philippine producing properties are located in
fields covered under Service Contract No. 14. To obtain favorable tax
treatment, Philippine nationals must own at least 15% of Service Contract No.
14. Residents of the Philippines currently own in excess of 15% of Blocks A,
B, C and D of Service Contract 14. The Company's ability to export oil
produced in the Philippines is restricted by the terms of Service Contract No.
14. The Company currently sells its oil production within the Philippines and
therefore may be exposed to foreign currency risk.

Control by 1818 Fund

In connection with a merger with 1818 0il Corp. in 1998, the Company issued
to the 1818 Fund Common Stock and Preferred Stock which votes as a class with
the Common Stock on an as converted basis, representing approximately 65% of
the outstanding voting power of the Company on an as converted basis
(excluding options and warrants). In addition, the terms of the Preferred
Stock acquired by the 1818 Fund provide that while the Preferred Stock is
outstanding, the holders of Preferred Stock voting together as a class are
entitled to elect three directors of the Company. Accordingly, the 1818 Fund
is able to control all matters submitted to a vote of the stockholders of the
Company, including the election of directors.

In connection with the 1818 0il Corp. merger, the Company made certain
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changes to its bylaws which require that at least a majority of the directors
constituting the entire board of directors, which majority must include at
least one of the directors elected by the holders of Preferred Stock, approve
each of the following transactions effected by either the Company or, as
applicable, any subsidiary of the Company, (i) any issuance of or agreement to
issue any equity securities, including securities convertible into or
exchangeable for such equity securities (other than issuances pursuant to an
employee benefit plan); (ii) the declaration of any dividend; (iii) the
incurrence, assumption of or refinancing of indebtedness; (iv) the adoption of
any employee stock option or similar plan; (v) entering into employment or
consulting agreements with annual compensation exceeding $100,000; (vi) any
merger or consolidation; (vii) the sale, conveyance, exchange or transfer of
the voting stock or all or substantially all of the assets; (viii) the sale or
other disposition to another person, or purchase, lease or other acquisition
from another person, of any material assets, rights or properties; (ix)
certain expenditures in excess of $300,000; (x) the formation of any entity
that is not wholly-owned by the Company; (xi) material changes in accounting
methods or policies; (xii) any amendment, modification or restatement of the
certificate of incorporation or bylaws; (xiii) the settlement of any claim or
other action against the Company or subsidiary in an amount in excess of
$50,000; (xiv) approval or amendment of the annual operating budget; (xv) any
other action which is not in the ordinary course of business; and the
agreement to take any of the foregoing actions. Accordingly, none of the
foregoing actions can be taken by the Company without the approval of at least
one director designated by the holders of the Preferred Stock.

Environmental and Other Regulations

The laws and regulations of the United States, Philippines and Gabon
regulate the Company's business. These laws and governmental regulations,
which cover matters including drilling operations, taxation and environmental
protection, may be changed from time to time in response to economic or
political conditions. (See "Foreign Operations"). The Company prepared an
Environmental Impact Assessment for its development of the Etame field, and
filed the report with the Government of Gabon and the IFC.

The Company's domestic operations are subject to numerous laws and
regulations governing the discharge of materials into the environment or
otherwise relating to environmental protection. The Company's domestic
operations could result in liability for personal injuries, property damage,
oil spills, discharge of hazardous materials, remediation and clean-up costs
and other environmental damages. In addition, the Company could be liable for
environmental damages caused by previous property owners. As a result,
substantial liabilities to third parties or governmental entities may be
incurred; the payment of which could have a material adverse effect on the
Company's financial condition, results of operations and liquidity. The
Company maintains insurance coverage for its operations, including limited
coverage for sudden environmental damages, but does not believe that insurance
coverage for environmental damages that occur over time is available at a
reasonable cost. Moreover, the Company does not believe that insurance
coverage for the full potential liability that could be caused by sudden
environmental damages is available at a reasonable cost. Accordingly, the
Company may be subject to liability or may lose substantial portions of its
properties in the event of certain environmental damages. The Company could
incur substantial costs to comply with environmental laws and regulations.

A substantial portion of the Company's producing properties are located
offshore. The costs to abandon offshore wells may be substantial. For

financial accounting purposes the Company accrues a per BOE charge
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over the life of a field to cover such abandonment costs. No assurances can be
given that such reserves will be sufficient to cover such costs in the future
as they are incurred.

The 0il Pollution Act of 1990 imposes a variety of regulations on
"responsible parties" related to the prevention of oil spills. The
implementation of new, or the modification of existing, environmental laws or
regulations, including regulations promulgated pursuant to the 0il Pollution
Act of 1990, could have a material adverse impact on the Company.

The recent trend toward stricter standards in environmental legislation and
regulation in the U.S. is likely to continue. If such legislation were
enacted, it could have a significant impact on the operating costs of the
Company, as well as the oil and gas industry in general.

In addition, while the Company believes that it is currently in compliance
with environmental laws and regulations applicable to the Company's operations
in the Philippines, Gabon and the U.S., no assurances can be given that the
Company will be able to continue to comply with such environmental laws and
regulations without incurring substantial costs.

Acquisition Risks

The Company intends to acquire oil and gas properties. Although the Company
performs a review of the acquired properties that it believes is consistent
with industry practices, such reviews are inherently incomplete. It generally
is not feasible to review in depth every individual property involved in each
acquisition. Ordinarily, the Company will focus its due diligence efforts on
the higher valued properties and will sample the remainder. However, even an
in-depth review of all properties and records may not necessarily reveal
existing or potential problems nor will it permit a buyer to become
sufficiently familiar with the properties to assess fully their deficiencies
and capabilities. Inspections may not be performed on every well, and
structural or environmental problems, such as ground water contamination, are
not necessarily observable even when an inspection is undertaken. The Company
may be required to assume preclosing liabilities, including environmental
liabilities, and may acquire interests in properties on an "as is" basis.
There can be no assurance that the Company's acquisitions will be successful.

Reliance on Key Personnel

The Company is highly dependent upon its executive officers and key
employees, particularly Messrs. Gerry, Walston and Scheirman. The unexpected
loss of the services of any of these individuals could have a detrimental
effect on the Company. The Company does not maintain key man life insurance on
any of its employees.

Item 2. Properties
Gabon

VAALCO has an interest in one offshore block in Gabon, the Etame Block.
Interest in the block vests in a production-sharing contract entered into by
the Company's subsidiary VAALCO (Gabon) Etame, Inc., providing for two three-
year terms, which commenced in July 1995. The Company negotiated an extension
of the contract into a third three-year term during 2001. At December 31,
2001, VAALCO owned a 30.35% interest in the production-sharing contract
covering the Etame Block.

Etame Block
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The Etame Block is a 3,073 square kilometer block acquired in July 1995,
containing the Etame discovery drilled by the Company and two former Gulf 0Oil
Company discoveries, the North and South Tchibala discoveries. These
discoveries consist of subsalt reservoirs that lie 20 miles offshore in
approximately 250 feet of water depth. The Company and its partners undertook
an obligation to the Government of Gabon to obtain

11

and process seismic data and to drill one commitment well on the Etame Block
over the three-year primary term of the license. In April 1998, a
participation agreement was entered into with Western Atlas Afrique, Ltd.
("Western Atlas"), a subsidiary of Baker Hughes, to conduct a 320 square
kilometer seismic survey at Western Atlas' sole cost and to pay 80% of the
cost, up to $4.7 million, of the first commitment well. In return for these
payments, Western Atlas earned a 65% interest in the production-sharing
contract. In June 1998, Western Atlas completed the above-mentioned
acquisition of seismic data over the property. This data was processed, and
the Company drilled the commitment well, the Etame No. 1 well, later in 1998
resulting in a 3,700 BOPD Gamba sandstone discovery on the block. Completion
of the Etame No. 1 well satisfied all of the Company's obligations to the
Government of Gabon under the primary three-year term of the contract.

During 1998, the consortium of companies owning the Etame Block production
sharing contract agreed to renew the production sharing contract for three
additional years, thereby taking on a commitment to drill two additional
exploration wells and to perform a 3-D seismic reprocessing. A delineation
well, the Etame 2V well, was drilled in January 1999 and encountered
additional oil pay in the Gamba sandstone; however, the well encountered the
Gamba sandstone lower than expected. The Consortium elected to reprocess the
3-D seismic data prior to drilling additional delineation wells.

In January 2001, the Company acquired the 65% working interest in the Etame
Block owned by Western Atlas. Consideration for the acquisition was $1.0
million in cash and a future net profits interest in the event the existing
discoveries on the block are developed. The Company resold 52.5% of the
interest held by Western Atlas to two companies for $1.0 million and their
proportionate assumption of the future net profits interest. The Company now
holds a 30.35% interest in the Etame Block.

Based on the seismic reprocessing, the third exploration commitment well,
the Etame 3V well was drilled to further delineate the Etame discovery in
February 2001. The well found pay updip in the Gamba sandstone approximately
1.2 kilometers (0.75 miles) away from the Etame 1 well. In addition, pay was
found in the Dentale sandstones below the Gamba sandstone. A total of 34
meters (110 feet) of gross pay interval was encountered in the Etame 3V well.

In June 2001, drilling of the Etame 4V delineation well was completed. The
well was drilled approximately 2.4 kilometers (1.5 miles) from the Etame 1
discovery well and logged 32 meters (105 feet) of o0il column with net pay of
approximately 24 meters (80 feet). The well was conventionally cored and
recovered 17 meters (57 feet) of oil-saturated sandstone in the Gamba and
Dentale formations. The Gamba sandstone, the primary target reservoir, was
approximately 14 meters (45 feet) thick in the well and was full of oil
throughout the entire interval. This represents approximately 30% greater sand
thickness than seen in the previous wells within the Gamba formation.

As a result of the two successful delineation wells drilled in 2001, the
Etame consortium has approved a budget to develop the field. An application
for commerciality was filed with the Government in Gabon, and in November
2001, the consortium was awarded a 50 square kilometer Exploitation Area
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surrounding the field. The Exploitation Area has a term of up to 20 years to
permit the field to be developed and produced.

Initial development will consist of three subsea wells connected to an FPSO
at a cost of approximately $43.2 million ($13.1 million net to the Company) .
The Company has awarded the contract for the FPSO, for the trees, for the
flowlines and umbilicals and for the use of a drilling rig to service
companies based on bids conducted over the past months. The Company
anticipates that the drilling rig will arrive on location in April 2002 and
that first production will be commence on or about September 1, 2002 at
initial flow rates of at least 12,000 BOPD. Based upon estimates by the
Company's independent reserve engineers, the Company booked 6.1 million
barrels of net proven undeveloped o0il reserves in 2001 in connection with its
share of the development project.

To fund its share of the development project, the Company has negotiated a
line of credit of $10.0 million through the IFC. (See "Management's Discussion
and Analysis or Plan of Operations—--Capital Resources and Liquidity" for a
discussion of the line of credit.
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In July 2001, the Company negotiated a five-year extension of the Etame
Block on behalf of the consortium, consisting of a three-year initial term and
a two-year follow on term. The consortium committed to drill two additional
exploration wells during the initial three-year term. The consortium paid a
$1.0 million signing bonus ($0.3 million net to the Company) associated with
the five-year extension.

Philippines

The Company has an interest in two service contracts in the Philippines.
Service Contract No. 14 covers 158,000 offshore acres and Service Contract No.
6 covers 131,000 offshore acres. The Company produces the Nido and Matinloc
fields with a total gross production for 2001 of approximately 309,000 barrels
or 848 BOPD.

Nido Field

The Nido field is covered by Service Contract No. 14 and has four producing
wells. The field is produced using the cyclic method under which the field is
shut in for a period of time (generally 60 days) and then opened up to produce
(generally four to five days). During 2001, the four wells in the field
produced at an equivalent rate of 410 BOPD compared to 510 BOPD in 2000. The
Company has an approximate 22.1% working interest and an approximate 17.4% net
revenue interest in the field.

Matinloc Field

The Matinloc field is located within the contract area covered by Service
Contract No. 14 and has three producing wells. The field had produced an
aggregate production of approximately 10.3 MMBbls from 1982 through 1991.
Production was suspended from the field in 1991 until it was reactivated in
1995. During 2001, the field produced approximately 160 MBbls or 438 BOPD. The
Company has an approximate 38.1% working interest and an approximate 26.8% net
revenue interest in the field.

Galoc Field

The Galoc field is located within the contract area c