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The Houston Exploration Company
{(NYSE: THX)

We are a North American natural gas company en-
gaged in the exploration, development, exploitation and
acquisition of natural gas and oil in the continental United
States. Approximately 94 percent of our net proved
reserves at December 31, 2002, were natural gas,
approximately 69 percent of which were classified as
proved developed. Our operations are primarily focused
in South Texas, offshore in the Gulf of Mexico and in the

Arkomaz Basin of Arkansas.

At December 31, 2002, our net proved reserves were
650 billion cubic feet equivalent, or Bcfe, with a present

value, discounted at 10 percent per annum, of cash

flows before income taxes of $1.3 bilion. Our South
Texas properties represented 46 percent of our total
net proved reserves. Our offshore properties in the Gulf
of Mexico and our onshore properties in the Arkoma
Basin represented 31 percent and 14 percent, respec-
tively, of our total net proved reserves. Our reserves are
fully engineered on an annual basis by independent
petroleumn engineers. We operate approximately 85 per-

cent of our properties.

The Houston Exploration Company went public in 1996
and is traded on the New York Stock Exchange under
the symbol THX.




Performance Highlights

Years Ended December 31, 2002 2001 2000
SELECTED FINANCIAL HIGHLIGHTS

{In millions of dollars, except per-share data)

Revenue $ 345.4 $ 3885 $ 279.2
Net income 70.5 122.6 853
Earnings per share — fully diluted 2.28 4.00 3.02
Cash flow 243.8 358.0 200.8
Total Assets $1,138.8 $ 1,051 $ 837.4
Total long-term debt and notes 252.0 244.0 245.0
Shareholders' equity 593.0 566.0 397.0
Weighted average shares outstanding — fully diluted 30.9 306 28.2
OPERATIONAL HIGHLIGHTS

Average daily production (MMcfe/d) 281 246 218
Total production (Bcfe) 102.5 89.8 79.7
Net proved reserves (Bcfe) 650 608 562
Average realized gas price per Mcf $ 332 $ 432 $ 3.46
Capital expenditures 253.1 366.4 184.0



Robert B. Catell, Chairman of the Board of Directors

William G. Hargett, President and Chief Executive Officer

Aprit 1, 2003

Dear Shareholder,

The Houston Exploration Company Is pleased to report
another year of record production and substantial reserve
growth. As in previous years, we continued to execute a
balanced strategy in 2002 that combined active exploita-
tion, opportunistic tactical acguisitions and a managed

explorazion program in a number of areas.

To briefly recap the year:

o We set another new production record of 102.5 Bcfe,
a 14 percent increase over 2001’s record production.
This was primarily attributable to our South Texas fields,
wherz we achieved significant production increases
from our Conoco and Burlington acquisitions.

° We completed 97 wells, including 87 onshore and 10
offshore — with a drilling success rate of 86 percent.

e At year end, we had five rigs operating in South
Texas, five in the Guif of Mexico and one in the
Arkoma Basin.

o We increased reserves by 7 percent cver 2001, to 650
Befe — replacing 141 percent of our production for
the year through both the drill bit and acquisitions.

o We made opportunistic acquisitions in both our core
operating areas of South Texas and the Gulf of
Mexico, which added 51 Bcf of reserves and were

instrumental to the Company’s 2002 growth.

° We achieved a 35 percent improvement in our finding

and development cost over last year by reducing drill
bit risk through the latest technology and a leveraged
exploratory risk management program.

o We substantially enhanced our financial flexibility,
negotiating a new $300 million revolving credit facility
through a strong syndicate of domestic and interna-
tional banks committed to our continued growth.

e We continued our hedging strategy to reduce price
volatility and guarantee our cash flows, capturing
an additional $16 milion in cash flow through our

hedging programs.

In 2002 the dynamics of the natural gas market changed
dramatically. Storage filled rapidly last summer, but colder
than normal weather and declining natural gas supply
resulted in withdrawals substantially depleting storage.
Along with a decrease in deliverability, this has set the
stage for strong gas pricing in 2003 and possibly
peyond. As gas prices increase, we adjust our hedging
strategy to ensure the cash flow we need to execute

our capital programs.

In 2003 we have budgeted $286 milion for capital
expenditures, all of which will be funded from our strong
cash flow. This will allow us to implement our balanced
strategy of combining moderate-risk exploitation of our

onshore and offshore properties with investment in
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nigher-risk, but meaningful exploration prospects. If they
are successful, these higher-risk prospects will give the
Company material growth. We augment our exploration
and exploitation activities with disciplined investments
in acquisitions of new properties that conform to our
operating philosophy. Successful acquisitions would
provide an attractive rate of return, and offer unexploited
reserve potential. The capital necessary to exploit those
reserves is generally provided from the cash flow gener-

ated from those properties.

We are also focused on unlocking significant potential
from our existing property base. Utilizing the latest tech-
nologies for seismic reprocessing, drilling compietion
and production, we will strive to generate the highest
returns from our existing core properties. We have an
excelient track record of acquiring assets and exploiting
their potential — a capability that is increasingly becoming
critical to operating in North America, where fields and

basins continue to mature.

As we survey the opportunities and challenges ahead,
we are confident we have the organizational strength,
asset base, cash flow and financial capability to contin-
ue to deliver production and reserve growth through
exploitation, exploration and acquisitions. Our employees
performed exceptionally well in 2002 and are highly

motivated. We are committed to maintaining our position

as a low-cost producer, and we will continue to seek

opportunities that add significant shareholder value.

As a parting matter, we would like to express our
deepest gratitude to Russell D. Gordy, who has elected
to retire from our Board of Directors. Mr. Gordy has
contributed sound business counsel to our Company
since its formation in 1986. In Russel’s place, we
welcome his successor, Harold R. Logan, Jr, to the

Board of Directors.

The Houston Exploration Company has every reason o
be optimistic in 2003 and bayond, and your confidence
in the Company makes our continued growth and

success possible.

Sincerely,

62»&“4 R Citare

Robert B. Catell

Chairman of the Board of Directors

Y e

William G. Hargett

President and Chief Executive Officer

G&A and Interest, net $0.20
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AEENLY AWARE OF THE PAST. KEEPING A FRESH PERSPECTIVE
ON THE FUTURE. AT THE HOUSTON EXPLORATION COMPANY,
CGROWING REISEZRVES, LOCATIONS AND PRODUCTICN (S XEY TO
UNLOQCKING POTENTIAL.

Houston Exploration’s Onshore Division re-examined the profitability drivers in each of
its focus areas in 2002, determining how best to deliver our short-term goals while
ensuring long-term success. The result was a record year for production, reserves and
wells drilled. Production for the year increased 32 percent — from 117 million cubic feet
equivalent per day, or MMcfe/d, to 155 MMcfe/d — while reserves increased 17 percent —
from 384 billion cubic feet equivalent, or Befe, to 452 Befe. We drilled 87 wells compared

to 76 in 2001.

Drilling and acquisitions in 2002 solidly established the Company as one of the top five
producers in South Texas, a region that remains our primary onshore focus. Houston
Exploration nearly doubled its South Texas drilling activity last year to 63 wells. We
continued to wring the details from 1,200 square miles of 3-D seismic in Webb and
Zapata counties, and as a result, our overall success rate was 86 percent. We also drilled
29 wells on properties acquired in 2001, where net production more than doubled,

increasing to more than 44 MMcfe/d at year end.

At Charco, our largest field, we drilled 32 wells. In the third quarter, we began a project

to optimize infield gathering. By lowering our gathering pressures through compressor

2000 2001 2002

unlocking potential
technociogy

Technology and success are
synonymous for Houston Exploration.
All of our Scuth Texas and offshore
properties have 3-D seismic surveys,
resuiting in an 86 percent success ratio
in 2002. The Internet, combined with
surface well telemetry, allows us to
manage our South Texas production
24 hours a day.



Installing equipment for high-pressure well completion

in Zapata County

modifications, we gained an increase of more than 6 MMcfe/d, net production. Even with

all of this activity, we exited 2002 with more than 140 locations in South Texas, providing

the Company with more than two years’ drilling inventory.

Houston Exploration upgraded its South Texas producing wells in 2002 with telemstry
technology that monitors wells 24 hours a day. By providing the Company with real-time
production statistics, these devices enable us to identify minor problems in the field before
they become major. As a result, many disruptions can be averted, increasing production,

reducing costs and freeing up our people to concentrate on more productive issues.
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flow
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In Arkansas, we continued successful infil development by driling 19 wells with an 86
percent success ratio. As in Scuth Texas, we added driling opportunities, finishing the year

with approximately 130 locations representing more than four years’ drilling inventory.

Successes outside the field activity also had an immediate and positive impact on our
onshore operations. Using the results of studies completed in 2002, Houston Exploration
won approval of important regulatory measures in Texas and Arkansas. We received “tight
gas sands” status from the Texas Railroad Commission for the producing sands at our
Charco field, which resulted in an apatement of severance taxes on qualifying wells. The
Company will be refunded at least $18 million ($12 milion, net of taxes) from the prior 48-
month period, and severance taxes on future qualifying Charco production will be reduced
approximately $.05 per Mcf during 2003, In our Arkoma field, the Arkansas Oil and Gas
Commission agreed to allow the Company to downspace well locations from 640 to 160
acres on a field-wide basis. This significantly streamiined our permitting process in Arkansas

and will allow us to better develop our Arkoma gas reserves in the future.

Everywhere we drill, Houston Exploration works closely with surface owners to minimize
the impact on plant and wildlife. Each location is designed to achieve the smallest
footprint possible for the rig and facilities. Houston Exploration is also mindful of our
employees and the community, and we make their safety a priority. We will also continue
to work with local officials and communities to ensure safety and minimum impact to the

environment everywhere we operate.

Entering 2003, the Onshore Division will take advantage of higher gas prices by acceler-
ating our drilling in both South Texas and Arkansas. We plan to drill the first wells on South

Texas properties acquired in 2002, and we will actively pursue other opportunities.

2000 2001

unlocking potential
tight sands

k) ~ (ﬂyn
oroduciion

The tight sands of South Texas and
Arkansas require fracturing to produce
economically. Special fluids are pumped
under high pressure to create fractures

that allow gas to enter the well efficiently.
After fracturing, the wells generally produce
at a higher rate, greatly accelerating payback
and enhancing the overali economics of
each well.
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SHALLOW WATER, DEZP WELLS. OFFSHORE, HOUSTCN EXPLORATION
POTENTIAL IN ONE OF THE NATURAL
GAS INDUSTRY’'S VOST PROVISING REGIONS, THE DEEPR SHELF, AND

Complementing Houston Exploration’s lower-risk development and exploitation drilling
opportunities onshore, the Company holds an extensive lease inventory in the Gulf
of Mexico. Here, as in our Onshore Division, our strategy is focused on maintaining
geographically concentrated assets, a high working interest and a high rate of operator-
ship. This continues to give us one of the lowest operating cost structures in the sector.
Houston Exploration drilled 10 wells offshore in 2002, nine of which were successful. Five
additional wells were in progress at year's end. Offshore, total proved reserves at year

end 2002 were 198 Bcfe.

In 2002, the Company made its first forays into the “deep shelf” — seeking reserves
15,000 feet or more below the sea floor on the Gulf of Mexico's Continental Shelf. Large
structures in this region provide reserve potential similar to that found in the Gulf's
deep water reservoirs at a fraction of the cost. The Minerals Management Service
calculates that the shelf's deep deposits could contain as much as 20 trilion cubic feet

or, Tef, of undiscovered natural gas.

The shelf's shallower depths are one of the most mature gas regions of the world, with

approximately 45,000 wells driled. However, only 1,100 of these penetrations have been

2001 2002

unlocking potential
geoscience
resources

Houston Exploration is committed to an
integrated technological approach to
enhance our exploration and development
programs. In 2002, the Company doubled
its 3-D seismic database with advanced
processed data, arranged access to digital
data on wells in the Gulf of Mexico shelf,
purchasing advanced geophysical and
geological workstation software and
upgrading computer hardware to support
the effort. This technology, coupled with
the experience of our geological and geo-
physical staff, will allow us to continue to

harvest opportunities in a fairly mature basin.




Drilling operations get under way at the
South Timbatier 317 development

deeper than 15,000 feet, providing for a significant amount of untested potential. What

is more, compared to driling in deep water, the shelf's existing infrastructure serves to
minimize development costs and project lead-time. Moreover, recent legislation suspend-
ing royalties on the first 20 Bcf of deep shelf gas produced from new wells further
enhances the economics of drilling the deep shelf. White these prospects carry a higher
risk than our onshore locations, newer vintage 3-D seismic technology has substantially

improved imaging at depths below 15,000 feet. All of these factors help to explain the



renewed interest in the region: more than 217 deep shelf wells have been drilled in the last

three years.

Houston Exploration has developed 13 deep shelf prospects, and was able to accelerate
driling on several of them in 2002 through a leveraged offshore program with El Paso
Production Company. This program allows us to manags risk by reducing our capital
commitments while providing us with immediate exposure to significant new reserves.
The program allows us to test six exploratory prospects developed by Houston
Exploration with a potential upside of more than 1 Tcf of natural gas while limiting our dry
hole exposure to only $5 miilion. Under the program, we obtained a $50 million capital
commitment for land, seismic and exploratory drilling in exchange for a 50 percent
working interest in the prospects. This program has other operational advantages as well,
inasmuch as it optimizes production rates and reserves by providing us with the benefits

of some of the industry’s best well completion technology and deep shelf expertise.

Moving forward, we will continue to exploit our existing property base and cultivate
our exploration inventory. Further, we intend to continue to focus on generating new
high-impact projects — such as deep shelf plays — on the shelf. We doubled our existing
3-D seismic database in 2002 with advanced process data. By adding leading-edge
geophysical and geological programs to our in-house tool box, we enabled our experi-
enced exploration staff to harvest quality opportunities from within our focus areas in
the Guif of Mexico. We will also continue to search for opportunistic acquisitions such
as our 2002 acquisition of KeySpan Energy E&P's interest in eight offshore producing
blocks in our core operating area which enhanced our asset base with no incremental
general and administrative costs. These blocks, acquired at an attractive price, hold
13.5 Bcfe of proved reserves — thus enabling us to achieve immediate cash flow and a

rapid payout.

Arkoma Basin 14%

Other Onshore 9%
South

Texas 46%

Guif of Mexico 31%

nlocking potential
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As a “generator” with a significant prospect
inventory buift in-house by staff geologists
and owned 100 percent by the Company,
Houston Exploration has the flexibility both
to work with partners and retain majority
working interests in projects. This gives us
the ability to manage our risk while providing
exposure to significant reserves.



The Houston Expioration Company

Executive information

Board of
Direclors

(Left to right): H. Neil Nichols; Gerald Luterman; Robert J. Fani ;
David Gi. Elkins @#:; Robert B. Catell & William G. Hargett '
Harold R. Logan, Jr. #; Gordon F. Ahalt ©#©; James Q. Riordan #@;
Donald C. Vaughn “

" Member, Executive Committee; ® Member, Audit Committee;
@ Member, Compensation Committee;
“ Member, Nominating and Governance Committee

Executive
QOfficers

12

13

(Left to right): Roger B. Rice Vice President of Human Resources and Administration;
James F. Westmoreland Vice President, Chief Accounting Officer and Corporate Secretary;
Thomas E. Schwartz Vice President — Geophysics;, John H. Karnes Senior Vice President
and Chief Financial Officer; William G. Hargett President and Chief Executive Officer;

Steven L. Musller Senior Vice President and General Manager, Onshore Division,

Charles W. Adcock Senior Vice President and General Manager, Offshore Division;

Tracy Price Senior Vice President — Land
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2002

OR
00 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File No. 001-11899

THE BOUSTON EXPLORATION COMPANY

(Exact name of registrant as specified in its charter)

Delaware 22-2674487
(State or other jurisdiction of (IRS Empleyer
Incorporation or organization) Edentification No.)

1100 Louisiana, Suite 2000
Houstom, Texas 77002-5215
{Address of principal executive Offices) (Zip code)

(713) 830-6800

(Registrant's telephone number, including area code)

Securities Registered Pursuant To Section 12(b) of The Act:

Name of Each
Title of Each Class Exchange on Which Registered
Common Stock, $.01 par value New York Stock Exchange
8%% Senior Subordinated Notes due 2008 New York Stock Exchange

Securities Registered Pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that

the registrant was required to file such reports), and (2) has been subject to such filing requirements for the past
90 days. YesV _No

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulations S-K is not
contained herein, and will not be contained, to the best of registrant's knowledge, in definitive proxy or
information statements incorporated by reference in Part Il of this Form 10-K or any amendment to this Form
10-K. ¥

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act).
YesV  No

The aggregate market value of the voting stock held by non-affiliates of the registrant was approximately
$294,266,721 as of June 28, 2002, based on the closing sales price of the registrant's common stock on the
New York Stock Exchange on such date of $29.00 per share. For purposes of the preceding sentence only, all
directors, executive officers and beneficial owners of ten percent or more of the common stock are assumed to
be affiliates. As of February 20, 2003, 30,961,418 shares of common stock were outstanding.







All of the estimates and assumptions contained in this Annual Report and in the documents we have incorporated by
reference into this Annual Report constitute forward looking statements as that term is defined in Section 274 of the
Securities Act of 1993 and Section 21E of the Securities Exchange Act of 1934. These forward-looking statements generally
are accompanied by words such as "anticipate,” "believe," "expect,” "estimate," "project” or similar expressions. All
statements under the caption "ltem 7.” Management's Discussion and Analysis of Financial Condition and Results of
Operations” relating to our anticipated capital expenditures, future cash flows and borrowings, pursuit of potential future
acquisition opportunities and sources of funding for exploration and development are forward looking statements.
Although we believe that these forward-looking statements are based on reasonable assumptions, our expectations may not
occur and we cannot guarantee that the anticipated future results will be achieved. A number of factors could cause our
actual future results to differ materially from the anticipated future results expressed in this Annual Report. These factors
include, among other things, the volatility of natural gas and oil prices, the requirement to take write downs if natural gas
and oil prices decline, our ability to meet our substantial capital requirements, our substantial outstanding indebtedness,
the uncertainty of estimates of natural gas and oil reserves and production rates, our ability to replace reserves, and our
hedging activities. For additional discussion of these risks, uncertainties and assumptions, see "ltems 1 and 2.” Business

and Properties” and "ltem 7”. Management's Discussion and Analysis of Financial Condition and Results of Operations”
contained in this Annual Report.

In this Annual Report, unless the context requires otherwise, when we refer to "we", "us" or "our", we are describing
The Houston Exploration Company and its subsidiaries on a consolidated basis. Further, if you are not familiar with the oil
and gas terms used in this report please refer to the explanations of the terms under the caption “Glossary of Oil and Gas
Terms" included on pages G-1 through G-3. When we refer to "equivalents,” we are doing so to compare quantities of oil
with quantities of natural gas or to express these different commodities in a common unit. In calculating equivalents, we
use a generally recognized standard in which one barrel of oil is equal to six thousand cubic feet of natural gas.

Part k.
Items 1. and 2. Business and Properties
Overview and Organization

We are an independent natural gas and oil company engaged in the exploration, development, exploitation and
acquisition of domestic natural gas and oil properties. Our operations are primarily focused in South Texas, offshore in the
Gulf of Mexico and in the Arkoma Basin of Oklahoma and Arkansas.

At December 31, 2002, our net proved reserves were 650 billion cubic feet equivalent or Befe, with a present value,
discounted at 10% per annum, of cash flows before income taxes of $1.3 billion. Cur reserves are fully engineered on an
annual basis by independent petroleum engineers. Our focus is natural gas. Approximately 94% of our net proved reserves
at December 31, 2002 were natural gas, approximately 69% of which were classified as proved developed. We operate
approximately 85% of our properties.

We began exploring for natural gas and oil in December 1985 on behalf of The Brooklyn Union Gas Company.
Brooklyn Union is an indirect wholly owned subsidiary of KeySpan Corporation. KeySpan, a member of the Standard &
Poor's 500 Index, is a diversified energy provider whose principal natural gas distribution and electric generation operations
are located in the Northeastern United States. In September 1996 we completed our initial public offering and sold
approximately 34% of our shares to the public with KeySpan retaining the balance. As of December 31, 2002, THEC
Holdings Corp., an indirect wholly owned subsidiary of KeySpan, owned approximately 66% of the outstanding shares of
our common stock.

Our principal executive offices are located at 1100 Louisiana, Suite 2000, Houston, Texas 77002. Our telephone
number is (713) 830-6800

2002 Operating Highlights

During the year ended December 31, 2002 we drilled a total of 97 wells of which 84 were successful reflecting a
success rate of 86%. We produced a total of 103 billion cubic feet equivalent, or Befe, and increased our average daily
production by 14% to 281 million cubic feet equivalent, or MMcfe, per day. We replaced 141% of our production by
adding 145 Bcfe in net proved reserves. We generated $282 million in cash flows from operations before adjustments for
changes in current assets and liabilities and invested a net $253 million in natural gas and oil properties, including $65
million for producing properties acquired in South Texas and the Gulf of Mexico.




Investment Strategy

We strive to maximize shareholder value while maintaining our financial flexibility by pursuing a dynamic investment
strategy involving elements of each of the following activities:

= Exploitation. Exploitation, both onshore and offshore, is one of our core competencies and the cornerstone of our
investment strategy. We invest in moderate-risk exploitation and development activities intended to generate stable
and growing cash flows from which we can fund future expansion.

= Exploration. Founded as an exploraticn company, we continue to invest in high-risk exploratory prospects to
supplement the reserves added through our lower-risk exploitation activities. We generate the majority of our
exploration prospects through our in-house geo-science personnel and currently have assembled a three-year
inventory of offshore drilling prospects.

= Acquisitions. We augment our exploration and exploitation activities with disciplined investments in acquisitions of
new properties that conform to our operating philosophy, provide an attractive rate of return, and offer unexploited
reserve potential.

We typically fund exploitation and expleoration activities out of cash flows from operations and depending on the size
and nature of the acquisition, we may utilize our revolving bank credit facility. When we incur debt in connection with an
acquisition, we focus on prompt repayment in order to maintain our conservative capital structure. Our conservative debt
levels provide flexibility tc continually review and adjust our capital budgets during the year based on operational
developments, commodity prices, service costs, acquisition opportunities and numerous other factors.

Operating Philosophy

o Natural Gas Emphasis. Our production and reserve base is heavily weighted toward natural gas. Since natural gas
can only be transported from overseas in liquefied form and is thus more difficult to import than crude oil, we
believe natural gas is better insulated from the price volatility associated with global geopolitical instability. The
lease operating expense associated with natural gas properties is also typically less than oil properties, which allows
us to maintain our low per-unit cost structure.

= Operating Control. We prefer to operate our properties rather than owning non-operating interests. Operating our
properties allows us more control over the nature and timing of capital expenditures and overall operating expenses.
As operator, we supervise production, maintain production records, employ or contract for field personnel, distribute
revenues and perform other functions. As operator, we receive reimbursement for direct expenses incurred in the
performance of duties, as well as monthly per-well producing and drilling overhead reimbursements at rates
customarily charged in the area by unaffiliated third parties. We currently operate approximately 85% of our
properties, which has contributed to our historically low operating costs.

= Geographic Focus. By concentrating our operations within geographically focused areas, we can manage a large
asset base with a relatively small number of employees and can integrate additional properties at relatively low
incremental costs. Cur strategy of focusing drilling activities on properties in relatively concentrated offshore and
onshore areas permits us tc more efficiently utilize our base of geological, engineering, exploration and production
experience in these regions. At December 31, 2002, 91% of our reserves were located in our three core areas: South
Texas, the Gulf of Mexico and the Arkoma Basin of Oklahoma and Arkansas.

o Operating Environment. We focus our operations in areas that are conducive to low cost operations, avoiding areas
where fractionalized ownership issues, local regulation or lack of a qualified workforce would drive up operational,
legal and other costs.

o Cash Flow Hedging. We maintain an active hedging program designed to reduce the impact of commodity price
fluctuations and provide more predictable cash flows that allow us to better plan our capital expenditures. Cur
hedges typically take the form of fixed price swaps and no—cost collars under which we are assured a minimum floor
price for our production and enjoy the benefit of price increases up to a predetermined ceiling price. Depending on
the outlook for future prices and the state of the options markets, we may hedge up to 70% of our production for up
to two years or more.




2002 Operations Review

The table below summarizes certain data for our core operating areas for the year ended December 31, 2002. More
detailed information regarding natural gas and oil production and average prices received in 2002, 2001 and 2000 is
available in Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations.” See Item
7A. “Quantitative and Qualitative Disclosures About Market Risk” for more information regarding our hedging practices.
In addition, for more information regarding reserve quantities, capitalized costs and estimated future revenues and expenses
relating to our natural gas and oil properties, see “Notes to Consolidated Financial Statements — Note 12 — Supplemental
Information On Natural Gas and Qil Exploration, Development and Production Activities (Unaudited).”

Activity and Balances as of or for the Year Ended December 31, 2002
Natural

Average G g Total Percentage
Daily Total *“g_m Proved  Total Proved Wells Drilled
Production Proeduction il Reserves Reserves T
Area Revenues otal Successful

(MMcfe/d) (MMcfe) (3 Thousands) (MMcfe) (Gross) (Gross)
South Texas................. 123 44,720  $ 141,220 298,926 46 % 63 54
Gulf of Mexico............~ 126 46,226 149,810 197,856 31% 10 9
Arkoma Basin.............. 20 7,432 21,750 93,081 14 % 24 21
Other Onshore ............. 12 4.144 15,157 59.744 9% — —
Total ..o, 281 102,522 $327.937 649,607 100% __97 84

South Texas. Our South Texas properties are concentrated in the Charco, Haynes and South Trevino Fields of Zapata
County; the Alexander, Hubbard and South Laredo Fields of Webb County; and the North East Thompsonville Field in Jim
Hogg County. We own interests in 562 producing wells, 450 of which we operate.

Gulf of Mexico. Our offshore properties are located in the shallow waters of the Outer Continental Shelf. Our key
producing properties are located in the western and central Gulf of Mexico and include the Mustang Island, High Island,
East Cameron, Vermilion and South Timbalier areas. We hold interests 86 biocks in federal and state waters, of which 42
are developed. We operate 29 of our developed blocks, which accounted for approximately 75% of our offshore production
during 2002. We have a total of 37 platforms and production cassions of which we operate 27.

Arkoma Basin. Our Arkoma Basin properties are located in two primary areas: the Chismville/Massard Field located
in Logan and Sebastian Counties of Arkansas and the Wilburton and Panola Fields located in Latimer County, Oklahoma.
We own working interests in 252 producing natural gas wells, 131of which we operate.

Other Onshore. Other Onshore properties are concentrated in three areas: South Louisiana; West Virginia; and East
Texas. On a combined basis, we own working interests in 708 producing wells, 653 of which we operate.




Acqguisitions

KeySpan Joint Venture Assets. On October 11, 2002, we purchased from KeySpan a portion of the assets developed
under the joint exploration agreement with KeySpan Exploration & Production, LLC, a subsidiary of KeySpan. The
acquisition consisted of interests averaging between 11.25% and 45% in 17 wells covering eight of the twelve blocks that
were developed under the joint exploration agreement from 1999 through 2002. The interests purchased were in the
following blocks: Vermilion 408, East Cameron 81 and 84, High Island 115, Galveston Island 190 and 389, Matagorda
Island 704 and North Padre Island 883. KeySpan has retained its 45% interest in four blocks: South Timbalier 314 and
317 and Mustang Island 725 and 726, as these blocks are in various stages of development. KeySpan has committed to
continued participation in the ongoing development of these blocks including the completion of the piatform and
production facilities at South Timbalier 314/317 together with possible further developmental drilling at both South
Timbalier 314/317 and Mustang Island 725/726. As of September 1, 2002, the effective date of the purchase, the estimated
proved reserves associated with the interests acquired were 13.5 Befe. The $26.5 million purchase price was paid in cash
and financed with borrowings under our revolving bank credit facility. Subsequent purchase price adjustments totaled $1.2
million. Cur acquisition of the properties was accounted for as a transaction between entities under common control. Asa
result, the excess fair value of the properties acquired of $3.1 million ($2.0 million net of tax) was treated as a capital
contribution from KeySpan and recorded as an increase to additional paid-in capital during the fourth quarter of 2002.

Burlington Acquisition. On May 30, 2002, we completed the purchase of natural gas and oil producing properties,
together with undeveloped acreage, from Burlington Resources Inc. located in the Webb and Jim Hogg Counties of South
Texas. The properties purchased cover approximately 24,800 gross (10,800 net) acres located in the North East
Thompsonville and South Laredo Fields. The properties purchased represent interests in approximately 123 producing
wells and total proved reserves of 37 Bcefe as of January 1, 2002, the effective date of the transaction. The North East
Thompsonville Field has 10 wells producing from the Wilcox formation, all of which we operate. This field represents
approximately 70% of the proved reserves and 75% of the current production associated with the acquisition. The South
Laredo Field, located in Webb County and in the Lobo Trend, contains 113 wells, all operated by a third party. The $39.5
million purchase price, which is net of a purchase price adjustment of $3.9 million and proceeds of $5.0 million from the
subsequent sale of a portion of the assets acquired, was financed by borrowings under our revolving bank credit facility.

Conoco Acquisition. On December 31, 2001, we completed the purchase from Conoco Inc. of natural gas and oil
properties and associated gathering pipelines and equipment, together with developed and undeveloped acreage, located in
the Webb and Zapata Counties of South Texas. The $69 million cash purchase price was financed by borrowings under our
revolving bank credit facility. The properties purchased cover approximately 25,274 gross {16,885 net) acres located in the
Alexander, Haynes, Hubbard and South Trevino Fields, which are in close proximity tc our existing operations in the
Charco Field, and represent interests in approximately 159 producing wells. We operate approximately 95% of the
producing wells we acquired. Our average working interest is 87%. Total proved reserves associated with the interests
acquired were 85 Bcfe, as of October 1, 2001, the effective date of the transaction.

Other Recent Developments

Joint Offshore Exploration Program. Effective September 1, 2002, we entered into a joint offshore exploration
agreement with El Paso Production Oil & Gas USA, L.P., a subsidiary of El Paso Corporation. Under the terms of the
agreement, El Paso contributed approximately $50 million for land, seismic and drilling costs in exchange for 50% of our
working interest in six specified prospects that we developed. El Paso pays 180% of the drilling costs to casing point or
100% of the “dry hole costs”, except for the High Island 115 prospect for which we have an obligation of $5 million for dry
hole costs. ElPaso is the operator of four of the wells and we are operator of the remaining two. Under the terms of the
agreement, El Paso has the option to extend the exploration agreement beyond the initial six well program. The option
expires in August 2003. As of the date of this report, four wells in the program have been drilled. Two resulted in
discoveries and have been successfully completed and placed on-line. One well has been completed and is currently testing
and the fourth well has been temporarily abandoned and is being evaluated for further completion. The fifth well in the
program, High Island 115, is operated by El Paso and currently drilling to a target depth of 21,000 feet. The sixth well in
the program is currently planned for the second quarter of 2003. El Paso will operate this well and if they elect not to drill
the final well, all interests in the prospect will revert back to us.

Severance Tax Refund. During July 2002, we applied for and received from the Railroad Commission of Texas a “high-
cost/tight-gas formation” designation for a portion of our South Texas production. The “high-cost/tight-gas formation”
designation will allow us to receive an abatement of severance taxes for qualifying wells in various fields. For qualifying
wells, production will be either exempt from tax or taxed at a reduced rate until certain capital costs are recovered. For
qualifying wells, we will also be entitled to a refund of severance taxes paid during a designated prior 48-month period.
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Applications for refund are submitted on a well-by-well basis to the State Comptroller’s Office and due to timing of the
acceptance of applications, we are unable to project the 48-month look-back period for qualifying refunds. We currently
estimate that the total refund, for 2002 and prior periods, will be between $18 million to $23 million ($12 million to $15
million, net of tax), although we can provide no assurances that the actual total refund amount will fall within our current
estimate. During the fourth quarter of 2002, we recorded refunds totaling $10.4 million ($6.8 million net of tax) of which
$1.3 million related to refund of 2002 severance tax expense and $9.1 related to refunds of prior period expense.

2003 Capital Expenditure Plans

For 2003, we have budgeted $286 million for capital investments in natural gas and oil properties. The table below
summarizes by area where we plan to spend our exploration and development dollars together with an estimate of wells
planned for each area. The amount and allocation of our capital investment program is subject to change based on
operational developments, commodity prices, service costs, acquisitions and numerous other factors. Of the $286 million
budgeted for 2003, approximately $21 million of the budget includes capitalized interest and general and administrative
expenses. Generally we do not budget for acquisitions. The table below reflects our 2003 capital spending plans as of the
date of this report; however, there can be no assurances that actual amounts spent and wells drilled will equal amounts
budgeted.

Estimates For the Year Ended December 31, 2003
(in thousands, except wells)
Wells Total Capital
Planned $ Exploration $ Development  Expenditures

OnShOTe....covvveveececeeee e, 103 $ 10,700 $ 139,300 $ 150,000
Offshore ......cccoeveerirrircciencennes 16 61,000 54,000 115,000

' 119 % 71,700 $ 193,300 265,000
Capitalized expenses.............. 21.000
Total capital expenditures ...... $ 286,000




Natural Gas and Ol Reserves

The following table summarizes the estimates of our historical net proved reserves as of December 31, 2002, 2001 and
2000, and the present values attributable to these reserves at these dates. The reserve data and present values were fully
engineered by Netherland, Sewell & Associates, Inc. and Miller and Lents, Ltd., independent petroleum engineering

consultants.
As of December 31,
Net Proved Reserves:! 2002 2001 2000
(in thousands)
Natural gas (MMCE) ...ocooiiirii e 610,409 568,208 529,518
Ol (MIBDIS) vveoerevoeeser e evesesseosseesssesesssesesesseessesesresseeessseeseen 6,533 6,605 5,352
Total (MMCEFE) ....cucueieiinreeretreree ettt 649,607 607,838 561,630
Present value of future net revenues before income taxes?............ $1,326,314 §$ 714,416  $2,725,913
Standardized measure of discounted future net cash flows®™ ......... $1,058,064 $ 551,525  $2,064,027

M Netherland, Sewell & Associates engineered reserve data for our Gulf of Mexico properties and our South Texas

properties which represent present values of approximately 83%, 79% and 78%, respectively, of our reserves at
December 31, 2002, 2001 and 2000. Miller and Lents engineered reserve data for the remainder of our onshore
properties which represent approximately 17%, 21% and 22%, respectively, of the present values attributable to
our proved reserves at December 31, 2002, 2001 and 2000.

@ The present value of future net revenues attributable to our reserves was prepared using prices in effect at the end

of the respective periods presented, discounted at 10% per annum (“PV10”) on a pre-tax basis. In accordance with
current SEC guidelines, the PV 10 includes the fair value of our natural gas and oil hedges in place at December
31,2002, 2001 and 2000 of a negative $38.6 million, a positive $65.8 million and a negative $70.6 million,
respectively. Average prices per Mcf of natural gas used in making the present value determinations as of
December 31, 2002, 2001 and 2000 were $4.35, $2.38 and $9.55, respectively. Average prices per Bbl of oil used
in making the present value determinations as of December 31, 2002, 2001 and 2000 were $28.74, $17.78 and
$24.69, respectively.

®)  The standardized measure of discounted future net cash flows represents the present value of future net revenues

after income tax discounted at 10% per annum and has been calculated in accordance with SFAS No. 69,
"Disclosures About Gil and Gas Producing Activities" (see Note 12 — Supplemental Information on Natural Gas
and Oil Exploration, Development and Production Activities (Unaudited)) and, in accordance with current SEC
guidelines, does not include estimated future cash inflows from our hedging program.

In accordance with applicable requirements of the Securities and Exchange Commission, we estimate our proved
reserves and future net revenues using sales prices estimated tc be in effect as of the date we make the reserve estimates.
We hold the estimates constant throughout the life of the properties, except to the extent a contract specifically provides for
escalation. Gas prices, which have fluctuated widely in recent years, affect estimated quantities of proved reserves and
future net revenues. Any estimates of natural gas and oil reserves and their values are inherently uncertain, including many
factors beyond our control. The reserve data contained in this Annual Report on Form 10-K represent only estimates.
Reservoir engineering is a subjective process of estimating underground accumulations of natural gas and oil that cannot be
measured in an exact manner. The accuracy of any reserve estimate is a function of the quality of available data and of
engineering and geological interpretation and judgment. As a result, estimates of different engineers, including those we
use, may vary. In addition, estimates of reserves may be revised based upon actual production, resuits of future
development and exploration activities, prevailing natural gas and oil prices, operating costs and other factors, which
revision may be material. Accordingly, reserve estimates may be different from the quantities of natural gas and oil that we
are ultimately able to recover and are highly dependent upon the accuracy of the underlying assumptions. Our estimated
proved reserves have not been filed with or included in reports to any federal agency.
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Drilling Activity

The following table sets forth our drilling activity on our properties for the years ended December 31, 2002, 2001 and 2000.

Year Ended December 31,
2002 20301 2000
Gross Net Gross Net Gross Net
Onshore Drilling Activity
Exploratory
ProductiVe ...ccoveveviieeeecteeeeees e e 2 2.0 i 0.3 1 0.1
Non-Productive......cccovveeevenvenircirces v, 2 1.8 3 1.0 —_ _
Total onshore exploratory.........ccceeevecrvincenenne 4 3.8 4 1.3 1 0.1
Development
ProductiVe ...coivveerieiir e crieeeniee et eere e 73 64.0 60 46.9 44 36.5
NON-ProductiVe.........ccoveveiericeriecricreiereeeresneenns 10 9.4 12 9.2 4 3.5
Total onshore development............ccccoccveennnn. 83 73.4 72 56.1 48 40.0
Total Onshore Wells Drilied 87 77.2 76 57.4 49 40.1
Offshore Drilling Activity
Exploratory
ProductiVe ....ooevveevieieececeee e e 6 2.0 7 44 8 3.0
NOon-Productive ........cccvuveveveieicrircreeeee 1 0.4 5 3.9 2 0.9
Total offshore exploratory .........cccoceerienncnnn. 7 24 12 83 10 39
Development
ProductiVe ....o.cocrevieriieieicer e e 3 1.1 7 49 6 33
NON-Productive .......cccoeevvereeiivieceeeeeees oo — — 1 1.0 2 0.8
Total offshore development ............cocevcniinnes 3 1.1 8 5.9 8 4.1
Total Offshore Wells Drilled........cccvvevevvenenn. 10 35 20 14.2 18 8.0
Total Wells Drilled......c.oooviiiveecieeieeeeceenen, 97 80.7 96 71.6 &7 48.1
Productive Wells

The following table sets forth the number of productive wells in which we owned an interest as of December 31, 2002.

Oil Wells ‘ Natural Gas Wells
Operated Operated Non-Operated Total Productive
Gross Net Gross Net Gross Net Gross Net
South Texas.............. — — 450 313.6 112 12.2 562 325.8
Gulf of Mexico......... 6 38 48 31.1 25 5.6 79 40.5
Arkoma .........cee... _— — 131 72.7 121 18.4 252 91.1
Other onshore........... 2 1.4 651 395.9 55 11.8 708 400.1
B 03 7: 1 R 8 52 1,280 813.3 313 48.0 1,601 866.5

Productive wells consist of producing wells capable of production, including wells awaiting connections. Wells that are
completed in more than one producing horizon are counted as one well. The day-to-day operations of natural gas properties
are the responsibility of an operator designated under an operating agreement. All of our wells classified as “o0il” producers
are operated by us.

-7-




Acreage Data

The following table sets forth the approximate developed and undeveloped acreage in which we held a leasehold
mineral or other interest as of December 31, 2002. Undeveloped acreage includes leased acres on which wells have not
been drilled or completed to a point that would permit the production of commercial quantities of natural gas or oil,
regardless of whether or not the acreage contains proved reserves.

At December 31, 2002
Total Acres Developed Acres Undeveloped Acres
Gross Net Gross Net Gross Net
South Texas.......ccevervennen. 92,165 71,014 66,458 49,898 25,707 21,116
Gulf of Mexico™.............. 423212 328361 207,599 131,856 215,613 196,505
Arkoma Basin................... 75,071 34,111 52,032 26,278 23,039 7,833
Other onshore ................... 74.206 50,589 70.899 47,615 3,307 2,974
Total ..ooeveiericeeeiereeeens 664,654 _ 484,075 396,988 _ 255,647 __ 267,666 __ 228428

M Gulf of Mexico includes acreage in federal and state waters.

Marketing and Customers

We market the majority of all the natural gas and oil production from properties we operate for both sur account and
the account of the other working interest owners in these properties. We sell substantially all of our production to a variety
of purchasers under short-term (less than 12 months) contracts or spot gas purchase contracts ranging anywhere from one to
30 days, all at market prices. We normally sell production to a relatively small number of customers, as is customary in the
exploration, development and production business. However, based on the current demand for natural gas and oil, we
believe that the loss of any of our major purchasers would not have a material adverse effect on our financial condition and
results of operations. For a list of cur purchasers that accounted for 10% or more of cur natural gas and oil revenues during
the preceding last three calendar years, please see “Notes to Consolidated Financial Statements - Note 8 - Sales to Major
Customers.”

We enter into commodity swaps with unaffiliated third parties for portions of our natural gas production to achieve
more predictable cash flows and toc reduce our exposure to short-term fluctuations in gas prices. For more detailed
discussion, please read Item 7. "Management's Discussion and Analysis of Financial Condition and Results of Operations
— General"” and Item 7A. "Quantitative and Qualitative Disclosures About Market Risk."

We transport most of our natural gas through third party gas gathering systems and gas pipelines. Transportation space
on these gathering systems and pipelines is occasionally limited and at times unavailable because of repairs or
improvements, or as a result of priority transportation agreements with other gas shippers. While our ability to market our
natural gas has only been infrequently limited or delayed, if transportation space is restricted or is unavailable, our cash
flow from the affected properties could be adversely affected. Please read the section entitled “Risk Factors — Operating
Hazards and Uninsured Risks.”

Abandonment Costs

We are responsible for our working interest share of costs to abandon natural gas and oil properties and facilities once
they are depleted. We have historically provided for our expected future abandonment liabilities by accruing for
depreciation and amortization as the properties are produced. As of December 31, 2002, we estimate our discounted future
net asset retirement obligation for all of our natural gas and oil properties and equipment is approximately $57 million. Cur
estimates of abandonment costs and their timing may change as a result of many factors including actual drilling and
production results, inflation rates, and changes in environmental laws and regulations. Effective January 1, 2003, we
adopted Statement of Financial Accounting Standards No. 143, "Accounting for Asset Retirement Obligations”. SFAS No.
143 requires that the fair value of a liability for an asset’s retirement obligation be recorded in the period in which it is
incurred and the corresponding cost capitalized by increasing the carrying amount of the related long-lived asset. The
liability is accreted to its then present value each period, and the capitalized cost is depreciated over the useful life of the
related asset. If the liability is settied for an amount other than the recorded amount, a gain or loss is recognized.

The Minerals Management Service requires lessees of Outer Continental Sheif properties to post bonds in connection
with the plugging and abandonment of wells located offshore and the removal of all production facilities. Operators in the

-8-




Outer Continental Shelf waters of the Gulf of Mexico are currently required to post an area-wide bond of $3 million or
$500,000 per producing lease. We are presently exempt from any requirement by the Minerals Management Service to
provide supplemental bonding on our offshore leases, although we may not be able to continue to satisfy the requirements
for this exemption in the future. We believe that even if we did not qualify for this exemption, the cost of any bonding
requirements would not materially affect our financial condition or results of operations. The Minerals Management
Service has the authority to suspend or terminate operations on federal leases for failure to comply with applicable bonding
requirements or other regulations applicable to plugging and abandonment. Any suspensions or terminations of our
operations could have a material adverse effect on our financial condition and results of operations.

Title to Properties

As is customary in the oil and gas industry, we initially conduct only a cursory review of the title to undeveloped
acreage in farm-out agreements and natural gas and oil leases. Prior to the commencement of drilling operations, we
conduct a thorough title examination and perform curative work with respect to significant defects. To the extent title
opinions or other investigations reflect title defects, we, rather than the seller of the undeveloped property, are typically
responsible for curing any title defects at our expense. If we were unable to remedy or cure any title defect of a nature such
that it would not be prudent to commence drilling operations on the property, we could suffer a loss of our entire
investment in the property. We have obtained title opinions on substantially all of our producing properties and believe that
we have satisfactory title to these properties in accordance with standards generally accepted in the oil and gas industry.
Prior to completing an acquisition of producing natural gas and oil leases, we obtain title opinions on the most significant
leases. Our natural gas and oil properties are subject to customary royalty interests, liens for current taxes and other
burdens which we believe do not materially interfere with the use of or affect our carrying value of the properties.

Competition

We encounter intense competition from other oil and gas companies in all areas of our operations, including the
acquisition of producing properties and proved undeveloped acreage. Our competitors include major integrated oil and gas
companies and numerous independent oil and gas companies, individuals and drilling and income programs. Many of our
competitors are large, well-established companies with substantially larger operating staffs and greater capital resources
than our own and which, in many instances, have been engaged in the oil and gas business for a much longer time than we
have. These companies may be able to pay more for productive natural gas and oil properties and exploratory prospects and
to define, evaluate, bid for and purchase a greater number of properties and prospects than our financial or human resources
permit. Our ability to acquire additional properties and to discover reserves in the future will be dependent upon our ability
to evaluate and select suitable properties and to consummate transactions in this highly competitive environment.

Regulation

The oil and gas industry is extensively regulated by numerous federal, state and local authorities. Legislation affecting
the oil and gas industry is under constant review for amendment or expansion, frequently increasing the regulatory burden.
Also, numerous departments and agencies, both federal and state, are authorized by statute to issue rules and regulations
binding on the oil and gas industry and its individual members, some of which carry substantial penalties for failure to
comply. Although the regulatory burden on the oil and gas industry increases our cost of doing business and, consequently,
affects our profitability, generally, these burdens do not appear to affect us any differently or to any greater or lesser extent
than they affect other companies in the industry with similar types, quantities and locations of production.

Drilling and Production. Qur operations are subject to various types of regulation at federal, state and local levels.
These types of regulation include requiring permits for the drilling of wells, drilling bonds and reports concerning
operations. Most states in which we operate also regulate:

the location of wells;

the method of drilling and casing wells;

= the surface use and restoration of properties upon which wells are drilled; and
« the plugging and abandoning of wells.




State laws regulate the size and shape of drilling and spacing units or proration pooling of ¢il and gas properties. Some
states allow forced pooling or integration of tracts to facilitate exploration while other states rely on voluntary pooling of
lands and leases. In addition, state conservation laws establish maximum rates of production from oil and gas wells,
generally prohibit the venting or flaring of natural gas and impose requirements regarding the ratability of production.
These regulations may limit the amount of oil and gas we can produce from our wells or limit the number of wells or the
locations at which we can drill. Generally, our properties located in federal waters are regulated by the Minerals
Management Service and are not subject to regulation by state agencies.

We conduct our cperations in the Gulf of Mexico on oil and natural gas leases which are granted by the U.S. federal
government and are administered by the Minerals Management Service. The Minerals Management Service issues leases
through competitive bidding. The lease contracts contain relatively standardized terms and require compliance with detailed
regulations of the Minerals Management Service. For offshore operations, lessees must obtain Minerals Management
Service approval for exploration plans and development and production plans prior to the commencement of the operations.
In addition to permits required from other agencies, such as the Coast Guard, the Army Corps of Engineers and the
Environmental Protection Agency, lessees must obtain a permit from the Minerals Management Service prior to the
commencement of drilling.

The Minerals Management Service promulgates and enforces regulations that require offshore production facilities
located on the outer continental shelf to meet stringent engineering, construction, and safety specifications, that impose
strong restrictions on the flaring or venting of natural gas, that prohibit the burning of liquid hydrocarbons and oil without
prior authorization, and that govern the plugging and abandonment of offshore wells and removal of offshore production
facilities. To cover the varicus obligations of lessees on the outer continental shelf, the Minerals Management Service
generally requires that lessees post substantial bonds or other acceptable assurances that these obligations will be met. The
Quter Continental Shelf Lands Act may generally impose liabilities on us for our offshore operations conducted on federal
leases for clean-up costs and damages caused by pollution resulting from our operations. Under circumstances such as
conditions deemed to be a threat or harm to the environment, the Minerals Management Service may suspend or terminate
any of our operations in the affected area.

Environmental Matters and Regulation

General. QCur operations must comply with federal, state and local laws and regulations governing the discharge of
materials into the environment or otherwise relating to environmental protection. These laws and regulations may:

= require the acquisition of a permit before drilling commences;

= restrict the types, quantities and concentration of various substances that can be released into the environment in
connection with drilling and production activities;

o  limit or prohibit drilling activities on lands lying within wilderness, wetlands and other protected areas;

° require remedial measures to prevent pollution from former operations, such as pit closure and plugging of
abandoned wells; and

=  impose substantial liabilities for pollution resulting from our operations.

These laws, rules and regulations may also restrict the rate of oil and natural gas production below the rate that would
otherwise be possible. The regulatory burden on the oil and gas industry increases the cost of doing business in the industry
and consequently affects profitability. Additionally, Congress and the federal and state agencies frequently revise the
environmental laws and regulations. Any changes that result in more stringent and costly waste handling, disposal and
clean-up requirements could have a significant impact on the oil and gas industry’s operating costs, including ours. We
believe that we substantially comply with all current applicable environmental laws and regulations and that our continued
compliance with existing requirements will not have a material adverse impact on our financial condition and results of
operations. However, we cannot predict the passage of or quantify the potential impact of more stringent future laws and
regulations at this time.

Resource Conservation and Recovery Act. The Resource Conservation and Recovery Act affects oil and gas
production activities by imposing regulations on the generation, transportation, treatment, storage, disposal and cleanup of
"hazardous wastes" and on the disposal of non-hazardous wastes. Under the auspices of the Environmental Protection
Agency, or the EPA, the individual states administer some or all of the provisions of the Resource Conservation and
Recovery Act, sometimes in conjunction with their own, more stringent requirements. Drilling fluids, produced waters, and
most of the other wastes associated with the exploration, development, and production of crude oil, natural gas, or
geothermal energy constitute "solid wastes,” which are regulated under the less stringent non-hazardous waste provisions,
but there is no guarantee that the EPA or the individual states will not adopt more stringent requirements for the handling of
non-hazardous wastes or categorize some non-hazardous wastes as hazardous for future regulation.
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We believe that we are currently in substantial compliance with the requirements of the Resource Conservation and
Recovery Act and related state and local laws and regulations and that we hold all necessary and up-to-date permits to the
extent that our operations require them under the Resource Conservation and Recovery Act.

Comprehensive Environmental Response, Compensation and Liability Act. The Comprehensive Environmental
Response, Compensation and Liability Act, or CERCLA, also known as the "superfund" law, imposes joint and several
liability, without regard to fault or legality of conduct, on classes of persons who are considered to be responsible for the
release of a "hazardous substance" into the environment. These persons include the owner or operator of the disposal site
or site where the release occurred and companies that disposed or arranged for the disposal of the hazardous substance.
CERCLA also authorizes the EPA and affected parties to respond to threats to the public health or the environment and to
seek recovery from responsible classes of persons for the costs of the response actions.

In the course of our operations, we generate wastes that may fall within CERCLA’s definition of "hazardous
substances.” Therefore, we may be responsible under CERCLA for all or part of the costs to clean up sites at which such
"hazardous substances” have been deposited. At this time, however, we have not been named by the EPA or alleged by any
third party as being responsible for costs and liability associated with alleged releases of any "hazardous substance" at any
"superfund" site.

Oil Pollution Act. The Oil Pollution Act imposes on responsible parties strict, joint and several, and potentially
unlimited liability for removal costs and other damages caused by an oil spill covered by the Oil Pollution Act. The Oil
Pollution Act also requires the lessee of an offshore area or a permittee whose operations take place within a covered
offshore facility to establish and maintain financial responsibility of at least $35 million, which may be increased to $150
million for facilities with large worst-case spill potentials and under other circumstances, to cover liabilities related to an oil
spill for which the lessee or permitttee of the offshore area is statutorily responsible. Owners of multiple facilities are
required to maintain financial responsibility for only the facility with the largest potential worst-case spill. We believe we
are in compliance with the financial responsibility provisions of the Qil Pollution Act.

Federal Water Pollution Control Act. The Federal Water Pollution Control Act and related state laws provide varying
civil and criminal penalties and liabilities for the unauthorized discharge of petroleum products and other pollutants to
surface waters. The federal discharge permitting program also prohibits the discharge of produced water, sand and other
substances related to the cil and gas industry to coastal waters. We believe that we are in substantial compliance with all
pollutant, wastewater, and stormwater discharge regulations and that we hold all necessary and valid permits for the
discharge of such materials from our operations.

Federal Clean Air Act. The Federal Clean Air Act restricts the emission of air pollutants and affects both onshore and
offshore oil and gas operations. New facilities may be required to obtain permits before work can begin, and existing
facilities may be required to incur capital costs in order to remain in compliance. In addition, more stringent regulations
governing emissions of toxic air pollutants are being developed by the EPA, and may increase the costs of compliance for
some facilities. We believe that we are in substantial compliance with all air emissions regulations and that we hold all
necessary and valid construction and operating permits for our operations.

Natural Gas Sales Transportation. Historically, federal legislation and regulatory controls affect the price of the
natural gas we produce and the manner in which we market our production. The Federal Energy Regulatory Commission,
or FERC, has jurisdiction over the transportation and sale for resale of natural gas in interstate commerce by natural gas
companies under the Natural Gas Act of 1938 and the Natural Gas Policy Act of 1978. Since 1978, various federal laws
have been enacted which have resulted in the complete removal on January 1, 1993 of all price and non-price controls for
sales of domestic natural gas sold in "first sales," which include all of our sales of our own production.

FERC also regulates interstate natural gas transportation rates and service conditions, which affect the marketing of
natural gas that we produce, as well as the revenues we receive for sales of our natural gas. Commencing in 1985, FERC
promulgated a series of orders and regulations that significantly fostered competition in the business of transporting and
marketing gas. These orders and regulations induced, and ultimately required, interstate pipeline companies to provide
nondiscriminatory transportation services to producers, marketers and other shippers, regardless of whether shippers were
affiliated with an interstate pipeline company. FERC’s initiatives have led to the development of a competitive,
unregulated, open access market for gas purchases and sales that permits all purchasers of gas to buy gas directly from
third-party sellers other than pipelines. However, the natural gas industry historically has been very heavily regulated;
therefore, we cannot guarantee that the less stringent regulatory approach recently pursued by FERC and Congress will
continue indefinitely into the future.
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Under FERC’s current regulatory regime, transmission services must be provided on an open-access, non-
discriminatory basis at cost-based rates. Gathering service, which occurs upstream of jurisdictional transmission services, is
regulated by the states onshore and in state waters. In offshore Federal waters, gathering is regulated by FERC under the
Outer Continental Shelf Lands Act. The Outer Continental Shelf Lands Act requires open access and non-discriminatory
rates, but does not provide for cost-based rates. Although its policy is still in flux, FERC has recently reclassified
jurisdictional transmission facilities as non-jurisdictional gathering facilities, which has the tendency to increase our costs
of getting gas to point-of-sale locations.
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Risk Factors Affecting Gur Business

Our Business and Operations Could be Adversely Affected by Recent Terrorist Activities and the Potentinl For Military
and Other Actions.

On September 11, 2001, the United States was the target of terrorist attacks of unprecedented scope, and the United
States and others instituted military action in response. These conditions caused instability in world financial markets and
may generate global economic instability. The continued threat of terrorism and the impact of military and other actions
will likely lead to increased volatility in prices for natural gas and oil and could affect the markets for our operations. In
addition, future acts of terrorism could be directed against companies operating in the United States, particularly those
engaged in sectors essential to our economic prosperity, such as natural resources. In this regard, the U.S. government has
issued public warnings that indicate that energy assets might be specific targets of terrorist organizations. These
developments have subjected our operations to increased risk and, depending on their ultimate magnitude, could have a
material adverse affect on our business.

The Volatility of Natural Gas end Oil Prices May Afffect Our Financicl Results.

As an independent natural gas and oil producer, the revenues we generate from our operations are highly dependent on
the price of, and demand for, natural gas and oil. Even relatively modest changes in oil and natural gas prices may
significantly change our revenues, results of operations, cash flows and proved reserves. Historically, the markets for
natural gas and oil have been volatile and are likely to continue to be volatile in the future. Prices for natural gas and oil
may fluctuate widely in response to relatively minor changes in the supply of and demand for natural gas and oil, market
uncertainty and a variety of additional factors that are beyond our control, such as:

= the domestic and foreign supply of natural gas and oil,

o the price of foreign imports;

» overall domestic and global economic conditions;

= political and economic conditions in oil producing countries;
= the level of consumer product demand;

= weather conditions;

s domestic and foreign governmental regulations; and

= the price and availability of alternative fuels.

We cannot predict future natural gas and oil price movements. If natural gas and oil prices decline, the amount of
natural gas and oil we can economically produce may be reduced, which may result in a material decline in our revenues.

We RMay Be Required to Take Additional Writedowns if Nawural Gas and Oil Prices Decline.

We may be required under full cost accounting rules to write down the carrying value of our natural gas and oil
properties when natural gas and oil prices are low or if we have substantial downward adjustments to our estimated proved
reserves, increases in our estimates of development costs or deterioration in our exploration results.

For the quarter ended December 31, 2001, we were required under SEC accounting rules to take a non-cash charge to
impair or reduce the carrying value of our oil and gas properties by $6.2 million ($4.0 million net of tax). The charge was
primarily a result of low natural gas prices. We may be required to take additional write downs in future periods should
prices decline to unfavorable levels or if we have unsuccessful drilling results.

We May Not Be Able 1o Meet Our Substantial Capital Reguirernents.

Our business is capital intensive. To maintain or increase our base of proved oil and gas reserves, we must invest a
significant amount of cash flow from operations in property acquisitions, development and exploration activities. We are
currently making and will continue to make substantial capital expenditures to find, develop, acquire and produce natural
gas and oil reserves. Our capital expenditure budget for exploration, development and leasehold acquisitions for 2003 is
estimated at approximately $286 million. This budget excludes potential property acquisitions. We believe that we will
have sufficient cash provided by operating activities and available borrowing capacity under our bank credit facility to fund
planned capital expenditures in 2003. If our revenues or borrowing base under the bank credit facility decrease as a result
of lower natural gas and oil prices, operating difficulties or declines in reserves, we may not be able to expend the capital
necessary to undertake or complete future drilling programs or acquisition opportunities unless we raise additional funds
through debt or equity financings. Without continued employment of capital, our oil and gas reserves will decline. We
may not be able to obtain debt or equity financing, and cash generated by operations or available under our revoiving bank
credit facility may not be sufficient to meet our capital requirements.
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The Amount of Our Qutstanding Indebtedness May Restrict Qur Financial Flexibility.

Our outstanding indebtedness at December 31, 2002 was $252 million, and as of February 20, 2003 was $247 million.
Our level of indebtedness affects our operations in a number of ways. Our revolving bank credit facility and the indenture
governing our senior subordinated notes contain covenants that require a substantial portion of our cash flow from
operations to be dedicated to the payment of interest on our indebtedness. During 2002, we made aggregate cash interest
payments of $14.9 million. Funds dedicated to debt service payment will not be available for other purposes. Further, other
covenants in these agreements require us to meet the financial tests specified in these agreements and establish other
restrictions that limit our ability to borrow additional funds or dispose of assets. They may also affect our flexibility in
planning for, and reacting to, changes in business conditions. Moreover, future acquisition and development activities may
require us to significantly alter our capitalization structure, which may alter our indebtedness. Our ability to meet our debt
service obligations and reduce our total indebtedness will depend upon our future performance. Our future performance, in
turn, is dependent upon many factors that are beyond our control such as general economic, financial and business
conditions. Cur future performance may be adversely affected by these economic, financial and business conditions.

Estimates of Proved Reserves and Future Net Revenue May Change.

The estimates of proved reserves of natural gas and ¢il included in this document are based on various assumptions.
The accuracy of any reserve estimate is a function of the quality of available data, engineering, geological interpretation
and judgment and the assumptions used regarding quantities of recoverable natural gas and oil reserves and prices for crude
oil, natural gas liquids and natural gas. Actual prices, production, development expenditures, operating expenses and
quantities of recoverable oil and natural gas reserves will vary from those assumed in our estimates, and these variances
may be significant. Any significant variance from the assumptions used could result in the actual quantity of our reserves
and future net cash flow being materially different from the estimates in our reserve reports. In addition, results of drilling,
testing and production and changes in crude oil, natural gas liquids and natural gas prices afier the date of the estimate may
result in substantial upward or downward revisions.

We May Not Be Able to Replace Reserves.

Our future success depends on our ability to find, develop and acquire natural gas and oil reserves. Without successful
exploration, development or acquisition activities, our reserves and revenues will decline over time. The continuing
development of reserves and acquisition activities require significant expenditures. Our cash flow from operations may not
be sufficient for this purpose, and we may not be able to obtain the necessary funds from other sources. If we are not able to
replace reserves at sufficient levels, the amount of credit available to us may decrease since the maximum amount of
borrowing capacity available under our bank credit facility is based, at least in part, on the estimated quantities of our
proved reserves.

Operating Hazards and Uninsured Risks.

In our operations we may experience hazards and risks inherent in drilling for, producing and transporting of natural
gas and oil. These hazards and risks may result in loss of hydrocarbons, environmental pollution, personal injury claims,
and other damage io our properties and third parties and include:

o fires;

o natural disasters;

> explosions;

= encountering formations with abnormal pressures;
o blowouts;

= cratering;

o pipeline ruptures; and

> spills.

We are insured against some, but not all, of the hazards associated with our business. We believe this is standard
practice in our industry. Because of this practice, however, we may be liable or sustain losses that could be substantial due
to events that are not insured.

Additionally, cur natural gas and oil operations located in the Gulf of Mexico may experience tropical weather
disturbances, some of which can be severe enough to cause substantial damage to facilities and possibly interrupt
production. As protection against operating hazards, we maintain insurance coverage against some, but not all, potential
losses. Our coverage includes, but is not limited to, the operator's exira expense to include loss of well, blowouts and costs
of pollution control, physical damage on assets, employer's liability, comprehensive general liability, automobile liability
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and worker's compensation. We believe that our insurance is adequate and customary for companies of a similar size
engaged in operations similar to ours, but losses could occur for uninsurable or uninsured risks or in amounts in excess of
existing insurance coverage. The occurrence of an event that is not fully covered by insurance could have a material
adverse impact on our financial condition and results of operations.

Our Acquisition and Investment Activities May Not Be Successful.

The successful acquisition of producing properties requires assessment of reserves, future commodity prices, operating
costs, potential environmental and other liabilities. These assessments may not be accurate. We review the properties we
intend to acquire in a fashion that we believe is generally consistent with industry practice. This review will not, however,
reveal all existing or potential problems nor will it permit us to become sufficiently familiar with the properties to fully
assess their deficiencies and capabilities. We may not always perform inspections on every property or well, and structural
or environmental problems may not be observable even when an inspection is undertaken. Accordingly, we may suffer the
loss of one or more acquired properties due to title deficiencies or may be required to make significant expenditures to cure
environmental contamination with respect to acquired properties. Even when problems are identified, the seller may be
unwilling or unable to provide effective contractual protection against all or part of the problems. We are generally not
entitled to contractual indemnification for environmental liabilities and we typically acquire structures on a property on an
"as is" basis.

Our Hedging Activities Could Result in Financial Losses 6r Could Reduce our Income.

To achieve a more predicable cash flow and to reduce our exposure to adverse fluctuations in the prices of oil and
natural gas, we currently and may in the future, enter into hedging arrangements for a portion of our natural gas and oil
production. Typically, the hedging instruments we use are fixed price swaps, no-cost collars and options. While using
these types of hedging instruments limits the downside risk of adverse price movements, a number of risks exist, including
instances in which the benefit to revenues is limited when natural gas prices increase. In addition, there is the risk that our

actual production is less than expected and that the counter party to the hedging contract defaults on its contractual
obligations.

We May Incur Substantial Costs to Comply With Environmental and Other Governmental Regulations.

Environmental and other governmental regulations have increased the costs to plan, design, drill, install, operate and
abandon oil and natural gas wells, offshore platforms and other facilities. We have expended and continue to expend
significant resources, both financial and managerial, to comply with environmental regulations and permitting
requirements. Increasingly strict environmental laws, regulations and enforcement policies and claims for damages to

property, employees, other persons and the environment resulting from our operations, could result in substantial costs and
liabilities in the future.

We Face Strong Competition.

As an independent natural gas and oil producer, we face strong competition in all aspects of our business. Many of our
competitors are large, well-established companies that have substantially larger operating staffs and greater capital
resources than we do. These companies may be able to pay more for productive natural gas and oil properties and
exploratory prospects and to define, evaluate, bid for and purchase a greater number of properties and prospects than our
financial and human resources permit.

Concentration of Credit Risks.

Substantially all of our accounts receivable result from natural gas and oil sales or joint interest biilings to third parties
in the energy industry. This concentration of customers and joint interest owners may impact our overall credit risk in that
these entities may be similarly affected by changes in economic and other conditions. Historically, we have not experienced
credit losses on our receivables; however, recent market conditions resulting in downgrades to credit ratings of energy
merchants have affected the liquidity of several of our purchasers. During the third quarter of 2002, we discontinued
selling our natural gas and oil to several energy merchants that received downgrades to their credit ratings. We are
continuing to sell gas to companies that have posted letters of credit to secure their performance under the purchase
contracts. We have not experienced credit loss from any of these purchasers. Based on the current demand for natural gas

and oil, we do not expect that termination of sales to any individual purchaser would have a material adverse effect on our
ability to sell our production at market prices.
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Further, our natural gas futures and swap contracts also expose us to credit risk in the event of nonperformance by
counterparties. Generally, these contracts are with major investment grade financial institutions and historically we have
not experienced material credit losses. We believe that our credit risk related to the natural gas futures and swap contracts
is no greater than the risk associated with the primary contracts and that the elimination of price risk reduces volatility in
our reported results of operations, financial position and cash flows from period to period and lowers our overall business
risk; but, as a result of our hedging activities we may be exposed to greater credit risk in the future.

Potentiol Conflicts of Inserest With Our Majoerity Stockholder.

A variety of conflicts of interest between KeySpan and our public stockholders may arise as a result of KeySpan's
controlling interest in the company. As of the date of this report, KeySpan owns approximately 66% of our common stock.
KeySpan is in a position to control:

o the election of the entire Board of Directors;

= the outcome of the vote on all matters requiring the vote of cur stockholders;

= all matters relating to our management;

= the acquisition or disposition of our assets, including the sale of our business as a whole;
= payment of dividends on our common stock;

= the future issuance of our common stock or other securities; and

= hedging, drilling, operating and acquisition expenditure plans.

As KeySpan has announced in the past, they do not consider the businesses contained in their energy investments
segment, inciuding their investment in Houston Exploration, a part of their core asset group. KeySpan has stated in the past
that they may sell or otherwise dispose of all or a portion of their non-core assets, including all or a portion of their
common stock ownership in our company but cannot predict when, or if, any such sale or disposition may take place.

The Chairman of our Board of Directors, Robert B. Catell, is also the Chairman of the Board of Directors and Chief
Executive Officer of KeySpan. In addition to Mr. Catell, four of our nine other directors are currently or were previously
affiliated with KeySpan: Gerald Luterman is Executive Vice President and Chief Financial Officer of KeySpan; H. Neil
Nichols is Senior Vice President of Corporate Development and Asset Management of KeySpan; Robert J. Fani is President
of KeySpan Energy Services and Supply; and James Q. Riordan, Chairman of our Audit Committee, retired from
KeySpan’s Board in May 2002.

Investors Will Have Very Limited Ability To Recover Against Qur Former Auditors With Respect To Our Finencial
Stazemnents.

Cur consolidated financial statements as of and for the years ended December 31, 2000, 1999 and 1998 were audited
by the independent public accountants Arthur Andersen LLP, as indicated in their report with respect thereto. The firm
Arthur Andersen was convicted of obstruction of justice relating to a federal investigation of Enron Corporation, has ceased
operations and has lost the services of the material personnel responsible for our audit. As a result, it is not possible to
obtain Arthur Andersen’s consent to the incorporation by reference of their report in future filings with the SEC under the
Securities Act of 1933, Because Arthur Andersen will not be deemed to have consented to the incorporation by reference
of their report in such filings, investors will not be able to recover against Arthur Andersen under Section 11 of the
Securities Act for any untrue statements of a material fact contained in the financial statements audited by Arthur Andersen
or any omissions to state a material fact required to be stated therein.

Our Success Depends on our Chief Executive Officer and Other Key Employees
We depend to a large extent on the efforts and continued employment of our President and Chief Executive Officer,

William G. Hargett, and other key employees. If Mr. Hargett or these other key employees resign or become unable to
continue in their present roles and if they are not adequately replaced, our business operations could be adversely affected.
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Employees

As of December 31, 2002, we had 145 full time employees, 101 of whom are located at our headquarters in Houston,
Texas and the remainder of whom are located in our South Texas, Arkansas, West Virginia and East Texas field offices.
None of our employees are represented by a labor union. We employ the services of independent consultants and
contractors to perform various professional services, particularly in the areas of construction, design and well-site
surveillance, permitting and environmental assessment. At our direction, independent contractors usually perform field and
on-site production operation services, including pumping, maintenance, dispatching, inspection and testing.

Offices

We currently lease approximately 69,000 square feet of office space in Houston, Texas at 1100 Louisiana Street, where
our principal offices are located. In addition, we maintain field operations offices in South Texas, Arkansas, West Virginia
and East Texas.

Available Information

Our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and other filings
pursuant to Section 13 (a) or 15 (d) of the Exchange Act are available free of charge on our internet website at
http://www.houstonexploration.com as soon as reasonably practicable after we electronically file such material with, or
furnish it to, the Securities and Exchange Commission.

Item 3. Legal Proceedings

On August 18, 2002, a complaint styled Victor Ramirez, Santiago Ramirez, Jr., Oswaldo H. Ramirez and Javier
Ramirez as Co-Trustees of the Ramirez Mineral Trust v. The Houston Exploration Company, cause number 5,207, was filed
in the district court of the 49 Judicial District in Zapata County, Texas. The complaint alleges that we trespassed by
drilling the No. 7 RMT well to a depth in excess of our lease rights and commingled production by producing from the
excess depth. The plaintiffs claim damages for trespass and conversion in excess of $6 million and further seek to recover
exemplary damages in excess of $18 million. We are currently unable to predict the outcome of the claim.

With the exception of the matter described above, we are not a party to any material pending legal proceedings, other
than ordinary routine litigation incidental to our business that management believes will not have a material adverse effect
on our financial condition or results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our security holders during the last quarter of the fiscal year ended December
31, 2002.
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Part I1.

item 5. Market for the Registrant's Common Equity and Related Stockholder Matters

Our common stock is traded on the New York Stock Exchange under the symbol "THX." The following table sets forth

the range of high and low sales prices for each calendar quarterly period from January 1, 2000 through December 31, 2002
as reported on the New York Stock Exchange:

Year Ended December 31, 2002 High Low

First QUATTET ....covevverrrieeeeeerreeererecereceaveseens $33.65 $27.32
Second QUATTET .......c.oceveeeeereeeeireeeneeeeeeeenen $31.85 $28.40
Third QUarter........ccovcevverreveenvireneceeeceneens $31.45 $23.80
Fourth QUArter.........eocvvereenresrerereenrennnsrens $34.00 $28.21
Year Ended December 31, 2001 High Low

First QUarter........ccoceeveeveeeveerereeeeeeenereere s $39.21 $27.45
Second QUATTET........coeeveeieveirvereeeres st $33.00 $24.90
Third QUarter.....c.ccceevveeeieeecrreereeseseeene $34.26 $22.20
Fourth QUarter.........c.coeeeeeeevrevnenerivevesensens $35.00 $23.10

As of February 20, 2003, 30,961,418 shares of common stock were outstanding and we had approximately 40
stockholders of record and approximately 3,500 beneficial owners.

Dividends

We have never paid any cash dividends and do not anticipate declaring any dividends in the foreseeable future. We
plan to retain our cash for the operation and expansion of our business, including exploration, development and acquisition
activities. Moreover, our bank credit facility and the indenture governing our 8%% Senior Subordinated Notes due 2008
contain restrictions on the payment of dividends to holders of common stock. Accordingly, were our dividend policy to
change in the future, our ability to pay dividends would be subject to these restrictions and our results of operations,
financial condition, capital requirements and other factors deemed relevant by the Board of Directors. Please read Item 7.
“Management's Discussion and Analysis of Financial Condition and Results of Operations."

Securities Authorized for Issuance under Equity Compensation Plans

The table below lists the number of stock options and restricted stock that would be issued upon exercise of grants made
under equity compensation plans that have been approved by our stockholders (the 1996 Stock Option Plan and the 2002
Long-Term Incentive Plan) and under equity compensation plans or other grants that have not been approved by our
stockholders (primarily option grants under our 1999 Non-Qualified Stock Option Plan). We have not issued any warrants

or rights.
Equity Compensation Plan Table Pursuant to Rule 102(b)
Number of securities
to be issued upen Weighted averaged
exercise of exercise price of Number of securities
outstanding optieus, outstanding options, remaining available
Plan Category warrants and rights warrants and rights for future issuance
Equity compensation plans
approved by shareholders 1,708,142 $ 27.63 906,379
Equity compensation plans not
approved by shareholders(" 720.191 27.19 566
Total 2,428,333 27.50 906,945

' Includes shares issued under our 1999 Non-Qualified Stock Option Plan and 6,667 shares of restricted stock that remain

outstanding and that were issued to our Chief Executive Cfficer in April 2001 pursuant to the terms of his employment
contract.
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Item 6. Selected Financial Data

The following table shows selected financial data derived from our consolidated financial statements for each of the

five years in the period ended December 31, 2002. You should read these financial data in conjunction with Item 7.

"Management's Discussion and Analysis of Financial Condition and Results of Operations" and our Consolidated Financial
Statements and the related Notes.

Years Ended December 31,

2002

2001 2000 1999 1698

Income Statement Data:

(in thousands, except per share data)

Revenues:
Natural gas and oil revenues'” .............cc.oo....... $ 344295 $ 387,156 $ 277,487 $ 157,137 $ 134,003
Other ..o 1,086 1,353 1.738 1.147 1,123
Total revenues™ ..........ccooovrvvvvvermerrrvverninnn 345,381 388,509 279,225 158,284 135,126
Expenses:
Lease operating eXpense ........ceccvceervevererersennnns 33,976 25,291 23,553 18,406 16,199
Severance taxX @ ...........cooovveeeereesienessisnnnies 9,487 11,035 9,757 5,444 4,967
Transportation expense  ..........c.coooorvvrevvennna. 9,317 7,652 6,892 6,557 6,879
Depreciation, depletion and amortization ......... 171,610 128,736 89,239 74,051 79,838
Writedown in carrying value...........ovceerevennn. — 6,170 — — 130,000
General and administrative, net...............ocuec.... 13,077 17.110 8.928 4,150 6.086
Total operating eXpenses........coevvereevieeennas 237,467 195,994 138,369 108,608 243,965
Income (loss) from operations ...........ccocoeeeveennnene 107,914 192,515 140,856 49,676 (108,843)
Other (income) expense @ ..........ccccoovvvvcrveninn (9,070) 119 1,752 — —
Interest eXpense, Net.......cccceevereencerenerererenreenennces 7,398 2.992 11,361 13,307 4,597
Income (loss) before income taxes..........coeererene 109,586 189,404 127,743 36,369 (113,440)
Income tax provision (benefit)........ccoeeerererrunnens 39.092 66,803 42.485 11.748 _ (40.754)
Net income (10SS)......cevvecririeeninierienineesienerens $ 70494 $ 122601 § 85258 § 24621 $(72,686)
Net income (loss) per share.......c...ccceoeieeenennnne 3 231 $§ 4.06 $ 306 $ 1.03 § (3.05)
Net income (loss) per share—diluted.................. $ 228 $ 400 8§ 302 § 095 % (3.05)
Weighted average shares..........c.cocoveeerenencrcinneene 30,569 30,228 27,860 23,906 23,768
Weighted average shares—diluted.................... 30,878 30,645 28,213 28,310 23,768
Ratio of earnings to fixed charges “.................. 7.6x 12.8x 5.5x 2.0x N/M
Cash Flow Data:
Net cash flows from operating activities
before adjustments for working capital........... $ 282,049 $ 325214 $ 217,800 $ 111,381 $ 97,438
Net cash provided by operating activities ........... 243,869 358,032 200,791 110,072 102,378
Net cash used in investing activities ................... 252,125 368,277 184,512 147,654 302,685
Net cash provided (used) in financing activities . 17,668 9,189  (22,106) 48,439 200,207
At December 31,
2002 2001 2000 1992 1998
Balance Sheet Data:
Working capital (deficit).......c.cococrrrrerererrrrerrarnens $ (1,702) $ 34314 $ 19,746 $§ (71,219) § (3,242)
Property, plant and equipment, net...................... 1,022,414 938,761 705,390 610,116 536,582
Total @SSELS ..ovvvvveririiieiieicie e 1,138,816 1,059,092 837,384 678,483 569,452
Long-term debt and notes .........c.cccecveevrevercenenne 252,000 244,000 245,000 281,000 313,000
Stockholders’ equity .....cocveeereveinrieeerererieennns 592,789 565,881 396,742 217,590 192,530
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For all periods presented, we applied Emerging Issues Task Force (“EITF”) No. 00-10 “Accounting for Shipping
and Handling Fees and Costs.” Pursuant to our application of EITF No. 00-10, transportation expenses previously
reflected as a reduction to natural gas and oil revenues were added back to revenues and reflected as a separate
component of operating expense. The application of EITF No. 00-10 has no effect on income from operations or net
income. See Note 11 — Restatement and Reclassification — Application of EITF No. 00-10 - Transportation
Expense.

Severance tax expense for 2002 is reported net of a reduction of $1.3 million for expense incurred and recorded in
2002 pursuant to the receipt of a “high-cost/tight sand” designation for a portion of our South Texas production. See
Note 9 — Commitments and Contingencies — Severance Tax Refund.

For 2002, other income of $2.1 million represents a refund of prior period severance tax expense recorded pursuant
to the receipt of a “high cost/tight sand” designation for a portion of our South Texas production. For 2001 and
2000, other expense of $0.2 million and $1.8 million, respectively, represents nonrecurring expenses incurred in
connection with a strategic review of alternatives for Houston Exploration and KeySpan’s investment in our
company, including the possible sale of all or a portion of Houston Exploration. Please see Note 6 — Related Party
Transactions.

For purposes of determining the ratio of eamings to fixed charges, earnings are defined as income (loss) before tax
plus fixed charges, adjusted to exclude capitalized interest. Fixed charges consist of interest expense, whether
expensed or capitalized, and an imputed or estimated interest component of rent expense (See Exhibit 12.1 for
calculation). For the year ended December 31, 1998, ratio of earnings to fixed charges was less than one-to-one
coverage due to za deficiency of $123.2 million caused by a writedown of the carrying value of our natural gas and oil
properties of $130 million ($84.5 million after taxes).
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

As discussed in Notes to the Consolidated Financial Statements — Note 11 — Restatement and Reclassifications, the
accompanying 2001 consolidated financial statements have been restated. The restatements have no effect on income from
operations or net income. The following Management’s Discussion and Analysis of Financial Condition and Results of
Operations reflects this restatement.

General

We are an independent natural gas and oil company engaged in the exploration, development, exploitation and
acquisition of domestic natural gas and oil properties. Cur operations are primarily focused in South Texas, offshore in the
Gulf of Mexico and in the Arkoma Basin of Oklahoma and Arkansas.

At December 31, 2002, our net proved reserves were 650 billion cubic feet equivalent or Befe, with a present value,
discounted at 10% per annum, of cash flows before income taxes of $1.3 billion. Our reserves are fully engineered on an
annual basis by independent petroleum engineers. Our focus is natural gas. Approximately 94% of our net proved reserves
at December 31, 2002 were natural gas, approximately 69% of which were classified as proved developed. We operate
approximately 85% of our properties.

During the year ended December 31, 2002 we drilled a total of 97 wells of which 84 were successful reflecting a
success rate of 86%. We produced a total of 103 billion cubic feet equivalent, or Befe, and increased our average daily
production during the year by 14% to 281 million cubic feet equivalent, or MMcfe, per day. We replaced 141% of our
production by adding 145 Bcfe in net proved reserves. We generated $282 million in cash flows from operations before
adjustments for changes in current assets and liabilities and invested a net $253 million in natural gas and oil properties,
including $65 million for producing properties acquired in South Texas and the Guif of Mexico.

We began exploring for natural gas and oil in December 1985 on behalf of The Brooklyn Union Gas Company.
Brooklyn Union is an indirect wholly owned subsidiary of KeySpan Corporation. KeySpan, a member of the Standard &
Poor's 500 Index, is a diversified energy provider whose principal natural gas distribution and electric generation operations
are located in the Northeastern United States. In September 1996 we completed our initial public offering and sold
approximately 34% of our shares to the public with KeySpan retaining the balance. As of December 31, 2002, THEC

Holdings Corp., an indirect wholly owned subsidiary of KeySpan, owned approximately 66% of the outstanding shares of
our common stock.

As an independent oil and gas producer, our revenue, profitability and future rate of growth are substantially dependent
upon prevailing prices for natural gas and oil, our ability to find and produce natural gas and oil and our ability to control
and reduce costs, all of which are dependent upon numerous factors beyond our control, such as economic, political and
regulatory developments and competition from other sources of energy. The energy markets have historically been very
volatile and commodity prices may fluctuate widely in the future. A substantial or extended decline in natural gas and oil
prices or poor drilling results could have a material adverse effect on our financial position, results of operations, cash
flows, quantities of natural gas and oil reserves that may be economically produced and access to capital.

Critical Accounting Policies and Use of Estimates

Revenue Recognition and Gas Imbalances. We use the entitlements method of accounting for the recognition of natural
gas and oil revenues. Under this method of accounting, income is recorded based on our net revenue interest in production
or nominated deliveries. We incur production gas volume imbalances in the ordinary course of business. Net deliveries in
excess of entitled amounts are recorded as liabilities, while net under deliveries are reflected as assets. Imbalances are

reduced either by subsequent recoupment of over-and under deliveries or by cash settlement, as required by applicable
contracts.

Hedging Activities. On January 1, 2001, we adopted Statementsof Financial Accounting Standards No. 133, as
amended, “Accounting for Derivative Instruments and Hedging Activities.” Our hedges are cash flow hedges and qualify
for hedge accounting under SFAS No. 133 and, accordingly, we cairy the fair market value of our derivative instruments on
the balance sheet as either an asset or liability and defer unrealized gains or losses in accumulated other comprehensive
income, Gains and losses are reclassified from accumulated other comprehensive income to the income statement as a

component of natural gas and oil revenues in the period the hedged production occurs. If any ineffectiveness occurs,
amounts are recorded directly to other income or expense.
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Full Cost Accounting. We use the full cost method to account for our natural gas and oil properties. Under full cost
accounting, all costs incurred in the acquisition, exploration and development of natural gas and oil reserves are capitalized
into a “full cost pool.” Capitalized costs include costs of all unproved properties, internal costs directly related to our
natural gas and oil activities and capitalized interest. We amortize these costs using a unit-of-production method. We
compute the provision for depreciation, depletion and amortization quarterly by multiplying production for the quarter by a
depletion rate. The depletion rate is determined by dividing our total unamortized cost base by net equivalent proved
reserves at the beginning of the quarter. Our total unamortized cost base is the sum of (i) our full cost pool; less {ii) our
unevaluated properties and their related costs which are excluded from the amortization base until we have made a
determination as to the existence of proved reserves; plus (iii) estimates for future development costs as well as future
abandonment and dismantlement costs. We review our unevaluated properties at the end of each quarter to determine if the
costs incurred should be reclassified to the full cost pool and thereby subject to amortization. Sales of natural gas and oil
properties are accounted for as adjustments to the full cost pool, with no gain or loss recognized, unless the adjustment
would significantly alter the relationship between capitalized costs and proved reserves.

Under full cost accounting rules, total capitalized costs are limited to a ceiling equal to the present value of future net
revenues, discounted at 10% per annum, plus the lower of cost or fair value of unproved properties less income tax effects
(the "ceiling limitation"). We perform a quarterly ceiling test to evaluate whether the net book value of our full cost pool
exceeds the ceiling limitation. If capitalized costs (net of accumulated depreciation, depletion and amortization) less
deferred taxes are greater than the discounted future net revenues or ceiling limitation, a writedown or impairment of the
full cost pool is required. A writedown of the carrying value of the full cost pool is a non-cash charge that reduces earnings
and impacts stockholders' equity in the period of occurrence and typically results in lower depreciation, depletion and
amortization expense in future periods. Once incurred, a writedown is not reversible at a later date.

The ceiling test is calculated using natural gas and oil prices in effect as of the balance sheet date, held constant over the
life of the reserves. We use derivative financial instruments that qualify for hedge accounting under SFAS No. 133 to hedge
against the volatility of natural gas prices, and in accordance with current Securities and Exchange Commission guidelines,
we include estimated future cash flows from our hedging program in our ceiling test calculation. In calculating our ceiling
test at December 31, 2002, we estimated that we had a full cost ceiling “cushion”, whereby the carrying value of our full
cost pool was less than the ceiling limitation. No writedown is required when a cushion exists. Natural gas prices continue
to be volatile and the risk that we will be required to write down our full cost pool increases when natural gas prices are
depressed or if we have significant downward revisions in our estimated proved reserves.

Use of Estimates. The preparation of the consolidated financial statements in conformity with accounting principals
generally accepted in the United States of America requires our management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the dates of the financial
statements and the reported amounts of revenues and expenses during the reporting periods. Our meost significant financial
estimates are based on remaining proved natural gas and oil reserves. Estimates of proved reserves are key components of
our depletion rate for natural gas and oil properties and our full cost ceiling limitation.

Natural gas and oil reserve quantities represent estimates only. Under full cost accounting, we use reserve estimates to
determine our full cost ceiling limitation as well as our depletion rate. We estimate our proved reserves and future net
revenues using sales prices estimated to be in effect as of the date we make the reserve estimates. We hold the estimates
constant throughout the life of the properties, except to the extent a contract specifically provides for escalation. Natural gas
prices, which have fluctuated widely in recent years, affect estimated quantities of proved reserves and future net revenues.
Further, any estimates of natural gas and oil reserves and their values are inherently uncertain for numerous reasons,
including many factors beyond our control. Reservoir engineering is a subjective process of estimating underground
accumulations of natural gas and oil that cannot be measured in an exact manner. The accuracy of any reserve estimate is a
function of the quality of available data and of engineering and geological interpretation and judgment. In addition,
estimates of reserves may be revised based upon actual production, results of future development and exploration activities,
prevailing natural gas and oil prices, operating costs and other factors, and these revisions may be material. Reserve
estimates are highly dependent upon the accuracy of the underlying assumptions. Actual future production may be
materially different from estimated reserve quantities and the differences could materially affect future amortization of
natural gas and oil properties.
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Accounting for Stock Option Expense. For the years ended December 31, 2002, 2001 and 2000, we accounted for stock
options using the intrinsic value method prescribed under Accounting Principles Board Opinion 25 and accordingly, we did
not recognize compensation expense for stock options. On January 1, 2003, we adopted the fair value expense recognition
provisions of SFAS No. 123 “Accounting for Stock—Based Compensation” and as amended by SFAS No. 148,
“Accounting for Stock—-Based Compensation — Transition and Disclosure.” SFAS No. 148 proposes three alternatives
transition methods for adopting the fair value method under SFAS No. 123:

= Prospective Method — recognize fair value expense for all awards granted in the year of adoption but not previous
awards;

= Modified Prospective Method — recognize fair value expense for the unvested portion of all stock options granted,
modified, or settled since 1994 (i.e., the unvested portion of the prior awards or those granted in the year of adoption
must be recorded using the fair value method); and

= Retroactive Restatement Method — similar to the Modified Prospective Method except that all prior periods are
restated.

We adopted SFAS No. 123 using the Prospective Method and as a result will record as compensation expense the fair value
of all stock options issued subsequent to January 1, 2003. We do not expect the adoption of the provisions of SFAS No.
123 to have a material impact on our financial position, results of operations or cash flows.

New Accounting Pronouncements

SFAS No. 143, “Accounting for Asset Retirement Obligations,” addresses accounting and reporting for obligations
associated with the retirement of tangible long-lived assets and the associated asset retirement costs. SFAS No. 143 takes
effect January 1, 2003. SFAS No. 143 requires that the fair value of a liability for an asset's retirement obligation be
recorded in the period in which it is incurred and the corresponding cost capitalized by increasing the carrying amount of
the related long-lived asset. The liability is accreted to its then present value each period, and the capitalized cost is
depreciated over the useful life of the related asset. If the liability is settled for an amount other than the recorded amount, a
gain or loss is recognized. For all periods presented, we have included estimated future costs of abandonment and
dismantlement in our full cost amortization base and amortize these costs as a component of our depletion expense.

We have completed our assessment of SFAS No. 143. At December 31, 2002, we estimate that the present value of our
future Asset Retirement Obligation (“ARO”) for natural gas and oil property and related equipment is approximately $57
million. We estimate that the cumulative effect of our adoption of SFAS No. 143 and the change in the accounting
principle will be a charge to net income during the first quarter of 2003 of $4.3 million, $2.8 million net of taxes.

In April 2002 the Financial Accounting Standards Board (“FASB”) issued SFAS No. 145, “Rescission of FASB
Statements No. 4, No. 44, and No. 64, Amendment to FASB Statement No. 13 and Technical Corrections.” SFAS No. 145
streamlines the reporting of debt extinguishments and requires that only gains and losses from extinguishments meeting the
criteria in Accounting Policies Board Opinion 30 would be classified as extraordinary. Thus, gains or losses arising from
extinguishments that are part of a company's recurring operations would not be reported as an extraordinary item. SFAS
No. 145 is effective for fiscal years beginning after May 15, 2002. At this time, we do not expect the adoption of SFAS
No. 145 to have a material impact on our financial position, results of operations or cash flows.

SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities” was issued in September 2002 and
addresses accounting and reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task
Force (“EITF”) 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).” SFAS No. 146 requires that a liability for a cost
associated with an exit or disposal activity be recognized when the liability is incurred. Under Issue 94-3, a liability for an
exit cost was recognized at the date of an entity’s commitment to an exit plan. Under SFAS No 146, fair value is the
objective for initial measurement of the liability. SFAS No. 146 is effective for exit or disposal activities that are initiated
after December 31, 2002. At this time, we do not expect the adoption of SFAS No. 146 to have a material impact on our
financial position, results of operations or cash flows.

SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and Disclosure” was issued in December 2002
and the fransition guidance and annual disclosure provisions are effective for us for the year ended December 31, 2002.
SFAS No. 148 amends SFAS Statement No. 123, “Accounting for Stock Based Compensation™ and provides alternative
methods of transition for a voluntary change to the fair value method of accounting for stock-based employee
compensation. In addition, the statement amends the disclosure requirements of SFAS No. 123 to require prominent
disclosures in both annual and interim financial statements about the method of accounting for stock-based compensation
and the effect of the method used. We adopted SFAS No. 148 for 2002 and on January 1, 2003, we adopted the fair value
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expense recognition provisions of SFAS No. 123 on a prospective basis and as a result, we will record as compensation
expense the fair value of all stock options issued subsequent to January 1, 2003.

Acquisitions

KeySpan Joint Venture Assets. Cn October 11, 2002, we purchased from KeySpan a portion of the assets developed
under the joint exploration agreement with KeySpan Exploration & Production, LLC, a subsidiary of KeySpan. The
acquisition consisted of interests averaging between 11.25% and 45% in 17 wells covering eight of the twelve blocks that
were developed under the joint exploration agreement from 1999 through 2002. The interests purchased were in the
following blocks: Vermilion 408, East Cameron 81 and 84, High Island 115, Galveston Island 190 and 389, Matagorda
Island 704 and North Padre Island 883. KeySpan has retained its 45% interest in four blocks: South Timbalier 314 and
317 and Mustang Island 725 and 726, as these blocks are in various stages of development. KeySpan has committed to
continued participation in the ongoing development of these blocks including the completion of the platform and
production facilities at South Timbalier 314/317 together with possible further developmental drilling at both South
Timbalier 314/317 and Mustang Island 725/726. As of September 1, 2002, the effective date of the purchase, the estimated
proved reserves associated with the interests acquired were 13.5 Befe. The $26.5 million purchase price was paid in cash
and financed with borrowings under our revolving credit facility. Subsequent purchase price adjustments totaled $1.2
million. Our acquisition of the properties was accounted for as a transaction between entities under common control. Asa
result, the excess fair value of the properties acquired of $3.1 million ($2.0 million net of tax) was treated as a capital
contribution from KeySpan and recorded as an increase to additional paid-in capital during the fourth quarter of 2002.

Cur Board of Directors appointed a special committee, comprised entirely of independent directors to review the
proposed transaction with KeySpan. For assistance, the special committee retained special outside legal counsel as well as
the financial advisory firm of Petrie Parkman & Co. In addition, the special committee discussed the history and terms of
the transaction with our senior management. After completing its review, the special committee unanimously concluded
that the transaction was advisable and in our best interests and that the terms of the transaction were at least as favorable to
us as terms that would have been obtainable at the time in a comparable transaction with an unaffiliated party. In reaching
its decision, the special committee considered numerous factors in consultation with its financial and legal advisors. The
special committee also took into account the opinion delivered to it by Petrie Parkman & Co. to the effect that the
consideration to be paid by us in the transaction was fair to us from a financial point of view.

Burlington Acquisition. On May 30, 2002, we completed the purchase of natural gas and oil producing properties,
together with undeveloped acreage, from Burlington Resources Inc. located in the Webb and Jim Hogg Counties of South
Texas. The properties purchased cover approximately 24,800 gross (10,800 net) acres located in the North East
Thompsonville and South Laredo Fields. The properties purchased represent interests in approximately 123 producing
wells and total proved reserves of 37 Befe as of January 1, 2002, the effective date of the transaction. The North East
Thompsonville Field has 10 wells producing from the Wilcox formation, all of which we operate. This field represents
approximately 70% of the proved reserves and 75% of the current production associated with the acquisition. The South
Laredo Field, located in Webb County and in the Lobo Trend, contains 113 wells, all operated by a third party. The $39.5
million purchase price, which is net of a purchase price adjustment of $3.9 million and proceeds of $5.0 million from the
subsequent sale of a portion of the assets acquired, was financed by borrowings under our revolving bank credit facility.

Conoco Acquisition. On December 31, 2001, we completed the purchase from Conoco Inc. of natural gas and oil
properties and associated gathering pipelines and equipment, together with developed and undeveloped acreage, located in
the Webb and Zapata Counties of South Texas. The $69 million cash purchase price was financed by borrowings under our
revolving bank credit facility. The properties purchased cover approximately 25,274 gross (16,885 net) acres located in the
Alexander, Haynes, Hubbard and South Trevino Fields, which are in close proximity to our existing operations in the
Charco Field, and represent interests in approximately 159 producing wells. We operate approximately 95% of the
preducing wells we acquired. Our average working interest is 87%. Total proved reserves associated with the interests
acquired were 85 Bcfe, as of the October 1, 2001, the effective date of the transaction.
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Other Recent Developments

Joint Offshore Exploration Program. Effective September 1, 2002, we entered into a joint offshore exploration
agreement with El Paso Production Oil & Gas USA, L.P., a subsidiary of El Paso Corporation. Under the terms of the
agreement, El Paso contributed approximately $50 million for land, seismic and drilling costs in exchange for 50% of our
working interest in six specified prospects that we developed. El Paso pays 100% of the drilling costs to casing point or
100% of the “dry hole costs”, except for the High Island 115 prospect for which we have an obligation of $5 million for dry
hole costs. El Paso is the operator of four of the wells and we are operator of the remaining two. Under the terms of the
agreement, El Paso has the option to extend the exploration agreement beyond the initial six well program. The option
expires in August 2003. As of the date of this report, four wells in the program have been drilled. Two resulted in
discoveries and have been successfully completed and placed on-line. One well has been completed and is currently testing
and the fourth well has been temporarily abandoned and is being evaluated for further completion. The fifth well in the
program, High Island 115, currently drilling to a target depth of 21,000 feet. The sixth well in the program is currently
planned for the second quarter of 2003. El Paso will operate this well and if they elect not to drill the final well, all
interests in the prospect will revert back to us.

Severance Tax Refund. During July 2002, we applied for and received from the Railroad Commission of Texas a “high-
cost/tight-gas formation” designation for a portion of our South Texas production. The “high-cost/tight-gas formation”
designation will allow us to receive an abatement of severance taxes for qualifying wells in various fields. For qualifying
wells, production will be either exempt from tax or taxed at a reduced rate until certain capital costs are recovered. For
qualifying wells, we will also be entitled to a refund of severance taxes paid during a designated prior 48-month period.
Applications for refund are submitted on a well-by-well basis to the State Comptroller’s Office and due to timing of the
acceptance of applications, we are unable to project the 48-month look-back period for qualifying refunds. We currently
estimate that the total refund, for 2002 and prior periods, will be between $18 million to $23 million ($12 million to $15
million, net of tax), although we can provide no assurances that the actual total refund amount will fall within our current
estimate. During the fourth quarter of 2002, we recorded refunds totaling $10.4 million ($6.8 million net of tax) of which
$1.3 million related to refund of 2002 severance tax expense and $9.1 related to refunds of prior period expense.
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Results of Operations

The following table sets forth our historical natural gas and oil production data during the periods indicated:

Years Ended December 31,

2002 2001 2000
Production:
Natural gas (MMCE) .co.oveerreiiieiiec e 97,368 87,095 77,861
Ol (MBDIS) ..o cveeeeierererenieine e sererase sttt st sebenrenenes 859 459 311
Total (MMCe) ....oooriireeeereeeere st crs b evens 102,522 89,849 79,727
Average daily production (MMcfe/day) ........oceecvvernrnenennens 281 246 218
Average Sales Prices:
Natural gas (per Mcf) realized  ...........occoooovevimvrieerre $ 332 $ 432 § 346
Natural Gas (per Mcf) unhedged..........ccoovievnincneniccnene. 3.16 4.18 4.05
Ol (PEF BB ...ttt et sess s 23.99 22.83 27.22
Operating expenses (per Mcfe):
Lease Operating eXPense ..........cocerevereermeeararnrressssnserereneeseseens $ 033 8§ 028 § 030
SEVETANCE TAX ..c.eeevveieeieceineetecennt sttt et s e 0.09 0.12 0.12
Transportation EXPENSE .......couevveerrieierereriisirerereresiecsuereseserenes 0.09 0.09 0.09
Depreciation, depletion and amortization ..........c.cevevvevenenenn. 1.67 .43 1.12
Writedown in carrying value of natural gas and oil properties — 0.07 —
General and administrative, net.......cccoeevveeriereeceerereerenennn 0.13 0.19 0.11

() Average realized prices include the effect of hedges.
Recent Financial and Operating Resulds

Comparison of Years Ended December 31, 2002 and 2001

Production. Our production increased 14% from 89,849 million cubic feet equivalent, or MMicfe, for the year ended
December 31, 2001 to 102,522 MMcfe for the year ended December 31, 2002. The increase in production was primarily
attributable to production added from properties acquired in South Texas since December 31, 2001 together with newly
developed production generated from our subsequent development and workover programs initiated on these acquired
properties during 2002. During 2002, we successfully drilled and completed a total of 84 new wells, consisting of 75
onshore wells and ¢ offshore wells. Of the 75 wells drilled onshore, 54 were drilled in South Texas, of which 27 were
drilled on our newly acquired acreage with the balance being drilled in our Charco Field.

Onshore, our daily production rates increased 32% from an average of 117 MMcfe/day during 2001 to an average of
155 MMcfe/day during 2002. Properties acquired from Conoco Inc. on December 31, 2001 accounted for 33 MMcfe/day
of the increase for 2002 and properties acquired from Burlington Resources on May 30, 2002 accounted for 7 MMcfe/day
of the increase for 2002. Production from our Charco Field in South Texas averaged 83 MMcfe/day during the current year
and remained unchanged from 2001 rates. Production from all other onshore areas (Arkoma, East Texas, West Virginia
and South Louisiana) decreased 2 MMcfe/day or approximately 6% from an average of 34 MMcfe/day during 2001 to 32
MMcfe/day during 2002 primarily a result of a decrease in production in South Louisiana due principally to natural
reservoir decline.

Offshore, our production decreased 2% from an average of 129 MMcfe/day during 2001 to an average of 126
MMcfe/day during 2002. During January 2002, we initiated production from cur newly completed facilities at Vermilion
408. We added new facilities and a series of new wells throughout 2002 at East Cameron 81, 82 and 83. During
September and October 2002 we evacuated and shut-in offshore platforms and facilities due to Tropical Storms Faye and
Isidore and Hurricane Lili. We estimate that we shut-in approximately 756 MMcfe or 2 MMcfe/day on an annualized basis.
In October 2002, we acquired from KeySpan incremental working interests in 17 offshore wells that were initially
developed under a joint exploration agreement with KeySpan (see Note 6 — Related Party Transactions — KeySpan Joint
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Venture) from 1999 through 2002. Overall, for the year 2002, increments in production growth resulting from our
acquisition and our new exploration and development projects was offset by natural production declines in existing
properties.

Natural Gas and Oil Revenues. Natural gas and oil revenues decreased 11% from $387.2 million for year ended
December 31, 2001 to $344.3 million for the year ended 2002 as a result of a 24% decrease in average realized natural gas
prices, from $4.32 per Mcf during 2001 to $3.32 per Mcf in 2002, offset in part by a 14% increase in production for the
same period.

Natural Gas Prices. As aresult of hedging activities, we realized an average gas price of $3.32 per Mcf for the year
ended 2002, which was 105% of the average unhedged natural gas price of $3.16 that we otherwise would have received,
resulting in natural gas and oil revenues for 2002 that were $16.4 million higher than the revenues we would have achieved
if hedges had not been in place during the year. For the corresponding period during 2001, we realized an average gas price
of $4.32 per Mcf, which was 103% of the average unhedged natural gas price of $4.18 that otherwise would have been

received, resulting in natural gas and oil revenues that were $12.9 million higher than the revenues we would have achieved
if hedges had not been in place during the period.

Lease Operating Expense. Lease operating expenses increased 34% from $25.3 million in 2001 to $34.0 million in
2002. On an Mcfe basis, lease operating expenses increased 18% from $0.28 per Mcfe during 2001 to $0.33 per Mcfe
during 2002. The increase in both lease operating expenses and lease operating expenses per unit is attributable to the
continued expansion of our operations onshore and offshore combined with an increase in expenses during 2002, Onshore
operations expanded with the acquisition of approximately 304 new producing wells in South Texas from the December 31,
2001 acquisition from Conoco Inc. and the May 30, 2002 acquisition from Burlington Resources. Excluding the
incremental expenses relating to newly acquired properties, the increase in our onshore lease operating expenses is due
primarily to increased ad valorem taxes and increased compression expenses. Ad valorem taxes increased as a result of the
high natural gas prices experienced in 2001. Compression expenses increased during the second half of 2002 as we
implemented a project in the Charco Field to boost production by adding compressors to streamline and lower gathering
system pressure. Offshore, our lease operating expenses increased due to the addition of production facilities at Vermilion
408 and East Cameron 81, new processing fees attributable to oil production at Vermilion 408 where we have chosen to
have a third party process our oil rather than constructing our own oil facilities, the implementation of compression projects
to enhance production capabilities at several of our existing facilities and finally, an increase in well control insurance
premiums during the current year.

Severance Tax. Severance tax, which is a function of volume and revenues generated from onshore production,
decreased 14% from $11.0 million during 2001 to $9.5 million during 2002. On an Mcfe basis, severance tax decreased
from $0.12 per Mcfe during 2001 to $0.09 per Mcfe during 2002. The decrease in severance tax expense is primarily due
to $1.3 million recorded during the fourth quarter of 2002 related to refunds of expense incurred during the current year. In
July 2002, we applied for and received from the Railroad Commission of Texas a “high-cost/tight-gas formation”
designation for a portion of our South Texas production (see Note 9 — Commitments and Contingencies — Severance Tax
Refund). In addition to the $1.3 million recorded as a reduction to current year severance tax expense, we recorded as
“other non-operating income” $9.1 million for refunds relating to prior periods. Excluding the effect for the $1.3 million,
severance tax would have been $10.8 million and $0.11 per Mcfe during 2002 compared to $11.0 million and $0.12 per
Mcfe for 2001. Expense is comparable because wellhead prices were 25% lower during 2002 as compared to welthead
prices received during 2001; however, our onshore production increased by 32% during 2002 which accounts for the
decrease in the adjusted severance tax on a per unit basis.

Transportation Expense. We applied Emerging Issues Task Force (“EITF”) No. 00-10 “Accounting for Shipping and
Handling Fees and Costs” for all periods presented. Pursuant to our application of EITF No. 00-10, transportation expenses
previously reflected as a reduction of natural gas and oil revenues were added back to the related revenues and reclassified
as a separate component of operating expense. For the year ended December 31, 2001, natural gas and oil revenues, total
revenues, transportation expense and total operating expenses were restated. The application of EITF No. 00-10 had no
effect on operating income or net income. See Note 11 — Restatement and Reclassification Made to Consolidated
Statements of Operations for Transportation Expense.

Transportation expense for 2002 increased 21% from $7.7 million and $0.09 per Mcfe during 2001 to $9.3 million and

$0.09 per Mcfe during 2002. The increase in expense is due primarily to the 32% increase in our onshore production
volume during 2002 as compared to 2001.
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Depreciation, Depletion and Amortization. Depreciation, depletion and amortization expense increased 33% from
$128.7 million during 2001 to $171.6 million for the year of 2002. Depreciation, depletion and amortization expense per
Mcfe increased 17% from $1.43 during 2001 to $1.67 during 2002. The increase in depreciation, depletion and
amortization expense was a result of higher production volumes combined with a higher depletion rate. Our depletion rate
has increased during 2002 as we completed the evaluation of several properties that were classified as unproved at
December 31, 2601. As evaluation is completed, the costs associated with these properties were reclassified into our
amortization base. The higher depletion rate is a result of a combination of adding costs to the full cost pool with fewer
new reserves being added from exploration and developmental drilling together with an overall increase in our finding and
development costs. We believe that higher finding costs are being experienced across the industry, particularly for
companies our size whose primary area of exploration is the Quter Continental Shelf or the shaliow waters of the Gulf of
Mexico. Because the Guter Continental Shelf is a mature producing area, it is becoming increasingly more difficult to find
and develop new reserves at historical costs.

General and Administrative Expenses, Net of Capitalized General and Administrative Expenses and Overhead
Reimbursements. General and administrative expenses, net of overhead reimbursements received from other working
interest owners of $1.2 million and $1.8 million during 2001 and 2002, respectively, and capitalized general and
administrative expenses directly related to oil and gas exploration and development activities of $12.8 million and $13.2
million, respectively, for 2001 and 2002, decreased 23% from $17.1 million during 2601 to $13.1 million during 2002.
Aggregate general and administrative expenses decreased 10% from $31.2 million during 2001 to $28.1 million during
2002. Included in aggregate and net administrative expenses during 2001 were paymenis totaling $5.2 million made in
connection with the termination of former executive officers’ employment contracts.

Excluding the one-time charges during 2001 for the termination of employment contracts, aggregate general and
administrative expenses would have been $26.0 million in 2001 compared to $28.1 million for 2002, an 8% increase for the
current year. The increase in expenses for 2002 is due to the overall expansion of our business, our workforce and our
office space. Payroll and employee benefits, rent and utilities and legal, accounting and consulting expenses have all
increased during 2002. Excluding the effect of the one-time charges during 2001, net general and administrative expenses
reflects a corresponding increase of 10% from $11.9 million during 2001 to $13.1 million during 2002. The increase in
overhead reimbursements during 2002 is due to an increase in the number of producing properties that we operate that have
third party working interests. Capitalized general and administrative expenses increased slightly by 3% during 2002 as
compared to 2001 as we capitalized approximately the same percentage of general and administrative expenses during both
2001 and 2002.

On an Mcfe basis, net general and administrative expenses decreased 32% from $0.19 per Mcfe during 2001 to $0.13
per Mcfe during 2002. Excluding the effect of the one-time charges taken in year of 2001 for the termination of
employment contracts totaling $5.2 million, net general and administrative expenses on a per Mcfe basis would have
remained unchanged at approximately $0.13 per Mcfe for both 2001 and 2002 with an increase in expense offset by an
increase in production.

Other Income and Expense. For the year ended 2002, we recorded other income of $9.1 million relating to refund of
severance tax paid in prior periods and recorded pursuant to our receipt of a “high-cost/tight sand” designation for a portion
of our South Texas production (see Note 9 — Commitments and Contingencies — Severance Tax Refund). During the year
0f 2001, we incurted an additional $0.1 million in expenses relating to a strategic review initiated in the fourth quarter of
1999 and completed in the first quarter of 2000. In September 1999, together with KeySpan, our majority stockholder, we
had announced our intention to review strategic alternatives for cur company and KeySpan’s investment in our company.
Consideration was given to a full range of strategic transactions including the possible sale of all or a portion of our assets.
On February 25, 2000, we announced, together with KeySpan, that the review of strategic alternatives for Houston
Exploration had been completed.

Interest Expense, Net of Capitalized Interest. Interest expense, net of capitalized interest, increased 147% from $3.0
million during 2001 to $7.4 million for 2002. Aggregate interest expense increased by 3% from $15.0 during 2001 to $15.4
million during 2002. The increase in aggregate interest is due to a decrease in interest rates from an average borrowing rate
of 7.43% during 2001 to an average borrowing rate of 5.38% during 2002 offset by an increase in our average borrowings
from $190.9 million during 2001 to an average ¢f $263.6 million for 2002. Capitalized interest decreased 33% from $12.0
million for 2001 to $8.0 million for 2002 and corresponds to the decrease in aggregate interest expense combined with a
decrease in exploratory drilling during 2002. Our capitalized interest is a function of exploratory drilling and unevaluated
properties, both of which were at lower levels during 2002.

Income Tax Provision. The provision for income taxes decreased 41% from $66.8 million for 2001 to $39.1 million for
2002 due to the 42% decrease in pre-tax income during 2002 from $189.4 million during 2001 to $109.6 million during
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2002 as a result of the combination of a decrease in natural gas revenues and increases in both operating expenses and net
interest expense.

Operating Income and Net Income. Operating income decreased 44% from $192.5 million during 2001 to $107.9
million during 2002 as a result of a decrease in revenues caused by a 23% decrease in realized natural gas prices offset only
in part by the 14% increase in production combined with a 21% increase in operating expenses. Corresponding to the
decrease in operating income, net income decreased 42% from $122.6 million during 2001 to $70.5 million during 2002
and includes the effects of higher interest expense and lower taxes.

Comparison of the Years Ended December 31, 2001 and 2000

Production. Our production increased 13% from 79,727 MMcfe for the year ended December 31, 2000 to 89,849
MMcfe for the year ended December 31, 2001. The increase in production was primarily attributable to newly developed
offshore production brought on-line since the end of the second quarter of 2000.

Offshore, our production increased 30% from an average of 99 MMcfe/day during 2000 to an average of 129
MMcfe/day during 2001. This increase is primarily attributable to a full year of production at West Cameron 587, North
Padre Island 883, Matagorda 704 and High Island 133/115 combined with newly developed production at Galveston Island
144, 190, 241 and 389, High Island 39 and East Cameron 83.

Onshore, our daily production rates decreased slightly by 2% from an average of 119 MMcfe/day during 2000 to an
average of 117 MMcfe/day during 2001. The onshore production decrease is primarily attributable to a decline in
production from our South Louisiana properties from an average of 11 MMcfe/day during 2000 to an average of 8
MMcfe/day during 2001 due primarily to natural reservoir decline. Average daily production from our Charco Field
together with production from our Arkoma, East Texas and West Virginia properties remained unchanged at an average of
83 MMocfe/day and 26 MMcfe/day, respectively.

Natural Gas and Oil Revenues. Natural gas and oil revenues increased 40% from $277.5 million for the year ended
December 31, 2000 to $387.2 million for the year ended December 31, 2001 as a result of a 26% increase in average
realized natural gas prices, from $3.46 per Mcf in 2000 to $4.32 per Mcf in 2001, combined with a 13% increase in
production for the same period.

Natural Gas Prices. As a result of hedging activities, we realized an average gas price of $4.32 per Mcf for the year
ended December 31, 2001, which was 103% of the average unhedged natural gas price of $4.18 that we otherwise would
have been received, resulting in natural gas and oil revenues for the year ended December 31, 2001 that were $12.9 million
higher than the revenues we would have achieved if hedges had not been in place during the period. For the corresponding
period during 2000, we realized an average gas price of $3.46 per Mcf, which was 85% of the average unhedged natural gas
price of $4.05 that otherwise would have been received, resulting in natural gas and oil revenues that were $46.3 million
lower than the revenues we would have achieved if hedges had not been in place during the period.

Lease Operating Expenses and Severance Tax. Lease operating expenses increased 7% from $23.6 million for the year
ended December 31, 2000 to $25.3 million for the year ended December 31, 2001. On an Mcfe basis, lease operating
expenses decreased from $0.30 per Mcfe during 2000 to $0.28 per Mcfe during 2001. The increase in lease operating
expenses for 2001 is attributable to the continued expansion of our operations, primarily from the addition of four new
offshore producing blocks during 2061 combined with a full year of operations from another four blocks brought on-line
during the second half of 2000. We saw service costs increase during the first half 2001 and stabilize during the later half of
the year which corresponded directly with the weakening of commodity prices and a slowdown in drilling activity across
the industry. The decrease in lease operating expenses per Mcfe reflects the 13% increase in production volume during
2001 due primarily to newly developed offshore production. Severance tax, which is a function of volume and revenues
generated from onshore production, increased from $9.8 million for the year ended December 31, 2000 to $11.0 million for
the year ended December 31, 2001. On an Mcfe basis, severance tax remained unchanged at $0.12 per Mcfe for each of the
years ended December 31, 2000 and 2001. The increase in severance tax expense reflects higher natural gas prices received
during 2001 combined with newly developed offshore production located in state waters brought on-line during the year.

Transportation Expense. We applied Emerging Issues Task Force (“EITF™) No. 00-10 “Accounting for Shipping and
Handling Fees and Costs” for all periods presented. Pursuant to our application of EITF No. 00-10, transportation expense
previously reflected as a reduction of natural gas and oil revenues were added back to the related revenues and reclassified
as a separate component of operating expense. For the years ended December 31, 2001 and 2000, natural gas and oil
revenues, total revenues, transportation expense and total operating expenses were restated and reclassified, respectively.
The application of EITF No. 00-10 had no effect on operating income or net income. See Note 11 — Restatement and
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Reclassification made to Consolidated Statements of Operations for Transportation Expense. Transportation expense
increased 12% from $6.9 million and $0.09 per Mcfe in 2000 to $7.7 million and $0.09 per Mcfe during 2001. The
increase in expense corresponds to the 13% increase in total production for 2001.

Depreciation, Depletion and Amortization. Depreciation, depletion and amortization expense increased 44% from $89.2
million for the year ended December 31, 2000 to $128.7 million for the year ended December 31, 2001, Depreciation,
depletion and amortization expense per Mcfe increased 28% from $1.12 during 2000 to $1.43 during 2001. The increase in
depreciation, depletion and amortization expense was a result of higher production volumes combined with a higher
depletion rate. The higher depletion rate is primarily a result of a higher level of capital spending during 2001 as compared
tc 2000 combined with the addition of fewer new reserves in 200! from exploration and developmental drilling.

Writedown in Carrying Value of Natural Gas and Oil Properties. At December 31, 2001, we were required under full
cost accounting rules to write down the carrying value of our full cost pool primarily as a result of weak natural gas prices.
In calculating the ceiling test, we estimated, using a December 31, 2001 wellhead price of $2.38 per Mcf, that our
capitalized costs exceeded the ceiling limitation by $6.2 million and accordingly we recorded a writedown of our full cost
pool and a charge to earnings during the fourth quarter of $4.0 million, net of tax.

General and Administrative Expenses. General and administrative expenses, net of overhead reimbursements received
from other working interest owners, of $3.6 million and $1.2 million for the years ended December 31, 2000 and 2001,
respectively, increased 92% from $8.9 million for the year ended December 31, 2000 to $17.1 million for the year ended
December 31, 2001. Included in reimbursements received from working interest owners were reimbursements totaling $2.5
million during 2000 received from KeySpan pursuant to our joint drilling venture with KeySpan (see Note 6 — Related
Party Transactions). Overhead reimbursements were terminated December 31, 2000 with the expiration of the initial
exploratory term of our joint drilling venture with KeySpan, and as a result we no longer receive reimbursement of general
and administrative expenses from KeySpan. We capitalized general and administrative expenses directly related to oil and
gas exploration and development activities of $9.6 million and $12.8 million, respectively, for the years ended December
31, 2000 and 2001. The increase in capitalized general and administrative expenses is a result of higher aggregate general
and administrative expenses during 2001. Aggregate general and administrative expenses were higher during 2001 as a
result of: (i) one-time payments totaling $5.2 million in connection with the termination of former executive officers'
employment contracts; (ii) expansion of our workforce; and (iii) an increase in incentive compensation and benefit related
expenses.

On an Mcfe basis, general and administrative expenses increased 73% from $0.11 during 2000 to $0.19 during 2001.
Excluding the one-time charges taken for the termination of employment contracts totaling $5.2 million, general and
administrative expenses on a per Mcfe basis would have increased 18% from $0.11 for 2000 to $0.13 for 2001. The higher
rate per Mcfe during 2001 reflects the increase in aggregate general and administrative expenses caused by the effects of
the termination of reimbursements received pursuant to our joint drilling venture with KeySpan which totaled $2.5 million
during 2000 combined with the expansion of the Company's workforce and higher incentive compensation and benefit
related expenses.

Interest Expense, Net. Interest expense, net of capitalized interest, decreased 74% from $11.4 million for the year ended
December 31, 2000 to $3.0 million for the year ended December 31, 2001. Aggregate interest expense decreased 40% from
$25.1 during 2000 to $15.0 million during 2001. The decrease in aggregate interest is due to a decrease in interest rates
combined with (i) the repayment of $85 million in borrowings under the revolving bank credit facility during the first nine
months of 2001; and (ii) the March 31, 2000 conversicn of $80 million in outstanding borrowings under a revolving credit
facility with KeySpan into 5,085,177 shares of our common stock {see Note 3 — Stockholders’ Equity — KeySpan Credit
Facility and Conversion). Capitalized interest decreased 12% from $13.7 million during 2000 to $12.0 million during 2001
and reflects the decrease in aggregate interest expense offset in part by a higher level of exploratory drilling during 2001
Our capitalized interest is a function of exploratory drilling and unevaluated properties. Interest rates on our total
outstanding borrowings averaged 7.43% during 2001 compared to 8.07% in 2000,

Income Tax Provision. The provision for income taxes increased from $42.5 million for the year ended December 31,
2000 to $66.8 million for the year ended December 31, 2001 due to the 48% increase in pre-tax income during 2001 from
$127.7 million during 2000 to $189.4 million during 2001 as a result of the combination of higher natural gas prices, an
increase in production, a decrease in interest expense offset in part by an increase in operating expenses.

Cperating Income and Net Income. For the year ended December 31, 2001, the 26% increase in natural gas prices
combined with the 13% increase in production, offset in part by a 43% increase in operating expenses, caused operating
income to increase 37% from $140.S million during 2000 to $192.5 million during 2001. Correspondingly, net income
increased 44% from $85.3 million for 2000 to $122.6 million for 2001 and reflects lower interest expense and higher taxes.
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Liguidity and Capital Resources

We currently fund our operations, acquisitions, capital expenditures and working capital requirements from cash flows
from operations, public debt and bank borrowings. We believe cash flows from operations and borrowings under our

revolving bank credit facility will be sufficient to fund our planned capital expenditures and operating expenses during
2003.

Cash Flows. As of December 31, 2002, we had a working capital deficit of $1.7 million and $147.6 million of
borrowing capacity available under our revolving bank credit facility. The working capital deficit is due to the
classification as a current liability of $35.0 million relating to the current portion of the fair market value of our derivative
instruments. Net cash provided by operating activities for 2002 was $243.9 million compared to $358.0 million during
2001. The decrease in net cash provided by operating activities was due to (i) a decrease in 2002 net income caused
primarily by lower realized natural gas prices, offset in part by an increase in production volumes during the current year
combined with (ii) a net increase in current assets and current liabilities at year end 2002 which is related to the timing of
cash receipts and payments. For 2002, the increase in current assets was caused primarily by an increase in receivables at
the end of 2002 due to higher gas prices and production volumes for the fourth quarter of 2002 as compared to the
corresponding period of 2001. Current liabilities (excluding the fair value of derivatives which is a non-cash item)
increased due to a higher level of drilling activity in the fourth quarter of 2002 as compared to the fourth quarter of 2001.
For the year of 2002, funds used in investing activities consisted of $252.1 million for net cash investments in property and
equipment, which compares to $368.3 million spent during 2001. Our cash position increased during 2002 as a result of net
borrowings under our revolving bank credit facility of $8 million compared to repayments totaling $1 million during 2001.
Cash increased by $9.7 million and $10.2 million, respectively, during 2002 and 2001 due to proceeds received from the
issuance of common stock from the exercise of stock options. As a result of these activities, cash and cash equivalents
increased $9.4 million from $8.6 million at December 31, 2001 to $13.0 million at December 31, 2002.

Investments in Property and Equipment. During the year of 2002, we invested $258.4 million in natural gas and oil
properties and $2.4 million for other property and equipment, which includes the expansion of our Houston office space
together with upgrades to our information technology systems and equipment. The table below summarizes our natural gas
and oil expenditures and our average “all-in” finding and development cost on an equivalent Mcf basis. Leasehold
acquisition costs include among other things, costs incurred for seismic, capitalized interest and capitalized general and
administrative costs. During 2002, 2001, 2000, 1999 and 1998, we capitalized a total of $21.1 million, $24.9 million, $23.3
million, $17.4 million and $17.3 million respectively, in capitalized interest and general and administrative expenses which
amounts are included in the line item “Leasehold and Lease Acquisition Costs™ in the table below. During 2002 we sold
non-core natural gas and oil assets for a total of $5.3 million, of which $5.0 million related to the sale of the McFarlan and
Maude Traylor Fields purchased in May 2002 as part of the group of properties acquired from Burlington Resources (see
Notes to Consolidated Financial Statements, Note 10 — Acquisitions — Burlington Acquisition).

Years Ended December 31,
(in thousands, except per unit amounts)

2002 2001 2000 1999 1998

Natural gas and oil capital expenditures
Producing property acquisitions ' ..........ccooooervuinnnen. $ 68,042 $ 69010 $ 13,935 $ 21,746 $ 165,319
Leasehold and lease acquisition cOSts ......c..cccoevrvuenene. 36,458 48,068 32,599 25,696 30,567
DevelopPmENnt ..o e 122,036 177,256 103,335 87,965 51,046
EXPloration ..o veiniiicccen i 26,536 72,056 34,160 12257 55,611
Total natural gas and oil capital expenditures $ 253072 $ 366390 $ 184029 § 147,664 § 302,543
Proved reserve additions (MMcfe) ......c.ccovvncneninnne 144,291 136,231 100,352 135,791 207,464
Finding and development cost per Mcfe ...........ccc..c. $ 1.75  § 269 $ 1.83 § 1.09 $ 1.46

M For the year ended December 31, 2002, producing property acquisitions is net of dispositions of $5.3 million.
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Future Capital Requirements. Our capital expenditure budget for 2003 is $286 million. This amount includes an
estimated $72 million for exploration, $193 million for development and facility construction and $21 million for leasehold
acquisition costs, which includes seismic, capitalized interest and general and administrative expenses. We do not include
property acquisition costs in our capital expenditure budget because the size and timing of capital requirements for
acquisitions are inherently unpredictable. The capital expenditure budget includes exploration and development costs
associated with projects in progress or planned for the upcoming year and amounts are contingent upon drilling success. No
significant abandonment or dismantlement costs are anticipated in 2003. No assurances can be made that amounts budgeted
will equal actual amounts spent. We will continue to evaluate our capital spending plans throughout the year. Actual levels
of capital expenditures may vary significantly due to a variety of factors, including drilling results, natural gas prices,
industry conditions and outlook and future acquisitions of properties. We believe cash flows from operations and
borrowings under our credit facility will be sufficient to fund these expenditures. We intend to continue to selectively seek
acquisition opportunities for proved reserves with substantial exploration and development potential both offshore and
onshore although we may not be able to identify and make acquisitions of proved reserves on terms we consider favorable.

Capital Structure

Revolving Bank Credit Facility. We entered into a new revolving bank credit facility, dated as of July 15, 2002, with a
syndicate of lenders led by Wachovia Bank, National Association, as issuing bank and administrative agent, The Bank of
Nova Scotia and Fleet National Bank as co-syndication agents and BNP Paribas as documentation agent. The new credit
facility replaced our previous $250¢ million revolving bank credit facility, and provides us with an initial commitment of
$300 million (for description of our previous revelving bank credit facility, see Note 2 — Long-term Debt and Notes.) The
initial $300 million commitment may be increased at our request and with prior approval from Wachovia to a maximum of
$350 million by adding one or more lenders or by allowing one or more lenders to increase their commitments. The new
credit facility is subject to borrowing base limitations; and our borrowing base has been set at $300 million. Our borrowing
base will be redetermined semi-annually, with the next redetermination scheduled for April 1, 2003. Up to $25 million of
the borrowing base is available for the issuance of letters of credit. The new credit facility matures July 15, 2003, is
unsecured and with the exception of trade payables, ranks senior to all of our existing debt.

At December 31, 2002, outstanding borrowings under our revolving bank credit facility were $152 million together with
$0.4 million in outstanding letter of credit obligations. Subsequent to December 31, 2002, we repaid a net $6 million under
the facility. At February 20, 2003, outstanding borrowings and letter of credit obligations under our revolving bank credit
facility totaled $147.4 million.

Senior Subordinated Notes. On March 2, 1998, we issued $100 million of 8%% Senior Subordinated Notes due January
1, 2008. The notes bear interest at a rate of 8%% per annum with interest payable semi-annually on January 1 and July 1.
We may redeem the notes at our option, in whole or in part, at any time on or after January 1, 2003 at a price equal to 100%
of the principal amount plus accrued and unpaid interest, if any, plus a specified premium which decreases yearly from
4.313% in 2003 to 0% in 2006. Upon the occurrence of a change of control, we will be required to offer to purchase the
notes at a purchase price equal to 101% of the aggregate principal amount, plus accrued and unpaid interest, if any. The
notes are general unsecured obligations and rank subordinate in right of payment to all existing and future senior debt,
including the credit facility, and will rank senior or equal in right of payment to all existing and future subordinated
indebtedness.

Contractual Obligations and Other Commercial Commitments

The table below summarizes our contractual obligations and commercial commitments at December 31, 2002. We have
no “off-balance sheet” financing arrangements.

At December 31, 2002
Payments Due by Period
Contractual Obligations 1 -3 years 4 —5 years after 5 years
(in thousands)
Revolving bank credit facility........ccovevvererenennee. $ 152000 $ — 3 -—
8%% senior subordinated notes ............cceeeeernnnn — -— 100,000
Operating leases.......cc.vvveeververeeeeereeriniensenenrinnns 3,363 2,331 3,323
Section 29 tax credit repurchase ...........cc.ccceu.ne. 2,000 — —
Total contractual obligations..........cccceeveverannnnee. $ 157363 § 2331 § 103,323




Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Natural Gas and Oii Hedging

We utilize derivative commodity instruments to hedge future sales prices on a portion of our natural gas and oil
production to achieve a more predictable cash flow, as well as to reduce our exposure to adverse price fluctuations of
natural gas. Our derivatives are not held for trading purposes. While the use of hedging arrangements limits the downside
risk of adverse price movements, it also limits increases in future revenues as a result of favorable price movements. The
use of hedging transactions also involves the risk that the counterparties are unable to meet the financial terms of such
transactions. Hedging instruments that we use are swaps, collars and options, which we generally place with major
investment grade financial institutions that we believe are minimal credit risks. Historically, we have not experienced
credit losses. We believe that our credit risk related to our natural gas futures and swap contracts is no greater than the risk
associated with the primary contracts and that the elimination of price risk reduces volatility in our reported results of
operations, financial position and cash flows from period to period and lowers our overall business risk; however, as a
result of our hedging activities we may be exposed to greater credit risk in the future.

During the fourth quarter of 2002, an increase in forward market prices for natural gas caused our mark-to-market
exposure with one counter party to surpass our contractual margin threshold as established under the contract. As a result,
we were required to post margin in the amount of $5.4 million. The margin payment earns interest at a market rate and will
be refunded if our mark-to-market exposure drops below the margin threshold as required under the contract. This will
occur if market prices decline from current levels. Subsequent to December 31, 2002, our margin was increased by $5.9
million to a balance of $11.3 million as of the date of our report.

QOur hedges are cash flow hedges and qualify for hedge accounting under SFAS No.133 and, accordingly, we carry the
fair market value of our derivative instruments on the balance sheet as either an asset or liability and defer unrealized gains
or losses in accumulated other comprehensive income. Gains and losses are reclassified from accumulated other
comprehensive income to the income statement as a component of natural gas and oil revenues in the period the hedged
production occurs. If any ineffectiveness occurs, amounts are recorded directly to other income or expense.

Changes in Fair Value of Derivative Instruments

The following table summarizes the change in the fair value of our derivative instruments for the twelve month period
from January 1 to December 31, 2002 and 2001, respectively. Stated amounts do not reflect the effects of taxes.

Change in Fair Value of Derivatives Instruments 2002 2001
(in thousands)

Fair value of contracts at January 1 .........c.ccoeecvnriiniceecineeccninnennens $ 53,771 § (75,069)

(Gain) loss on contracts realized...........ccocovrvecnienicriinneeieeieiiene (16,358) (12,926)

Fair value of new contracts when entered into during period....... — 5,931

(Decrease) increase in fair value of all open contracts.................. (76.185) 135,835

Fair value of contracts outstanding at December 31.................... $ (38772) $§ 53,771
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Derivatives in Place as of the Date of Cur Report

Oil. We entered into an oil swap as described in the following table. All amounts are in thousands, except for prices.
The swap covers the first six months of 2003 for 1,000 barrels per day with a contract price of $28.56 for months January
through March and $29.70 for months April through June.

Fixed Price Swaps Collars
NYMEX NYMEX
Yolume  Contract Yolume Contract Price
(MBDBI) Price (MBbI) Avg Floor Avg Ceiling
January 2003 ... 31 $ 2850 — — —
February 2003 ........cccooveivnnviinininnnn, 28 28.50 — — —
.......................................... 31 28.50 — — —
............................................ 30 29.70 — — —
............................................. 31 29.70 — —_ —
............................................. 30 29.70 — — —

Natural Gas. The following table summarizes, on a monthly basis, our hedges currently in place for 2003 and 2004.
All amounts are in thousands, except for prices. For the first three months of 2003, we have 185,000 MMBtu/day hedged
at an effective floor of $3.428 and an effective ceiling of $4.574. For the remaining nine months ¢f 2003, we have 190,000
MMBtu/day hedged at an effective floor of $3.417 and an effective ceiling of $4.548. For each month during 2004, we
have 100,000 MMBtw/day hedged at a floor of $3.750 and a ceiling of $5.045.

Fixed Price Swaps Collars
NYMEX NYMEX
Volume Contract Yolume Contract Price
(MMbtu) Price (MMbtu) Avg Floor Avg Ceiling
January 2003 ... 1,240 $ 3.194 4,495 $3.493 $ 4954
February 2003 .......ccoevvevvenierneercnereerennns 1,120 3.194 4,060 3.493 4.954
.............................................. 1,240 3.194 4,495 3.493 4.954
................................................ 1,200 3.194 4,500 3.476 4.909
................................................. 1,240 3.194 4,650 3.476 4,909
................................................. 1,200 3.194 4,500 3.476 4.909
................................................... 1,240 3.194 4,650 3.476 4.909
August 2003 ... 1,240 3.194 4,650 3.476 4.909
September 2003 .......cocoeeeeereeernninreenene 1,200 3.194 4,500 3.476 4.909
October 2003 ... 1,240 3.194 4,650 3.476 4.909
November 2003 ........coooovveieeecerrever e 1,200 3.194 4,500 3.476 4.909
December 2003 .........ooveveeeceeeeeeeieennn 1,200 3.194 4,650 3.476 4.909
January 2004 .....ccocioveiiieiee e _ - 3,100 3.750 5.045
February 2004 ........cooiiirveciinenccicnenene _ o 2,900 3.750 5.045
March 2004 ..........ccooeerieieiecreecereens . . 3,160 3.750 5.045
................................................ _ o 3,000 3.750 5.045
................................................. _ . 3,100 3.750 5.045
................................................. _ . 3,000 3.750 5.045
.................................................. . . 3,100 3.750 5.045
August 2004.......coviiiiiier e _ . 3,100 3.750 5.045
September 2004 ........cccorvvirirnniereceeieens _ . 3,000 3.750 5.045
October 2004 .......overveceeeee e, . . 3,100 3.750 5.045
November 2004 ..o, _ _ 3,000 3.750 5.045
December 2004 ... _ o 3,100 3.750 5.045



For natural gas, transactions are settled based upon the New York Mercantile Exchange or NYMEX price on the final
trading day of the month. For oil, our swaps are settled against the average NYMEX price of oil for the calendar month
rather than the last day of the month. In order to determine fair market value of our derivative instruments, we obtain mark-
to-market quotes from external counterparties.

With respect to any particular swap transaction, the counterparty is required to make a payment to us if the settlement
price for any settlement period is less than the swap price for the transaction, and we are required to make payment to the
counterparty if the settlement price for any settlement period is greater than the swap price for the transaction. For any
particular collar transaction, the counterparty is required to make a payment to us if the settlement price for any settlement
period is below the floor price for the transaction, and we are required to make payment to the counterparty if the settlement
price for any settlement period is above the ceiling price for the transaction. We are not required to make or receive any
payment in connection with a collar transaction if the settlement price is between the floor and the ceiling. For option
contracts, we have the option, but not the obligation, to buy contracts at the strike price up to the day before the last trading
day for that NYMEX contract.
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ftem 8. Financiel Statements
The financial statements required by this item are incorporated under Item 14 in Part IV of this report.
Item 9. Changes in and Disagreements With Accountants on Accounting and Financiel Disclosure

On March 29, 2002, our Board of Directors, upon recommendation of the Audit Committee, resolved not to renew the
engagement of our independent public accountants, Arthur Andersen LLP and to appoint Deloitte & Touche LLP as
independent public accountants.

The audit reports of Arthur Andersen on the consolidated financial statements of our company as of and for the fiscal
years ended December 31, 2000 and 2001 did not contain any adverse opinion or disclaimer of opinion, nor were they
qualified or modified as to uncertainty, audit scope or accounting principles.

During the two fiscal years ended December 31, 2001, and the subsequent interim period through March 29, 2002, there
were no disagreements with Arthur Andersen on any matter of accounting principles or practices, financial statement
disclosure, or auditing scope or procedure, which disagreements, if not resolved to Arthur Andersen’s satisfaction, would
have caused Arthur Andersen to make reference to the subject matter of the disagreement in connection with its reports.

None of the reportable events described under Item 304{a)(1)(v) of Regulation S-K occurred within the fiscal years
ended December 31, 2001 or within the interim period through March 29, 2002.

We provided Andersen with a copy of the above disclosures. A letter dated April 5, 2002, from Arthur Andersen stating
its agreement with our statements was listed under Item 7 and filed as Exhibit 16.1 and incorporated by reference into our
report on Form 8-K filed March 29, 2002.

During the two fiscal years ended December 31, 2001 and 2000, and the subséquent interim period through March 29,
2002, we did not consult with Deloitte & Touche regarding any of the matters or events set forth in Item 304(a)(2)(i) and
(ii) of Regulation S-K.
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Part I1L.
Item 10. Directors and Executive Officers of the Registrant

Executive Officers

The names and backgrounds of each of our executive officers are set forth below.

With Us
Name Age Since Office

William G. Hargett 53 2001 President and Chief Executive

Charles W. Adcock 49 1996 Senior Vice President and General Manager -
Offshore Division

John H. Karnes 43 2002 Senior Vice President and Chief Financial
Officer

Steven L. Mueller 49 2001 Senior Vice President and General Manager -
Onshore Division

Tracy Price 44 2001 Senior Vice President — Land

Roger B. Rice 58 2002 Vice President - Human Resources and
Administration

Thomas E. Schwartz 46 1990 Vice President — Geophysics

James F. Westmoreland 47 1986 Vice President, Chief Accounting Officer and
Secretary

William G. Hargett was appointed President and Chief Executive Officer and a Director on April 4, 2001. From May
5, 1999 until August 29, 2000, Mr. Hargett was President-North America of Santa Fe Snyder Corporation. Prior to that he
was President and Chief Operating Officer and a director of Snyder Oil Corporation. Prior to joining Snyder Oil
Corporation in April of 1997, Mr. Hargett served as President of Greenhill Petroleum Corporation, the U.S. oil and gas
subsidiary of Australian-based Western Mining Corporation from 1994 to 1997, Amax Qil & Gas, Inc. from 1993 to 1994
and North Central Oil Corporation from 1988 to 1993. Mr. Hargett was employed in various exploration capacities by
Tenneco Oil Corporation from 1974 to 1988 and Amoco Production Company from 1973 to 1974. Mr. Hargett earned a
B.S. and an M.S. from the University of Alabama.

Charles W. Adcock was appointed Senior Vice President and General Manager - Offshore Division effective October 1,
2001. From April 2000 to October 2001, Mr. Adcock served as Senior Vice President - Operations and Engineering. Mr.
Adcock held the position of Vice President—Project Development from September 1996 until April 2000. Mr. Adcock
held the same position, Vice President—Project Development, with Fuel Resources, Inc., a subsidiary of Brooklyn Union
that previously owned our onshore properties, from 1993 to 1996. Prior to joining Fuel Resources, Inc., Mr. Adcock
worked at NERCO Oil & Gas as Reservoir Engineering Specialist. Prior to NERCO, he held various engineering positions
with Apache, ANR Production and Aminoil U.S.A. Mr. Adcock is a Registered Professional Engineer in the State of

Texas, and received his B.S. in Civil Engineering from Texas A&M University and an M.B.A. from the University of St.
Thomas.

John H. Karnes was appointed Senior Vice President and Chief Financial Officer effective November 18, 2002. Prior
to joining Houston Exploration, Mr. Karnes was Vice President and General Counsel for Encore Acquisition Company of
Fort Worth, Texas since January 2002. During 2000 and 2001, Mr. Kames was Executive Vice President and Chief
Financial Officer of CyberCash, Inc., an internet payment software and services provider. Mr. Karnes also served as Chief
Operating Officer of CyberCash during the break up and sale of its operating divisions through a pre-packaged Chapter 11
bankruptcy proceeding in 2001. Mr. Karnes was Vice President and General Counsel of Snyder Qil Corporation, an
independent oil and gas exploration and production company, during 1998 and 1999. Prior to joining Snyder in 1998, Mr.
Kames was Divisional President/Corporate Senior Vice President at FIRSTPlus Financial Corporation, a consumer finance
and mortgage company. Mr. Karnes has Juris Doctorate from Southern Methodist University School of Law and a.Bachelor
in Business Administration - Accounting from the University of Texas at Austin.
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Steven L. Mueller was appointed to the newly created position of Senior Vice President and General Manager -
Onshore Division effective October 22, 2001. Prior to joining Houston Exploration, Mr. Mueller had been Senior Vice
President - Exploration and Production for Belco Oil and Gas Corp. Mr. Mueiler joined Belco Oil and Gas Corp. in 1996
and held various senior management positions involving oil and gas exploration. From 1992 to 1996 Mr. Mueller was
Exploitation Vice President for American Exploration Company. From 1988 to 1992, Mr. Mueller was Exploration
Manager - South Louisiana for Fina Gil and Chemical Company. Mr. Mueller begar: his career with Tennecc Oil
Corporation in 1975 and held various geological and engineering positions with Tenneco from 1975 to 1988. Mr. Mueller
received his B.S. in Geological Engineering from the Colorado School of Mines in 1975.

Tracy Price was appointed Senior Vice President — Land effective July 16, 2001. Prior to joining Houston Exploration,
Mr. Price had been Manager of Land and Business Development for Newfield Exploration Company since September
1990. From 1986 to 1990, Mr. Price was Land Manager with Apache Corporation. Prior to joining Apache Corporation,
Mr. Price served as Senior Landman for Challenger Minerals Inc. from 1983 to 1986 and worked as a landman for Phillips
Petroleum Company from 1981 to 1983. He received his B.B.A. in Petroleum Land Management from The University of
Texas.

Roger B. Rice was appointed to the newly created position of Vice President — Human Resources and Administration
effective March 1, 2002. Mr. Rice has worked as a paid consultant for Houston Exploration since June 2001. Prior to
joining Houston Exploration, Mr. Rice was Vice President and General Manager for Santa Fe Snyder Corporation from
1999 to 2001 where he was responsible for all onshore exploration and production activities in Texas and New Mexico.
Mr. Rice had been Vice President - Human Resources with Snyder Qi! Corporation from 1997 untii its merger with Santa
Fe Resources in 1999. From 1992 to 1997, Mr. Rice was Vice President Human Resources and Administration with
Apache Corporation. From 1989 to 1992, he was Managing Consultant with Barton Raben, Inc., an executive search and
consulting firm specializing in the energy industry. Previcusly, Mr. Rice was Vice President Administration for The
Superior Oil Company and held various management positions with Shell Oil Company. He earned his B.A. and M.B.A.
from Texas Technological University.

Thomas E. Schwartz has been Vice President — Geophysics since May 1998. Prior to his appointment to Vice
President, Mr. Schwartz was a senior offshore geophysicist for us from 1990 to 1998. From 1984 until 1990, Mr. Schwartz
held the positions of senior geologist and senior geophysicist for Sonat Exploration Company. Prior to joining Sonat
Exploration Company, he was an explorationist with Eason Oil Company from 1980 to 1984. Mr. Schwartz received his
B.S. in Geology from the University of New Orleans.

James F. Westmoreland has been Vice President, Chief Accounting Officer and Secretary since October 1995 and was
Vice President and Comptroller from 1986 to 1995. Mr. Westmoreland was supervisor of natural gas and oil accounting at
Seagull from 1983 to 1986. Mr. Westmoreland holds a B.B.A. in Accounting from the University of Houston.
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Board of Directors

The names and principal occupations of each of the members of our Board of Directors are set for below.

Director
Name Age Since Office
Robert B. Catell 66 1986 Chairman of the Board
Gordon F. Ahalt 75 1996 Director
David G. Elkins 61 1999 Director
Robert J. Fani 49 2002 Director
William G. Hargett 53 2001 Director
Harold R. Logan, Jr. 58 2002 Director
Gerald Luterman 59 2000 Director
H. Neil Nichols 65 2000 Director
James Q. Riordan 75 1996 Director
Donald C. Vaughn 67 1997 Director

Robert B. Catell has been Chairman of the Board of Directors since 1986. Mr. Catell is the Chairman and Chief
Executive Officer of KeySpan Corporation, a diversified energy provider, and has held this position since July 1998.
KeySpan owns approximately 67% of the shares our common stock. Mr. Catell joined KeySpan’s subsidiary, The
Brooklyn Union Gas Company, in 1958 and was elected Assistant Vice President in 1974, Vice President in 1977, Senior
Vice President in 1981 and Executive Vice President in 1984. Mr. Catell was elected Brooklyn Union’s Chief Operating
Officer in 1986 and President in 1990. Mr. Catell served as President and Chief Executive Officer of Brooklyn Union from
1991 to 1996 when he was elected Chairman and Chief Executive Officer and held these positions until the formation of
KeySpan in May 1998 through the combination of Brooklyn Union’s parent company, KeySpan Energy Corporation, and
certain assets of Long Island Lighting Company. Mr. Catell serves on the Boards of Alberta Northeast Gas, Ltd., Boundary
Gas Inc., Taylor Gas Liquids Fund, Ltd., Gas Technology Institute, Edison Electric Institute, New York State Energy
Research and Development Authority, Independence Community Bank Corp., Business Council of New York State, Inc.,
New York City Investment Fund, New York City Partnership and the Long Island Association. Mr. Catell received both
his Bachelor’s and Master’s Degrees in Mechanical Engineering from City College of New York. He holds a Professional
Engineer’s License in New York State, and attended Columbia University’s Executive Development Program and Harvard
Business School’s Advanced Management Program.

Gordon F. Ahalt has been a Director since 1996. Mr. Ahalt has been President of G.F.A. Inc., a petroleum
industry financial and management consulting firm, since 1982. Mr. Ahalt was a consultant to Brooklyn Union until May
1998. He was most recently a consultant to W.H. Reaves Co., Inc., an asset manager specializing in large cap petroleum,
public utilities and telecommunication equities. Mr. Ahalt serves as a Director for the Bancroft and Ellsworth Convertible
Funds, which specializes in convertible bond and debenture funds, and Cal Dive International, an offshore oil field service
company that provides subsea construction, inspection, maintenance, repair and salvage services. Mr. Ahalt received a B.S.
in Petroleum Engineering in 1951 from the University of Pittsburgh, attended New York University’s Business School and
is a graduate of Harvard Business School’s Advanced Management Program. He worked for Amoco Corporation from
1951 to 1955, Chase Manhattan Bank from 1955 to 1972, White Weld & Co., Inc. from 1972 to 1973, and Chase
Manhattan Bank from 1974 through 1976, and served as President and Chief Executive Officer of International Energy
Bank London from 1977 through 1979 and as Chief Financial Officer of Ashland Gil Inc. from 1980 through 1981.

David G. Elkins has been a director since July 27, 1999. In January of 2003, Mr. Elkins retired as President and Co-
CEO of Sterling Chemicals, Inc., a chemicals producing company. Sterling Chemicals commenced voluntary
reorganization proceedings under Chapter 11 of the Bankruptcy Code in July 2001 and successfully emerged in December
2002. Prior to joining Sterling Chemicals in 1998, Mr. Elkins was a senior partner in the law firm of Andrews & Kurth
L.L.P. where he specialized in corporate and business law, including mergers and acquisitions, securities law matters and
corporate governance matters. Mr. Elkins serves as a director of Sterling Chemicals, Inc., Guilford Mills, Inc. and
Memorial Hermann Hospital System. He received his J.D. degree from Southern Methodist University in 1968.
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Robert J. Fani was elected to our Board of Directors in May 2002. Mr. Fani was elected President -Energy Assets and
Supply of KeySpan in 2003. Mr. Fani joined KeySpan’s subsidiary, The Brooklyn Union Gas Company, in 1976 and has
held a variety of management positions. Prior to his election as President of KeySpan Energy Assets and Supply, he was
President of Energy Services and Supply since July 2001. Prior to that he was Executive Vice President Strategic Services.
From 1996 to 2000, he was Senior Vice President, Marketing and Sales/Strategic Marketing. Currently, Mr. Fani oversees
KeySpan’s electric services business unit, its gas supply and energy management group, as well as its asset management
and development group. Mr. Fani is a trustee with City College of New York and Neighborhcod Housing Association. Mr.
Fani received a B.S. in mechanical engineering from City College of New York in 1976, an M.B.A. from St. John’s
University in 1982 and a J.D. from New York Law School in 1986.

William G. Hargett was appointed President and Chief Executive Officer and a Director on April 4, 2001. From May
5, 1999 until August 29, 2000, Mr. Hargett was President-North America of Santa Fe Snyder Corporation. Prior to that he
was President and Chief Operating Officer and a director of Snyder Gil Corporation. Prior to joining Snyder Oil
Corporation in April of 1997, Mr. Hargett served as President of Greenhill Petroleum Corporation, the U.S. oil and gas
subsidiary of Australian-based Western Mining Corporation from 1994 to 1997, Amax Cil & Gas, Inc. from 1993 to 1994
and North Central Cil Corporation from 1988 to 1993. Mr. Hargett was employed in various exploration capacities by
Tenneco Oil Corporation from 1974 to 1988 and Amoco Production Company from 1973 to 1974. Mr. Hargett earned a
B.S. and an M.S. from the University of Alabama.

Harold R. Logan, Jr., was appointed to our Board of Directors on December 20, 2002. Mr. Logan is presently Director
and Chairman of the Finance Committee of the Board of Directors of TransMontaigne, Inc. and from 1995 through 2002 he
was the Chief Financial Officer, Executive Vice President and Treasurer and a Director of TransMontaigne. From 1985 to
1994, Mr. Logan was Senior Vice President/Finance and a Director of Associated Natural Gas Corporation. Prior to joining
Associated Natural Gas Corporation, Mr. Logan was with Dillon, Read & Co. Inc. and Rothschild, Inc. In addition, Mr.
Logan is a Director of Suburban Propane Partners, L.P., Graphic Packaging Corporation, and Rivington Capital Advisors
LLC. Mr. Logan received a B.S. in Economics from Oklahoma State University and an M.B.A. — Finance from Columbia
University Graduate School of Business.

Gerald Luterman has been a Director since May 2000. Mr. Luterman is Executive Vice President and Chief Financial
Officer of KeySpan. He joined KeySpan in August 1999 as Senior Vice President and Chief Financiai Cfficer. Prior to
being appointed to his position at KeySpan, Mr. Luterman was the Chief Financial Officer of barnesandnoble.com, an
internet bookstore, from Febiuary 1999 to August 1999; the Senior Vice President and Chief Financial Officer of Arrow
Electronics, Inc., a distributor of electronic components and computer products, from April 1996 to February 1999. Prior to
that, from 1985 to 1996, Mr. Luterman held executive positions with American Express, including Executive Vice
President and Chief Financial Officer of the Consumer Card Division from 1991 to 1996. Mr. Luterman is a Canadian
Chartered Accountant and received an MBA from Harvard Business School.

H. Neil Nichols has been a Director since May 2000. Mr. Nichols is Senior Vice President of Corporate Development
and Asset Management for KeySpan and has held this position since March 1999. Mr. Nichols also serves as President of
KeySpan Energy Development Corporation, a subsidiary of KeySpan, a position to which he was elected in March 1998.
Prior to joining KeySpan in 1997, Mr. Nichols was an owner and President of Corrosion Interventions Ltd., a company
based in Toronto, Canada, from 1996 to 1997 and Chairman, President, and Chief Executive Officer of Battery
Technologies, Inc., from 1993 to 1995. Mr. Nichols began his career in the natural gas industry with TransCanada
PipeLines Limited in 1956 and held various development positions until 1973 at which time he became Treasurer of
TransCanada, serving as Treasurer until 1977. From 1977 to 1981, Mr. Nichols was Vice President of Finance and
Treasurer of TransCanada, Senior Vice President of Finance from 1981 to 1983, Senior Vice President of Finance and
Chief Financial Officer from 1983 to 1988 and Executive Vice President from 1988 to 1989. Mr. Nichols currently is a
director of various KeySpan subsidiaries and is a member of the Board of Directors of Taylor Gas Liquids and KeySpan
Energy Canada. Mr. Nichols is a Certified Management Accountant and a member of the Financial Executives Institute.

James Q. Riordan has been a Director since 1996 and was a Director of KeySpan from May 1998 until his retirement
in May 2002. Mr. Riordan is the retired Vice Chairman and Chief Financial Officer of Mobil Corp. He joined Mobil
Corp. in 1957 as Tax Counsel and was named Director and Chief Financial Officer in 1969. Mr. Riordan served as Vice
Chairman of Mobil Corp. from 1986 until his retirement in 1989. He joined Bekaert Corporation in 1989 and was elected
its President, and served as President until his retirement in 1992. Mr. Riordan is a Director of Tri-Continental
Corporation; Director/Trustee of the mutual funds in the Seligman Group of investment companies; Trustee for the
Committee for Economic Development and The Brookiyn Museum; and Member of the Policy Council of the Tax
Foundation.
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Dorald C. Vaughn has been a Director since 1997 and is retired Vice Chairman of Halliburton Company, an oilfield
services company, where he served in that capacity from the time Dresser Industries, Inc. merged with Halliburton in 1998
until his retirement on March 31, 2001. Prior to the merger, Mr. Vaughn was President, Chief Operating Officer and
member of the board of directors of Dresser starting in 1996. Prior to his appointment as President and Chief Operating
Officer of Dresser, Mr. Vaughn served as Executive Vice President of Dresser, responsible for Dresser’s Petroleum
Products and Services and Engineering Services Segment, from November 1995 to December 1996; Senior Vice President
of Operations of Dresser from January 1992 to November 1995; and Chairman, President and Chief Executive Officer of
The M.W. Kellogg Company, an international engineering and construction company, from November 1983 to June 1996.
Mr. Vaughn joined M.W. Kellogg in 1958 and is a registered professional engineer in the State of Texas. He has been
recognized as a distinguished engineering alumnus of Virginia Polytechnic Institute, from which he holds a B.S. in civil
engineering. Mr. Vaughn serves as a director of SHAWCOR Ltd., a publicly traded Canadian oil service company.

Compliance With Section 16(a)

Section 16(a) of the Exchange Act requires our directors and officers, and persons who own more than 10% of the
common stock, to file initial reports of ownership and reports of changes in ownership of common stock on Forms 3, 4, and
5 with the Securities and Exchange Commission and the New York Stock Exchange. Officers, directors and greater than
10% stockhoiders are required by Securities and Exchange Commission regulations to furnish us with copies of any forms
that they file. Based solely on a review of the forms submitted to the Company, it appears that there was no person subject
to the reporting requirements of Section 16 of the Exchange Act that filed to file on a timely basis reports required under
Section 16.

Item 11. Executive Compensation

Compensation of Directors

We pay each outside Director a fee of $5,000 per calendar quarter and $1,000 per board meeting and $1,000 per
committee meeting attended. We pay chairmen of committees of our Board of Directors an additional fee of $500 per
committee meeting. These fees are payable in cash or, at the option of the Director, may be deferred in an unfunded
phantom stock or interest-bearing account, pursuant to our Deferred Compensation Plan for Non-Employee Directors.

In addition to these fees, each person who becomes a non-employee Director receives an option to purchase 5,000
shares of our common stock on the date of his or her election to the Board. On September 20 of each year, or the next
following business day, we grant to each non-employee Director a non-qualified option to purchase 2,000 shares of our
common stock. Options granted to Non-Employee Directors fully vest and become exercisable on the date of grant.
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Summary Compensation Table

The following table sets forth summary information concerning the compensation we paid or accrued during each of the last

three fiscal years to our Chief Executive Officer and each of our four other most highly compensated executive officers
(collectively, the “Named Executive Officers”):

Long-Term Compensation

Restricted Securities
Anpual Compensation™ Stock Underlying LTIP All Other

Name and Principal Position Year Salary($) Bonus(S) Awards($)® Options(®)® Payouts($)® Compensation($)"”

William G. Hargett ..., 2002 § 433,000 $ 306,000 $ — 95,000 $ — $ 87,000
President and Chief Executive Officer 2001 299,000 321,100 256,000 158,000 — 10,500

2000 — — — — —

Charles W. AdCOCK....c.coeriereeriucnenmicencenns 2002 235,000 131,000 — 39,000 — § 46,000
Senior Vice President and General 2001 213,000 304,000 — 47,619 48,000 10,500
Manager—Offshore Division 2000 192,000 173,000 — — 50,000 10,500

Steven L. Mueller.....c.cooocvciriciionncncncans 2002 $ 235000 $ 131,000 — 39,000 $ — % 36,000
Senior Vice President and General 2001 45,000 27,000 — 50,000 — —
Manager — Onshore Division 2000 — — — — — —_

Thomas E. SChwartz .........ccccoevveenieccnne. 2002 $§ 202,000 § 135,000 — 20,000 b — 3 77,000
Vice President - Geophysics 2001 193,000 286,000 — 47,619 23,000 120,500

2000 179,000 162,000 — — 24,000 57,500

James F. Westmoreland............c.cooveeecnnennn. 2002 $ 203,000 $ 123,000 — 20,000 $ — $ 60,000
Vice President, Chief Accounting 2001 193,000 286,000 — 47,619 68,000 51,500
Officer and Secretary 2000 179,000 162,000 — — 70,000 29,500

M

@

@A)

(O]

*)

Annual compensation amounts exclude prerequisites and other personal benefits because the compensation did not exceed
the lesser of $50,000 or 10% of the total annual salary and bonus reported for each Named Executive Cfficer.

Bonus amounts for 2000 include a special bonus of 15% of base salary paid in April 2000 pursuant to the conclusion and
termination of the strategic review process we initiated in September 1999. Amounts include; $26,000 each for Messrs.
Adcock, Westmoreland and Schwartz.

Bonus amounts for 2001 include a special bonus paid in January 2001 in connection with the grant of non-qualified stock
options. Amounts include: $167,000 each for Messrs. Adcock, Schwartz and Westmoreland.

Pursuant to Mr. Hargett’s employment agreement dated April 4, 2001, Mr. Hargett was granted 10,000 restricted shares of common stock
at $25.58 per share, which vest in on-third increments over a three-year period on each anniversary date of the grant, but vest in full if Mr.
Hargett terminates his employment for good reason or if we terminate Mr. Hargett for any reason other than cause, as defined in the
employment agreement.

We did not issue any stock appreciation rights or stock options to Named Executive Officers during 2000.

Long-term Incentive Payouts (“LTIP”) for 2001 and 2000 were cash payments pursuant to phantom stock rights granted in
December 1996, of which 20% were payable on December 16th of each of the years 1997 through 2001. Each phantom stock
right represented the right to receive a cash payment determined by the average closing price on the NYSE of one share of
common stock for the five trading days preceding the payout date multiplied by the number of Phantom Stock Rights payable
on the payout date.

Includes distributions atiributable to overriding royalty interests in our properties paid to Mr. Schwariz of $36,000, $110,000
and $47,000, respectively, for 2002, 2001 and 2000, and paid to Mr. Westmoreland of $14,000, $41,000 and $19,000,
respectively, for 2002, 2001 and 2000. Also includes matching contributions we made under our 401(k) and Deferred
Compensation Plans.
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Options Granted in 2002

The following table provides certain information with respect to options granted to the Named Executive Officers
during 2002 under the 2002 Long-Term Incentive Plan.

Individual Grants®

Percent of
Total
Number of Options Potential Realizable Value
Securities Granted to At Assumed Annual
Underlying  Empleyees  Exercise or Rates of Stock Price
Opticns in Fiscal Base Price Expiration Appreciation for Option Term™
Name Granted(#) Year ($/Sh) Date 5% (%) 18% ($)
William G. Hargett 95,000 12.6% $ 30.10 10/16/2012 $ 1,798,324 $ 4,557,307
Charles W. Adcock 39,000 5.2% 30.10 10/16/2012 738,259 1,870,894
Steven L. Mueller 39,000 5.2% 30.10 10/16/2012 738,259 1,870,894
Thomas E. Schwartz 20,000 2.7% 30.10 10/16/2012 378,595 959,433
James F. Westmoreland 20,000 2.7% 30.10 10/16/2012 378,595 959,433

() wWe have not issued any stock appreciation rights to the Named Executive Officers.

@ The Securities and Exchange Commission requires disclosure of the potential realizable value or present value of each
grant. The disclosure assumes the options will be held for the full ten-year term. The actual value, if any, an executive
officer may realize will depend upon the excess of the stock price over the exercise price on the date the option is
exercised. There can be no assurance that the stock price will appreciate at the rates shown in the table.

Aggregated Option Exercises in 2002 and Fiscal Year-End Option Values

The following table provides information regarding stock options exercised by the Named Executive Officers during the
fiscal year ended December 31, 2002, the number of shares of common stock underlying unexercised options held by each
Named Executive Officer and the value, based on the closing price of our common stock on the NYSE of $30.60 on
December 31, 2002, of exercisable and unexercisable “in the money” stock options held by each of the Named Executive

Officers.
Number of Securities Value of Unexercised
Underlying In-the-Meoney
Unexercised Options at Options at
Fiscal Year-End (#) Fiscal Year-End ($)
Shares
Acquired on Value
Name Exercise(#) Realized($) ) Exercisable Unexercisable Exercisable Unexercisable

William G. Hargett ......... 31,600 § 206,557 — — $ — $ 689,068
Charles W, Adcock......... 25,800 370,446 23,848 82,871 124,499 247,175
Steven L. Mueller ........... — — 10,000 79,000 — 19,500
James F. Westmoreland .. 40,963 556,514 8,648 64,453 -— 244,681
Thomas E. Schwartz ....... 41,400 489,492 14,648 63,871 45,975 237,675

() The value realized upon the exercise of a stock option is equal to the difference between the market price on the
date of exercise and exercise price of the stock option.

Compensation Cemmittee Interlock and Insider Participation

Robert B. Catell, a member of the Compensation Committee, is Chairman of the Board and Chief Executive Officer of
KeySpan. Mr. Riordan, a member of the Compensation Committee, was a member of KeySpan’s Board of Directors from
1998 until his retirement in May 2002. KeySpan owns approximately 66% of our common stock.

-43-




Item 12. Secwrity Ownership of Beneficial Owners and Management

The following table presents information as of February 20, 2003 regarding the beneficial ownership of our common
stock by common stock equivalents credited to each person who we know to own beneficially more than five percent of the
outstanding shares of common stock, each Director, our executive officers, all Directors and executive officers as a group.
Unless otherwise indicated, each person shown below has the sole power to vote and the sole power to dispose of the shares
of common stock listed as beneficially owned.

Common Stock Beneficially Ownred

Options Total Percent
Commeon Stock to Purchase of
and Common Common Phantom Steck Commeon
Name of Beneficial Owner Stock Options Steck Steck!" Rights @ Steek!"
KeySpan Corporation® .........
One MetroTech Center
Brooklyn, NY 11201-3850 20,380,392 20,380,392 — — 66%
Robert B. Catell ....oocvereerernenn. 21,000 4,000 @ 17,000 — *
William G. Hargett ................ 17,333 3,333 @ 14,000 © — *
David G. EIKinS «eevevevrveeeneee. 18,000 5,000 13,000 — *
James Q. Riordan................... 17,500 500 @ 17,000 9,972 *
Donald C. Vaughn.................. 17,000 — 17,000 2,702 *
Gerald Luterman .................... 11,000 -0 11,000 —_— *
H. Neil Nichols .cvvvvereeeene. 11,000 —® 11,000 — *
Gordon F. Ahalt.....ccooveveennnn. 6,000 2,000 4,000 — *
Robert J. Fani.......cooceeercerncen. 7,000 —® 7,000 @ — *
Harold R. Logan, Jr. .....c........ 5,000 — 5,000 — #
Charles W. Adcock................. 26,324 2,476 23,848 (19 — #
James F. Westmoreland.......... 9,712 1,064 8,648 UV — #
Thomas E. Schwartz............... 14,648 — 14,648 (2 — #
Tracy Price........coovvvvrrrerrnreenn. 12,700 — 12,700 ¥ — *
Steven L. Mueller................... 10,000 — 10,000 4% - *
Roger B. Rice 7,000 — 7,000 9 — *
John H. Kames .......ocovveen.... — — — 9 — #
All Directors and
executive officers as a group
(17 persons) ......coocvvrccenrnneenee 211,217 18,373 192,844 12674 0.6 %

% Less than 1%.
M The Directors and officers have the right to acquire the shares of common stock reflected in this column currently or within 60
days of the date hereof through the exercise of stock options

@ The term Phantom Stock Rights refers to units of value which track the performance of common stock. The units do not
possess any voting rights or right to dispose of common stock and have been issued to non-employee Directors pursuant to our
Deferred Compensation Plan for Non-Employee Directors.

3)

KeySpan holds its shares through its indirect wholly owned subsidiary, THEC Holdings Corp.
@ Mr. Catell also owns 1,547,385 shares of KeySpan common stock, which includes (i) 1,456,601 outstanding options to
purchase shares of KeySpan common stock that are exercisable within 60 days of the date hereof; (ii) 13,801 shares of
KeySpan restricted stock; and (iii) 5,146 deferred stock units. In addition, Mr. Catell owns 12.82 shares of KeySpan preferred
stock.

) Mr. Hargett owns 6,667 shares of restricted common stock of which, 3,333 shares vest within 60 days of the date hereof with
the remaining 3,334 shares vesting on the anniversary date of the grant date or April 4, 2004. Mr. Hargett owns 221,400
options, 14,000 of which are exercisable within 60 days of the date hereof.
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Mr. Riordan also owns 24,800 shares of KeySpan common stock, which includes 3,300 options to purchase shares of KeySpan
common stock within 60 days from the date hereof.

Mr. Luterman also owns 169,261 shares of KeySpan common stock including 160,800 options to purchase KeySpan common
stock exercisable within 60 days; (ii) 3,042 shares of KeySpan restricted stock; and (iii) 1,389 deferred stock units.

Mr. Nichols also owns 130,505 shares of KeySpan common stock including (i) 128,399 outstanding options to purchase
KeySpan common stock exercisable within 60 days hereof and (ii) 1,775 shares of KeySpan restricted stock; and (iii) 1,707
deferred stock units. In addition, Mr. Nichols owns 12.82 shares of KeySpan preferred stock.

Mr. Fani owns 179,222 shares of KeySpan common stock which includes (i) 161,614 options to purchase KeySpan common
stock exercisable within 60 days of the date hereof; (ii) 4,438 shares of KeySpan restricted stock; and (iii) 2,768 deferred stock
units. In addition, Mr. Fani owns 12.82 shares of KeySpan preferred stock.

Mr. Adcock owns 106,719 options to purchase common stock, 23,848 which are vested.

Mr. Westmoreland owns 73,101 options to purchase common stock, 8,648 which are vested.

Mr. Schwartz owns 78,519 options to purchase common stock, 14,648 options are vested.

Mr. Price owns 83,500 options to purchase common stock, 12,700 options are vested.

Mr. Mueller owns 89,000 options to purchase common stock, 10,000 options are vested.

Mr. Rice owns 55,000 options, 7,000 of which are exercisable within 60 days of the date hereof.

Mr. Karnes owns 60,000 options, none of which have vested.

Based upon 30,961,418 shares outstanding as of February 20, 2003.
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Ttem 13. Certain Relationships and Related Transactions
Transactions with KeySpan

We began exploring for natural gas and oil in December 1985 on behalf of The Brooklyn Union Gas Company.
Brooklyn Union is an indirect wholly owned subsidiary of our majority stockholder, KeySpan. On September 20, 1996, we
completed an initial public offering and issued 7,130,000 shares, or 31%, of our common stock to the public. As of
February 20, 2003, THEC Holdings Corp., an indirect wholly owned subsidiary of KeySpan, owned approximately 66% of
the outstanding shares of our common stock.

KeySpan Joint Venture

Effective January 1, 1999, we entered into a joint exploration agreement with KeySpan Exploration & Production,
LLC, a subsidiary of KeySpan, to explore for natural gas and oil over an initial two-year term expiring December 31, 2000.
Under the terms of the joint venture, we contributed all of our then undeveloped offshore acreage to the joint venture and
we agreed that KeySpan would receive 45% of our working interest in all prospects drilled under the program. KeySpan
paid 100% of actual intangible drilling costs for the joint venture up to a specified maximum of $7.7 million in 2000 and
$20.7 million during 1999. Further, KeySpan paid 51.75% of all additional intangible drilling costs incurred and we paid
48.25%. Revenues are shared 55% to Houston Exploration and 45% to KeySpan. In addition, we received reimbursements
from KeySpan for a portion of our general and administrative costs.

Effective December 31, 2000, KeySpan and Housten Exploration agreed to end the primary or exploratory term of the
joint venture. As a result, KeySpan has not participated in any of our offshore exploration prospects unless the project
involved the development or further exploitation of discoveries made during the initial term of the joint venture. In
addition, effective with the termination of the exploratory term of the joint venture, we have not received any further
reimbursement from KeySpan for general and administrative costs.

From the inception of the joint venture in January 1999 through December 31, 2002, we drilled a total of 28 wells: 21
exploratory wells of which 17 were successful and seven development wells of which six were successful. KeySpan spent
a total of $118.3 million, with $19.0 million, $17.2 million and $46.5 million, respectively being spent during 2002, 2001
and 2000. Subsequent to the termination of the primary exploratory term of the joint venture, KeySpan’s participation in
additional wells was to further develop or delineate reservoirs previously discovered.

Acquisition of KeySpan Joint Venture Assets

On October 11, 2002, we purchased from KeySpan a portion of the assets developed under the joint exploration
agreement with KeySpan Exploration & Production, LLC, a subsidiary of KeySpan. The acquisition consisted of interests
averaging between 11.25% and 45% in 17 wells covering eight of the twelve blocks that were developed under the joint
exploration agreement from 1999 through 2002. The interests purchased were in the following blocks: Vermilion 408,
East Cameron 81 and 84, High Island 115, Galveston Island 190 and 389, Matagorda Island 704 and North Padre Island
883. KeySpan has retained its 45% interest in four blocks: South Timbalier 314 and 317 and Mustang Island 725 and 726
as these blocks are in various stages of development. KeySpan has committed to continued participation in the ongoing
development of these blocks which includes the completion of the platform and production facilities at South Timbalier
314/317 together with possible further developmental drilling at both South Timbalier 314/317 and Mustang Island
725/726. As of September 1, 2002, the effective date of the purchase, the estimated proved reserves associated with the
interests acquired were 13.5 Befe. The $26.5 million purchase price was paid in cash and financed with borrowings under
our revolving credit facility. Subsequent purchase price adjustments totaled $1.2 million. Cur acquisition of the properties
was accounted for as a transaction between entities under common control. As a result, the excess fair value of the
properties acquired of $3.1 million {$2.¢ million net of tax) was treated as a capital contribution from KeySpan and
recorded as an increase to additional paid-in capital during the fourth quarter of 2002.

Cur Board of Directors appointed a special committee, comprised entirely of independent directors to review the
proposed transaction with KeySpan. For assistance, the special committee retained special outside legal counsel as well as
the financial advisory firm of Petrie Parkman & Co. In addition, the special commiitee discussed the history and terms of
the transaction with our senior management. After completing its review, the special committee unanimously concluded
that the transaction was advisable and in our best interests and that the terms of the transaction were at least as favorable to
us as terms that would have been obtainable at the time in a comparable transaction with an unaffiliated party. In reaching
its decision, the special committee considered numerous factors in consultation with its financial and legal advisors. The
special committee also took into account the opinion delivered to it by Petrie Parkman & Co. to the effect that the
consideration to be paid by us in the transaction was fair to us from a financial point of view.
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KeySpan Credit Facility and Conversion

On March 31, 2000, we converted $80 million of borrowings that were outstanding under a revolving credit facility
with KeySpan into 5,085,177 shares of our common stock at a conversion price of $15.732 per share. The revolving credit
facility was entered into in November 1998 to fund the acquisition of our Mustang Island A31/32 Field. Upon conversion
on March 31, 2000, KeySpan’s ownership interest in our company increased from 64% to 70%. At December 31, 2002
KeySpan’s ownership in our company was 66% with the decrease attributable to an increase in our common shares
outstanding due to the exercise of stock options subsequent to the conversion transaction. The conversion price was
determined based upon the average of the closing prices of our common stock, rounded to three decimal places, as reported
under "NYSE Composite Transaction Reports” in the Wall Street Journal during the 20 consecutive trading days ending
three trading days prior to March 31, 2000. The conversion of the revolving credit facility and the corresponding issuance
of additional shares of our common stock to KeySpan was approved by our stockholders at our annual meeting held April
27, 1999. Borrowings under the facility bore interest at LIBOR plus 1.4% and we incurred a quarterly commitment fee of
0.125% on the unused portion of the maximum commitment. The credit facility terminated on March 31, 2000. For the
year ended December 31, 2000, we incurred $1.5 million in interest and fees to KeySpan.

Review of Strategic Alternatives

In September 1999, we, along with KeySpan, our majority stockholder, announced our intention to review strategic
alternatives for Houston Exploration and for KeySpan's investment in Houston Exploration. KeySpan was assessing the
role of our company within its future strategic plan, and was considering a full range of strategic transactions including the
sale of all or a portion of Houston Exploration. J.P. Morgan Securities Inc. was retained by KeySpan as financial advisor to
assist in the strategic review on behalf of KeySpan. Cur Board of Directors appointed a special committee comprised of
outside directors to assist in the review process. We retained Goldman, Sachs and Co. as financial advisor. On February
25, 2000, together with KeySpan we jointly announced that the review of strategic alternatives had been completed and that
KeySpan plans to retain its equity interest in us for the foreseeable future, however, KeySpan considers its investment in
Houston Exploration a non-core asset. We incurred expenses relating to this review of strategic alternatives totaling $0.1
million during 2001 and $1.8 million during 2000.

Sale of Section 29 Tax Credits

In January 1997, we entered into an agreement to sell to a subsidiary of KeySpan interests in our onshore producing
wells that produce from formations that qualify for tax credits under Section 29 of the Internal Revenue Code. Section 29
provides for a tax credit from non-conventional fuel sources such as oil produced from shale and tar sands and natural gas
produced from geopressured brine, Devonian shale, coal seams and tight sands formations. XeySpan acquired an economic
interest in wells that are qualified for the tax credits and in exchange, we:

> retained a volumetric production payment and a net profits interest of 100% in the properties,
received a cash down payment of $1.4 million and
> receive a quarterly payment of $0.75 for every dollar of tax credit utilized.

We manage and administer the daily operations of the properties in exchange for an annual management fee of
$100,000. The income statement effect, representing benefits received from Section 29 tax credits, was a benefit of $0.8
million, $0.8 million, and $0.9 million, respectively, for each of the years ended December 31, 2002, 2001, and 2000. The
tax credits expired December 31, 2002 and under the terms of the agreement, we are required to repurchase the interests in
the producing wells for KeySpan. We are planning to complete the repurchase transaction in 2003 and the repurchase price
is estimated at approximately $2.0 million.

Registration Rights Agreement.

Under a registration rights agreement entered into as of July 2, 1996 between us and THEC Holdings Corp., we have
agreed to file, upon the request of KeySpan, a registration statement under the Securities Act for the purpose of enabling
KeySpan to offer and sell any securities we issued to THEC Holdings. KeySpan may exercise these rights at any time. We
will bear the costs of any registered offering, except that KeySpan will pay any underwriting commissions relating to any
offering, any transfer taxes and any costs of complying with foreign securities laws at KeySpan’s request, and each party
will pay for its counsel and accountants. We have the right to require KeySpan to delay any exercise by KeySpan of its
rights to require registration and other actions for a period of up to 180 days if, in our judgment, we or any offering we are
then conducting or about to conduct would be adversely affected. We have also granted KeySpan the right to include its
securities in registration statements covering offerings by us, and we will pay all costs of offerings other than underwriting
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commissions and transfer taxes attributable to the securities sold on behalf of KeySpan. We have agreed to indemnify
KeySpan, its officers, directors, agents, any underwriter, and each person controlling any of the foregoing, against liabilities
under the Securities Act or the securities laws of any state or country in which our securities are sold pursuant to the
registration rights agreement.

Employment Agreements

We entered into an employment agreement with Mr. Hargett as President and Chief Executive Officer effective April 4,
2001. Mr. Hargett’s employment agreement was amended on May 17, 2002 to clarify that Mr. Hargett would be paid
reasonable compensation in an amount between $3,000,000 and $7,500,000 as determined under the agreement in the event
of the sale of all or substantially all of our assets or the acquisition by any person other than KeySpan of a majority of our
outstanding common stock. Currently, Mr. Hargett is entitled to an annual base salary of $450,000 and an annual incentive
bonus of 70% of base salary if we meet financial targets established by our Board of Directors. On the effective date of the
agreement, we granted Mr. Hargett 10,000 restricted shares of common stock, with fair value of $255,800, which vest in
one-third increments over a three-year period on each anniversary date of the grant. This restricted stock grant vests in full
if Mr. Hargett terminates his employment for good reasen or if we terminate Mr. Hargett for any reason other than cause, as
defined in the employment agreement. For the year ended December 31, 2002, Mr. Hargett was eligible to receive 70% of
his base salary as bonus under our Employee Annual Incentive Compensation Plan if certain pre-established objectives
were achieved for the year. Mr. Hargett achieved 7% of his targeted objectives. Mr. Hargett’s year-end base salary rate of
$450,000 was used in calculating his bonus award for 2002, and accordingly, he earned a cash bonus of $306,000.

Effective November 18, 2002, we entered into an employment agreement with John H. Karnes as Senior Vice
President and Chief Financial Officer. Under the agreement, we agreed to pay Mr. Karnes an annual salary of $275,000
and an annual incentive bonus of 55% of his base salary if we meet the targets set by our Board of Directors.

We have entered into employment agreements with Messer. Adcock, Mueller, Westmoreland, Rice, Schwartz and
Price. Under the terms of these agreements, these individuals receive base salaries of $245,000, $245,000, $230,000,
205,000, 205,000 and 195,000 respectively. Each individual is also entitled to annual incentive bonuses of 55% of base
salary if we meet financial targets established by our Board of Directors.

The initial term of all our employment agreements automatically extends to the third anniversary of the respective
effective date. The term of each agreement is automatically extended one year on each anniversary unless either party
gives notice at least 90 days prior to the anniversary of its intention not to extend the term of the agreement. We may
terminate all of our employment agreements for cause or upon the death or disability of the employee. The employee may
terminate the employment agreements for any reason. If we terminate an employment agreement without cause or if the
employee terminates an employment agreement with good reason, as defined in the employment agreements, we are
obligated to pay the employee a lump-sum severance payment of 2.99 times the employee’s then current annual rate of total
compensation which includes salary, car allowance and annual bonus, which would be calculated as though our financial
targets had been met, and the continuation of welfare benefits. The employment agreements further provide that a change
of control will terminate the employment agreements, triggering the Jump-sum severance payment obligation in the amount
of 2.99 times the employee’s total compensation, and termination of the employment agreements will also terminate the
non-compete provisions the agreements contain. The agreements further provide that if any payments made to the
executives, whether or not under the agreement, would resuit in an excise tax being imposed on the executives under
Section 4999 of the Internal Revenue Code, we will make each of the executives “whele” on a net after-tax basis.

Under their employment agreements, each of our executive officers would be entitied to a lump sum severance
payment equal to 2.99 times their current total annual compensation, if we terminated their employment agreements
without cause or if the employee terminates his employment agreement for good reason. Mr. Hargett would receive
approximately $2.3 million, Mr. Karnes would receive approximately $1.3 million, Messrs. Adcock and Mueller would
each receive approximately $1.2 million. Mr. Westmoreland would receive approximately $1.1 million, Messrs. Schwartz
and Rice would each receive approximately $1.0 million and Mr. Price would receive approximately $0.9 million.

Effective as of October 26, 1999, our Board of Directors established the Change of Control Plan under which all
employees, including the executive officers, in the event of a “change of control” will be entitled to receive a “stay-on”
bonus in the amount of 125% of the employee’s regular target bonus percentage, and, in addition to other severance
benefits, all stock options, phantom stock and 401(k) contributions will fully vest. See “Change of Control Plan.”
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Supplemental Executive Pension Plan

Effective immediately prior to our initial public offering in 1996, we adopted an unfunded, non-qualified Supplemental
Executive Pension Plan under which our former President and Chief Executive Officer, Mr. Floyd, is the only beneficiary.
Under this plan, we have agreed to pay Mr. Floyd $100,000 per year for life. Should he predecease his spouse, Mr. Floyd’s
surviving spouse will be paid $50,000 per year for her life. Mr. Floyd retired March 31, 2001 and during 2002 we paid Mr.
Floyd a total of $100,000.

401(k) Plan

We maintain a 401(k) Plan for our employees. Under the 401(k) Plan, eligible employees may elect to have us
contribute on their behalf up to 12.5% of their base compensation on a before tax basis in accordance with the limitations
imposed under the Internal Revenue Code. We make a matching contribution of $1.00 for each $1.00 of employee deferral,
in accordance with the limitations imposed by the 401(k) Plan and the Internal Revenue Code. The amounts contributed
under the 401(k) Plan are held in a trust and invested among various investment funds in accordance with the directions of
each participant. An employee’s salary deferral contributions under the 401(k) Plan are 100% vested. Our matching
contributions vest at the rate of 20% per year of service. Participants are entitled to payment of their vested account
balances upon termination of employment.

1996 Stock Option Plan

We adopted the 1996 Stock Option Plan in September 1996 in conjunction with our initial public offering. The 1996
Stock Option Plan allows us to grant options not to exceed 10% of the shares of our common stock outstanding from time
to time. The 1996 Stock Option Plan is administered by the Compensation Committee of the Board of Directors which, at
its discretion, may grant either incentive stock options or non-qualified stock options to eligible individuals. All
employees, including consultants and advisors of our company and our affiliates are eligible to participate in the 1996
Stock Option Plan. Prior to our adoption of the 1999 Stock Option Plan in October 1999, non-employee Directors were
also eligible to participate in the 1996 Stock Option Plan. All option grants made to non-employee Directors after October
1999 are made under terms of the 1999 Stock Option Plan or the 2002 Long-term Incentive Plan. Options granted under
the 1996 Stock Option Plan expire 10 years from the grant date and vest in one-fifth increments on each of the first five
anniversaries of the grant date with the exception of options granted to non-employee Directors which are fully vested on
the date of grant. During 2002, options to purchase 14,509 shares of our common stock were granted under the 1996 Stock
Option Plan. At December 31, 2002, a total of 329 shares remained available for grant under the 1996 Plan. We may
adjust any options issued under the 1996 Stock Option Plan in the event of stock splits and other corporate events. In
addition, we may appropriately adjust the exercise price for options in the event that the outstanding shares of common
stock are changed into or exchanged for a different number or kind of shares or other securities by reason of merger, stock
dividend, combination of shares or the like.

1999 Non-Qualified Stock Option Plan

On October 26, 1999, our Board of Directors adopted the 1999 Non-Qualified Stock Option Plan for employees
(excluding executive officers), non-employee Directors, consultants and advisors of our company and our affiliates. With
respect to non-employee Directors only, the 1999 Non-Qualified Stock Option Plan amends and succeeds the 1996 Plan
(under which no more options may be granted to non-employee Directors). The 1999 Non-Qualified Stock Option Plan is
administered by the Compensation Committee, which at its discretion, may grant awards to eligible individuals with the
exception of non-employee Directors who receive autematic grants under the 1999 Non-Qualified Stock Option Plan. The
options granted under the 1999 Non-Qualified Stock Option Plan are all non-qualified, expire 10 years from date of grant
and vest immediately for non-employee Directors and in one-fifth increments on each of the first five anniversaries of the
grant for other eligible individuals. During 2002, we granted a total of 145,600 options under the 1999 Non-Qualified
Stock Option Plan, of which 18,000 options were granted to non-employee directors pursuant to our compensation plan for
non-employee directors. At December 31, 2002, a total of 566 shares remained available for grant under the 1999 Plan.
We may adjust options issued under the 1999 Non-Qualified Stock Option Plan in the event of stock splits and other
corporate events. In addition, we may appropriately adjust the exercise price for options in the event that the outstanding
shares of common stock are changed into or exchanged for a different number or kind of shares or other securities by
reason of merger, stock dividend, combination of shares or the like.
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2002 Long-Term Incentive Plan

In January 18, 2002, our Board of Directors adopted the 2002 Long-Term Incentive Plan for our non-employee
Directors and employees, consultants and advisors of our company and our affiliates. The 2002 Long-Term Incentive Plan
is administered by the Compensation Committee, which at its discretion, may grant awards of options or restricted stock to
eligible individuals with the exception of non-employee Directors who receive automatic grants under the 2002 Long-Term
Incentive Plan. Awards granted to non-employee Directors, consultants and advisors under the 2002 Long-Term Incentive
Plan are all non-qualified options, while employees may receive incentive or non-qualified options and/or restricted stock.
Options may not be exercised after 10 years from the date they were granted. In the case of a 10% stockholder, incentive
options may not be exercised afier five years from the date the option is granted. Options vest immediately for non-
employee Directors and at the times provided in their option agreement for other eligible individuals but in no event sooner
than six months from the date granted. Terms and conditions of the restricted stock awards, including the duration of the
restricted period during which, and the conditions, including performance objectives, if any, under which if not achieved,
the restricted stock may be forfeited, are determined by the Compensation Committee. Unless conditioned upon the
achievement of performance objectives or a special determination is made by the Compensation Commitiee as to a shorter
restricted period, the restricted period will not be less than five years. During 2002, we granted a total of 593,950 options
under the 2002 Long-Term Incentive Plan, of which 5,000 options were granted to non-employee directors. No shares of
restricted stock were granted under the plan. At December 31, 2002, a total of 906,050 shares remained available for grant
under the 2002 Plan. We may adjust options issued under the 2002 Long-Term Incentive Plan in the event of stock splits
and other corporate events. In addition, we may appropriately adjust the exercise price for options in the event that the
outstanding shares of common stock are changed into or exchanged for a different number or kind of shares or other
securities by reason of merger, stock dividend, combination of shares or the like.

Deferred Compensation Plan

In November 2002, our Board of Directors adopted a deferred compensation plan for the benefit of our employees.
The plan is intended to supplement our 401(k) plan by allowing highly compensated employees to save on a tax deferred
basis a portion of their eligible compensation subject to limitations imposed by the plan. Under the terms of the plan,
employees who have made the maximum allowable contribution to their 4061(k) accounts for any year ($11,000 per year or
$12,000 per year for employees over 50 years of age for 2002) may elect to defer an additional porticn of their
compensation into the deferred compensation plan. We match 100% of each employee’s deferral up to an aggregate
contribution of 12.5% under both the 401(k) plan and the deferred compensation plan. During 2002, we made matching
contributions totaling $0.5 miilion to the deferred compensation plan. Employer contributions vest 20% per year and
become fully vested after a 5 year period. All contributions to the plan are held in trust and invested, at the direction of the
employee, in various investment funds, including company stock. Participants are entitled to distribution of their deferrals
and the vested portion of our matching contributions at predetermined future dates or upon termination of their
employment.

Employee Annual Incentive Compensation Plan

We maintain an Annual Incentive Compensation Plan that provides an annual incentive bonus to all full-time employees
if certain performance goals are met during the year. The plan is administered by our Chief Executive Officer on behalf of
our Board of Directors and the Compensation Committee. Annual objectives and incentive opportunity levels are
established and approved by the Compensaticn Committee. Incentive awards are earned based on our actual performance
in relation to pre-established objectives and on an assessment of individual contribution during the year.

Change of Control Plan

Effective as of October 26, 1999, our Board of Directors established the Change of Control Plan pursuant to which,
upon a change of control all employees, including executive officers, will be entitled to receive “stay-on” bonuses in the
amount of 125% of the employee’s regular target bonus percentage. In addition, a change of control will cause all stock
options, phantom stock and other employee benefits to become fully vested.

Further, if we or our successor terminates employees, other than executive officers, within one year of the change of
control other than for cause, as defined in the Change of Confrol Plan, or our employees suffer a significant adverse change
in employment, a reduction in salary or relocation of more than 30 miles, these employees will be entitled to severance
benefits in the form of a lump sum payment calculated pursuant to a formula based upon each employee’s base salary and
years of service. The calculation of lump sum payments for executive officers is stated in their respective employment
agreements.
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A “change of control” is deemed to occur if either:

o aperson, entity or group other than us or our affiliate acquires 20% or more of the combined voting power of our
then outstanding voting securities,

 areorganization, merger, consolidation or liquidation is approved; or

» the individuals constituting our Board of Directors on October 26, 1999 cease to constitute a majority of our Board
of Directors unless the election of each new director was approved by a vote of at least a majority of the directors
then still in office who were directors at the beginning of the period.

Item 14. Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed
by us in the reports we file under the Securities Exchange Act of 1934, as amended (“Exchange Act”) is communicated,
processed, summarized and reported within the time periods specified in the SEC’s rules and forms. Within the 90 days
prior to the date of this report, we carried out an evaluation, under the supervision and with the participation of our principal
executive officer and principal financial officer, of the effectiveness of our disclosure controls and procedures (as defined in
Rule 13a-14 of the Exchange Act). Based on that evaluation, our principal executive officer and principal financial officer
concluded that our disclosure controls and procedures are effective. There have been no significant changes in our internal
controls or in other factors that could significantly affect these controls subsequent to the date of their evaluation, including
any corrective actions with regard to significant deficiencies or material weaknesses.
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Part IV.

Btem 15. Exhibits, Financial Statement Schedules and Reports on Form 8-K
(@) Documents Filed as a Part of this Report

1. Financial Statements:

PAGE

Index t0 Financial StAtEMENTS .....cccceoiriirnirieirisierce e strsecteeae e s e ssae st es e sasesase e sensneeneenessesaseneessesans F-1
Report of Independent Public AUditors........c.ooiimiiiinrnieein st F-2
Consolidated Balance Sheets As of December 31, 2002 and 2001 .......cccoeeeivirirvvceivenenemnneereee e F-4
Consolidated Statements of Operations for the Years Ended December 31, 2002, 2001{as restated) F-5

ANA 2000..... .ottt e sttt s b e s e s et st e s ke e e s etesa e st e st e re e saene et e sreaseteneenrataneerensesaseans
Consolidated Statements of Stockholders' Equity and Comprehensive Income for the Period F-6

January 1, 2000 to December 31, 2002 ..ottt sre s aane e
Consolidated Statements of Cash Flows for the Years Ended December 31, 2002, 2001 and 2000. F-8
Notes to Consolidated Financial StatemMENts ........c...vcvevrerierieerenieieereeresiessreseesserseesesaesseresseesseneensens F-9
Supplemental Information on Natural Gas and Cil Exploration, Development and

Production Activities (UnBUAItEd) ..oooevvvrierieriirieniniciiee et ere e et sere e st sressesesene e snse sas F-28
Quarterly Financial Information (Unaudited) .........oceeririireienirrreneiencsine ettt F-33

All other schedules are omitted because they are not applicable, not required, or because the required information is
included in the financial statements or related notes.

2. Exhibits:
(a) See Index of Exhibits on page F-34 for a description of the exhibits filed as a part of this report.
(b) Reports on Form 8-K.

Current Report on Form 8-K filed on March 25, 2002 to provide new information regarding hedges for the years
ended December 31, 2002 and 2003 in [tem 5. — Other Events

Current Report on Form 8-X filed April 5, 2002 to provide information regarding change of certifying
accountant in Item 4. — Changes in Registrant’s Certifying Accountant
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

THE HOUSTON EXPLORATION COMPANY

By: /s/ William G. Hargett
William G. Hargett
Date: February 20, 2003 President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant in the capacities and on the dates indicated

Signature Title Date

s/ William G. Hargett President, Chief Executive Officer and Director February 20, 2003
William G. Hargett (Principal Executive Officer)

{s/ John H. Karnes Senior Vice President and Chief Financial Officer =~ February 20, 2003
John H. Karnes (Principal Financial Officer)

/s/ James F. Westmoreland Vice President, Chief Accounting Officer and February 20, 2003

James F. Westmoreland Secretary (Principal Accounting Cfficer)

{s/ Robert B. Catell Chairman of the Board of Directors February 20, 2003

Robert B. Catell

{s/ Gordon F. Ahalt Director February 20, 2003
Gordon F. Ahalt

[s/ Robert J. Fani Director February 20, 2003
Robert J. Fani
{s/ David G. Elkins Director February 20, 2003

David G. Elkins

{/s/ Harold R. Logan, Jr. Director February 20, 2003
Harold R. Logan, Jr.

/s/ Gerald Luterman Director February 20, 2003
Gerald Luterman
/s/ H. Neil Nichols Director February 20, 2003

H. Neil Nichols

/s/ James Q. Riordan Director February 20, 2003
James Q. Riordan

{s/ Donald C. Vaughn Director February 20, 2003
Donald C. Vaughn

-53-




CERTIFICATIONS
1, William G. Hargett, certify that:
1. T'have reviewed this annual report on Form 10-K of The Houston Exploration Company;
2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state

a material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this annual report;

3. Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this annual report;

4, The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

(a) designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days
prior to the filing date of this annual report (the “Evaluation Date”); and

(c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent function):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the
. registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal controls; and

6. The registrant’s other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the
date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

Date:  February 20, 2003

/s/ William G. Hargett
William G. Hargett
President and Chief Executive Officer
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CERTIFICATIONS

1, John H. Kames, certify that:

Date:

I have reviewed this annual report on Form 10-K of The Houston Exploration Company;

Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this annual report;

Based on my knowledge, the financial statements, and other financial information included in this annual report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this annual report;

The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

(a) designed such disclosure controls and procedures tc ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly during
the period in which this annual report is being prepared;

(b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days
prior to the filing date of this annual report (the “Evaluation Date”); and

(c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant’s auditors and the audit committee of registrant’s board of directors (or persons performing the
equivalent function):

(a) all significant deficiencies in the design or operation of internal controls which could adversely affect the
registrant’s ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

(b) any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’s internal controls; and

The registrant’s other certifying officers and I have indicated in this annual report whether there were significant
changes in internal controls or in other factors that could significantly affect internal controls subsequent to the

date of our most recent evaluation, including any corrective actions with regard to significant deficiencies and
material weaknesses.

February 20, 2003

/s/ John H. Karnes
John H. Karnes
Vice President and Chief Financial Officer
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GLOSSARY OF GIL AND GAS TERMS

The definitions set forth below apply to the indicated terms as used in this Annual Report on Form 10-K. All
volumes of natural gas referred to are stated at the legal pressure base of the state or area where the reserves exist
and at 60 degrees Fahrenheit and in most instances are rounded to the nearest major multiple.

Bbl. One stock tank barrel, or 42 U.S. gallons liquid volume, used in reference to crude oil or other liquid
hydrocarbons.

Bbl/d. One barrel per day.
Bcf. Billion cubic feet.

Bcfe. Billion cubic feet equivalent, determined using the ratio of six Mcf of natural gas to one Bbl of crude oil,
condensate or natural gas liquids.

Btu. British thermal unit, which is the heat required to raise the temperature of a one-pound mass of water from
58.5t0 59.5 degrees Fahrenheit.

Completion. The installation of permanent equipment for the production of oil or gas, or in the case of a dry
hole, the reporting of abandonment to the appropriate agency.

Developed acreage. The number of acres allocated or assignable to producing wells or wells capable of
production.

Developed well. A well drilled within the proved area of an oil or gas reservoir to the depth of a stratigraphic
horizon known to be productive.

Dry hole or well. A well found to be incapable of producing hydrocarbons in sufficient quantities such that
proceeds from the sale of the production exceed production expenses and taxes.

Exploratory well. A well drilled to find and produce oil or gas reserves not classified as proved, to find a new
reservoir in a field previously found to be productive of oil or gas in another reservoir or to extend a known
reservoir,

Farm-in or farm-out. An agreement where the owner of a working interest in an natural gas and oil lease
assigns the working interest or a portion of the working interest to another party who desires to drill on the leased
acreage. Generally, the assignee is required to drill one or more wells in order to earn its interest in the acreage. The
assignor usually retains a royalty or reversionary interest in the lease. The interest received by an assignee is a
"farm-in" while the interest transferred by the assignor is a "farm-out."

Field. An area consisting of a single reservoir or multiple reservoirs ail grouped on or related to the same
individual geological structural feature or stratigraphic condition.

Gross acres or gross wells. The total acres or wells, as the case may be, in which a working interest is owned.

Intangibie Drilling and Development Costs. Expenditures made by an operator for wages, fuel, repairs, hauling,
supplies, surveying, geological works etc., incident to and necessary for the preparing for and drilling of wells and
the construction of production facilities and pipelines.

MBbIs. One thousand barrels of crude oil or other liquid hydrocarbons.

MBbls/d. One thousand barrels of crude oil or other liquid hydrocarbons per day.

Mecf. One thousand cubic feet.
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GLOSSARY OF QIL AND GAS TERMS

Mcf/d. One thousand cubic feet per day.

Mcfe. One thousand cubic feet equivalent, determined using the ratio of six Mcf of natural gas to one Bbl of
crude oil, condensate or natural gas liquids.

Mcfe/d. One thousand cubic feet equivalent, determined using the ratio of six Mcf of natural gas to one Bbl of
crude oil, condensate or natural gas liquids per day.

MMBbls. One million barrels of crude oil or other liquid hydrocarbons.
MMbtu. One million Btus.

MMMbtu. Cne billion Btus.

MMcf. One million cubic feet.

MMcf7d. One million cubic feet per day.

MMecfe. One million cubic feet equivalent, determined using the ratio of six Mcf of natural gas to one Bbl of
crude oil, condensate or natural gas liquids.

Net acres or net wells. The sum of the fractional working interests owned in gross acres or gross wells.

Oil. Crude oil and condensate.

Present value. When used with respect to natural gas and oil reserves, the estimated future gross revenue to be
generated from the production of proved reserves, net of estimated production and future development costs, using
prices and costs in effect as of the date indicated, without giving effect to non-property related expenses such as
general and administrative expenses, debt service and future income tax expenses or to depreciation, depletion and
amortization, discounted using an annual discount rate of 10%.

Productive well. A well that is found to be capable of producing hydrocarbons in sufficient quantities such that
proceeds from the sale of the production exceed production expenses and taxes.

Proved developed nonproducing reserves. Proved developed reserves expected to be recovered from zones
behind casing in existing wells.

Proved developed producing reserves. Proved developed reserves that are expected to be recovered from
completion intervals currently open in existing wells and able to produce to market.

Proved reserves. The estimated quantities of crude oil, natural gas and natural gas liquids which geological and
engineering data demonstrate with reasonable certainty to be recoverable in future years from known reservoirs
under existing economic and operating conditions.

Proved undeveloped location. A site on which a development well can be drilled consistent with spacing rules
for purposes of recovering proved undeveloped reserves.

Proved undeveloped reserves. Proved reserves that are expected to be recovered from new wells on undrilled
acreage or from existing wells where a relatively major expenditure is required from recompletion.

Recompletion. The completion for production of an existing well bore in another formation from that in which
the well has been previously completed.
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GLOSSARY OF OIL AND GAS TERMS

Reservoir. A porous and permeable underground formation containing a natural accumulation of producible oil
or gas that is confined by impermeable rock or water barriers and is individual and separate from other reservoirs.

Royalty interest. An interest in a natural gas and oil property entitling the owner to a share of oil or gas
production free of costs of production.

Tangible Drilling and Development Costs. Cost of physical lease and well equipment and structures. The costs
of assets that themselves have a salvage value.

Undeveloped acreage. Lease acreage on which wells have not been drilled or completed to a point that would
permit the production of commercial quantities of natural gas and oil regardless of whether the acreage contains
proved reserves.

Working interest. The operating interest which gives the owner the right to drill, produce and conduct operating
activities on the property and a share of production.

Workover. Operations on a producing well to restore or increase production.
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REPORT OF INDEPENDENT AUDITORS

We have audited the accompanying consolidated balance sheets of The Houston Exploration Company (a Delaware corporation
and an indirect 66% owned subsidiary of KeySpan Corporation) and subsidiary (the “Company”) as of December 31, 2002 and 2001, and
the related consolidated statements of operations, stockhelders’ equity and comprehensive income(loss) and cash flows for years then
ended. These financial statements are the responsibility of the Company’s management. Cur responsibility is to express an opinion on
the financial statements based on our audits. The consolidated financial statements of the Company for the year ended December 31,
2000 were audited by other auditors who have ceased operations. Those auditors expressed an unqualified opinion on those financial
statements in their report dated February 4, 2002, which included an emphasis of matter paragraph relating to the adoption of a new
accounting standard. Those auditors reported on such financial statements prior to the restatement discussed in Note 11.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidences supporting the amounts and disclosures in the financial
statements, An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the 2002 and 2001 consolidated financial statements present fairly, in ail material respects, the financial position
of the Company as of December 31, 2002 and 2001, and the results of its operaticns and its cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, the Company adopted Statement of Financial Accounting
Standards (“SFAS™) No. 133, “Accounting for Derivatives Instruments and Hedging Activities,” as amended, on January 1, 2001.

As discussed in Note 11 to the consolidated financial statements, the 2001 financial statements have been restated for the effects
of transportation expenses under Emerging Issues Task Force (“EITF”) Issue No. 00-10 and certain disclosures relating to the adoption of
SFAS No. 133.

As discussed above, the consolidated financial statements of the Company for the year ended December 31, 2000 were audited
by other auditors who have ceased operations. As described in Note 11, those consolidated financial statements have been reclassified to
effect EITF Issue No. 00-10, “Accounting for Shipping and Handling Fees and Costs”. We audited the adjustments described in Note 11
that were applied to conform the 2000 consolidated financial statements to comparative presentaticn required by EITF Issue No. 00-10.
Our audit procedures with respect to the 2000 disclosures in Note 11 included (i) comparing the amounts shown as transportation costs to
the Company’s underlying accounting analysis obtained from management, and (ii) on a test basis, comparing the amounts comprising the
transportation costs obtained from management to independent supporting documentation, and (iii) testing the mathematical accuracy of
the underlying analysis. In our opinion, such reclassifications have been properly applied. However, we were not engaged to audit,
review or apply any procedures to the 2000 consolidated financial statements of the Company other than with respect to such
reclassifications and, accordingly, we do not express an opinion or any form of assurance on the 2000 financial statements taken as a
whole.

DELOITTE & TOUCHE LLP

Houston, Texas
February 7, 2003

F-2



The following report is a copy of a report previously issued by Arthur Andersen LLP, which has ceased operations, and has not been
reissued by Arthur Andersen LLP. Arthur Andersen LLP reported on such financial statements prior to the restatements discussed in
Note 11 for the application of Emerging Issues Task Force Issue No. 00-10, “Accounting for Shipping and Handling Fees and Costs” and
certain disclosures relating to the adoption of Statement of Financial Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended.

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

We have audited the accompanying consolidated balance sheets of The Houston Exploration Company (a Delaware corporation
and an indirect 67%-owned subsidiary of KeySpan Corporation) and subsidiary, as of December 31, 2001 and 2000, and the related
consolidated statements of operations, stockholders' equity and comprehensive income and cash flows for each of the three years in the
period ended December 31, 2001. These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of The Houston Exploration Company and subsidiary, as of December 31, 2001 and 2000, and the resuits of its operations and its
cash flows for each of the three years in the period ended December 31, 2601, in conformity with accounting principles generally
accepted in the United States.

As discussed in the Note 1 to the Consolidated Financial Statements, the Company adopted Statement of Financial Accounting
Standards No. 133, “Accounting for Derivative Instruments and Hedging Activities, as amended”, on January 1, 2001.

ARTHUR ANDERSEN LLP

New York, New York
February 4, 2002
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THE HOUSTON EXPLORATION COMPANY
CONSOLIDATED BALANCE SHEETS

December 31,

2002 2001
(in thousands, except share data)
Assets:
Cash and cash equivalents ........co.cceveeeinreininiienni oo $ 18,031 $ 8519
ACCoUNtS TECRIVADIE .....ccvi ittt st eebeere 81,313 43,847
Accounts receivable — AFfIHAtE ........ccovvvvivveininivere e 3,106 635
Derivative financial INSIIUMENTS ......cceovvieririreeiiereeieneeereereeeeeesressnns — 53,771
INIVEIEOTIES ©.vevevererieeeereerereeeeeeeeereresssnrenesssbeeessseresensnseserssesssseesesssssssmnsnnens 1,432 1,149
Prepayments and Other.........c.cccovvrrierneecienierniece e 7.596 2,959
Total CUITENT @SSELS .....vevveerereeierrerrereieseeee i eres st eeeseeesserseerneens 111,478 110,980
Natural gas and oil properties, full cost method
Unevaluated Properties .......covevrereveerrrenisnernnieererereessssesisessesssnesesees 96,192 177,987
Properties subject t0 amMOItiZatioN........ccceceviiieierererernrereresereereieeneens 1,828,160 1,493,293
Other property and equIPMENt .......co.vcicveerereievvieerrernrnerernrsesieresenns 10.699 8.265
1,935,051 1,679,545
Less: Accumulated depreciation, depletion and amortization ................ (912.637) (740.784)
1,022,414 938,761
OHNET SSEIS ..evieeiereireecrererestectrere e e st s e esraessaesassbeseeseessstesreesesrressassanes 4,924 9.351
TOAL ASSES....ciivriiiieiiereriiner e r e e sbeesb e s b e sanne $1,138.816 $1.0659,092
Liabilities:
Accounts payable and accrued eXpenses ..........c.ccccveeveievererereeceererenenans $ 78,175 $ 76,666
Derivative financial instruments..........ccocoveeveienenceevenieisesreeseneseesseesnnns 35.005 —
Total current HabilitieS.......ooovvrieeiiiiieieeee e st 113,180 76,666
Long-term debt and ROLES .......ocvveiviiivicinic e 252,000 244,000
Deferred federal iNCOME taXES ...vivvieveiervireeeereeenieece e rereerr e eereenns 175,963 172,169
Derivative financial INSITumMeENIS.......ccviiiveriviiiiiee e 3,767 —
Other deferred liabilities .......cocoeveviineiecninninrie e 1.117 376
Total Liabilities ....c.ocvveerece et seeneas 546,027 493,211
Commitments and Contingencies (See Note 9)
Stockholders’ Equity:
Common Stock, $.01 par value, 56,000,000 shares authorized and
30,954,018 shares issued and outstanding at December 31, 2002 and
30,463,230 shares issued and cutstanding at December 31, 2001....... 310 305
Additional paid-in €apital .........ccoceveriireenrrirneerer s 353,454 336,977
Unearned COMPENSALION. ........ccciierieeerrerrireecseerernecnererssaesssseasessaessesnnns (107) (192)
Retained €armings.......o.ecieveeniecniireeseiecereeteess et eseere s srsseseesnane 264,334 193,840
Accumulated other comprehensive income (10SS) ......cccceevereecenrceereneane. (25,202) 34951
Total Stockholders’ EQUItY......cccocvvvereriiiienieneee e eeenne 592,789 565,881
Total Liabilities and Stockholders’ Equity ..o, $1,138,816 $1.059,092

The accompanying notes are an integral part of these consolidated financial statements.
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THE HOUSTON EXPLORATION COMPANY
CONSOLIDATED STATEMENTS OF OPERATIONS

Years Ended December 31,

2002 2001 2000
(in thousands, except per share data)
As Restated
Revenues:
Natural gas and 0il TEVENUES .........ccocrvreirienrinniercrnrerenens $ 344295 § 387,156 $ 277,487
L@ 1173 OO OO USRS 1.086 1,353 1,738
TOal FEVEMUES .. .ccveereeiereeerriiertre e s srae e e sntesse s 345,381 388,509 279,225
Operating expenses:
Lease operating eXpense .........coueverreeerenieressrunecsrnensanssseses 33,976 25,291 23,553
SEVEIANCE TAX ..vecvverreirirsreeieesrrrrreesreeeeereesresesraseresnenseereesnes 9,487 11,035 9,757
Transportation EXPENSE .....iveeriviereriimiiesieresensreseereessierees 9,317 7,652 6,892
Depreciation, depletion and amortization ............ccevevrveneee. 171,610 128,736 89,239
Writedown in carrying value of natural gas and oil
PTOPETLIES ...covervrririsrireisinins st st sees e seesaesanassosasassnonsanes — 6,170 —
General and administrative, net ........cccoccevevevneserecciecenenn, 13.077 17,110 8.928
Total operating eXpenses.......cocveeevcvvrerrnrerenessrenerieseens 237,467 195,994 138,369
Income from OPerations ............ccvevevereveesreeireeseeeeesiereeeseines 107,914 192,515 140,856
Other (INCOME) EXPENSE ......voverrrrrrreereerirsresrreeesansrseeinanesesens (9,070) 119 1,752
Interest Xpense, Net.. ..o ecseereernnes 7.398 2,992 11,361
Income before INCOME tAXES ....oeeeervviiraveeeeiveeieccrer e 109,586 189,404 127,743
Provision for federal income taxes...........ccccooeervnviiennrecrnernnene 39,092 66,803 42485
NEt INCOME .....eveevereerereeriieecreiie e e esr e s teressesnnaeresras $§ 70494 § 122601 $ 85258
Net income per share — basic .........covevvveveiereeneeerereneeneieneens $ 231 $ 406 § 3.06
Net income per share — fully diluted .........cooooneiniinnnnnn 3 228 400 § 302
Weighted average shares outstanding — basic .........c..ceeevvrenen. 30,569 30,228 27,860
Weighted average shares outstanding — fully diluted............. 30,878 30,645 28,213

The accompanying notes are an integral part of these consolidated financial statements.
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THE HOUSTON EXPLORATION COMPANY
CONSOLIDATED STATEMENTS GOF STOCKHOLDERS' EQUITY
AND COMPREHENSIVE INCOME

(im thousands, except share data)

Balance January 1, 2000
Issuance of common stock, par value $0.01"*?
Comprehensive Income:

Net income

Total comprehensive income

Balance December 31, 2000
Issuance of common stock, par value $0.01%
Issuance of restricted common stock,

par value $0.01°
Amortization of restricted stock

Tax benefit from exercise of non-qualified

Stock options
Comprehensive income;
Net income
Other comprehensive income (as restated) "
Cumulative effect of accounting change
for derivative instruments, net of tax
benefit of $26,274
Derivative settlements reclassified to
income, net of tax benefit of $4,524
Unrealized gain due to change in fair value
of derivative instruments, net of
tax expense of $49,618

Total comprehensive income

Balance December 31, 2801
Issuance of common stock, value $0.017
Contributed capital from KeySpan ©
Amortization of restricted stock
Tax benefit from exercise of non-qualified
stock options
Comprehensive income:
Net income
Other comprehensive income:
Derivative settlements reclassified to
income, net of tax benefit of $5,725
Unrealized loss due to change in fair
value of derivative instruments, net of
tax benefit of $26,663

Total comprehensive income
Balance December 31, 2002

Accumulated
Additional  Unearned Retained Other Total
Common Stock Paid-In  Compensation Earmings Comprehensive Stockholders’
Shares $ Value  Capital (Beficit)  Imcome (Loss) Equity
23,923,020 § 23% § 231,370 § — 5 (14,019 $ — 5 217,5%
5,906,030 59 93,835 93,894
85,258 85,258
85,258
29,829,050 $ 298 § 325,205 $ — $ 71,239 S — § 396,742
624,180 6 10,183 10,189
10,000 1 255 (256)
64 64
1,334 1,334
122,601 122,601
(48,795) (48,795)
(8,402) (8,402)
92,148 92,148
157,552
30,463,230 § 305 §336,977 $(192) §$ 193,840 § 34,951 § 565,881
490,788 5 9,663 9,668
2,039 2,039
85 85
4,775 4,775
70,494 70,494
(10,633) (10,633)
(49,520) (49,520)
10,341
30,954,018 § 310 §$ 353,454 $§ (107) § 264,334 $ (25202) § 592,789
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(" Common stock issued through the exercise of stock options. See Note 4 — Stock Option Plans.

@ Includes 5,085,177 shares issued on March 31, 2000 to our majority stockholder, KeySpan Corporation,

pursuant to the conversion of $80 million in outstanding borrowings under a revolving credit facility with KeySpan.
See Note 3 - Stockholders’ Equity — KeySpan Credit Facility and Conversion.

®  Restricted stock issued to our President and Chief Executive Officer in April 2001 at $25.58 per share.
See Note 6 - Related Party Transactions — Transactions with our Executives.

@ Comprehensive income for the year ended December 31, 2001 has been restated to present the individual components for 2001 in accordance
with the disclosure requirements of Statement of Financial Accounting Standards No. 133 “Accounting for Derivatives Instruments and
Hedging Activities,” as amended. See Note 11 — Restatements and Reclassifications — Adoption of SFAS No. 133.

Excess fair market value of oil and gas properties purchased from KeySpan in October 2002.
See Note 6 — Related Party Transactions — Acquisition of KeySpan Joint Venture Assets.

The accompanying notes are an integral part of these consolidated financial statements.
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THE HOUSTON EXPLORATION COMPANY
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31,
2002 2001 2060
(ir thousands)

Operating Activities:
NELICOME ..coviiiiiiiici ettt $ 70,494 $ 122,601 $ 85258
Adjustments to reconcile net income to net cash provided by

operating activities:

Depreciation, depletion and amortization.........cccccoevvieeereiereeneenn. 171,610 128,736 89,239
Writedown in carrying value of natural gas and oil properties..... — 6,170 —
Deferred income tax eXPense ........coeveeererveerrirreriescenioreensenesersnens 39,860 67,643 43,303
Stock compensation EXPENSE .........occevriviierenvicrisniireneiee e 85 64 —
Changes in operating assets and liabilities:
(Increase) decrease in accounts receivable........ooveveerevenererinnne, (39,937) 70,119 (67,369)
(Increase) decrease in iNVENLOTIES..........coveevieiererremrirercernnnenes (283) 774 (954)
Increase in prepayments and Other ..........coccovereniccnneeneeennn. (4,637) (1,046) (831)
Decrease (increase) in other assets .......ccccoevvnvvienieeieeececivecnen 4,427 (5,469) (300)
Increase in deferred liabilities.........c.ccoeceeveeneninnniccrnenirreercere. 741 140 83
Increase (decrease) in accounts payable and accrued expenses.... 1,509 (31.700) 52362
Net cash provided by operating activities............cccceceveeieveveercnnnene. 243,869 358,032 200,791
Investing Activities:
Investment in property and eqUIpment ..........coeevvvverevrieserereeccenne. (257,436) (368,277) (184,512)
Dispositions and other ... 5311 — —
Net cash used in investing activities.......cccevvveverrrenverrrncrnerenennen, (252,125) (368,277) (184,512)
Financing Activities:
Proceeds from long-term borrowings ........ccovveeeevenieceienicnneneene 79,000 172,000 32,000
Repayments of long-term borrowings ........c.ccoeevvvevnreriecisienncsrnenn (71,000) (173,000) (68,000)
Proceeds from issuance of common stock........cccovvvvceviccniicenennn, 9.668 10,189 13,894
Net cash provided by (used in) financing activities.........c.cocceveuene.. 17,668 9,189 (22,106)
Increase (decrease) in cash and cash equivalents ...........cococeneee. 9,412 (1,056) (5,827)
Cash and cash equivalents, beginning of year ...........ccccooervvrrennns 8.619 9.675 15,502
Cash and cash equivalents, end Of Year ...........cccecvenecrerecnvennreeninns S 18031 b 8619 $§ 9675

Supplemental Information:

Cash paid fOr IMETest........cceviiveeriirreniereneeerrnsieres e es e e $ 14906 § 1479717 $ 25,490
Cash (refund) payment of federal income taxes .........c.ccccovueevrrnee. $ (400) $ 475 $ —

The accompanying notes are an integral part of these consolidated financial statements.
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THE HOUSTON EXPLORATION COMPANY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — Summary of Organization and Significant Accounting Policies
Organization

We are an independent natural gas and oil company engaged in the exploration, development, exploitation and
acquisition of domestic natural gas and oil properties. Our operations are focused in South Texas, in the Gulf of Mexico
and in the Arkoma Basin of Oklahoma and Arkansas.

At December 31, 2002, our net proved reserves were 630 billion cubic feet equivalent or Befe, with a present value,
discounted at 10% per annum, of cash flows before income taxes of $1.3 billion. Our reserves are fully engineered on an
annual basis by independent petroleum engineers. Our focus is natural gas. Approximately 94% of our net proved reserves
at December 31, 2002 were natural gas, approximately 69% of which were classified as proved developed. We operate
approximately 85% of our properties.

We began exploring for natural gas and oil in December 1985 on behalf of The Brookiyn Union Gas Company.
Brooklyn Union is an indirect wholly owned subsidiary of KeySpan Corporation. KeySpan, a member of the Standard &
Poor's 500 Index, is a diversified energy provider whose principal natural gas distribution and electric generation operations
are located in the Northeastern United States. In September 1996 we completed our initial public offering and sold
approximately 34% of our shares to the public with KeySpan retaining the balance. As of December 31, 2002, THEC

Holdings Corp., an indirect wholly owned subsidiary of KeySpan, owned approximately 66% of the outstanding shares of
our common stock.

Principles of Consolidation

The consolidated financial statements include our accounts and the accounts of our wholly owned subsidiary, Seneca
Upshur Petroleum Company. All significant inter-company balances and transactions have been eliminated.

Use of Estimates

The preparation of the consolidated financial statements in conformity with accounting principals generally accepted in
the United States of America requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the dates of the financial statements and the
reported amounts of revenues and expenses during the reporting periods. Our most significant financial estimates are based
on remaining proved natural gas and oil reserves. Estimates of proved reserves are key components of our depletion rate for
natural gas and oil properties and our full cost ceiling test limitation. See Note 12 - Supplemental Information on Natural
Gas and Oil Exploration, Development and Production Activities (Unaudited). Because there are numerous uncertainties
inherent in the estimation process, actual results could differ from the estimates.
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THE HOUSTON EXPLORATION COMPANY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Net Income Per Share

Basic earnings per share is calculated by dividing net income by the weighted average number of shares of common
stock outstanding during the period. No dilution for any potentially dilutive securities is included. Fully diluted earnings
per share assumes the conversion of all potentially dilutive securities and is calculated by dividing net income, as adjusted,

by the sum of the weighted average number of shares of common stock outstanding plus all potentially dilutive securities.

Under the requirements of the Financial Accounting Standards Board (“FASB”) Statement of Financial Accounting
Standards (“SFAS”) No. 128, our earnings per share are as follows:

Years Ended December 31,

2002 2001 2000
(in thousands, except per share data)
NELINCOME . .eurereererieereereersteesnereseen st eseenre e sraee e abas b e saesbe e snassenesseneans $ 70494 $ 122601 § 85258
Weighted average shares outstanding ............ocoveveinrecrcerecccencnesnnnnn 30,569 30,228 27,860
Add dilutive securities:

OPUODS cocevvireritiieteercer ettt st n s sbon s eses e e sesbabas b s ete 309 417 353
Total weighted average shares outstanding and dilutive securities........ 30,878 30,645 28213
Net income per Share = DASIC.....ceeeveereririniinieenriseseenseenesesssesessserenens $ 231 $§ 406 $ 3.06
Net income per share - fully diluted..........cooveinniiivninrers $ 228 $ 400 $ 3.02

For the years ended December 31, 2002, 2001 and 2000, the calculation of shares outstanding for fully diluted EPS
does not include the effect of outstanding stock options to purchase 1,880,029, 1,182,843 and 973,616 shares respectively,
because the exercise price of these shares was greater than the average market price for the year, which would have an
antidulitive effect on EPS.

Natural Gas and Oil Properties

Full Cost Accounting. We use the full cost method to account for our natural gas and oil properties. Under full cost
accounting, all costs incurred in the acquisition, exploration and development of natural gas and oil reserves are capitalized
into a "full cost pool”. Capitalized costs include costs of all unproved properties, internal costs directly related to our natural
gas and oil activities and capitalized interest. We amortize these costs using a unit-of-production method. We compute the
provision for depreciation, depletion and amortization quarterly by multiplying production for the quarter by a depletion
rate. The depletion rate is determined by dividing our total unamortized cost base by net equivalent proved reserves at the
beginning of the quarter. Unevaluated properties and related costs are excluded from our amortization base until we have
made a determination as to the existence of proved reserves. We review our unevaluated properties at the end of each
quarter to determine if the costs incurred should be reclassified to the full cost pool and thereby subject to amortization.
Our amortization base includes estimates for future development costs as well as future abandonment and dismantlement
costs. Sales of natural gas and oil properties are accounted for as adjustments to the full cost pool, with no gain or loss
recognized, unless the adjustment would significantly alter the relationship between capitalized costs and proved reserves.

Under full cost accounting rules, total capitalized costs are limited to a ceiling of the present value of future net
revenues, discounted at 10%, plus the lower of cost or fair value of unproved properties less income tax effects (the "ceiling
limitation"). We perform a quarterly ceiling test to evaluate whether the net book value of our full cost pool exceeds the
ceiling limitation. If capitalized cosis (net of accumulated depreciation, depletion and amortization) less deferred taxes are
greater than the discounted future net revenues or ceiling limitation, a writedown or impairment of the full cost pool is
required. A writedown of the carrying value of the full cost pool is a non-cash charge that reduces earnings and impacts
stockholders' equity in the period of occurrence and typically results in lower depreciation, depletion and amortization
expense in future periods. Once incurred, a writedown is not reversible at a later date.
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THE HOUSTON EXPLORATION COMPANY
NQOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The ceiling test is calculated using natural gas and oil prices in effect as of the balance sheet date, held flat over the life
of the reserves. We use derivative financial instruments that qualify for hedge accounting under SFAS No. 133 to hedge
against the volatility of natural gas prices, and in accordance with current Securities and Exchange Commission guidelines,
we include estimated future cash flows from our hedging program in our ceiling test calculation. In calculating the ceiling
test at December 31, 2001, we estimated, using a wellhead price of $2.38 per Mcf, that our capitalized costs exceeded the
ceiling limitation by $6.2 million ($4.0 million after tax). As a result, we reduced or "wrote down" the carrying value of our
full cost pool and incurred a charge to earnings of $6.2 million ($4.0 million, after tax). Natural gas prices continue to be
volatile and the risk that we will be required to writedown our full cost pool increases when natural gas prices are depressed
or if we have significant downward revisions in our estimated proved reserves.

In calculating our ceiling test at December 31, 2002 and 2000, we estimated, using a wellhead price of $4.35 per Mcf
and $9.55 per Mcf, respectively, that we had a full cost ceiling "cushion" at each of the respective balance sheet dates,

whereby the carrying value of our full cost pool was less that the ceiling limitation by $279.4 million (after tax) for 2002
and $1.4 billion (after tax) for 2000. No writedown is required when a cushion exists.

Proceeds from the dispositions of natural gas and oil properties are recorded as reductions of capitalized costs, with no

gain or loss recognized, unless the adjustments significantly alter the relationship of unamortized capitalized costs.and total
proved reserves.

Cash and Cash Equivalents

We consider all highly liquid short-term investments with original maturities of 90 days or less to be cash equivalents.

Other Property and Equipment

Other property and equipment includes the costs of West Virginia gathering facilities which are depreciated using the
unit-of-production basis utilizing estimated proved reserves accessible to the facilities. Also included in other property and
equipment are costs of office furniture, fixtures and computer equipment and other office equipment which are recorded at
cost and depreciated using the straight-line method over estimated useful lives ranging between two to five years.

Income Taxes

We determine deferred taxes based on the estimated future tax effect of differences between the financial statement and
tax basis of assets and liabilities given the provisions of enacted tax laws. These differences relate primarily to

= intangible drilling and development costs associated with natural gas and oil properties, which are capitalized and
amortized for financial reporting purposes and expensed as incurred for tax reporting purposes and

= provisions for depreciation and amortization for financial reporting purposes that differ from those used for income
tax reporting purposes.

Inventories

Inventories consist primarily of tubular goods used in our operations and are stated at the lower of the specific cost of
each inventory item or market value.

General and Administrative Costs and Expenses

We receive reimbursement for administrative and overhead expenses incurred on behalf of other working interest
owners on properties we operate. These reimbursements totaling $1.8 million, $1.2 million, and $3.6 million for the years
ended December 31, 2002, 2001 and 2000, respectively, were allocated as reductions to general and administrative
expenses. Included in reimbursements received during 2000 are general and administrative reimbursements received from
KeySpan pursuant to the joint exploration agreement with KeySpan, (see Note 6 - Related Party Transactions — KeySpan
Joint Venture) of $2.5 million. The capitalized general and administrative costs directly related to our acquisition,

exploration and development activities, during 2002, 2001 and 2000, aggregated $13.2 million, $12.8 million, and $9.6
million, respectively.



THE HOUSTON EXPLORATION COMPANY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Capitalization of Interest

We capitalize interest related to our unevaluated natural gas and oil properties and some properties under development
which are not currently being amortized. For the years ended December 31, 2002, 2001 and 2000, we capitalized interest
costs of $8.0 million, $12.0 million, $13.7 million, respectively.

Revenue Recognition and Gas Imbalances

We use the entitlements method of accounting for the recognition of natural gas and oil revenues. Under this method of
accounting, income is recorded based on our net revenue interest in production or nominated deliveries. We incur
preduction gas volume imbalances in the ordinary course of business. Net deliveries in excess of entitled amounts are
recorded as liabilities, while net under deliveries are reflected as assets. Imbalances are reduced either by subsequent
recoupment of over-and under deliveries or by cash settlement, as required by applicable contracts. Production imbalances
are marketed-to-market at the end of each month using market prices as of the end of the period. Our production imbalances
represented a net asset of $33,000 at December 31, 2002 and a net liability of $376,000 at December 31, 2001, respectively.

Financial Instruments

The estimated fair value of financial instruments is the amount at which the instrument could be exchanged currently
between willing parties. On the balance sheet, we report cash and cash equivalents, accounts receivable and accounts
payable at cost or carrying value, which approximates fair value due to the short maturity of these instruments. See Note 2
— Long-term Debt and Notes for fair value of our debt. Pursuant to our adoption of SFAS No. 133 on January 1, 2001, our
derivative financial instruments are reported on the balance sheet at fair market value.

Hedging Contracts

We utilize derivative commodity instruments to hedge future sales prices on a portion of our natural gas production in
order to achieve a more predictable cash flow and to reduce our exposure to adverse price fluctuations. Our derivatives are
not held for trading purposes. While the use of hedging arrangements limits the downside risk of adverse price movements,
it also limits increases in future revenues from possible favorable price movements. Hedging instruments that we use
include swaps, costless collars and options, which we generally place with major financial institutions that we believe are
minimal credit risks. Cur hedging strategies meet the criteria for hedge accounting treatment under SFAS No. 133,
“Accounting for Derivative Instruments and Hedging Activities”. Accordingly, we mark-to-market our derivative
instruments at the end of each quarter, and defer the effective portion of the gain or loss on the change in fair value of our
derivatives in accumulated other comprehensive income, a component of stockholders’ equity. We recognize gains and
losses when the underlying transaction is completed, at which time these gains and losses are reclassified from accumulated
other comprehensive income and included in eamnings as a component of natural gas revenues in accordance with the
underlying hedged transaction. If hedging instruments cease to meet the criteria for deferred recognition, any gains or
losses woulid be currently recognized in earnings. See Note 7 — Hedging Contracts summary of our derivative contracts
and the fair market value of those contracts as of December 31, 2002 and 2001.

Concentration of Credit Risk

Substantially all of our accounts receivable result from natural gas and oil sales or joint interest billings to third parties
in the oil and gas industry. This concentration of customers and joint interest owners may impact our overall credit risk in
that these entities may be similarly affected by changes in economic and other conditions. Historically, we have not
experienced credit losses on these receivables, however, recent market conditions resulting in downgrades to credit ratings
of energy merchants have affected the liquidity of several of our purchasers. During the third quarter of 2002, we
discontinued selling our natural gas and oil to several energy merchants that received downgrades to their credit ratings.
We are continuing to sell gas to companies that have posted letters of credit to secure their performance under the purchase
contracts. We have not experienced credit loss from any of these purchasers. Based on the current demand for natural gas
and oil, we do not expect that termination of sales to previous purchasers would have a material adverse effect on our
ability to sell our production at favorable market prices.

Further, our natural gas futures and swap contracts also expose us to credit risk in the event of nonperformance by
counterparties. Generally, these contracts are with major investment grade financial institutions and historically we have
not experienced material credit losses. We believe that our credit risk related to the natural gas futures and swap contracts
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is no greater than the risk associated with the primary contracts and that the elimination of price risk reduces volatility in
our reported results of operations, financial position and cash flows from period to period and lowers our overall business
risk; but, as a result of our hedging activities we may be exposed to greater credit risk in the future.

Stock Options

Historically, we have accounted for stock-based compensation using the intrinsic vaiue method prescribed in
Accounting Principles Board ("APB") Opinion No. 25, “Accounting for Stock Issued to Employees,” and related
interpretations. Accordingly, compensation cost for stock options is measured as the excess, if any, of the fair value of
common stock at the date of the grant over the amount the employee must pay to acquire the common stock. If the exercise
price of a stock option is equal to the fair market value at the time of grant, no compensation expense is incurred. See Note
4 — Employee Benefit and Stock Plans — Fair Value of Employee Stock-Based Compensation for disclosure had stock
options been accounted for based upon the fair value provisions of the SFAS No. 123, as amended, “Accounting for Stock-
Based Compensation.” On January 1, 2003, we adopted the fair value expense recognition provisions of SFAS No. 123 as
amended by SFAS No. 148, “Accounting for Stock—-Based Compensation — Transition and Disclosure.” SFAS No. 148
proposes three alternatives transition methods for adopting the fair value method under SFAS No. 123:

= Prospective Method — recognize fair value expense for all awards granted in the year of adoption but not previous
awards;
« Modified Prospective Method — recognize fair value expense for the unvested portion of all stock options granted,
modified, or settled since 1994 (i.e., the unvested portion of the prior awards or those granted in the year of adoption
must be recorded using the fair value method); and

Retroactive Restatement Method — similar to the Modified Prospective Method except that all prior periods are
restated.

We adopted SFAS No. 123 using the Prospective Method and as a result will record as compensation expense the fair value
of all stock options issued subsequent to January 1, 2003. We do not expect the adoption of the provisions of SFAS No.
123 to have a material impact on our financial position, results of operations or cash flows.

New Accounting Pronouncements

SFAS No. 143, “Accounting for Asset Retirement Obligations,” addresses accounting and reporting for obligations
associated with the retirement of tangible long-lived assets and the associated asset retirement costs. SFAS No. 143 takes
effect January 1, 2003. SFAS No. 143 requires that the fair value of a liability for an asset's retirement obligation be
recorded in the period in which it is incurred and the corresponding cost capitalized by increasing the carrying amount of
the related long-lived asset. The liability is accreted to its then present value each period, and the capitalized cost is
depreciated over the useful life of the related asset. If the liability is settled for an amount other than the recorded amount, a
gain or loss is recognized. For all periods presented, we have included estimated future costs of abandonment and
dismantlement in our full cost amortization base and amortize these costs as a component of our depletion expense.

We have completed our assessment of SFAS No. 143. At December 31, 2002, we estimate that the present value of
our future Asset Retirement Obligation (“ARO”) for natural gas and oil property and related equipment is approximately
$57 million. We estimate that the cumulative effect of our adoption of SFAS No. 143 and the change in accounting
principle will be a charge to net income during the first quarter of 2003 of $4.3 million, $2.8 million net of taxes.

In April 2002 the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, No. 44, and No. 64,
Amendment to FASB Statement No. 13 and Technical Corrections.” SFAS No. 145 streamlines the reporting of debt
extinguishments and requires that only gains and losses from extinguishments meeting the criteria in Accounting Policies
Board Opinion 30 would be classified as extraordinary. Thus, gains or losses arising from extinguishments that are part of
a company's recurring operations would not be reported as an extraordinary item. SFAS No. 145 is effective for fiscal
years beginning after May 15, 2002. At this time, we do not expect the adoption of SFAS No. 145 to have a material
impact on our financial position, results of operations or cash flows.

SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities” was issued in June 2002 and
addresses accounting and reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task
Force (“EITF”) 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).” SFAS No. 146 requires that a liability for a cost
associated with an exit or disposal activity be recognized when the liability is incurred. Under Issue 94-3, a liability for an
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exit cost was recognized at the date of an entity’s commitment to an exit plan. Under SFAS No. 146, the objective for
initial measurement of the liability is fair value. SFAS No. 146 is effective for exit or disposal activities that are initiated
after December 31, 2002. At this time, we do not expect that the adoption of SFAS No. 146 to have a material impact on
our financial position, results of operations or cash flows.

SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and Disclosure” was issued in December 2002
and the transition guidance and annual disclosure provisions are effective for us for the year ended December 31, 2002.
SFAS No. 148 amends SFAS Statement No. 123, “Accounting for Stock Based Compensation” and provides alternative
methods of transition for a voluntary change to the fair value method of accounting for stock-based employee
compensation. In addition, the statement amends the disclosure requirements of SFAS No. 123 to require prominent
disclosures in both annual and interim financial statements about the method of accounting for stock-based compensation
and the effect of the method used. We adopted SFAS No. 148 for 2002 and on January 1, 2003, we adopted the fair value
expense recognition provisions of SFAS No. 123 on & prospective basis and as a result, we will record as compensation
expense the fair value of all stock options issued subsequent to January 1, 2003.

NOTE 2 — Long-Term Debt and Notes

December 31,
2002 2001
(in thousands)
Semior Debt:
Bank revolving credit facility, due July 2005 ...... $ 152,000 3 144,000

Subordinated Debt:
8%:% Sentor Subordinated Notes, due January 2008 100.000

100,000

Total long-term debt and notes...................... $ 252,000 S 244 000

The carrying amount of borrowings outstanding under the revolving bank credit facility approximates fair value as the
interest rates are tied to current market rates. At December 31, 2002, the quoted market value of the Company’s $100
million of 8%% Senior Subordinated Notes was 103.8% of the $100 million carrying value or $103.8 million.

Credit Facility

New Credit Facility. We entered into a new revolving bank credit facility, dated as of July 15, 2002 with a syndicate of
lenders led by Wachovia Bank, National Association, as issuing bank and administrative agent, The Bank of Nova Scotia
and Fleet National Bank as co-syndication agents and BNP Paribas as documentation agent. The new credit facility
replaced our previous $250 million revolving bank credit facility, and provides us with an initial commitment of $300
million. The initial $300 million commitment may be increased at our request and with prior approval from Wachovia to a
maximum of $350 million by adding one or more lenders or by allowing one or more lenders to increase their
commitments. The new credit facility is subject to borrowing base limitations and the borrowing base has been set at $300
million. Cur borrowing base will be redetermined semi-annually, with the next redetermination scheduled for April 1,
2003. Up to $25 million of the borrowing base is available for the issuance of letters of credit. The new credit facility
matures July 15, 2005, is unsecured and with the exception of trade payables, ranks senior to all of our existing debt.
Following the closing of the new revelving credit facility on July 18, 2002, funds were drawn on the new facility and used
to repay total outstanding borrowings under the previous credit facility of $170 million. At December 31, 2002, §152
million in borrowings were outstanding under the new revolving credit facility and $0.4 million was outstanding in letter of
credit obligations.

Interest is payable on borrowings under our revolving bank credit facility, as follows:

= on base rate loans, at a fluctuating rate, or base rate, equal tc the sum of (a) the greater of the Federal funds rate plus
.5% or Wachovia's prime rate plus (b) a variable margin between 0% and 0.50%, depending on the amount of
borrowings outstanding under the credit facility, or

= on fixed rate loans, a fixed rate equal to the sum of (a) a quoted LIBOR rate divided by one minus the average
maximum rate during the interest period set for certain reserves of member banks of the Federal Reserve System in
Dallas, Texas plus (b) a variable margin between 1.25% and 2.00%, depending on the amount of borrowings
outstanding under the credit facility.
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Interest is payable on base rate loans on the last day of each calendar quarter. Interest on fixed rate loans is generally
payable at maturity or at least every 90 days if the term of the loan exceeds three months. In addition to interest, we must
pay a quarterly commitment fee of between 0.30% and 0.50% per annum on the unused portion of the borrowing base.

Our revolving bank credit facility contains negative covenants that place restrictions and limits on, among other things,
the incurrence of debt, guaranties, liens, leases and certain investments. The credit facility also restricts and limits our
ability to pay cash dividends, to purchase or redeem our stock and to sell or encumber our assets. Financial covenants
require us to, among other things:

= maintain a ratio of earnings before interest, taxes, depreciation, depletion and amortization (EBITDA) to cash
interest payments of at least 3.00 to 1.00;

= maintain a ratio of total debt to EBITDA of not more than 3.50 to 1.00; and

= not hedge more than 70% of our natural gas production during any 12-month period

As of December 31, 2002, we were in compliance with all covenants.

Previous Credit Facility. We maintained our previous revolving bank credit facility with a syndicate of lenders led by
JPMorgan Chase, National Association. The credit facility, as amended, provided a maximum commitment of $250 million,
subject to borrowing base limitations. Our borrowing base amount was $250 million prior to repayment. Up to $2.0
million of the borrowing base was available for the issuance of letters. The credit facility was due to mature on April 15,
2003 and was unsecured.

Interest was payable on borrowings under the previous credit facility as follows:

= on base rate loans, at a fluctuating rate, or base rate, equal to the greater of the Federal Funds rate plus 0.5% or JP
Morgan Chase’s prime rate, or

= on fixed rate loans, a fixed rate equal to a quoted LIBOR rate plus a variable margin of 0.875% to 1.625%,
depending on the amount outstanding under the credit facility.

Interest was payable at calendar quarters for base rate loans and at the earlier of maturity or three months from the date of
the loan for fixed rate loans. In addition, the credit facility required a commitment fee of:

= between 0.25% and 0.375% per annum on the unused portion of the designated borrowing base, and
=  an additional fee equal to 33% of the commitment fee on the daily average amount by which the total amount of
commitments exceeds the designated borrowing base.

Senior Subordinated Notes

On March 2, 1998, we issued $100 million of 8%4% senior subordinated notes due January 1, 2008. The notes bear
interest at a rate of 8%% per annum with interest payable semi-annually on January 1 and july 1. We may redeem the notes
at our option, in whole or in part, at any time on or after January 1, 2003 at a price equal to 100% of the principal amount
plus accrued and unpaid interest, if any, plus a specified premium which decreases yearly from 4.313% in 2003 to 0% in
2006. Upon the occurrence of a change of control, we will be required to offer to purchase the notes at a purchase price
equal to 101% of the aggregate principal amount, plus accrued and unpaid interest, if any. A "change of control” is:

= the direct or indirect acquisition by any person, other than KeySpan or its affiliates, of beneficial ownership of 35%
or more of total voting power as long as KeySpan and its affiliates own less than the acquiring person;

= the sale, lease, transfer, conveyance or other disposition, other than by way of merger or consolidation, in one or a
series of related transactions, of all or substantially all of our assets to a third party other than KeySpan or its
affiliates;

= the adoption of a plan relating to our liquidation or dissolution; or

= if, during any period of two consecutive years, individuals who at the beginning of this period constituted our board
of directors, including any new directors who were approved by a majority vote of the stockholders, cease for any
reason to constitute a majority of the members then in office.

The notes are general unsecured obligations and rank subordinate in right of payment to all existing and future senior debt,

including the credit facility, and will rank senior or equal in right of payment to all existing and future subordinated
indebtedness.
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NOTE 3 — Stockholders' Equity
KeySpan Credit Facility and Conversion

On March 31, 2000, we converted $80 million of borrowings that were outstanding under a revolving credit facility
with KeySpan into 5,085,177 shares of our common stock at a conversion price of $15.732 per share. The revolving credit
facility was entered into in November 1998 to fund the acquisition of our Mustang Island A31/32 Field. Upon conversion
on March 31, 2000, KeySpan’s ownership interest in our company increased from 64% to 70%. At December 31, 2002
KeySpan’s ownership in our company was 66% with the decrease attributable to an increase in our common shares
outstanding due to the exercise of stock options subsequent to the conversion transaction. The conversion price was
determined based upon the average of the closing prices of our common stock, rounded to three decimal places, as reported
under "NYSE Composite Transaction Reports" in the Wall Street Journal during the 20 consecutive trading days ending
three trading days prior to March 31, 2000. The conversion of the revolving credit facility and the corresponding issuance
of additional shares of our common stock to KeySpan was approved by our stockholders at our annual meeting held April
27, 1999. Borrowings under the facility bore interest at LIBCR plus 1.4% and we incurred a quarterly commitment fee of
0.125% on the unused portion of the maximum commitment. The credit facility terminated on March 31, 2000. For the
year ended December 31, 2000, we incurred $1.5 million in interest and fees to KeySpan.

NOTE 4 — Employee Benefit and Stock and Option Plans

Deferred Compensation Plan

In November 2002, our Board of Directors adopted a deferred compensation plan for the benefit of our employees.
The plan is intended to supplement our 401(k) plan by allowing highly compensated employees to save on a tax deferred
basis a portion of their eligible compensation subject to limitations imposed by the plan. Under the terms of the plan,
employees who have made the maximum allowable contribution to their 401(k) accounts for any year ($11,000 per year or
$12,000 per year for employees over 50 years of age for 2002) may elect to defer an additional portion of their
compensation into the deferred compensation plan. We match 100% of each employee’s deferral up to an aggregate
contribution of 12.5% under both the 401(k) plan and the deferred compensation plan. During 2002, we made matching
contributions totaling $0.5 million to the deferred compensation plan. Employer contributions vest 20% per year and
become fully vested after a 5 year period. All contributions to the plan are held in trust and invested, at the direction of the
employee, in various investment funds, including company stock. Participants are entitled to distribution of their deferrals
and the vested portion of our matching contributions at predetermined future dates or upon termination of their
employment.

401(k) Profit Sharing Plan

We maintain a 401(k) Profit Sharing Plan for our employees. Under the 401(k) plan, eligible employees may elect to
have us contribute on their behalf up to 12.5% of their base compensation (subject to limitations imposed under the Internal
Revenue Code of 1986, as amended) on a before tax basis. We make a matching contribution of $1.00 for each $1.00 of
employee deferral, subject to limitations imposed by the 401(k) plan and the Internal Revenue Service. The amounts
contributed under the 401(k) plan are held in a trust and invested among various investment funds, including the Company's
commen stock, in accordance with the directions of each participant. An employee's salary deferral contributions under the
401(k) plan are 100% vested. Cur matching contributions vest at the rate of 20% per year of service. Participants are
entitled to payment of their vested account balances upon termination of employment. We made contributions to the 401(k)
plan of $0.7 million, C.7 million, and $0.6 million, respectively, for the years ended December 31, 2002, 2001 and 2000.

Supplemental Executive Retirement Plan

We maintain an unfunded, non-qualified Supplemental Executive Retirement Plan. Currently, the only beneficiary is
our former President and Chief Executive Officer, James G. Floyd. Upon Mr. Floyd's retirement March 31, 2001, he
became entitled to receive payment of $100,000 per year for life. If Mr. Floyd predeceases his spouse, 50% of his
retirement plan benefit will continue to be paid to his surviving spouse for her life. We incurred expenses of approximately
$105,000, $113,000, and $123,000, respectively, during the years ended December 31, 2002, 2001 and 2000 related to this
retirement plan. Annual expense incurred is greater than annual distribution due to the actuarial estimate of the future
liability.
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Employee Annual Incentive Compensation Plan

We maintain an Annual Incentive Compensation Plan that provides an annual incentive bonus to all full-time employees
if certain performance goals are met during the year. The plan is administered by our Chief Executive Officer on behalf of
our Board of Directors and the Compensation Committee. Annual objectives and incentive opportunity levels are
established and approved by the Compensation Committee. Incentive awards are earned based on our actual performance
in relation to pre-established objectives and on an assessment of individual contribution during the year.

Incentive Compensation Plan for Non-Employee Directors

We maintain an incentive compensation plan for non-employee, non-affiliated directors, which was adopted by our
Board of Directors in October 1997 and under which participants may defer current compensation in the form of phantom
stock rights that are tied to the market price of the common stock on the date services are performed. Phantom stock rights
are exchanged for a cash distribution upon retirement.

Stock and Option Plans

We have three stock options plans, together our (“Stock Plans™): (i) 1996 Stock Option Plan which was adopted at the
completion of our initial public offering in September 1996, amended and approved by the stockholders in 1997; (ii) 1999
Non-Qualified Stock Option Plan adopted by our Board of Directors in October 1999; and (iii) 2002 Long-Term Incentive
Plan adopted in January 2002 and approved by the stockholders in May 2002. All our employees, directors, consultants
and advisors are eligible to participate in our Stock Plans, with the exception of executive officers who are not eligible to
participate in the 1999 Plan. Options granted under our Stock Plans expire 10 years from the grant date and vest in one-
fifth increments on each of the first five anniversaries of the grant date, with the exception of options granted to non-
employee directors whose options vest immediately upon grant. All grants are made at the closing price of our common
stock as reported on the NYSE on the date of grant. The 1996 and 2002 Plans allow for the grant of both incentive stock
options and non-qualified stock options. Common stock issued through the exercise of non-qualified options will result in
a tax deduction for us which is equal to the taxable gain recognized by the optionee. Generally, we will not receive an
income tax deduction for incentive based options. In addition to stock options, the 2002 Plan allows for the grant of
restricted stock. In addition to stock options, the 2002 Plan currently has 300,000 shares reserved for the grant of restricted
stock. As of December 31, 2002, no grants of restricted stock have been made under the 2002 Plan.

The table below summarizes all our Stock Plans at December 31, 2002.

2002 Plan 1999 Plan 1996 Plan Total Plans

Options authorized.........c.cooeeirenirvnecene e 1,500,000 800,000 3,033,912 5,333,912
Options granted
Incentive stock Options .........cccovcecvevecceinnienenenns 33,268 — 1,032,302 1,065,570
Non-qualified stock options........ccccecceeveeireenennn. 560.682 799,434 2,001,281 3,361,397
Total Grants.......cccocvereeienniererreerneeerseeene 593,950 799.434 3,033,583 4,426,967
Options available for grant .........cccoccovevivnnvinnrnienens 906,050 566 329 906,945

Total €Xercised ...ouvvviiviverireeiiieeirnrier s ceesarrr e escaeens — 85,910 1.919,391 2.005,301
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The table below sets forth a summary of activity during the respective years for all of our stock option plans.

Years Ended December 31,

2002 2001 2660
Shares Price” Shares . Price'V Shares Price®

Options outstanding January 1.........ccceccee. 2,164,448 $ 24381 1,660,745 $ 17.99 2,380,058 $ 1741

Granted .......ooovveeeeeeeeeeeeeeeeeeeeesesseteeenens 754,059 30.14 1,129,871 30.15 106,000 22.71

EXEICISEA. . eeiieeeeereeeeieeeeeeeeeeeeeeesne v e e (490,788) 19.70 (624,180) 16.32 (820,853) 16.93

FOrfeited. . cveinriiriceeeereecie et ecee e (6.053) 27.77 (1.988) 29.02 (4.460) 18.83
Options outstanding December 31............. 2,421,666 $ 2750 2,164,448 $ 24.81 1,660,745 $ 17.99
Options exercisable December 31 ............. 348,103 $ 25.12 940,929 $ 2183 721,654 $§ 1743
Options available for grant December 31 .. 906,945 155,451 682,698

M Weighted average price. Grant price equal to closing market price on the NYSE on date of grant.

The table below sets forth a summary of options granted and outstanding, their remaining contractual lives, a weighted
average exercise price and the number vested and exercisable as of December 31, 2002.

Options Outstanding Options Exercisable/Vested Unvested

Range of Shares Year Remaining Weighted Shares Weighted Shares
Exercise Prices Underlying Granted Contractual Average Underlying Average Underlying

Options Life Exercise Price Options Exercise Price Options

$ 1550 - $17.25 105,847 1996 4 years $ 15.53 105,847 $ 15.53 -

$ 13.13 - $25.00 123,500 1997 S years 19.90 123,500 19.90 -
$ 1575 - $23.38 116,664 1998 6 years 19.10 70,386 18.84 46,278
$ 1694 - $21.00 175,926 1999 7 years 18.94 112,446 19.05 63,480
$ 18.00 - $26.19 85,800 2000 8 years 22.65 47,100 23.22 38,700
$ 2250 - $37.38 1,060,379 2001 9 years 30.44 360,824 32.73 699,555
$ 2749 - $33.75 753,550 2002 10 years 30.14 28,000 29.58 725,550
2,421,666 $ 27.50 848,103 $ 25.12 1,573,563

Common stock issued through the exercise of non-qualified stock options results in a tax deduction for us that is
equivalent to the compensation income recognized by the option holder. For financial reporting purposes, the tax effect of
this deduction is accounted for as a credit to additional paid-in-capital rather than as a reduction of income tax expense.
The exercise of stock options during 2002 and 2001 resulted in a deferred tax benefit to us of approximately $4.8 million
and $1.3 million for, respectively, with no deduction in 2000.
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Fair Value of Employee Stock-Based Compensation

We account for the incentive stock plans using the intrinsic value method prescribed under Accounting Principles
Board No. 25 and accordingly we have not recognized compensation expense for stock options granted. Had stock options
been accounted for using the fair value method as recommended in SFAS No. 123, compensation expense would have had
the following pro forma effect on our net income and earnings per share for the years ended December 31, 2002, 2001 and
2000.

Years Ended December 31,

2002 2001 2000
(in thousands, except per share data)

Net income — a8 TEPOTLEd «.uouvurvrvrererireeeeresreree e seesee e eseees $ 70,494 $ 122,601 $ 5258
Add: Stock-based compensation expense included in

Net income, net 0f taX ......oovevvveeviiieeiiciiien e 55 42 —
Less: Stock-based compensation expense determined

using fair value method, net of tax ........cococvvevricevenrecniennn, (3.502) (3.894) (3,560)
Net Income - Pro fOrMA .. ..ccvceerrecreieeeeerece ettt se e $ 67,047 $§ 118779 § 81,698
Net income per share - 8s Teported........veeeeeevviiieiininivereresreeeeneen, $ 231 $ 4.06 $3.06
Net income per share — fully diluted - as reported .........ccecveenennns 2.28 4.00 3.02
Net income per share - pro forma ...........occecenniriniieeivreeeiene $ 219 $ 393 $2.97
Net income per share - fully diluted - pro forma............ccccovcrvnnnnnne $ 217 3.88 2.93

The effects of applying SFAS No. 123 in this pro forma disclosure may not be representative of future amounts. The
weighted average fair values of options at their grant date during 2002, 2001 and 2000, where the exercise price equaled the
market price on the grant date were $14.08, $13.45, and $10.22, respectively. The fair value of each option grant was
estimated on the date of grant using the Black-Scholes option pricing model with the following assumptions used for grants
in 2002, 2001 and 2000:

Years Ended December 31,

2002 2001 2000
RiSK-free INTErESt TALE ....ceveeueeiirrireeereeierieeetererresie e sees e e e sesesnesnanae 4.59 % 5.80% 591 %
Expected years until €Xercise ..........c.cocvverieinennienineneceneeenenesieenne S 5 5
Expected Stock VOIAtiHitY ....c.ccoorevrernnieiriineinese et 46 % 41 % 41 %

Expected dividends ..o — — —
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NOTE 5 — Income Taxes

The components of the federal income tax provision (benefit) are:

Years Ended December 31,

2002 2001 2000
(in thousands)
CUITENE ..ottt et e e ettt e senea e e s arr e s ereseennees (768) $ (840) $ (818)
DEferTed....ovivveeriereie i et e e rr e be e v s b e s sreeneas 39.860 67.643 43.303
Total....... L eeennheseheenereteeetee e —ttaenterete st et et eeesararrereteneretnanas $ 39092 § 66,803 $ 42485

The credit in the current provision primarily represents Section 29 tax credits (see Note 6—Related Party Transactions
— Section 29 Tax Credits). As of December 31, 2002 and 2001, we had net operating loss carryforwards for federal income
tax purposes of approximately $47.5 million and $79.6 million, respectively, that may be used in future years to offset
taxable income. If not utilized, these net operating losses will begin to expire in 2010.

The following is a reconciliation of statutory federal income tax expense (benefit) to our income tax provision:

Years Ended December 31,

2002 2001 2000
(in thousands)

Income before INCOME tAXES ...ooovvvviiiviveviiiriee e eeveseeane $ 109,586 $ 189,404 $ 127,743
SEALOTY TALE ....oeieeeeieriersriet ettt enes 35% 35% 35%
Income tax expense computed at statutory rate ................. 38,355 66,291 44,710
Reconciling items:

Section 29 tax credits and other tax credits("................ (804) 512 (2,225)

Non-deductible compensation expense from 2001 1.541 — —
TaX PrOVISION .cvvieiiniirtie ittt st e e e $ 3909 § 66,803 $§ 42485

) Year ended December 31, 2001 includes an adjustment for an under-accrual of tax expense in 2000.
Deferred Income Taxes

The components of net deferred tax liabilities pursuant to SFAS No. 109 for the years ended December 31, 2002 and
2001 primarily represent temporary differences related to depreciation of natural gas and oil properties.

Years Ended December 31,
2002 2001

(im thousands)

Deferred tax assets:

Derivative inSTUMENTS .....ooveivieeieeieiieeeeeeeeeeeeeereeane $ 13,570 $ —
Alternative minimum tax credit carryforwards.............. 462 962
Net operating loss carryforwards ........cccooevvvrveeirvevereeene 16,656 27.862
Total deferred tax asSetS......cevvveeevveveeoeeeeeereeereeens 30,688 28,824
Deferred tax liabilities:
Property and eqUIPMENt ........cccveververeverveverererernsseseneeens $ (206,651) $ (182,173)
Derivative inSruments ............o.ooovviiiieverereeeeerreeeenaens — (18.820)
Total deferred tax liabilities .........c.coccvviveiriivreinine (206,651) (200,993)
Total deferred tax asset (liability) ..........ccocovvvvicevricreeennne $ (175963) $ (172,169)
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NOTE 6 — Related Party Transactions
Transactions With KeySpan

KeySpan Joint Venture

Effective January 1, 1999, we entered into a joint exploration agreement with KeySpan Exploration & Production,
LLC, a subsidiary of KeySpan, to explore for natural gas and oil over an initial two-year term expiring December 31, 2000.
Under the terms of the joint venture, we contributed all of our then undeveloped offshore acreage to the joint venture and
we agreed that KeySpan would receive 45% of our working interest in all prospects drilled under the program. KeySpan
paid 100% of actual intangible drilling costs for the joint venture up to a specified maximum of $7.7 million in 2000 and
$20.7 million during 1999. Further, KeySpan paid 51.75% of all additional intangible drilling costs incurred and we paid
48.25%. Revenues are shared 55% to Houston Exploration and 45% to KeySpan. In addition, we received reimbursements
from KeySpan for a portion of our general and administrative costs.

Effective December 31, 2000, KeySpan and Houston Exploration agreed to end the primary or exploratory term of the
joint venture. As a result, KeySpan has not participated in any of our offshore exploration prospects unless the project
involved the development or further exploitation of discoveries made during the initial term of the joint venture. In
addition, effective with the termination of the exploratory term of the joint venture, we have not received any further
reimbursement from KeySpan for general and administrative costs.

From the inception of the joint venture in January 1999 through December 31, 2002, we drilled a total of 28 wells:
21 exploratory wells of which 17 were successful and seven development wells of which six were successful. KeySpan
spent a total of $118.3 million, with $19.0 million, $17.2 million and $46.5 million, respectively being spent during 2002,
2001 and 2000. Subsequent to the termination of the primary exploratory term of the joint venture, KeySpan’s participation
in additional wells was to further develop or delineate reservoirs previously discovered.

Acquisition of KeySpan Joint Venture Assets

On October 11, 2002, we purchased from KeySpan a portion of the assets developed under the joint exploration
agreement with KeySpan Exploration & Production, LL.C, a subsidiary of KeySpan. The acquisition consisted of interests
averaging between 11.25% and 45% in 17 wells covering eight of the twelve blocks that were developed under the joint
exploration agreement from 1999 through 2002. The interests purchased were in the following blocks: Vermilion 408,
East Cameron 81 and 84, High Island 115, Galveston Island 190 and 389, Matagorda Island 704 and North Padre Island
883. KeySpan has retained its 45% interest in four blocks: South Timbalier 314 and 317 and Mustang Island 725 and 726
as these blocks are in various stages of development. KeySpan has committed to continued participation in the ongoing
development of these blocks which includes the completion of the platform and production facilities at South Timbalier
314/317 together with possible further developmental drilling at both South Timbalier 314/317 and Mustang Island
725/726. As of September 1, 2002, the effective date of the purchase, the estimated proved reserves associated with the
interests acquired were 13.5 Befe. The $26.5 million purchase price was paid in cash and financed with borrowings under
our revolving credit facility. Subsequent purchase price adjustments totaled $1.2 million. Our acquisition of the properties
was accounted for as a transaction between entities under common control. As a result, the excess fair value of the
properties acquired of $3.1 million ($2.0 million net of tax) was treated as a capital contribution from KeySpan and
recorded as an increase to additional paid-in capital during the fourth quarter of 2002.

KeySpan Credit Facility and Conversion (See Note 3— Stockholders’ Equity)

Review of Strategic Alternatives

In September 1999, we, along with KeySpan, our majority stockholder, announced our intention to review strategic
alternatives for Houston Exploration and for KeySpan's investment in Houston Exploration. KeySpan was assessing the
role of our company within its future strategic plan, and was considering a full range of strategic transactions including the
sale of all or a portion of Houston Exploration. J.P. Morgan Securities Inc. was retained by KeySpan as financial advisor to
assist in the strategic review on behalf of KeySpan. Our Board of Directors appointed a special committee comprised of
outside directors to assist in the review process. We retained Goldman, Sachs and Co. as financial advisor. On February
25, 2000, together with KeySpan we jointly announced that the review of strategic alternatives had been completed and that
KeySpan plans to retain its equity interest in us for the foreseeable future, however, KeySpan considers its investment in
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Houston Exploration a non-core asset. We incurred expenses relating to this review of strategic alternatives totaling $0.1
million during 2001 and $1.8 million during 2000.

Sale of Section 29 Tax Credits

In January 1997, we entered into an agreement to sell to a subsidiary of KeySpan interests in our onshore producing wells
that produce from formations that qualify for tax credits under Section 29 of the Internal Revenue Code. Section 29
provides for a tax credit from non-conventional fuel sources such as oil produced from shale and tar sands and natural gas
produced from geopressured brine, Devonian shale, coal seams and tight sands formations. KeySpan acquired an economic
interest in wells that are qualified for the tax credits and in exchange, we:

= retained a volumetric production payment and a net profits interest of 1060% in the properties,
= received a cash down payment of $1.4 million and
= receive a quarterly payment of $0.75 for every dollar of tax credit utilized.

We manage and administer the daily operations of the properties in exchange for an annual management fee of
$100,000. The income statement effect, representing benefits received from Section 29 tax credits, was a benefit of $0.8
million, respectively, for each of the years ended December 31, 2002, 2001, and 2000. The tax credits expired December
31, 2002 and under the terms of the agreement, we are required to repurchase the interests in the producing wells for
KeySpan. We are planning to complete the repurchase transaction in 2003 and the repurchase price is estimated at
approximately $2.0 million.

Transactions With Qur Executives
Restricted Stock Grant to President and Chief Executive

On April 4, 2001, our Board of Directors appointed William G. Hargett to serve as our President and Chief Executive
Officer and to serve on its Board of Directors. Pursuant to an employment agreement entered into on April 4, 2001 between
us and Mr. Hargett, Mr. Hargett received a grant of 10,000 restricted shares of Houston Exploration common stock with a
fair market value of approximately $256,000 at the time of grant. Until vested, the stock is restricted from transfer and
subject to forfeiture in the event Mr. Hargett's employment is terminated. The shares vest, become nonforfeitable and
freely transferable in equal one-third increments on each anniversary of the grant date. The cost of the restricted stock will
be recognized in earnings as compensation expense over the stock's three-year vesting period. During 2002 and 2001 we
recognized stock compensation expense of $85,000 and $64,000, respectively related to this restricted stock grant.

Employment Contracts

We have entered into employment contracts with all eight of our executive officers. Contracts are initially set for a three
year period and automatically extended one year on each anniversary unless either party gives notice within a specified
number of days prior to the anniversary of the employment agreement. Executive officers receive annual salary and bonus
payments pursuant to their employment contracts and if we terminate an employment agreement without cause or if the
employee terminates an employment agreement with good reason, as defined in the employment agreements, we are
obligated to pay the employee a lump-sum severance payment of 2.99 times the employee's then current annual rate of total
compensation, as defined in the agreement, in addition to the continuation of welfare benefits for a specified time period.

Termination of Employment Agreements for Former Executives

Effective March 31, 2001, our President and Chief Executive Officer and Director, James G. Floyd, and our Senior Vice
President - Exploration and Production, Randall J. Fleming, retired. Each had served in their respective positions since the
Company's inception in 1986. In connection with their retirement as executive officers, each of Messrs. Floyd and Fleming
agreed to the termination of their respective employment agreements. They received lump sum severance payments of $2.3
million and $1.4 million, respectively. Effective September 30, 2001, Thomas W. Powers, our Chief Financial Officer, left
the Company to pursue other interests. In connection with the termination of his employment agreement with us, Mr.
Powers received a lump sum severance payment of approximately $1.5 million. In total, the Company has incurred
approximately $5.2 million in general and administrative expenses during 2601 as a result of the termination of
employment contracts with former executives.
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Transactions with Former President and Chief Executive Officer

Prior to January 2000 our former President and Chief Executive Officer held working interests and net profits interest in
various properties of our company. These interests were acquired pursuant to the terms of his employment contract. In
January 2000, we agreed to exchange all of the working interests and net profits interests Mr. Floyd had acquired in our
properties for an overriding royalty interest in those same properties. During 2001 and 2000, Mr. Floyd received $6.9
million and $5.4 million (net of $0.4 million in related expenses), respectively, relating to his overriding royalty interests in
our properties.
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NOTE 7 — Hedging Contracts

2002. As of December 31, 2002, we had entered into commodity price hedging contracts with respect to our
production for 20C3 and 2004 as listed in the tables below. Volumes and fair values are stated in thousands. The total
estimated fair value of our natural gas and cil derivative instruments at December 31, 2002 was a negative $38.8 million
($25.2 million net of taxes).

Natural Gas Hedges Fixed Price Swaps Collars Fair Value
NYMEX NYMEX
Volume Contract Volume Contract Price
Period (MMbtu) Price  (MMbtu) Avg Floor Avg Celling  $ in thousards
January 2003.......cccceveverennen. 1,240 $ 3.194 4,495 § 3.493 $ 4954 % (2,917)
February 2003.......cccoveenenne 1,120 3.194 4,060 3.493 4954 (2,508)
March 2003......occevveeeeennene 1,240 3.194 4,495 3.493 4.954 (3,187)
April 2003, 1,200 3.194 4,500 3.476 4.909 (2,542)
May 2003.....ccvceevevrenrrrnenn 1,240 3.194 4,650 3.476 4.909 (2,440)
June 2003......ccoooriiiiriiiies 1,200 3.194 4,500 3.476 4.909 (2,446)
July 2003 ..o, 1,240 3.194 4,650 3.476 4.909 (2,665)
August 2003........cccvveeienee 1,240 3.194 4,650 3.476 4.909 (2,754)
September 2003 ................... 1,200 3.194 4,500 3.476 4.909 (2,634)
October 2003 ........cccovveveenne 1,240 3.194 4,650 3.476 4.909 (2,782)
November 2003 ................... 1,200 3.194 4,500 3.476 4.909 3,377
December 2003.................... 1,200 $ 3.194 4,650 3.476 4.909 (4,209)
January 2004.........ccccvvvrennenne s . 1,550 3.500 4.750 916)
February 2004.........ccocuvunee. . _ 1,400 3.500 4750 (759)
March 2004...........cccevverenneee. _ . 1,550 3.500 4.750 (597)
April 2004, L . 1,500 3.500 4.750 17
May2004.....ccooviverrecene _ __ 1,550 3.500 4.750 (103)
June 2004........covveceveveenrenen. _ . 1,500 3.500 4.750 an
July 2004 ......ccoovrrerrrennne, ,_ __ 1,550 3.500 4.750 (83)
August 2004..........ccccvneeien. . _ 1,550 3.500 4,750 (94)
September 2004 ................... _ . 1,500 3.500 4750 (72)
October 2004 ....................... . _ 1,550 3.500 4750 97
November 2004 ................... o _ 1,500 3.500 4750 277
December 2004.................... _ _ 1,550 3.493 4,750 480
$ (38,627}
Oil Hedges Fixed Price Swaps Collars Fair Value
NYMEX NYMEX
Volume Contract Volume Comntract Price

Period (MBbl) Price (MBbI) Avg Floor Avg Ceiling 3 in thousands
January 2003 ......oocceeerrennns 31 $ 2850 — — — 3 an
February 2003......cccceecevvrrnnn. 28 28.50 — — — 48)
March 2003 ..o, 31 28.50 — — — 20)

g (145)
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For natural gas, transactions are settled based upon the New York Mercantile Exchange or NYMEX price on the final
trading day of the month. For oil, our swaps are settled against the average NYMEX price of oil for the calendar month
rather than the last day of the month. Fair market value is calculated for the respective months using prices derived from
NYMEX futures contract prices existing at December 31* and from market quotes received from counterparties.

2001. At December 31, 2001, we had entered into commodity price hedging contracts with respect to our production
for 2002 and 2003 as listed in the table below. Volumes and fair values are stated in thousands. The total estimated fair
value of our natural gas derivative instruments at December 31, 2001 was a positive $53.8 million ($34.9 million net of

taxes).
Natural Gas Hedges Fixed Price Swaps Collars Fair Value
NYMEX NYMEX
Volume Contract Volume Contract Price
Period (MMbtu) Price (MMbtu) Avg Fioor Avg Ceiling (S thousands)
January 2002.............ccovueeee 930 $ 3.010 4,340 $ 3.643 S5 5356 § 5,144
February 2002...................... 840 3.010 3,920 3.643 5.356 4,585
March 2002..........ccoeeervrnene 930 3.010 4,340 3.643 5.356 5,176
April 2002........coiieine 900 3.010 4,200 3.643 5.356 5,054
May 2002.......cooevircerennns 930 3.010 4,340 3.643 5.356 5,041
June 2002......cocvvvirerrireeennens 900 3.010 4,200 3.643 5.356 4,654
July 2002 .o 930 3.010 4,340 3.643 5.356 4,655
August 2002 ........ccoceeeniiene 930 3.010 4,340 3.643 5.356 4,497
September 2002................... 900 3.010 4,200 3.643 5.356 4,352
October 2002 ................cu.eee. 930 3.010 4,340 3.643 5.356 4,385
November 2002................... 900 3.010 4,200 3.643 5.356 3,424
December 2002.................... 930 3.010 4,200 3.643 5.356 2,690
January 2003...........cooeienee 1,240 3.194 —_ — — 10
February 2003.........c.cccecncen. 1,120 3.194 — — — 9
March 2003......ccrvrrrnreee. 1,240 3.194 — — — 10
April 2003........oenieenns 1,200 3.194 — — — 9
May 2003.......cccoeieeene 1,240 3.194 — — — 10
June 2003 ... 1,200 3.194 — — — 9
July 2003 ..o 1,240 3.1%4 — — — 10
August 2003 ... 1,240 3.194 — — — 10
September 2003................... 1,200 3.194 — — — 9
October 2003 ..........cceevivenee 1,240 3.194 — —_ — 9
November 2003 ................... 1,200 3.194 — — — 9
December 2003.................... 1,240 3.194 —_ — — 10
§ 53771

These hedging transactions are settled based upon the average of the reported settlement prices on the NYMEX for
the last three trading days of a particular contract month or the NYMEX price on the final trading day of the month (the
"settlement price™). With respect to any particular swap transaction, the counterparty is required to make a payment to us in
the event that the settlement price for any settlement period is less than the swap price for the transaction, and we are
required to make payment to the counterparty in the event that the settlement price for any settlement period is greater than
the swap price for the transaction. For any particular collar transaction the counterparty is required to make a payment to us
if the settlement price for any settlement period is below the floor price for the transaction, and we are required to make
payment to the counterparty if the settlement price for any settlement period is above the ceiling price for the transaction.
We are not required to make or receive any payment in connection with a collar transaction if the settlement price is
between the floor and the ceiling,
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NOTE 8 — Sales To Major Customers

We sold natural gas and oil production representing 10% or more of our natural gas and oil revenues for the years
ended December 31, 2002, 2001 and 2000 as listed below. In the exploration, development and production business,
production is normally sold to relatively few customers. However, based on the current demand for natural gas and oil, we
believe that the loss of any of cur major purchasers would not have a material adverse effect on cur operations.

For the Year Ended December 31,

Major Purchaser 2002 2001 2000
Anadarko Petroleum Corporation ...........c.o.eceeeecerrernnrienns 12.6% 7.3% 8.7%
ConoCOPhIlIPS. ...ocveecireririiieentie e sne e e sresvasees 14.9% 4.0% 0.6%
KiInderMOTZAan . ....c..cocveeciiiiieeriirnreieeresreestenseeversssesseesnnens 9.8% 5.0% 2.8%
Dynegy, INC. ...cocvirieiiiiiirccr e 5.5% 16.4% 22.5%
Adams Resources and Energy, Inc. ........ccocoveeeceeneerenene. 8.2% 12.5% 14.5%
El Paso COrporation.........ccceerieieecncenenrniessesresesesssesenens 4.8% 9.5% 9.1%

Note: Amounts disclosed that are less than 10% are presented for information and comparison purposes
only.

NOTE 9 — Commitments and Contingencies

Severance Tax Refund

During July 2002, we applied for and received from the Railroad Commission of Texas a “high-cost/tight-gas
formation” designation for a portion of our Scuth Texas production. The “high-cost/tight-gas formation” designation will
allow us to receive an abatement of severance taxes for qualifying wells in various fields. For qualifying wells, production
will be either exempt from tax or taxed at a reduced rate until certain capital costs are recovered. For qualifying wells, we
will also be entitled to a refund of severance taxes paid during a designated prior 48-month period. Applications for refund
are submitted on a well-by-well basis to the State Comptroller’s Office and due to timing of the acceptance of applications,
we are unable to project the 48-month look-back period for qualifying refunds. We currently estimate that the total refund,
for 2002 and prior periods, will be between $18 million to $23 million ($12 million to $15 million, net of tax), although we
can provide no assurances that the actual total refund amount will fall within our current estimate. During the fourth
quarter of 2002, we recorded refunds totaling $10.4 million ($6.8 million net of tax) of which $1.3 million related to refund
of 2002 severance tax expense and $9.1 related to refunds of prior period expense.

Legal Proceedings

On August 18, 2002, a complaint styled Victor Ramirez, Santiago Ramirez, Jr., Oswaldo H. Ramirez and Javier
Ramirez as Co-Trustees of the Ramirez Mineral Trust v. The Houston Exploration Company, cause number 5,207, was filed
in the district court of the 49 Judicial District in Zapata County, Texas. The complaint alleges that we trespassed by
drilling the No. 7 RMT well to a depth in excess of our lease rights and commingled production by producing from the
excess depth. The plaintiffs claim damages for trespass and conversion in excess of $6 million and further seek to recover
exemplary damages in excess of $18 million. We are currently unable to predict the outcome of the claim.

Other Litigation. We are involved from time to time in various claims and lawsuits incidental to our business. In the

opinion of management, the ultimate liability, if any, will not have a material adverse effect on our financial position or
results of operations.
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Leases

We have entered into non-cancellable operating lease agreements relative to the lease of our office space at 1100
Louisiana in Houston, Texas and various types of office equipment (telephones, copiers and fax machines} with various
expiration dates through 2009. Minimum rental commitments under the terms of our operating leases are as follows (in
thousands):

Minimum
Year Ended December 31, Payments
2003 <ttt e et et e et esneseaeenaeateeaearaenrenn $ 1,071
2004 ...ttt e ar e saa e sree e e 1,124
2005 et e bbbt sr e e e b ansnaentens 1,168
2006 ...t st sbe st e e srr e ee s saesbeens 1,116
2007 .ottt st e ev et e sa e st se s ernesaases sennarenns 1,215
T AIET .. ettt ettt et nr s 3,323

Net rental expense related to these leases was $1.2 million, $0.6 million and $0.5 million, respectively, for the years
ended December 31, 2002, 2001 and 2000.

NOTE 10 — Acquisitions

Acquisition of KeySpan Joint Venture Assets (See Note 6 — Related Party Transaction — Transactions with KeySpan).

Burlington Acquisition

On May 30, 2002, we completed the purchase of natural gas and oil producing properties and associated gathering
pipelines, together with undeveloped acreage, from Burlington Resources Inc. located in the Webb, Jim Hogg, Wharton and
Calhoun counties of South Texas. The properties purchased cover approximately 24,800 gross (10,800 net) acres located in
the North East Thompsonville, South Laredo, McFarlan and Maude Traylor Fields. The properties purchased represent
interests in approximately 145 producing wells and total proved reserves of 42 Bcefe as of January 1, 2002, the effective
date of the transaction. Our average working interest is 35% and we are the operator of approximately 23% of the
producing wells acquired. The $44.5 million purchase price, which is net of a purchase price adjustment of $3.9 million,
was financed by borrowings under our revolving bank credit facility.

On July 16, 2002, we sold those interests acquired from Burlington in the McFarlan and Maude Trayior Fields for
approximately $5.0 million, which was net of a purchase price adjustment of $1.1 million. The effective date of this
transaction was January 1, 2002. These two fields, located in Wharton and Calhoun counties, respectively, are outside our
current area of focus in South Texas. The sale represents interests in 22 producing wells with reserves of approximately 5
Bcfe. Proceeds from the sale were used to repay borrowings under our revolving bank credit facility.

We retained the North East Thompsonville Field, located in Jim Hogg County, and the South Laredo Field, located in
Webb County. The North East Thompsonville Field has 10 wells producing from the Wilcox formation, all of which we
operate, and representing approximately 70% of the proved reserves and 75% of the current production associated with the
acquisition from Burlington. The South Laredo Field, located in Webb County and in the Lobo Trend, contains 113 wells,
all operated by a third party.

Conoco Acquisition

On December 31, 2001, we completed the purchase of certain natural gas and oil properties and associated gathering
pipelines and equipment, together with developed and undeveloped acreage, located in Webb and Zapata counties of South
Texas, from Conoco Inc. The $69 million purchase price was paid in cash and financed by borrowings under our revolving
bank credit facility. The properties purchased cover approximately 25,274 gross (16,885 net) acres located in the
Alexander, Haynes, Hubbard and South Trevino Fields, which are in close proximity to our existing operations in the
Charco Field, and represent interests in approximately 159 producing wells. We operate approximately 95% of the
producing wells acquired and our average working interest is 87%. Total proved reserves associated with the interests
acquired were 85 Bcfe, as of the October 1, 2001, the effective date of the transaction.
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NOTE 11 —Restatement and Reclassifications
Application of EITF Issue No. 00-10 - Transportation Expense

Subsequent to the issuance of our financial statements for the year ended December 31, 2001, we determined that we
had not adopted Emerging Issues Task Force Issue (“EITF”) Issue No. 00-19, “Accounting for Shipping and Handling Fees
and Costs” that was effective for us in the fourth quarter of 2000. EITF Issue No. 00-10 reached a consensus that amounts
billed to customers for shipping and handling costs should be ciassified as revenues and that deducting shipping and
handling costs from revenues is not appropriate and that such costs should be classified as an expense on the income
statement. Furthermore, the EITF determined that upon application of this Issue, comparative financial statements for prior
pericds should be reclassified to comply with the guidance provided.

Previously we reflected our shipping and handling costs as a reduction to natural gas and oil revenues. In accordance
with the application of EITF No. 00-10,we added these costs back to natural gas and oil revenues and reclassified them to
transportation expense. Our accompanying Consolidated Statement of Operations for the year ended December 31, 2001
was restated from amounts previously reported to reflect the application of EITF No. 00-10 and the correct presentation of
transportation expense. The restatement for 2001 has no effect on net income or income from operations. Our
Consolidated Statement of Operations for the year ended December 31, 2000 was reflected to provide comparative financial
statements for all periods presented. The reclassification for 2000 has no effect on net income or income from operations.

The table below provides a summary of the effects of application of EITF No. 00-10 for amounts reported in 2001 and
2000. See Note 13 — Selected Quarterly Information, for the effects of the application of EITF No. 00-10 for each of the
quarterly periods during the years ended December 31, 2002 and 2001.

2001 2000

Previously Previcusly

Restated Reported Reclassified Reported

(% in thousands)

Natural gas and oil revenues................. $ 387,156 $ 379,504 $ 277,487 $ 270,595
Total revenues ......cccoevueeeveveceesreeescnrenens 388,509 380,857 279,225 272,333
Transportation €XpPenses........c.ocoeeeuenn. 7,652 — 6,892 —
Total operating eXpenses..........c.ccouen.e. 165,994 188,342 138,369 131,477
Income from operations ...........ccoceeneeen. 162,515 192,515 140,856 140,856
Net INCOME .....oovvreeeeceecrreerenreeeseerenenne 122,601 122,601 85,258 85,258

Adoption of SFAS No. 133

In connection with the adoption of SFAS No. 133, on January 1, 2001 we were required to disclose in our Consolidated
Statement of Stockholders’ Equity and Comprehensive Income the cumulative effect of the accounting change for
derivative instruments, which is equal to the unrealized loss related to the mark-to-market valuation of our derivative
instruments as of January 1, 2001 together with the value of derivative instruments settled during the period and reclassified
to income during the period and the unrealized gain or loss due to the change in the fair value during the peried. All

amounts are to be reported net of taxes. Our Consolidated Statement of Stockholder’s Equity now presents these amounts
in accordance with SFAS No. 133,
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NOTE 12— Supplemental Information On Natural Gas and Qil Exploration, Development and Production
Activities (Unaudited)

The following information concerning our natural gas and oil operations has been provided pursuant to Statement of
Financial Accounting Standards No. 69, "Disclosures about Oil and Gas Producing Activities." Our natural gas and oil
producing activities are conducted onshore within the continental United States and offshore in federal and state waters of
the Gulf of Mexico. Our natural gas and oil reserves were estimated by independent reserve engineers.

Capitalized Costs of Natural Gas and Oil Properties

As of December 31, 2002, 2001 and 2000, our capitalized costs of natural gas and oil properties are as follows:

As of December 31,
2002 2001 2600
{in thousands)
Unevaluated properties, not amortized ..........cccceccvcenevevnierverennn $ 96,192 $ 177,987 $ 142,890
Properties subject to amortization...........c.cccoveeereeennnereeininennas 1.828.160 1,493.293 1,162.000
Capitalized COStS.....ccerermrreireciiine et 1,924,352 .~ 1,671,280 1,304,890
Accumulated depreciation, depletion and amortization.............. (906.089) (735.257) (601.034)
Net capitalized COSES .....covrreerirrrrerrsrerrerree e seanene $ 1018263 $§ 936023 § 703.856

Capitalized Costs Incurred

Costs incurred for natural gas and oil exploration, development and acquisition are summarized below. Costs incurred
during the years ended December 31, 2002, 2001 and 2000 include interest expense and general and administrative costs

related to acquisition, exploration and development of natural gas and oil properties of $21.1 million, $24.9 million and
$23.3 million, respectively.

As of December 31,

2002 2001 2000
(in thousands)

Property acquisition and leasehold costs

UNevaluated! .........o..oveieeeeeieeeeeeeeee e $ 14600 $ 31,711  $ 7,955
Proved.. ..ottt e 89,873 85,367 38,579
EXPLOration COSLS .....c.ceveririeniriereeteeetese et et tesn st es s arenereas 26,563 72,056 37,162
DevelopmeEnt COSLS........covimiiiiniiiiiiietces et 122,036 177.256 100,333
Total costs INCUITED .....ocveveerereree ittt § 253072 § 366390 $ 184,029

) These amounts represent costs we incurred during 2002 and excluded from the amortization base until proved

reserves are established or impairment is determined. We estimate that these costs will be evaluated within
four years.

During the years ended December 2002, 2001 and 2000, we spent $11.0 million, $19.9 million and $9.7 million,
respectively to develop our proved undeveloped reserves. At December 31, 2002, our Standardized Measure of Discounted
Future Net Cash Flows includes estimated future development costs for our proved undeveloped reserves for the next three
years of $141.8 million, $31.9 million and $7.0 million, respectively, for 2003, 2004 and 2005.
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Standardized Measure of Discounted Future Net Cash Flows Relating to Proved Natural Gas and Oil Reserves (unaudited)

The following summarizes the policies we used in the preparation of the accompanying natural gas and oil reserve
disclosures, standardized measures of discounted future net cash flows from proved natural gas and oil reserves and the
reconciliations of standardized measures from year to year. The information disclosed, as prescribed by the Statement of
Financial Accounting Standards No. 69 is an attempt to present the informaticn in a manner comparable with industry
peers.

The information is based on estimates of proved reserves attributable to our interest in natural gas and oil properties as
of December 31 of the years presented. These estimates were prepared by independent petroleum consultants. Proved
reserves are estimated quantities of natural gas and crude oil which geological and engineering data demonstrate with
reasonable certainty to be recoverable in future years from known reservoirs under existing economic and operating
conditions.

The standardized measure of discounted future net cash flows from production of proved reserves was developed as
follows:

1. Estimates are made of quantities of proved reserves and future periods during which they are expected to be
produced based on year-end economic conditions.

2. The estimated future cash flows are compiled by applying year-end prices of natural gas and oil relating to our
proved reserves to the year-end quantities of those reserves.

3. The future cash flows are reduced by estimated production costs, costs to develop and produce the proved reserves
and abandonment costs, all based on year-end economic conditions.

4. Future income tax expenses are based on year-end statutory tax rates giving effect to the remaining tax basis in the
natural gas and oil properties, other deductions, credits and allowances relating to our proved natural gas and oil
reserves.

5. Future net cash flows are discounted to present value by applying a discount rate of 10 percent.
The standardized measure of discounted future net cash flows does not purport, nor should it be interpreted, to present
the fair value of our natural gas and oil reserves. An estimate of fair value would also take into account, among other things,

the recovery of reserves not presently classified as proved, anticipated future changes in prices and costs and a discount
factor more representative of the time value of money and the risks inherent in reserve estimates.
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The standardized measure of discounted future net cash flows relating to proved natural gas and oil reserves is as follows
and does not include cash flows associated with hedges outstanding at each of the respective reporting dates:

As of December 31,

2002 2001 2000

Future production CoSts .........c.ccceeiviiriiininteeeccnre e
Future development COSES .....c...ccovrviiiirieeeiieictieseeseeseenesanne
FUuture inCome taxes........coerevieiereecrerresiererseeeneesnsresesnesneneseens

Future cash INIOWS......cvovievieeeeri st s s et eseee e s se s $ 2,845,768 $

(in thousands)

Future net cash flows.........covrvevniiiicnriciiee e,
10% annual discount for estimated timing of cash flows .........

Standardized measure of discounted future net cash flows.....$ 1,058,064

1,471,557 $ 5,189,328

(486,399) (302,145) (542,139)
(241,876) (189,480) (153,210)
(542.782) (211.191) (1250.272)
1,574,711 768,741 3,243,707
(516.647) (217.216) (1.179.680)
$ 551,505 $ 2064027

The following table summarizes changes in the standardized measure of discounted future net cash flows:

As of December 31,

2002 2001 2000

Beginning of the year .........ccocceniiiienievccnnnniencccnececiens
Revisions to previous estimates: ..........ccceverveeerereeeceneneerenns

Changes in prices and CoStS .......o.oooeeeireeierririereieee e

Changes in quantities..........coooneiinneniinenninne e

Changes in future development COstS ........c..ccceveeviveeurnnnn.
Development costs incurred during the period....................
Extensions and discoveries, net of related costs..................
Sales of natural gas and oil, net of production costs............
Accretion of diSCOUNE ......cevveereerirercieneeieee e e
Net change in income taxes.........ccovervevercrennieecnienieereninennns
Purchase of reserves in place........cccovvivevienvvieneneienenenne
Sale of reserves in place ........ceovvvvecenenninennceiee e
Production timing and other............cccceviivviivieecvcnneenee
End of Year ...t
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(in thousands)

551,525 $ 2,064,027 $ 469,225
629,542  (2,088,576) 2,163,984
(36,368) (52,928) 24,650
(1,970) (18,001) (32,152)
23,393 65,940 57,046
242,055 116,710 403,012
(275,157)  (343,181) (237,286)
64,858 279,648 52,967
(209,807) 635,400 (672,005)
99,741 51,674 23,118
(170) (133) —
(29.578) __ (159.055) (188.532)
$ 1058064 § 551,525 $ 2,064,027
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Estimated Net Quantities of Natural Gas and Oil Reserves (Unaudited)

The following table sets forth our net proved reserves, including changes, and proved developed reserves (all within
the United States) at the end of each of the three years in the period ended December 31, 2002, 2001 and 2000.

Natural Gas Crude Oil and Condensate
(MMcf) (MBbls)
2002 2001 2000 2002 2001 20C0

Proved developed and

undeveloped reserves: ................ 568,208 529,518 526,185 6,605 5,352 2,470
Revisions of previous estimates ....  (14,863)  (41,914) 3,709 (26) (174) 107
Extensions and discoveries............ 105,798 83,551 69,564 342 1,800 2,424
Production .......ccooeeeveivcvcenercnnenne (97,368)  (87,095) (77.,861) (859) (459) (€200
Purchase of reserves in place......... 48,777 84,148 7,921 483 115 662
Sales of reserves in place............... (143) — — (12) (29) —
End of year......covvivrevininicornnnnnone £10,409 568208 _529518 6,533 6,605 5352
Proved developed reserves:
Beginning of year.........c..coceceerenene. 438,538 420,733 397,343 2,123 1,810 1,796
End of year....ccoveovverrerninecnennenenen 435,629 438,538 420,733 2,413 2,123 1,810
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2002

NOTE 13— Quarterly Financial Information (Unaudited)

Ist
Quarter

2nd
Quarter

3rd

Quarter

4th

Quarter

Total revenues - restated ............ccovevvevevvenreeienens

Total operating expenses - restated.............cccc.c.....

Total operating expenses - previously reported "

Income from OPerations ............ccvrviviereimiiencriosons

NELINCOME ....vvviiieeeeieenrneiereies e ressereresenreeesesssrareee

Net income per share® ............ccoooomvvevrenrrrnrrnnnens

Net income per share—fully diluted® ...................

2001

Total revenues - restated

Total revenues - previously reported (..................

Total operating expenses - restated..........c..ccoeene.

Total operating expenses - previously reported )

Income from operations.......... eereren ettt

NEt HICOIME ... vvvererirerernrerersinieeceereeeesessreessssessens

Net income per share® .............cccooevvervrrverieenann

Net income per share—fully diluted® ...................

M For all periods presented, we applied Emerging Issues Task Force (“EITF”) No. 00-10 “Accounting for Shipping
and Handling Fees and Costs.” Pursuant our application of EITF No. 00-10, transportation expenses previously

(in thousands, except per share data)

$ 74,816 $ 85955 § 84,205

72,640
54,425
52,249
20,391
12,534

8 041
$ 041

$ 126,418 $
124,342
75,199
49,143
75,199
47,344

$ 1.58 §
$ 155 §

83,728
57,426
55,209
28,519
17,654

0.58
0.57

81,971
58,745
56,511
25,460
15,272

0.50
0.50

101,151 & 80,320

99,308
56,876
42,432
56,876
35,855

1.19 §
1.17 %

78,495
34,394
44,101
34,394
22,530

0.74
0.73

$ 100,405

$
$

97,725
66,681
64,181
33,544
25,034

0.81
0.81

80,620
78,712
26,046
52,666
26,046
16,872

0.55
0.55

reflected as a reduction to natural gas and oil revenues were added back to revenues and reported as a separate

component of operating expense. The application of EITF No. 00-10 has no effect on income from operations or
net income. See Note 11 ~ Restatement and Reclassifications made to Statements of Operations for

Transportation Expense.

@

options, the sum of quarterly earnings per share may not equal earnings per share for the year.
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Quarterly earnings per share is based on the weighted average number of shares outstanding during the quarter.
Because of the increase in the number of shares outstanding during the quarters due to the exercise of stock
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3.1 —
3.2 —
4.1 —
10.1 —
10.2 —
10.3

164
10.5

106 —

106.7 —

108 —

10.9@
10.109 —
10.11® —

10.12%® —

10.13® —

10.14® —

10.15® —

Restated Certificate of Incorporation (filed as Exhibit 3.1 to our Quarterly Report on Form 10- Q for the
quarterly period ended June 30, 1997 (File No. 001-11899) and incorporated by reference).

Restated Bylaws (filed as Exhibit 3.2 to our Quarterly Report on Form 10-Q for the quarterly period ended
June 30, 1997 (File No. 001-11899) and incorporated by reference).

Indenture, dated as of March 2, 1998, between The Houston Exploration Company and The Bank of New
York, as Trustee, with respect to the 8%/5% Senior Subordinated Notes Due 2008 (including form of 8°/:%
Senior Subordinated Note Due 2008) (incorporated by reference tc Exhibit 4.1 to our Registration
Statement on Form S-4 (No. 333-50235)).

Registration Rights Agreement dated as of July 2, 1996 between The Houston Exploration Company and
THEC Holdings Corp. (filed as Exhibit 10.13 to our Registration Statement on Form S-1 (Registration No.
333-4437) and incorporated by reference).

Registration Rights Agreement between The Houston Exploration Company and Smith Offshore
Exploration Company (filed as Exhibit 10.15 to our Registration Statement on Form S-1 (Registration No.
333-4437) and incorporated by reference).

Subordinated Loan Agreement dated November 30, 1998 between The Houston Exploration Company and
MarketSpan Corporation d/b/a KeySpan Energy Corporation (filed as Exhibit 10.30 to our Annual Report
on Form 10-K for the year ended December 31, 1998 and incorporated by reference).

Subordination Agreement dated November 25, 1998 entered into and among MarketSpan Corporation
d/b/a KeySpan Energy Corporation, The Houston Exploration Company and Chase Bank of Texas,
National Association (filed as Exhibit 10.31 to our Annual Report on Form 10-K for the year ended
December 31, 1998 (File No. 001-11899) and incorporated by reference).

First Amendment to Subordinated Loan Agreement and Promissory Note between KeySpan Corporation
and The Houston Exploration Company dated effective as of October 27, 1999 (filed as Exhibit 10.17 to
our Annual Report on Form 10-K for the year ended December 31, 1999 (File No. 001-11899) and
incorporated by reference).

Exploration Agreement between The Houston Exploration Company and KeySpan Exploration and
Production, L.L.C., dated March 15,1999, (filed as Exhibit 10.1 to our Quarterly Report on Form 10-Q for
the quarter ended March 31, 1999 (File No. 001-11899) and incorporated by reference).

First Amendment to the Exploration Agreement between The Houston Exploration Company and
KeySpan Exploration and Production, L.L.C. dated November 3, 1999 (filed as Exhibit 10.19 to our
Annual Report on Form 10-K for the year ended December 31, 1999 (File No. 001-11899} and
incorporated by reference).

Restated Exploration Agreement dated June 30, 2000 between The Houston Exploration Company and
KeySpan Exploration and Production, L.L.C (filed as Exhibit 10.1 to our Quarterly on Form 10-Q for the
quarter ended September 30, 2000 File No. 001-11899) and incorporated by reference).

Supplemental Executive Pension Plan (filed as Exhibit 10.23 to our Registration Statement on Form S-1
(Registration No. 333-4437) and incorporated by reference).

Deferred Compensation Plan for Non-Employee Directors (filed as Exhibit 10.24 to our Annual Report on
Form 10-K for the year ended December 31, 1997 (File No. 001-11899) and incorporated by reference).
Amended and Restated 1996 Stock Option Plan (filed as Exhibit 10.1 to our Quarterly Report on Form 10-
Q for the quarter ended June 30, 1998 (File No. 001-11899) and incorporated by reference).

1999 Non-Qualified Stock Option Plan dated October 26, 1999 (filed as Exhibit 10.24 to our Annual
Report on Form 10-K for the year ended December 31, 1999 File No. 001-11899) and incorporated by
reference).

Change of Control Plan dated October 26, 1999 (filed as Exhibit 10.25 to our Annual Report on Form 10-
K for the year ended December 31, 1999 File No. 001-11899) and incorporated by reference).
Employment Agreement dated July 2, 1996 between The Houston Exploration Company and James F.
Westmoreland (filed as Exhibit 10.11 to our Registration Statement on Form S-1 (Registration No. 333-
4437) and incorporated by reference).

First Amendment to Employment Agreement dated April 26, 2001 between The Houston Exploration
Company and James F. Westmoreland (filed as Exhibit 10.5 to our Quarterly Report on Form 10-Q for the
quarter ended March 31, 2001 File No. 001-11899).
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992
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Employment Agreement dated May 1, 1998 between The Houston Exploration Company and Thomas E.
Schwartz (filed as Exhibit 10.2 to our Quarterly Report on Form 10-Q for the quarter ended March 31,
1998 (File No. 0601-11899) and incorporated by reference).

First Amendment to Employment Agreement dated April 26, 2001 between The Houston Exploration
Company and Thomas W. Schwartz (filed as Exhibit 10.4 to our Quarterly Report on Form 10-Q for the
quarter ended March 31, 2001 File No. 001-11899)

Employment Agreement, dated September 19, 1996, between The Houston Exploration Company and
Charles W. Adcock (filed as Exhibit 10.26 to our Annual Report on Form 10-X for the year ended
December 31, 1996 (File No. 001-11899) and incorporated by reference).

First Amendment toc Employment Agreement dated April 26, 2001 between The Houston Exploration
Company and Charles W. Adcock (filed as Exhibit 10.3 to our Quarterly Report on Form 10-G for the
quarter ended March 31, 2001 File No. 001-11899).

Employment Agreement dated April 4, 2001 between The Houston Exploration Company and William G.
Hargett (filed as Exhibit 10.2 to our Quarterly Report on Form 10-Q for the quarter ended March 31, 2001
File No. 001-11899).

First Amendment to Employment Agreement between The Houston Exploration Company and William G.
Hargett dated May 17, 2002 (filed as Exhibit 10.2 to our Quarterly Report on Form 10-Q for the quarter
ended June 30, 2002 File No. 001-11899).

Employment Agreement dated July 16, 2001 between The Houston Exploration Company and Tracy Price
(filed as Exhibit 10.1 to our Quarterly Report on Form 10-Q for the quarter ended September 30, 2001 File
No. 001-11899).

Employment Agreement dated October 22, 2001 between The Houston Exploration Company and Steven
L. Mueller (filed as Exhibit 10.32 to our Annual Report on Form 10-K for the year ended December 31,
2001 File No. 001-11899).

Employment Agreement dated March 1, 2002 between The Houston Exploration Company and Roger B.
Rice (filed as Exhibit 10.33 to our Annual Report on Form 10-X for the year ended December 30, 2001
File No. 001-11899).

Revolving Credit Facility between The Houston Exploration Company and Wachovia Bank, National
Association, as issuing bank and administrative agent, Bank of Nova Scotia and Fleet National Bank as co-
syndication agents and BNP Paribas as documentation agent dated July 15, 2002 (filed as Exhibit 10.1 to
our Quarterly Report on Form 10-Q for the quarter ended June 30, 2002 File No. 001-11899).
Employment Agreement dated November 18, 2002 between The Houston Exploration Company and John
H. Karnes.

Second Amendment to Employment Agreement dated January 10, 2003 between The Houston Exploration
Company and James F. Westmoreland.

Executive Deferred Compensation Plan dated January 1, 2002.

2002 Long-Term Incentive Plan effective May 17, 2002 (filed as Exhibit 1 to our Definitive Proxy
Statement on Schedule 14A (File No. 001-11899) and incorporated by reference).

Computation of ratio of earnings to fixed charges.

Subsidiaries of Houston Exploration.

Consent of Deloitte & Touche LLP.

Consent of Netherland, Sewell & Associates.

Consent of Miller and Lents,

Certification of William G. Hargett, Chief Executive Officer, as required pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

Certification of John H. Karnes, Chief Financial Officer, as required pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

O Filed herewith.
@ Management contract or compensation plan.
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Exhibit 12.1

COMPUTATION OF RATIO OF EARNINGS TO FIXED CHARGES

For the Years Ended DBecember 31,
2002 2001 2000 1999 1998

(in thousands)

Fixed Charges:
Gross interest expense $ 15373 8§ 15034 § 25100 $§ 25,167 § 14,414
Interest portion of rent expense 122 46 40 28 39
15,495 15,080 25,140 25,195 14,453
Earnings:
Income (loss) before taxes 109,586 189,404 127,743 36,369 (113,440)
Plus: fixed charges 15,495 15,080 25,140 25,195 14,453
Less: capitalized interest (1.975) (12,042) _ (13.739) (11,860) (9.817)
$ 117,106 § 192,442 § 139,144 §$ 49,704 $(108,804)
Ratio of Earnings to Fixed Charges 7.6x 12.8x 5.5% 2.0x N/M D

(" For the year ended December 31, 1998, ratio of earning to fixed charges was less than one-to-one coverage due

to a deficiency of $123.2 million caused by a writedown of the carrying value of our natural gas and oil
properties of $130 million ($84.5 million after taxes).
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