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Letter to Stockholders

PetroQuest Energy is a natural gas company with a history of
delivering reserve growth, stable production, and attractive

returns for stockholders.

Before I delve into our results and views

of 2008 and 2009, this is a very appropriate

time to contrast and compare 2008 and 2007.

In many respects, 2008 was a great year for
PetroQuest Energy despite the poor economic
climate. We achieved company record

drilling and production results, and our fiscal
conservatism contributed to our achieving many
of our 2008 goals. These solid operating results
were overshadowed by low year-end oil and
natural gas prices that are persisting into 2009.
Although we reduced our 2009 capital budget
by 74% compared to 2008, we believe we can
still maintain production or even achieve modest
production growth.

It is an understatement to say that 2008 was

a year of extreme volatility. As crude oil prices
rose to record levels, so too did the associated
costs to drill and complete our wells. By the
end of 2008, drilling activity was curtailed
across the entire industry, a reflection of the
dramatic drop in both crude oil and natural
gas prices. I can remember as a child hearing
my Father talk about just how quickly the
industry can go from boom to bust and back to
boom. Are we in a bust-cycle? [ don’t believe
we're going to relive 1986, the worst year ['ve
experienced, and the very year PetroQuest
Energy was founded. Rather, I believe our
successes are borne from applying what we
have learned to the challenges of the present.
Those lessons serve as the guiding principles
that we adhere to today.

T2 2008 ANNUAL REPORT

They are:

} Manage growth with an established
strategy of balancing exploration,
development and acquisitions;

I Build a company with assets that
provide stable cash flow from reliable

development drilling and effective

management of operating costs;

I Retain a high level of operatorship so

that we can manage our own pace of
growth, rather than having someone
else manage it for us; and

I Stay focused on the long-term pursuit
of opportunities.

I am particularly proud of how well our
people have executed our strategies in

the face of adversity, challenges and rapid
change. 1 expect we will reap benefits
when product prices improve, as | expect
they will. In 2008, we added lease holdings,
continued investing in geologic and
seismic data, and built a large and diverse
inventory of well locations. In 2009, we
are well prepared to put our collective
shoulders into expanding PetroQuest’s
reserves and production when commodity

prices improve and costs stabilize.



% i
= e

o
o
B

o
o el
B
o
=

om

fre
lear

rn;g
ve

are bo




2008 In Perspective

Historic World Events

2008 was a remarkable year for our industry, country and world.
The year began against the backdrop of steadily increasing oil
prices, reflecting continuing expansion of the global economy
and its ever-present need for a steady, secure supply of energy.

In retrospect, it is difficult to believe oil
declined 61% during the latter half of the

year from a record high of $147 per barrel in
July 2008. Natural gas prices followed suit,
with Henry Hub prices peaking at nearly
$13/MMBtu in June 2008, mirroring general
trends in global crude markets as industrial
demand remained robust through the summer
months. Economic conditions in the U.S.
reflected general optimism that growth
experienced since the last major recession would
continue, even if there were quiet concerns about
the sustainability of oil and natural gas prices.
As late as August 2008, the consensus within our
industry was that natural gas would remain in

the $7 to $9/MMBtu range well into 2009.

The U.S. Presidential election cycle added

to the drama of the unfolding financial crisis,
compounding anxieties over monetary policy
with inherent uncertainties associated with
closely fought national elections. Our industry
was caught to some degree in the convergence
of these events, as the debate raged over sending
billions of dollars overseas for foreign oil, how
we might begin to lessen our dependence on
overseas energy sources, and whether renewable
energy represents a viable alternative to fossil
fuels within certain economic sectors.

Federal bailout packages were hurried through
the legislative process, various high visibility
national plans were developed and advocated
within the private sector to address the foreign

oil dependence issue, and ultimately the demand
destruction created during the high price
environment in the summer months took its
toll, as both oil and natural gas prices declined
drastica]ly by the end of the year.

To compound these incredible events, back

to back major hurricanes struck the Louisiana
coast, shutting in a significant percentage of
Gulf of Mexico oil and natural gas production.
To put it mildly, 2008 was a challenging year for
our industry. But through conservative operational
management and our ability to keep costs under
control, we believe we are in a position to take
advantage of the markets moving forward.

Focus on Strategic Goals

As 2008 began, we were executing
our strategic plan to deliver
accelerated growth through our
commitment to an extensively
planned drilling program.

This remains our long-range strategic plan,
even during the challenging market conditions
prevalent as 2009 begins. We think we are
uniquely positioned to focus on building liquidity
through our stable production base, while
retaining the flexibility to return to the growth
theme when better market conditions return.
For our stockholders, this means the strength of
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Ultimately, the world will continue to consume
energy, and the Energy Information Administration
continues to project increasing long-term consumption
of oil and natural gas both globally and in the U.S.

our organization, the quality of our resource
plays, the dedication of our people and our
ability to deliver results, which we believe will
allow us to survive and thrive while the economic
storm rages around us. Just as the keel of a
ship provides strength and stability in stormy
seas, the foundation upon which PetroQuest

is built enables us to weather the storm and
emerge ready to return to our long-term strategy
of growth. Ultimately, the world will continue
to consume energy, and the Energy Information
Administration continues to project increasing
long-term consumption of oil and natural gas
both globally and in the U.S. As the saying
goes: “Oil and Gas. It always comes back.”

Overcoming Challenges
We are intent on managing
our balance sheet and

prudently managing our debt.

While PetroQuest was in the midst of
re-negotiating its credit facility within the
negative financial environment associated

with the collapse of the capital markets in
October 2008, we kept the faith that our past
performance and superior asset base would
serve us well. The once-in-a-lifetime set of
circumstances that either imploded several
financial institutions or brought them to the
brink of complete elimination would give
extreme cause for concern to any company tr_ying
to re-negotiate an existing financial obligation.
However, not only were we successful in closing
the transaction, we expanded our bank group
from three to five and increased our borrowing
base. We also extended the maturity date from
November 2009 to February 2012, which is

particularly significant given there are many

economic predictions that the current recession
will last into 2010. The fact that we were able

to increase our borrowing base and diversify

our banking group is a testament to the strength
of the company overall, recognition of our
diversification strategy across resource plays,
and a vote of confidence in the team we have
assembled to execute our strategic plan. It is also
further recognition of our 2008 reserve growth.

The two other significant challenges we
overcame this year were both natural events:
Hurricanes Gustav and lke. These back-to-back
hurricanes resulted in the shut-in of 96% of Gulf
of Mexico oil and 73% of Gulf of Mexico natural
gas, and resulted in the State of Louisiana
declaring disasters in 34 parishes. As recently

as January 14, 2009, the Minerals Management
Service estimated that 11% of Gulf oil production
and 15% of Gulf natural gas production remains
shut-in as a result of the two storms. Hurricane
Tke was the third most destructive hurricane ever
to make landfall in the United States and had a
significant impact in Louisiana.

Needless to say, both storms had great impact
on offshore production, and we deferred
approximately 2 Bcf equivalent of third and
fourth quarter production as a result of the
storms. However, our Gulf Coast team worked
tirelessly to restore our production, and as I write
this letter, approximately 1% of our production
remains shut-in. This further demonstrates

our sense of teamwork and shared purpose at
PetroQuest. We have what I believe is one of
the strongest technical and operational teams

in the industry, which allowed us to respond
quickly when hurricanes adversely affected

our operations.

&PetroQuest Energy, Inc.




Delivering Results

Despite all the headwinds in the form of market turmoil,
global economic uncertainty, and industrial demand challenges,
PetroQuest still delivered company-record results in 2008.

Considering how difficult 2008 was, I think
PetroQuest employees should all be particularly
proud that we were able to deliver results for our
stockholders, while many energy companies are
fighting for survival.

We ended 2008 with 185.4 Bcfe of proved
reserves, a new company record. About 68%
of our reserves are located in longer-lived basins,
93% are natural gas, and 73% of our proved
reserves are categorized as proved developed.
These are important points — we have the
cleanest burning energy product to sell in

the U.S., we have an inventory of more than
4,900 drilling locations that we expect will
deliver future visible growth, and we have

a very dependable production base to pay

for that growth.

The Securities and Exchange Commission (SEC)
issued new regulations for disclosing the quantity
and value of a company’s total proved crude

oil and natural gas reserves. On December 29,
2008, the SEC “unanimously approved revisions
to modernize its oil and gas company reporting
requirements to help investors evaluate the value
of their investments in these companies.” The new
disclosures are effective December 31, 2009.

A key change in modernizing the SEC regulations
allows companies to use average commodity
prices throughout the year to calculate the value
of proved reserves versus the current method of
using year-end prices.

Using the new SEC pricing guidelines,
PetroQuest’s total proved reserves at December
31, 2008 would have been 209.8 Bcefe with

a pre-tax PV-10 value of $742.2 million.

These values are based on the average benchmark

NYMEX prices for 2008 of $8.89 per MMBtu

and $102.07 per barrel. PetroQuest used year-
end 2008 benchmark NYMEX prices of $5.71
per MMBtu and $44.60 per barrel.

PetroQuest’s oil and gas revenues in 2008

were $309 million, an increase of 20%, which
represents a new company performance record
set during one of the most challenging operating
environments in recent memory.

Our total 2008 production was 33.8 Bcfe, which was
a 7% increase over 2007. Approximately 47% of
our production was from our longer-lived, lower-
risk, repeatable resource plays. We achieved a
company milestone in June 2008 when our daily
production surpassed 100 MMcfe per day.

PetroQuest’s Woodford program continued

to accelerate in 2008, and our Tulsa team

is performing very well in growing this key
Company asset. We increased our Woodford
leasehold position approximately 20,000 net acres
and now have approximately 48,000 acres in the
trend. We also expanded our production while
maintaining our acreage position of approximately
18,000 acres in the Fayetteville play. Notably,

we set a company record by drilling a well in the
Woodford which produced at an initial production
rate of 12.56 MMcf per day.

We have the technical know-how to exploit

our large Woodford acreage position. In a low-
price environment like we are seeing now,

it is the incremental improvements from existing
technologies that extract the targeted value with
each turn of the bit. These existing technologies
can be deployed quickly and economically,
keeping a steady pace of development.

We believe that keeping acreage costs low

and utilizing the best existing technologies will
deliver the best returns.

6 2008 ANNUAL REPORT
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Outlook for the Future

Three years ago, | wrote to stockholders about volatility

offering opportunities.

Clearly, we have been in a period of profound
volatility in the energy sector, and this may be
something which continues for the foreseeable
future. I believe now, as I did three years ago,
that this means opportunities abound. While
world governments and markets struggle first
to comprehend, and then to react to regular
pronouncements of economic calamity,

[ can assure employees and stockholders that
PetroQuest’s priorities will be to continue
controlling what we can control, operating
responsibly, and prudently managing our way
through 2009 by remaining flexible enough

to continue delivering value in challenging
circumstances.

I think the U.S. natural gas industry is poised

to experience a level of national importance over
the next five to ten years as our country grapples
with the issues of energy security, reconstitution
of our transportation infrastructure, and how

we begin to measurably reduce our dependence
on imported oil. Indications of this trend are

the emerging and highly publicized marketing
campaigns undertaken during the recent election
cycle, which advocated the diversification of

the nation'’s energy supply to include increasing
reliance on renewables such as wind and solar
power. In addition, the President’s New Energy
for America Plan will promote the responsible
domestic production of oil and natural gas.
Obviously the devil is in the details, but my
point is that our industry is positioned to provide
a stable, reliable source of domestically-produced
natural gas for both power generation and as a
viable alternative transportation fuel. Regardless
of how the macro scenarios develop, the bottom
line is that natural gas prices will inevitably be
impacted by the number of rigs presently being
laid down in North America, and we believe
PetroQuest stockholders are well-positioned to
recognize the upside of this price correction.

[ believe natural gas can be a bridge to an
alternative energy future. U.S. natural gas is

plentiful and relatively inexpensive, as
non-conventional U.S. natural gas sources

are continuing to grow. Natural gas production
for the lower 48 states grew 3% from 2006-2007,
and 8% from 2007-2008. These were the first
increases after nine years of no net growth in U.S.
natural gas production. This highlights two things:
first, we have a stable domestic supply of natural
gas, and, second, our industry is positioned to
increase production to meet increasing domestic
natural gas demand. We believe this bodes well
for PetroQuest Energy.

2009 - Continuation
of Growth and Success
How will we get there?

First, we expect to fund drilling from cash flow
in 2009. This is a simple statement to make, often
more difficult to achieve. However, PetroQuest
has a proven track record of drilling within cash
flow dating to 2003, so drilling below cash flow

is an operational benchmark we believe we can
meet. Over the past five years, our drilling
capital expenditures have totaled $765 million,
and our cash flow has totaled $752 million.*
Drilling within cash flow is not new to us, as we
have been 98% funded with cash flow since 2003.
We expect to manage our operations below cash
flow next year and still project we will maintain
or grow production in 2009 based on our planned
2009 capital expenditure program of $80 to $100
million, which represents a drilling plan of 70 to

90 wells.

Second, we will target conservative leverage
ratios. As mentioned earlier, we have no debt
maturing until 2012, and we are comfortable
with the leverage ratios we have in place.

We are confident in the strength of our banking
group and believe our operations, balance sheet,
and ability to operate within cash flow, ensure a
successful 2009. The Company's capital budget

* Calculated cash flow includes the 2008 gathering system divestiture.
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South Louisiana

Offshore Gulf of Mexico ..

. Oftshore
i1 As of December 31, 2008 {reserves and inventory in Bcfe) ‘ ~ GOM
@ Based on guidance for 2009 (90 MMcfe/day — 100 MMcfe/day)

Conventional Plays
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for 2009 is approximately $80 to $100 million,
including capitalized overhead and interest.
Our primary focus for 2009 is to keep capital

expenditures below internal]y generated cash ﬂOW.

Third, we expect to continue to generate

high cash margins from our Gulf Coast assets.
We have multiple high impact wells planned
for the future, with working interest ownership
ranging from 24% to 35%, and we expect our
Gulf Coast properties will continue to generate
attractive cash flows which we will use to fund
capital investment. This is significant in that it
allows us to remain flexible, shifting our capital
spending as commodity prices warrant.

Few other companies have this flexibility.

A note about our hedging position — we have
approximately 60% of our forecasted 2009
production hedged with an average floor of

$7.64 per MMBtu and $100 per barrel.

Fourth, we operate the majority of our

properties and therefore control our own destiny.

We expect to drill to maintain our leases,
positioning the Company to increase our activity
once service costs decrease more in line with
commodity prices. We expect this cost trend

to develop as 2009 unfolds.
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Both our past and future successes are built
on a foundation of operational focus and
fiscal conservatism.

Summary

While 2009 may be a difficult year for the energy
industry along with the global economy, our
outlook is optimistic, and I remain as excited
about PetroQuest’s future as [ was when I first
wrote to you in our 1999 annual report. I can
assure stockholders that as the macroeconomic
winds continue blowing around all of us, we

at PetroQuest Energy remain vigilant and
focused on operating our company responsibly
to deliver value as we manage growth during
these tempestuous times. We believe we are
well-capitalized and can manage operations self-
sufficiently within cash flow. We believe we have
a high quality asset base, demonstrated success in
growing production and reserves, and attractive
prospects for future growth. The most important
contributor to our success, particularly during
difficult times, is our people. I am continually
amazed at the dedication and determination of
our employees during good times and bad.

My priority during 2009 is to deliver stockholder
value and grow the company, but [ remain
equally committed to our employees, upon
whom the success of the Company depends.
While there will be as yet unseen challenges

to face this year, I am confident PetroQuest
will continue to deliver value and results to

stockholders during the challenging year ahead.

Whv-//g’ado&m\_

Best regards,

Charles T. Goodson

Chairman, President and Chief Executive Officer
February 16, 2009
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This Form 10-K contains “forward-looking statements” within the meaning of Section 27A of the Securities Act of
1933, as amended (the “Securities Act”), and Section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange
Act”). All statements other than statements of historical facts included in and incorporated by reference into this Form 10-K
are forward looking statements. These forward-looking statements are subject to certain risks, trends and uncertainties that
could cause actual results to differ materially from those projected.

Among those risks, trends and uncertainties are:
*  our ability to find oil and natural gas reserves that are economically recoverable;
¢ the volatility of oil and natural gas prices and the significant price decline since June 30, 2008;

* the decline in the values of our properties that have resulted from ceiling test write-downs and may in the
future result in additional ceiling test write-downs;

* the deteriorating economic conditions in the United States and globally;

¢ our ability to replace reserves and sustain production;

*  our estimate of the sufficiency of our existing capital sources;

*  our ability to raise additional capital to fund cash requirements for future operations;

¢ the uncertainties involved in estimating quantities of proved oil and natural gas reserves, in prospect
development and property acquisitions or dispositions and in projecting future rates of production;

* the timing of development expenditures and drilling of wells and;
*  hurricanes and other natural disasters, and the operating hazards attendant to the oil and gas business.

Although we believe that the expectations reflected in these forward looking statements are reasonable, we cannot assure you
that such expectations reflected in these forward looking statements will prove to have been correct.

39 ¢ 5y e (LIS

When used in this Form 10-K, the words “expect,” “anticipate,” “intend,” “plan,” “believe,” “seek,” “estimate” and
similar expressions are intended to identify forward-looking statements, although not all forward-looking statements contain
these identifying words. Because these forward-looking statements involve risks and uncertainties, actual results could differ
materially from those expressed or implied by these forward-looking statements for a number of important reasons, including
those discussed under “Management’s Discussion and Analysis of Financial Condition and Results of Operations,” “Risk
Factors” and elsewhere in this Form 10-K.

You should read these statements carefully because they discuss our expectations about our future performance,
contain projections of our future operating results or our future financial condition, or state other “forward-looking”
information. Before you invest in our common stock, you should be aware that the occurrence of any of the events described
under “Management’s Discussion and Analysis of Financial Condition and Results of Operations,” “Risk Factors” and
elsewhere in this Form 10-K could substantially harm our business, results of operations and financial condition and that upon
the occurrence of any of these events, the trading price of our common stock could decline, and you could lose all or part of
your investment.

We cannot guarantee any future results, levels of activity, performance or achievements. Except as required by law,
we undertake no obligation to update any of the forward-looking statements in this Form 10-K after the date of this Form 10-K.

As used in this Form 10-K, the words “we,” “our,” “us,” “PetroQuest” and the “Company” refer to PetroQuest
Energy, Inc., its predecessors and subsidiaries, except as otherwise specified. We have provided definitions for some of the oil
and natural gas industry terms used in this Form 10-K in “Glossary of Certain Oil and Natural Gas Terms” beginning on page
43,



PART 1

ITEM 1. BUSINESS

Overview

PetroQuest Energy, Inc. is an independent oil and gas company incorporated in the State of Delaware with operations
in Oklahoma, Texas, Arkansas and the Gulf Coast Basin. We seek to grow our production, proved reserves, cash flow and
earnings at low finding and development costs through a balanced mix of exploration, development and acquisition activities.
For the fifth consecutive year, we achieved annual company records for production and estimated proved reserves. During
2008, we increased these metrics by approximately 7% and 18%, respectively, from the levels achieved during 2007. Prior to
2008, we had achieved four consecutive years of record net income. As a result of the significant decline in oil and gas prices
during the second half of 2008, we recorded $266.2 million in ceiling test write-downs during 2008. Excluding the non-cash
ceiling test write-downs, we would have realized another record year of net income during 2008.

Our results over the last five years reflect our consistent drilling success and correlate directly with the
implementation of our asset diversification strategy in 2003. From the commencement of our operations in 1985 through 2002,
we were focused exclusively in the Gulf Coast Basin with onshore properties principally in southern Louisiana and offshore
properties in the shallow waters of the Gulf of Mexico shelf. During 2003, we began the implementation of our strategic goal
of diversifying our reserves and production into longer life and lower risk onshore properties. As part of the strategic shift to
diversify our asset portfolio and lower our geographic and geologic risk profile, we refocused our opportunity selection
processes to reduce our average working interest in higher risk projects, shift capital to higher probability of success onshore
wells and mitigate the risks associated with individual wells by expanding our drilling program across multiple basins. During
the five year period ended December 31, 2008, we have realized a 92% drilling success rate on 469 gross wells drilled.
Comparing 2008 results with those in 2003, the year we implemented our diversification strategy, we have grown production
by 250% and proved reserves by 123%.

Utilizing the cash flow generated by our higher margin Gulf Coast Basin assets, we have accelerated our penetration
into longer life basins in Oklahoma, Arkansas and Texas through significantly increased and successful drilling activity and
selective acquisitions. Specific asset diversification activities include the 2003 acquisition of proved reserves and acreage in
the Southeast Carthage Field in East Texas. In 2004, we entered the Arkoma Basin in Oklahoma by building an acreage
position, drilling wells and acquiring proved reserves. During 2005 and 2006, we acquired additional acreage in Oklahoma and
Texas, initiated an expanded drilling program in these areas, opened an exploration office in Tulsa, Oklahoma and divested
several mature, high-cost Gulf of Mexico fields. During 2007, we acquired a leasehold position in Arkansas and continued to
robustly drill in Oklahoma and Texas. During 2008, we significantly increased our acreage position in Oklahoma and
increased the pace of drilling operations in our longer life basins as we invested approximately $260.4 million in Oklahoma,
Arkansas and Texas, which represented 73% of our total 2008 capital expenditures.

Business Strategy

Maintain Qur Financial Flexibility. During 2009, we plan to fund our drilling expenditures with cash flow from
operations. In response to the impact that the decline in commodity prices has had on our cash flow, and the deteriorated
condition of the financial markets caused by the global financial crisis, our 2009 capital expenditures will be significantly
reduced as compared to 2008. Because we operate the majority of our proved reserves, we expect to be able to control the
timing of a substantial portion of our capital investments. As a result of this flexibility, we plan to actively manage our 2009
capital budget to stay within our projected cash flow from operations, with a goal of strengthening our balance sheet, based
upon commodity prices, production rates and capital costs. In addition to funding capital expenditures with cash flow from
operations, during 2009 we plan to also maintain an active commodity hedging program and, as we did during 2008 and 2006,
we may opportunistically dispose of non-core or mature assets to reduce debt or to provide capital for higher potential
exploration and development properties that fit our long-term growth strategy.

Concentrate in Core Operating Areas and Build Scale. We plan to continue focusing our operations in Oklahoma,
Arkansas, Texas and the Gulf Coast Basin. However, as a result of the decline in commodity prices and our intention to
finance our capital expenditures with cash flow from operations, we expect to significantly reduce our leasing and acquisition
activities during 2009. Operating in concentrated areas helps us to better control our overhead by enabling us to manage a
greater amount of acreage with fewer employees and minimize incremental costs of increased drilling and production. We have
substantial geological and reservoir data, operating experience and partner relationships in these regions. We believe that these



factors, coupled with the existing infrastructure and favorable geologic conditions with multiple known oil and gas producing
reservoirs in these regions, will provide us with attractive investment opportunities.

Pursue Balanced Growth and Portfolio Mix. We plan to pursue a risk-balanced approach to the growth and stability of
our reserves, production, cash flows and earnings. Our goal is to strike a balance between lower risk development and
exploitation activities and higher risk and higher impact exploration activities. While our reduced 2009 capital expenditure
budget, combined with lower commodity prices, is expected to impact our near-term growth outlook, we plan to allocate our
capital investments in a manner that continues to geographically and operationally diversify our asset base. Through our
portfolio diversification efforts, at December 31, 2008, approximately 68% of our estimated proved reserves were located in
longer life and lower risk basins in Oklahoma, Arkansas and Texas and 32% were located in the shorter life, but higher flow
rate reservoirs in the Gulf Coast Basin. This compares to 61% and 52% of our proved reserves located in longer life basins at
December 31, 2007 and 2006, respectively. We will continue to seek opportunities to increase our longer life onshore reserves
while maintaining some exposure to shorter life, but potentially higher impact Gulf Coast reserves with a goal of having longer
life reserves represent approximately 75% of our total estimated proved reserves. In terms of production diversification, during
2008, 47% of our production was derived from longer life basins versus 27% and 29% in 2007 and 2006, respectively. Our
goal is to increase our production from our longer life basins to 50% of our total production.

Manage Our Risk Exposure. We plan to continue several strategies designed to mitigate our operating risks. Since
2003, we have adjusted the working interest we are willing to hold based on the risk level and cost exposure of each project.
For example, we typically reduce our working interests in higher risk exploration projects while retaining greater working
interests in lower risk development projects. Our partners often agree to pay a disproportionate share of drilling costs relative to
their interests, allowing us to allocate our capital spending to maximize our return and reduce the inherent risk in exploration,
exploitation and development activities. We also strive to retain operating control of the majority of our properties to control
costs and timing of expenditures. At December 31, 2008, we operated 68% of our total estimated proved reserves and managed
the drilling and completion activities on an additional 20% of such reserves. In addition, we expect to continue to actively
hedge a portion of our future planned production to mitigate the impact of commodity price fluctuations and achieve more
predictable cash flows.

Target Underexploited Properties with Substantial Opportunity for Upside. We plan to maintain a rigorous prospect
selection process that enables us to leverage our operating and technical experience in our core operating areas. We intend to
primarily target properties that provide us with exposure to longer life reserves and production. In evaluating these targets, we
seek properties that provide sufficient acreage for future exploration and development, as well as properties that may benefit
from the latest exploration, drilling, completion and operating techniques to more economically find, produce and develop oil
and gas reserves.

2008 Financial and Operational Summary

During 2008, we invested $357.8 million in exploratory, development and acquisition activities as we drilled 109
gross exploratory wells and 41 gross development wells realizing an overall success rate of 96%. These activities were
financed through our cash flow from operating activities, borrowings under our bank credit facility and proceeds received from
the sale of the majority of our Oklahoma gas gathering assets.

The decline in oil and gas prices since June 30, 2008 had a negative impact on certain of our estimated proved
reserves and related estimated net cash flows. As a result, we recorded $266.2 million in ceiling test write-downs during 2008.
Offsetting the impact of declining prices on our 2008 revenues was our 7% increase in production during 2008 to a Company
record 33.8 Bcefe. In total, oil and gas revenues increased by 20% during 2008.

Our estimated proved reserves at December 31, 2008 increased 18% from 2007 totaling 2,201 MBbls of oil and
172,186 MMcfe of natural gas, with a pre-tax present value, discounted at 10%, of the estimated future net revenues based on
constant prices in effect at year-end (“discounted cash flow™) of $327.2 million. At December 31, 2008, our standardized
measure of discounted cash flows, which includes the estimated impact of future income taxes, totaled $314.8 million (see
Note 13 to our financial statements). Our standardized measure of discounted cash flows at December 31, 2008 was 30%
below 2007 as we utilized year-end pricing of $41.53 per barrel and $4.64 per Mcfe in 2008, compared to $96.83 per barrel and
$6.52 per Mcfe at December 31, 2007.

Oklahoma
During late 2006, we began our initial drilling program to evaluate the Woodford Shale formation on a substantial
portion of our Oklahoma acreage. During 2008, we expanded our evaluation of the Woodford Shale as we drilled 35 gross
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wells, achieving a 100% success rate. In total, we invested $157 million during 2008 in acquiring prospective Woodford Shale
acreage and drilling and completing wells. As a result of our success in targeting the Woodford Shale, average daily
production from our Oklahoma properties during 2008 increased to 25.1 MMcfe, a 110% increase from our 2007 average daily
production. In addition to growing production, our 2008 drilling program also resulted in a 47% increase in proved reserves
from our Oklahoma properties.

Arkansas

During the second and third quarters of 2007, we closed several transactions acquiring a leasehold position in
Arkansas. During late 2007, we began participating in an aggressive drilling program on this acreage targeting the Fayetteville
Shale. This drilling program continued during 2008 as we participated in 91 gross wells, all of which were successful. In total
we invested $35.9 million in Arkansas during 2008. At December 31, 2007 we had no production and minimal proved reserves
from our Arkansas assets. As a result of our 2008 investments, we grew production to an average of 4.5 MMcfe per day in
2008 and added approximately 15 Befe of proved reserves, net of production.

Texas

During 2008, we invested $67.5 million on the successful drilling of 10 gross wells on our Texas properties. Net
production from our Texas assets averaged 14 MMcfe per day during 2008, a 23% increase from 2007 average daily
production.

Gulf Coast Basin

During 2008, we drilled 7 wells onshore south Louisiana, four of which were successful, including discoveries at our
Pelican Point and Leghorn prospects. Production from these two wells during 2008 provided approximately 3% of our total
production.

Markets and Customers

We sell our natural gas and oil production under fixed or floating market contracts. Customers purchase all of our
natural gas and oil production at current market prices. The terms of the arrangement generally require customers to pay us
within 30 days after the production month ends. As a result, if the customers were to default on their payment obligations to
us, near-term earnings and cash flows would be adversely affected. However, due to the availability of other markets and
pipeline connections, we do not believe that the loss of these customers or any other single customer would adversely affect
our ability to market production. Our ability to market oil and natural gas from our wells depends upon numerous factors
beyond our control, including:

* the extent of domestic production and imports of oil and natural gas;

¢ the proximity of the natural gas production to pipelines;

* the availability of capacity in such pipelines;

* the demand for oil and natural gas by utilities and other end users;

* the availability of alternative fuel sources;

¢ the effects of inclement weather;

* state and federal regulation of oil and natural gas production; and

* federal regulation of gas sold or transported in interstate commerce.

No assurance can be given that we will be able to market all of the oil or natural gas we produce or that favorable
prices can be obtained for the oil and natural gas we produce.

In view of the many uncertainties affecting the supply and demand for oil, natural gas and refined petroleum products,
we are unable to predict future oil and natural gas prices and demand or the overall effect such prices and demand will have on
the Company. During 2008, one customer accounted for 23%, three accounted for 11% each and one accounted for 10% of
our oil and natural gas revenue. During 2007, we had three customers who accounted for 32%, 16% and 12% of our oil and
natural gas revenue, respectively. For the year ended December 31, 2006, we had four customers who accounted for 22%,
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14%, 12% and 11% of our oil and natural gas revenue, respectively. These percentages do not consider the effects of
commodity hedges. We do not believe that the loss of any of our oil or natural gas purchasers would have a material adverse
effect on our operations due to the availability of other purchasers.

Federal Regulations

Sales and Transportation of Natural Gas. Historically, the transportation and sales for resale of natural gas in
interstate commerce have been regulated pursuant to the Natural Gas Act of 1938 (“NGA”), the Natural Gas Policy Act of
1978 (“NGPA”) and Federal Energy Regulatory Commission (“FERC”) regulations. Effective January 1, 1993, the Natural
Gas Wellhead Decontrol Act deregulated the price for all “first sales” of natural gas. Thus, all of our sales of gas may be made
at market prices, subject to applicable contract provisions. Sales of natural gas are affected by the availability, terms and cost of
pipeline transportation. Since 1985, the FERC has implemented regulations intended to make natural gas transportation more
accessible to gas buyers and sellers on an open-access, non-discriminatory basis. We cannot predict what further action the
FERC will take on these matters. Some of the FERC’s more recent proposals may, however, adversely affect the availability
and reliability of interruptible transportation service on interstate pipelines. We do not believe that we will be affected by any
action taken materially differently than other natural gas producers, gatherers and marketers with which we compete.

The Outer Continental Shelf Lands Act (the “OCSLA”) requires that all pipelines operating on or across the shelf
provide open-access, non-discriminatory service. There are currently no regulations implemented by the FERC under its
OCSLA authority on gatherers and other entities outside the reach of its NGA jurisdiction. Therefore, we do not believe that
any FERC or Minerals Management Service (the “MMS”) action taken under OCSLA will affect us in a way that materially
differs from the way it affects other natural gas producers, gatherers and marketers with which we compete.

Our natural gas sales are generally made at the prevailing market price at the time of sale. Therefore, even though we
sell significant volumes to major purchasers, we believe that other purchasers would be willing to buy our natural gas at
comparable market prices.

Natural gas continues to supply a significant portion of North America’s energy needs and we believe the importance
of natural gas in meeting this energy need will continue. The impact of the ongoing economic downturn on natural gas supply
and demand fundamentals has resulted in extremely volatile natural gas prices, which is expected to continue.

On August 8, 2005, President Bush signed into law the Energy Policy Act of 2005 (the “2005 EPA”). This
comprehensive act contains many provisions that will encourage oil and gas exploration and development in the U.S. The 2005
EPA directs the FERC, MMS and other federal agencies to issue regulations that will further the goals set out in the 2005 EPA.
The 2005 EPA amends the NGA to make it unlawful for “any entity”, including otherwise non-jurisdictional producers such as
us, to use any deceptive or manipulative device or contrivance in connection with the purchase or sale of natural gas or the
purchase or sale of transportation services subject to regulation by the FERC, in contravention of rules prescribed by the
FERC. On January 20, 2006, the FERC issued rules implementing this provision. The rules make it unlawful in connection
with the purchase or sale of natural gas subject to the jurisdiction of the FERC, or the purchase or sale of transportation
services subject to the jurisdiction of the FERC, for any entity, directly or indirectly, to use or employ any device, scheme or
artifice to defraud; to make any untrue statement of material fact or omit to make any such statement necessary to make the
statements made not misleading; or to engage in any act or practice that operates as a fraud or deceit upon any person. The new
anti-manipulation rule does not apply to activities that relate only to intrastate or other non-jurisdictional sales or gathering, but
does apply to activities of otherwise non-jurisdictional entities to the extent the activities are conducted “in connection with”
gas sales, purchases or transportation subject to FERC jurisdiction. It therefore reflects a significant expansion of the FERC’s
enforcement authority. We do not anticipate we will be affected any differently than other producers of natural gas.

Sales and Transportation of Crude Oil. Our sales of crude oil, condensate and natural gas liquids are not currently
regulated, and are subject to applicable contract provisions made at market prices. In a number of instances, however, the
ability to transport and sell such products is dependent on pipelines whose rates, terms and conditions of service are subject to
the FERC’s jurisdiction under the Interstate Commerce Act. In other instances, the ability to transport and sell such products is
dependent on pipelines whose rates, terms and conditions of service are subject to regulation by state regulatory bodies under
state statutes.

The regulation of pipelines that transport crude oil, condensate and natural gas liquids is generally more light-handed
than the FERC's regulation of gas pipelines under the NGA. Regulated pipelines that transport crude oil, condensate, and
natural gas liquids are subject to common carrier obligations that generally ensure non-discriminatory access. With respect to
interstate pipeline transportation subject to regulation of the FERC under the Interstate Commerce Act, rates generally must be
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cost-based, although market-based rates or negotiated settlement rates are permitted in certain circumstances. Pursuant to
FERC Order No. 561, pipeline rates are subject to an indexing methodology. Under this indexing methodology, pipeline rates
are subject to changes in the Producer Price Index for Finished Goods, minus one percent. A pipeline can seek to increase its
rates above index levels provided that the pipeline can establish that there is a substantial divergence between the actual costs
experienced by the pipeline and the rate resulting from application of the index. A pipeline can seek to charge market based
rates if it establishes that it lacks significant market power. In addition, a pipeline can establish rates pursuant to settlement if
agreed upon by all current shippers. A pipeline can seek to establish initial rates for new services through a cost-of-service
proceeding, a market-based rate proceeding, or through an agreement between the pipeline and at least one shipper not
affiliated with the pipeline.

Federal Leases. We maintain operations located on federal oil and gas leases, which are administered by the MMS
pursuant to the OCSLA. These leases are issued through competitive bidding and contain relatively standardized terms. These
leases require compliance with detailed MMS regulations and orders that are subject to interpretation and change by the MMS.

For offshore operations, lessees must obtain MMS approval for exploration, development and production plans prior
to the commencement of such operations. In addition to permits required from other agencies such as the Coast Guard, the
Army Corps of Engineers and the United States Environmental Protection Agency (“USEPA”), lessees must obtain a permit
from the MMS prior to the commencement of drilling. The MMS has promulgated regulations requiring offshore production
facilities located on the Outer Continental Shelf to meet stringent engineering and construction specifications. The MMS also
has regulations restricting the flaring or venting of natural gas, and has proposed to amend such regulations to prohibit the
flaring of liquid hydrocarbons and oil without prior authorization. Similarly, the MMS has promulgated other regulations
governing the plugging and abandonment of wells located offshore and the installation and removal of all production facilities.

To cover the various obligations of lessees on the Outer Continental Shelf, the MMS generally requires that lessees
have substantial net worth or post bonds or other acceptable assurances that such obligations will be met. The cost of these
bonds or assurances can be substantial, and there is no assurance that they can be obtained in all cases. We are currently
exempt from the supplemental bonding requirements of the MMS. Under some circumstances, the MMS may require
operations on federal leases to be suspended or terminated. Any such suspension or termination could materially and adversely
affect our financial condition, cash flows and results of operations.

The MMS also administers the collection of royalties under the terms of the OCSLA and the oil and gas leases issued
under the Act. The amount of royalties due is based upon the terms of the oil and gas leases as well as of the regulations
promulgated by the MMS. The MMS regulations governing the calculation of royalties and the valuation of crude oil produced
from federal leases provide that the MMS will collect royalties based upon the market value of oil produced from federal
leases. The 2005 EPA formalizes the royalty in-kind program of the MMS, providing that the MMS may take royalties in-kind
if the Secretary of the Interior determines that the benefits are greater than or equal to the benefits that are likely to have been
received had royalties been taken in value. These regulations are amended from time to time, and the amendments can affect
the amount of royalties that we are obligated to pay to the MMS. However, we do not believe that these regulations or any
future amendments will affect us in a way that materially differs from the way it affects other oil and gas producers, gatherers
and marketers.

Federal, State or American Indian Leases. In the event we conduct operations on federal, state or American Indian
oil and gas leases, such operations must comply with numerous regulatory restrictions, including various nondiscrimination
statutes, and certain of such operations must be conducted pursuant to certain on-site security regulations and other appropriate
permits issued by the Bureau of Land Management (“BLM”) or MMS or other appropriate federal or state agencies.

The Mineral Leasing Act of 1920 (*Mineral Act”) prohibits direct or indirect ownership of any interest in federal
onshore oil and gas leases by a foreign citizen of a country that denies “similar or like privileges” to citizens of the United
States. Such restrictions on citizens of a “non-reciprocal” country include ownership or holding or controlling stock in a
corporation that holds a federal onshore oil and gas lease. If this restriction is violated, the corporation’s lease can be cancelled
in a proceeding instituted by the United States Attorney General. Although the regulations of the BLM (which administers the
Mineral Act) provide for agency designations of non-reciprocal countries, there are presently no such designations in effect.
We own interests in numerous federal onshore oil and gas leases. It is possible that holders of our equity interests may be
citizens of foreign countries, which at some time in the future might be determined to be non-reciprocal under the Mineral Act.



State Regulations

Most states regulate the production and sale of oil and natural gas, including:
* requirements for obtaining drilling permits;

¢ the method of developing new fields;

* the spacing and operation of wells;

* the prevention of waste of oil and gas resources; and
¢ the plugging and abandonment of wells.

The rate of production may be regulated and the maximum daily production allowable from both oil and gas wells
may be established on a market demand or conservation basis or both.

We may enter into agreements relating to the construction or operation of a pipeline system for the transportation of
natural gas. To the extent that such gas is produced, transported and consumed wholly within one state, such operations may,
in certain instances, be subject to the jurisdiction of such state’s administrative authority charged with the responsibility of
regulating intrastate pipelines. In such event, the rates that we could charge for gas, the transportation of gas, and the
construction and operation of such pipeline would be subject to the rules and regulations governing such matters, if any, of
such administrative authority.

Legislative Proposals

In the past, Congress has been very active in the area of natural gas regulation. New legislative proposals in Congress
and the various state legislatures, if enacted, could significantly affect the petroleum industry. At the present time it is
impossible to predict what proposals, if any, might actually be enacted by Congress or the various state legislatures and what
effect, if any, such proposals might have on our operations.

Environmental Regulations

General. Our activities are subject to existing federal, state and local laws and regulations governing environmental
quality and pollution control. Although no assurances can be made, we believe that, absent the occurrence of an extraordinary
event, compliance with existing federal, state and local laws, regulations and rules regulating the release of materials in the
environment or otherwise relating to the protection of human health, safety and the environment will not have a material effect
upon our capital expenditures, earnings or competitive position with respect to our existing assets and operations. We cannot
predict what effect additional regulation or legislation, enforcement policies thereunder, and claims for damages to property,
employees, other persons and the environment resulting from our operations could have on our activities.

Our activities with respect to exploration and production of oil and natural gas, including the drilling of wells and the
operation and construction of pipelines, plants and other facilities for extracting, transporting, processing, treating or storing
natural gas and other petroleum products, are subject to stringent environmental regulation by state and federal authorities,
including the USEPA. Such regulation can increase the cost of planning, designing, installation and operation of such
facilities. Although we believe that compliance with environmental regulations will not have a material adverse effect on us,
risks of substantial costs and liabilities are inherent in oil and gas production operations, and there can be no assurance that
significant costs and liabilities will not be incurred. Moreover it is possible that other developments, such as spills or other
unanticipated releases, stricter environmental laws and regulations, and claims for damages to property or persons resulting
from oil and gas production, would result in substantial costs and liabilities to us.

Solid and Hazardous Waste. We own or lease numerous properties that have been used for production of oil and
gas for many years. Although we have utilized operating and disposal practices standard in the industry at the time,
hydrocarbons or other solid wastes may have been disposed or released on or under these properties. In addition, many of
these properties have been operated by third parties. We had no control over such entities’ treatment of hydrocarbons or other
solid wastes and the manner in which such substances may have been disposed or released. State and federal laws applicable
to oil and gas wastes and properties have gradually become stricter over time. Under these laws, we could be required to
remove or remediate previously disposed wastes (including wastes disposed or released by prior owners or operators) or



property contamination (including groundwater contamination by prior owners or operators) or to perform remedial plugging
operations to prevent future contamination.

We generate wastes, including hazardous wastes, which are subject to regulation under the federal Resource
Conservation and Recovery Act (“RCRA”) and state statutes. The USEPA has limited the disposal options for certain
hazardous wastes. Furthermore, it is possible that certain wastes generated by our oil and gas operations which are currently
exempt from regulation as “hazardous wastes” may in the future be designated as “hazardous wastes™ under RCRA or other
applicable statutes, and therefore be subject to more rigorous and costly disposal requirements.

Superfund. The Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA”), also
known as the “Superfund” law, imposes liability, without regard to fault or the legality of the original conduct, on certain
persons with respect to the release or threatened release of a “hazardous substance” into the environment. These persons
include the owner and operator of a site and persons that disposed or arranged for the disposal of hazardous substances at a site.
CERCLA also authorizes the USEPA and, in some cases, third parties to take actions in response to threats to the public health
or the environment and to seek to recover from the responsible persons the costs of such action. State statutes impose similar
liability. Neither we nor our predecessors have been designated as a potentially responsible party by the USEPA or a state
under CERCLA or a similar state law with respect to any such site.

Oil Pollution Act. The Oil Pollution Act of 1990 (the “OPA”) and regulations thereunder impose a variety of
regulations on “responsible parties” related to the prevention of oil spills and liability for damages resulting from such spills in
United States waters. A “responsible party” includes the owner or operator of a facility or vessel, or the lessee or permittee of
the area in which an offshore facility is located. The OPA assigns liability to each responsible party for oil removal costs and a
variety of public and private damages. While liability limits apply in some circumstances, a party cannot take advantage of
liability limits if the spill was caused by gross negligence or willful misconduct or resulted from violation of a federal safety,
construction or operating regulation. If the party fails to report a spill or to cooperate fully in the cleanup, liability limits
likewise do not apply. Few defenses exist to the liability imposed by the OPA.

The OPA establishes a liability limit for onshore facilities of $350 million and for offshore facilities of all removal
costs plus $75 million, and lesser limits for some vessels depending upon their size. The regulations promulgated under OPA
impose proof of financial responsibility requirements that can be satisfied through insurance, guarantee, indemnity, surety
bond, letter of credit, qualification as a self-insurer, or a combination thereof. The amount of financial responsibility required
depends upon a variety of factors including the type of facility or vessel, its size, storage capacity, oil throughput, proximity to
sensitive areas, type of oil handled, history of discharges and other factors. We believe we currently have established adequate
financial responsibility. While financial responsibility requirements under OPA may be amended to impose additional costs on
us, the impact of any change in these requirements should not be any more burdensome to us than to others similarly situated.

Clean Water Act. The Clean Water Act (“CWA™) regulates the discharge of pollutants to waters of the United
States, including wetlands, and requires a permit for the discharge of pollutants, including petroleum, to such waters. Certain
facilities that store or otherwise handle oil are required to prepare and implement Spill Prevention, Control and
Countermeasure Plans and Facility Response Plans relating to the possible discharge of oil to surface waters. We are required
to prepare and comply with such plans and to obtain and comply with discharge permits. We believe we are in substantial
compliance with these requirements and that any noncompliance would not have a material adverse effect on us. The CWA
also prohibits spills of oil and hazardous substances to waters of the United States in excess of levels set by regulations and
imposes liability in the event of a spill. State laws further provide civil and criminal penalties and liabilities for spills to both
surface and groundwaters and require permits that set limits on discharges to such waters.

Air Emissions. Our operations are subject to local, state and federal regulations for the control of emissions from
sources of air pollution. Administrative enforcement actions for failure to comply strictly with air regulations or permits may
be resolved by payment of monetary fines and correction of any identified deficiencies. Alternatively, regulatory agencies
could impose civil and criminal liability for non-compliance. An agency could require us to forego construction or operation
of certain air emission sources. We believe that we are in substantial compliance with air pollution control requirements and
that, if a particular permit application were denied, we would have enough permitted or permittable capacity to continue our
operations without a material adverse effect on any particular producing field.

Coastal Coordination. There are various federal and state programs that regulate the conservation and development
of coastal resources. The federal Coastal Zone Management Act (“CZMA”) was passed to preserve and, where possible,
restore the natural resources of the Nation’s coastal zone. The CZMA provides for federal grants for state management
programs that regulate land use, water use and coastal development.
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The Louisiana Coastal Zone Management Program (“LCZMP”) was established to protect, develop and, where
feasible, restore and enhance coastal resources of the state. Under the LCZMP, coastal use permits are required for certain
activities, even if the activity only partially infringes on the coastal zone. Among other things, projects involving use of state
lands and water bottoms, dredge or fill activities that intersect with more than one body of water, mineral activities, including
the exploration and production of oil and gas, and pipelines for the gathering, transportation or transmission of oil, gas and
other minerals require such permits. General permits, which entail a reduced administrative burden, are available for a number
of routine oil and gas activities. The LCZMP and its requirement to obtain coastal use permits may result in additional
permitting requirements and associated project schedule constraints.

The Texas Coastal Coordination Act (“CCA”) provides for coordination among local and state authorities to protect
coastal resources through regulating land use, water, and coastal development and establishes the Texas Coastal Management
Program (“CMP”) that applies in the nineteen counties that border the Gulf of Mexico and its tidal bays. The CCA provides
for the review of state and federal agency rules and agency actions for consistency with the goals and policies of the Coastal
Management Plan. This review may affect agency permitting and may add a further regulatory layer to some of our projects.

OSHA. We are subject to the requirements of the federal Occupational Safety and Health Act (“OSHA™) and
comparable state statutes. The OSHA hazard communication standard, the EPA community right-to-know regulations under
Title IHI of the federal Superfund Amendments and Reauthorization Act and similar state statutes require us to organize and/or
disclose information about hazardous materials used or produced in our operations. Certain of this information must be
provided to employees, state and local governmental authorities and local citizens.

Management believes that we are in substantial compliance with current applicable environmental laws and
regulations and that continued compliance with existing requirements will not have a material adverse impact on us.

Corporate Offices

Our headquarters are located in Lafayette, Louisiana, in approximately 46,000 square feet of leased space, with
exploration offices in Houston, Texas and Tulsa, Oklahoma, in approximately 5,500 square feet and 10,000 square feet,
respectively, of leased space. We also maintain owned or leased field offices in the areas of the major fields in which we
operate properties or have a significant interest. Replacement of any of our leased offices would not result in material
expenditures by us as alternative locations to our leased space are anticipated to be readily available.

Employees

We had 100 full-time employees as of December 31, 2008. In addition to our full time employees, we utilize the
services of independent contractors to perform certain functions. We believe that our relationships with our employees are
satisfactory. None of our employees are covered by a collective bargaining agreement.

Available Information

We make available free of charge, or through the “Investors- SEC Documents” section of our website at
www.petroquest.com, access to our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K,
and amendments to those reports filed pursuant to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable
after such material is filed, or furnished to the Securities and Exchange Commission. Our Code of Business Conduct and
Ethics, our Corporate Governance Guidelines and the charters of our Audit, Compensation and Nominating and Corporate
Governance Committees are also available through the “Investors- Corporate Governance” section of our website or in print to
any stockholder who requests them. On June 2, 2008, we submitted our Section 303A Annual CEO certification to the New
York Stock Exchange.

ITEM 1A. RISK FACTORS
Risks Related to Our Business, Industry and Strategy

Oil and natural gas prices are volatile, and have declined substantially since June 30, 2008. An extended decline in the
prices of oil and natural gas would likely have a material adverse effect on our financial condition.

Our revenues, results of operations, profitability and future growth, and the carrying value of our oil and natural gas
properties depend to a large degree on prevailing oil and natural gas prices. Our ability to maintain or increase our borrowing
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capacity and to obtain additional capital on attractive terms also substantially depends upon oil and natural gas prices. Prices
for oil and natural gas have declined substantially since June 30, 2008 and remain subject to large fluctuations in response to a
variety of factors beyond our control.

These factors include:

« relatively minor changes in the supply of or the demand for oil and natural gas;
« the condition of the United States and worldwide economies;

« market uncertainty;

« the level of consumer product demand;

+ weather conditions in the United States, such as hurricanes;

«  the actions of the Organization of Petroleum Exporting Countries;

« domestic and foreign governmental regulation, including price controls adopted by the Federal Energy Regulatory
Commission;

+  political instability in the Middle East and elsewhere;
« the price of foreign imports of oil and natural gas; and
+ the price and availability of alternate fuel sources.

We cannot predict future oil and natural gas prices and such prices may decline further. An extended decline in oil and
natural gas prices may adversely affect our financial condition, liquidity, ability to meet our financial obligations and results of
operations. Lower prices have reduced and my further reduce the amount of oil and natural gas that we can produce
economically and has required and may require us to record additional ceiling test write-downs. Substantially all of our oil and
natural gas sales are made in the spot market or pursuant to contracts based on spot market prices. Our sales are not made
pursuant to long-term fixed price contracts.

To attempt to reduce our price risk, we periodically enter into hedging transactions with respect to a portion of our
expected future production. We cannot assure you that such transactions will reduce the risk or minimize the effect of any
decline in oil or natural gas prices. Any substantial or extended decline in the prices of or demand for oil or natural gas would
have a material adverse effect on our financial condition and results of operations.

The current financial crisis and deteriorating economic conditions may have material adverse impacts on our business and
financial condition that we currently cannot predict.

As widely reported, economic conditions in the United States and globally have been deteriorating. Financial markets
in the United States, Europe and Asia have been experiencing a period of unprecedented turmoil and upheaval characterized by
extreme volatility and declines in security prices, severely diminished liquidity and credit availability, inability to access capital
markets, the bankruptcy, failure, collapse or sale of various financial institutions and an unprecedented level of intervention
from the United States federal government and other governments. Unemployment has risen while business and consumer
confidence have declined and there are fears of a prolonged recession. Although we cannot predict the impacts on us of the
deteriorating economic conditions, they could materially adversely affect our business and financial condition.

For example:

« the demand for oil and natural gas may decline due to the deteriorating economic conditions which could
negatively impact the revenues, margins and profitability of our oil and natural gas business;

11



+  we may be unable to obtain adequate funding under our bank credit facility due to reductions in our borrowing
base as a result of a redetermination due to lower oil and gas prices or lending counterparties being unwilling or
unable to meet their funding obligations;

+ the tightening of credit or lack of credit availability to our customers could adversely affect our ability to collect
our trade receivables;

»  our ability to access the capital markets may be restricted at a time when we would like, or need, to raise capital
for our business including for exploration and/or development of our reserves; or

«  our commodity hedging arrangements could become ineffective if our counterparties are unable to perform their
obligations or seek bankruptcy protection.

We have a substantial amount of indebtedness, which may adversely affect our cash flow and our ability to operate our business,
remain in compliance with debt covenants and make payments on our debt.

As of December 31, 2008, the aggregate amount of our outstanding indebtedness, net of available cash on hand, was
approximately $255 million, which could have important consequences for you, including the following:

« it may be more difficult for us to satisfy our obligations with respect to our 10 3/8% senior notes due 2012, which
we refer to as our 10 3/8% notes, and any failure to comply with the obligations of any of our debt agreements,
including financial and other restrictive covenants, could result in an event of default under the indenture
governing our 10 3/8% notes and the agreements governing such other indebtedness;

« the covenants contained in our debt agreements limit our ability to borrow money in the future for acquisitions,
capital expenditures or to meet our operating expenses or other general corporate obligations;

+ we will need to use a substantial portion of our cash flows to pay principal and interest on our debt,
approximately $15.6 million per year for interest on our 10 3/8% notes alone, and to pay quarterly dividends, if
declared by our Board of Directors, on our Series B Pr