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Consolidation is the next step when market conditions limit growth.
Even now, lawyers report that actioity among junior companies
— especially gas producers — is high, as firms get defensive, jockey

for position and look for

ways to surotve.

LEGAL BONANTA

By Jim MIDPLEMISS

Alberta's junior oil and gas
sector is poised for a fiurry of
merger and zequisition activity
in the coming months - and
that spells good naws for Can-
adinn low firms,

The changes could funda-
mentably restriseture the fanior
cnergy business and create o
new middle tier of off and gas
exploration companies from
those that were virtunlly wiped
cut Iz an income trust-domin-
ated market, say lawyers.

Behind the shake-up is a
combination of low gas prices
and high wage costs, combined
with the end of income trusts
~ the traditionni exit strategy
for juniors — and unceriainty
arpund the impact of the new
royaity regime. MiA activity
could heat up as early as this
manth as juniors apnounce
their quarterly reports and
“enders evaluate the borrow-
ing capacity af those issuers,”
sald Bill Guinan, ¢ partner in
the Celgary effice of Borden
Ladner Gervais. He said the
carrent market conditions
are sich that they ean limit
growth, “When that oceurs.
consolidation is the nax stop!”

Tiven now, lawyers report
that metivity among junior
companies — especialiy gas
producers — is high, a5 firms
get defensive, jockey for pos-
ition and leok for ways to
survive. “We're seeing a ton
of that right now. It’s very aci-
ive,” said Bob Lehodey, 2 faw
yer at Osler, Hoskin & Har-
court’s Calgary office

But not all deals will go
throuph, he sald “Therels been
2 lot of transactions that faiter
once they get some legs be-
cause people don't talk abowt
the soft issues in an MEA”

Dy soft lssues, he means
*people issues” such as who
is going to run the company
and how will the manage-
ment teams integrate, “Most
of the small companies have
o controliing or farge Influen-
tia} sharcholder who usually
wants to have their say at the
end of the day”

Juniors are usnslly run by
hendstrong entreprenenrs,
and it can be difficult to join
such companies because of the
streng personalities. However,
something hes got 1o give, he
said, noting that small com-
pogies, these with production
of 800 to 1,500 barrels of oiia
diy, “don't have enough cash
flow to continue their capital
investment to maintain their
production levels”

Oil and gas wells produce

and decline every day, 5o firms
constantly need to add to
their reserves by either buying
some or finding more How-
ever, when prices are Jow and
cpsts are high, it makes jt dif-
ficult. Toss in higher royaities
and a credit crunch, in which
banks are toath to lend, and it
only 2dds to the turmeil,

One thing playiag in favour
of gas companies is the fact
natural gas prices have firmed
up lately But it could be fux
tile. Mr Lehodey snid there is
a *massive number of small
companies who are faced with
the triumvirate {of events].”

Don Greenfield, a partner
at Bennett Jones in Calgary,
agrees that *we're seetrg mare
ME&A setivity because some of
the gas producers are finding
themselves strapped fer cash
or unable to contlnge their
growth curve”

‘While the firmer prices have
hielped, there are "still some
companies that are hurting
and are being put in play or
putting themselves in play be-
cause of both gas prices and
e impact of the rovalty rates”

Greg Turnbuli, a lawyer
with McCarthy Tetrmult in To-
ronto, said the royalty concern
means that “a Yot of compan-
ies are moving thelr budgets
away from Alberta to British
Columbia and Saskatchewan?
However. those rematn largely

Alberta-based companies. s¢
the financing work likely re-
makns with Albertz law firms,

He said itis a “shori-tenm re-
sponse 1o the royalty change”
Part of the probless is that the
changes et high-productivity
wells more harshiy and essen-
tially penalizes those who take
the grester yisk. He believes
the government wili recognize
the foliy of that and adjust the
schesme to face the “rronomic
realities of the situation”

Grant Zawalsky, a law-
yer at Burnet Duckworth &
Palmer in Calgary. said “it's
a very fuary time in the in-
dustry” it's commaon to have
some companies struggle
and fail — “that’s not outside
the noym” - but he notes
“things nre very siow despite
trarnendousty gosd commod-
ity prices It's a very difficult
time for juniors; z lot of themn
haven't figured out what they
are going e do”

1t hasp't helped thata num-
ber of income trusts spun off
smull exploration companies
when they trusted out, and now
that trusts will be shut down in
2013, an exit strategy has been
eliminated for the juniors,
which wouid normually grow
te & certain level and sell their
preduction, then do it again.

However, the lawyers say
new trust rules means those
organizations will have to
review their strategies, and
many will convert to com-
panles and move away from
passive overseers of assets to
aggressive exploration-and-
development strategios

Mr Lehodey said, “we're
soing to have a recreation of
that space again” meaning
the middie-tier ofl and gas ex-
ploration company. “The op-
portunity exists for someene
to buy out income trust” and
get that ball relling
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