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Washington, D.C. 20549

FORM 10-Q/A
Amendment No. 1

ý QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended March 31, 2003

Or

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from                   to                   
Commission File Number: 1-15639

CARBON ENERGY CORPORATION
(Exact name of registrant as specified in its charter)
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84-1515097
(I.R.S. Employer
Identification No.)

1700 Broadway, Suite 1150, Denver, CO
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80290
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(303) 863-1555
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Not Applicable
(Former name, former address and former fiscal year, if changed since last report)

        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. Yes ý    No o

        Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act) Yes o    No ý
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        Indicate the number of shares outstanding of each of the issuer's classes of common stock, as of the latest practicable date.

Class Outstanding at May 5, 2003

Common stock, no par value 6,150,323 shares
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PART I�FINANCIAL INFORMATION

Item 1. FINANCIAL STATEMENTS

CARBON ENERGY CORPORATION

CONSOLIDATED BALANCE SHEETS
(in thousands)
(unaudited)

March 31,
2003

December 31,
2002

ASSETS

Current assets:
Cash $ 7,736 $ �
Accounts receivable, trade 4,513 3,240
Prepaid expenses and other 958 918

Total current assets 13,207 4,158

Edgar Filing: CARBON ENERGY CORP - Form 10-Q/A

2



March 31,
2003

December 31,
2002

Property and equipment, at cost:
Oil and gas properties, using the full cost method of accounting:
Unproved properties 8,690 7,080
Proved properties 67,323 71,223

Furniture and equipment 931 894

76,944 79,197
Less accumulated depreciation, depletion and amortization (32,260) (31,503)

Property and equipment, net 44,684 47,694

Deposits and other long-term assets 451 452

Total assets $ 58,342 $ 52,304

The accompanying notes are an integral part of these consolidated financial statements.

CARBON ENERGY CORPORATION

CONSOLIDATED BALANCE SHEETS
(in thousands)
(unaudited)

March 31,
2003

December 31,
2002

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities:
Accounts payable and accrued expenses $ 5,760 $ 4,914
Accrued production taxes payable 293 337
Income taxes payable 276 �
Undistributed revenue and other 1,662 1,462
Current derivative liability 1,727 1,116

Total current liabilities 9,718 7,829

Long-term debt 21,242 22,709

Other long-term liabilities 2,987 37

Deferred income taxes 3,707 3,093

Minority interest � 28

Stockholders' equity:
Preferred stock, no par value: 10,000,000 shares authorized, none outstanding � �
Common stock, no par value: 20,000,000 shares authorized, 6,122,447 and
6,116,295 shares issued and outstanding at March 31, 2003 and December 31,

32,029 31,987
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2002, respectively

March 31,
2003

December 31,
2002

Accumulated deficit (10,523) (12,017)
Accumulated other comprehensive loss (818) (1,362)

Total stockholders' equity 20,688 18,608

Total liabilities and stockholders' equity $ 58,342 $ 52,304

The accompanying notes are an integral part of these consolidated financial statements.

CARBON ENERGY CORPORATION

CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share data)

(unaudited)

Three Months Ended
March 31,

2003 2002

Revenues:
Oil and gas sales $ 6,954 $ 3,909
Other, net (192) 78

6,762 3,987
Expenses:
Oil and gas production costs 1,747 1,546
Depreciation, depletion and amortization 1,452 1,740
General and administrative, net 1,514 1,329
Interest and other, net 339 193

Total operating expenses 5,052 4,808

Income (loss) before income taxes 1,710 (821)

Income tax provision (benefit):
Current 457 27
Deferred 96 (316)

Total taxes 553 (289)

Income (loss) before cumulative effect of change in accounting principle 1,157 (532)

Cumulative effect of change in accounting principle, net of tax 336 �

Net income (loss) $ 1,493 $ (532)
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Three Months Ended
March 31,

Average number of common shares outstanding:
Basic 6,120 6,086
Diluted 6,381 6,086

Earnings (loss) per share�basic:
Income (loss) before cumulative effect of change in accounting principle $ 0.19 $ (0.09)
Cumulative effect of change in accounting principle, net of tax 0.05 �

$ 0.24 $ (0.09)

Earnings (loss) per share�diluted:
Income (loss) before cumulative effect of change in accounting principle $ 0.18 $ (0.09)
Cumulative effect of change in accounting principle, net of tax 0.05 �

$ 0.23 $ (0.09)

The accompanying notes are an integral part of these consolidated financial statements.

CARBON ENERGY CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

For the
Three Months Ended

March 31,

2003 2002

Cash flows from operating activities:
Net income (loss) $ 1,493 $ (532)
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:
Depreciation, depletion and amortization 1,452 1,740
Unrealized (gain)/loss on derivative contracts 216 (51)
Deferred income tax 96 (316)
Vesting of restricted stock grants and other 31 33
Cumulative effect of change in accounting principle (336) �
Changes in operating assets and liabilities:
Decrease (increase) in:
Accounts receivable (1,105) 908
Prepaid expenses and other assets (12) 6

Increase (decrease) in:
Accounts payable and accrued expenses 626 (3,779)
Undistributed revenue 131 (74)

Net cash provided by (used in) operating activities 2,592 (2,065)
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Cash flows from investing activities:

For the
Three Months Ended

March 31,

Capital expenditures for oil and gas properties (7,064) (2,440)
Proceeds from property sales 14,377 1
Acquisition of minority interest in Carbon Energy Canada (56) �
Capital expenditures for support equipment (34) �

Net cash provided by (used in) investing activities 7,223 (2,439)

Cash flows from financing activities:
Proceeds from notes payable 29,196 8,549
Principal payments on notes payable (31,234) (4,069)
Proceeds from issuance of common stock 11 24

Net cash provided by (used in) financing activities (2,027) 4,504

Effect of exchange rate changes on cash (52) �

Net increase in cash 7,736 �
Cash, beginning of period � �

Cash, end of period $ 7,736 $ �

Supplemental cash flow information:
Cash paid for interest $ 228 $ 197
Cash paid for taxes 2 1,236

The accompanying notes are an integral part of these consolidated financial statements.

CARBON ENERGY CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

1. Nature of Operations

Nature of Operations�Carbon Energy Corporation (the Company or Carbon) is an independent oil and gas company engaged in the
exploration, development and production of natural gas and crude oil in the United States and Canada. The Company's areas of operations in the
United States are the Piceance Basin in Colorado, the Uintah Basin in Utah and Montana. The Company's areas of operations in Canada are
central and northwest Alberta and southeast Saskatchewan.

        The Company's business is comprised of the assets and properties of Carbon Energy Corporation (USA) (Carbon USA), which conducts the
Company's operations in the United States, and the assets and properties of Carbon Energy Canada Corporation (Carbon Canada), which
conducts the Company's operations in Canada. Effective July 11, 2002, Carbon changed the name of its United States subsidiary from
Bonneville Fuels Corporation (Bonneville Fuels) to Carbon Energy Corporation (USA). Effective March 1, 2003, Carbon changed the name of
its Canadian subsidiary from CEC Resources Ltd. (CEC Resources) to Carbon Energy Canada Corporation. As the parent company, Carbon
provides management services to Carbon USA and Carbon Canada. Collectively, Carbon, Carbon Canada, Carbon USA and their subsidiaries
are referred to as the Company.
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        Carbon was incorporated in September 1999 under the laws of the State of Colorado to facilitate the acquisition of Carbon USA and
subsidiaries. The acquisition of Carbon USA closed on October 29, 1999 and was accounted for as a purchase. In February 2000, Carbon
completed an offer to exchange common shares of Carbon for shares of Carbon Canada, an Alberta, Canada company. Over 97% of the
shareholders of Carbon Canada accepted the offer for exchange. This acquisition closed on February 17, 2000 and was also accounted for as a
purchase. In November 2000, Carbon Canada initiated an offer to purchase additional shares of Carbon Canada stock that were not owned by
Carbon. The offer was completed in February 2001 with the acquisition of approximately 34,000 of the 39,000 shares of Carbon Canada stock
that were not owned by Carbon. In October 2002, Carbon Canada amended its articles to consolidate its issued and outstanding common shares
on a one-for-2,500 basis. In November 2002, Carbon Canada initiated the exchange of common shares for post-consolidation shares or a cash
payment in lieu of fractional post-consolidated shares. The exchange was completed in January 2003, after which Carbon owned 100% of the
stock of Carbon Canada.

        On March 31, 2003, Carbon announced that it had entered into an Agreement and Plan of Reorganization (the Merger Agreement) with
Evergreen Resources, Inc. (Evergreen). Under the Merger Agreement, Carbon will merge with a subsidiary of Evergreen, and Carbon
stockholders will receive .275 shares of Evergreen common stock for each outstanding share of Carbon common stock (and cash in lieu of any
fractional shares). As a result of the merger, Carbon will become a wholly owned subsidiary of Evergreen. The merger is intended to be a
tax-free, stock-for-stock transaction. At the time of execution of the agreement, each of Yorktown Energy Partners III, L.P. and Patrick R.
McDonald, President and Chief Executive Officer of Carbon, who own approximately 73.2% and 3.8%, respectively, of Carbon's outstanding
common stock, had executed an agreement with Evergreen obligating each of them to vote all shares over which it has voting control in favor of
the merger.

        Completion of the merger, which is subject to customary conditions, including approval by the stockholders of Carbon, is expected to occur
in the third quarter of 2003. The Merger Agreement contains a $2.5 million termination fee payable by Carbon if the Merger Agreement is
terminated under certain circumstances. 

Basis of Presentation�The unaudited financial statements presented herein have been prepared pursuant to the rules and regulations of the
Securities and Exchange Commission (SEC). The statements do not include certain information and note disclosures required by accounting
principles generally accepted in the United States for complete financial statements. The accompanying consolidated financial statements of the
Company should be read in conjunction with the consolidated financial statements and notes thereto included in the Company's Annual Report
on Form 10-K for the year ended December 31, 2002, as filed with the SEC. The statements reflect all adjustments that, in the opinion of
management, are necessary to fairly present the Company's financial position at March 31, 2003 and the results of its operations and its cash
flows for the periods presented.

        All amounts are presented in U.S. dollars.

2. Significant Accounting Policies

Principles of Consolidation�The consolidated financial statements include the accounts of Carbon and its subsidiaries, all of which are
wholly owned. All significant intercompany transactions and balances have been eliminated.

Cash Equivalents�The Company considers all highly liquid instruments with original maturities of three months or less when purchased to
be cash equivalents.

Property and Equipment�The Company follows the full cost method of accounting for its oil and gas properties, whereby all costs incurred
in the acquisition, exploration and development of properties (including costs of surrendered and abandoned leaseholds, delay lease rentals, dry
holes and direct overhead related to exploration and development activities) are capitalized.

        Capitalized costs are accumulated for the United States and Canada as separate cost centers and are depleted using the units of production
method based on proved reserves of oil and gas. For purposes of the depletion calculation, oil and gas reserves are converted to an equivalent
unit of measure where six thousand cubic feet of gas is equal to one barrel of oil. For periods prior to January 1, 2003, the estimated future cost
of site restoration, dismantlement and abandonment activities was provided for as a component of depletion (see discussion of asset retirement
costs and obligations below). Investments in unproved properties are recorded at the lower of cost or fair market value and are not depleted
pending the determination of the existence of proved reserves.

        Pursuant to full cost accounting rules, capitalized costs less related accumulated depletion and deferred income taxes may not exceed the
sum of the present value of future net revenues from estimated production of proved oil and gas reserves using a 10% discount factor and
unescalated oil and gas prices and costs as of the end of the period; plus the cost of properties not being amortized, if any; plus the lower of cost
or estimated fair market value of unproved properties included in the costs being amortized, if any; less related income tax effects. At March 31,
2003, the costs reflected in the accompanying financial statements did not exceed the ceiling limitation in either the United States or Canada.
Should natural gas and oil prices decline in the future, it is possible that impairments of the Company's oil and gas properties could occur.
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        Proceeds from disposal of interests in oil and gas properties are accounted for as adjustments of capitalized costs with no gain or loss
recognized, unless such adjustments would significantly alter the rate of depletion.

        Buildings, transportation and other equipment are depreciated on the straight-line method with lives ranging from three to seven years. 

Asset Retirement Costs and Obligations�The Company adopted the provisions of Statement of Financial Accounting Standards No. 143,
"Accounting for Asset Retirement Obligations" (SFAS No. 143) on January 1, 2003. This statement requires that the fair value of a liability for
an asset retirement obligation be recognized in the period in which it is incurred if a reasonable estimate of fair value can be made. The
associated asset retirement costs are capitalized as part of the carrying amount of the long-lived asset. The asset retirement obligation is allocated
to operating expense using a systematic and rational method.

        Upon adoption of the statement, the Company recorded an asset retirement obligation of approximately $3.0 million, an addition to oil and
gas properties of approximately $3.5 million and a credit of approximately $336,000 (net of tax) for the cumulative effect of change in
accounting principle. At March 31, 2003, the asset retirement obligation is recorded in other long-term liabilities. Below is a reconciliation of the
beginning and ending aggregate carrying amount of the Company's asset retirement obligations as of March 31, 2003:

Three Months
Ended

March 31,
2003

(in thousands)

Beginning of the period $ �
Initial adoption entry 2,999
Liabilities incurred in the current period 257
Liabilities settled in the current period (399)
Accretion expense 52
Impact of foreign currency change 60

End of the period $ 2,969

        The following table summarizes the pro forma net income and earnings per share for the three months ended March 31, 2002 and for the
years ended December 31, 2002, 2001 and 2000 had the change in accounting been implemented on January 1 of the respective years:

Three Months
Ended

March 31,
2002

Year Ended December 31,

2002 2001 2000

(in thousands, except per share data)

Net income (loss)
As reported $ (532) $ (14,555) $ 1,573 $ 1,456
Pro forma (499) (14,425) 1,690 1,570

Basic earnings (loss) per common share:
As reported $ (0.09) $ (2.39) $ 0.26 $ 0.25
Pro forma (0.08) (2.35) 0.28 0.27

Diluted earnings (loss) per common share:
As reported $ (0.09) $ (2.39) $ 0.25 $ 0.25
Pro forma (0.08) (2.35) 0.27 0.27

        The difference in the as reported and pro forma net income include the effects of the accretion of the asset retirement obligation and a
decrease in depletion expense as a result of adopting SFAS No. 143. 

        In addition, had the Company adopted the provisions of SFAS No. 143 prior to January 1, 2003, the amount of the asset retirement
obligations on a pro forma basis would have been as follows:

Adoption Date
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Pro Forma
Asset Retirement

Obligation

(in thousands)

January 1, 2000 $ 1,570
December 31, 2000 2,250
December 31, 2001 2,672
March 31, 2002 2,726
December 31, 2002 2,999

Undistributed Revenue�Represents revenue due to third party owners of jointly owned oil and gas properties.

Revenue Recognition�The Company follows the sales method of accounting for natural gas revenues. Under this method, revenues are
recognized based on the actual volume of gas sold to purchasers. To the extent the volumes of gas sold are more (over produced) or less (under
produced) than the volumes to which the Company is entitled based on its interests in its properties, a gas imbalance may be created. If the
estimated remaining reserves of a property are insufficient to enable the underproduced owner to recoup its share of production, a liability is
created.

Transportation Costs�Gathering and transportation costs incurred by the Company are included as components of oil and gas production
costs in the accompanying statements of operations. Under the Company's sales contracts for the three months ended March 31, 2003 and 2002,
purchasers assumed all obligations under transportation agreements. As a result, the Company did not incur any transportation costs during this
time and reported its gas revenues net of transportation costs incurred by purchasers of its natural gas.

Income Taxes�The Company accounts for income taxes using the liability method which requires recognition of deferred tax assets and
liabilities for the expected future tax consequences of events that have been included in the financial statements or tax returns. Under this
method, deferred tax assets and liabilities are determined based on the difference between the book and tax basis of assets and liabilities using
enacted tax rates in effect for the year in which the differences are expected to reverse.

Foreign Currency Translation�Foreign currency transactions and financial statements are translated in accordance with SFAS No. 52,
"Foreign Currency Translation." The Company uses the U.S. dollar as the functional currency for its U.S. operations and the Canadian dollar as
the functional currency for its Canadian operations. Assets and liabilities related to the Company's Canadian operations are generally translated
at the current exchange rate in effect as of the date of the balance sheet. Translation adjustments are reported as a component of stockholders'
equity. Income statement accounts are translated at the average exchange rates during the reporting period. As a result of the change in the value
of the Canadian dollar relative to the U.S. dollar, the Company reported non-cash currency translation gains/(losses) of $773,000 and ($6,000)
for the three months ended March 31, 2003 and 2002, respectively.

Comprehensive Income�The Company follows the provisions of SFAS No. 130, "Reporting Comprehensive Income." Comprehensive
income includes net income and certain items recorded directly to stockholders' equity and are classified as other comprehensive income.

Stock-Based Compensation�The Company applies APB Opinion (APB) No. 25 "Accounting for Stock Issued to Employees" and related
interpretations in accounting for its employee stock options.  Under APB No. 25, compensation expense is recognized for the difference between
the option price and market value on the measurement date. No compensation expense was recognized for the three months ended March 31,
2003 and 2002 as the exercise price of the stock options granted under the plan equaled the market price of the underlying stock on the date of
grant.

        The Company applies SFAS No. 123 "Accounting for Stock-Based Compensation," and related literature in accounting for stock-based
awards granted to non-employees other than directors. Under SFAS No. 123, stock-based awards granted to non-employees other than directors
are recorded at fair value and recognized in the period(s) in which goods and/or services are received from the non-employee. To date, the
Company has never granted stock-based awards to non-employees other than directors.

        If compensation costs for this plan had been determined consistent with SFAS No. 123, "Accounting for Stock-Based Compensation," the
Company's net income (loss) and earnings (loss) per share would have been as follows:

Three Months Ended
March 31,

2003 2002
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Three Months Ended
March 31,

(in thousands
except per share data)

Net income (loss):
As reported $ 1,493 $ (532)
Pro forma 1,441 (574)

Basic earnings (loss) per common share:
As reported $ 0.24 $ (0.09)
Pro forma 0.24 (0.09)

Diluted earnings (loss) per common share:
As reported $ 0.23 $ (0.09)
Pro forma 0.23 (0.09)

        The fair value of each option grant is estimated on the date of the grant using the Black-Scholes option pricing model with the following
assumptions:

Three Months
Ended

March 31,

2003 2002

Expected option life�years 5.00 5.00
Risk-free interest rate 2.78% 2.79%
Dividend yield 0.00% 0.00%
Volatility 47.16% 44.84%

Earnings (Loss) Per Share�The Company uses the weighted average number of shares outstanding to calculate earnings per share data.
When dilutive, options are included as share equivalents using the treasury stock method and are included in the calculation of diluted per share
data. Due to the Company's net loss for the three months ended March 31, 2002, basic and diluted earnings per share are the same, as all
potentially dilutive securities would be anti-dilutive.

Accounting Estimates�The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the  amounts reported in these financial statements and the accompanying notes. The
actual results could differ from those estimates.

Recent Accounting Pronouncements�In July 2002, the FASB issued SFAS No. 146, "Accounting for Costs Associated With Exit or Disposal
Activities," which provides guidance for financial accounting and reporting of costs associated with exit or disposal activities. This statement
requires the recognition of a liability for a cost associated with an exit or disposal activity when the liability is incurred, as opposed to when the
entity commits to an exit plan as previously required under EITF No. 94-3. The adoption of SFAS No. 146 on January 1, 2003, had no impact on
the Company's financial position or results of operations.

        In June 2001, the FASB issued SFAS No. 141, "Business Combinations" and SFAS No. 142, "Goodwill and Other Intangible Assets."
SFAS No. 141 addresses accounting and reporting for business combinations and is effective for all business combinations initiated after
June 30, 2001. SFAS No. 142 addresses the accounting and reporting for acquired goodwill and other intangible assets. The new standard
eliminates the requirement to amortize acquired goodwill; instead, such goodwill is required to be reviewed at least annually for impairment.
The new standard also requires that, at a minimum, all intangible assets be aggregated and presented as a separate line item in the balance sheet.
The adoption of SFAS No. 141 and SFAS No. 142 had no impact on the Company's financial position or results of operations.

        A reporting issue has arisen regarding the application of certain provisions of SFAS No. 141 and SFAS No. 142 to companies in the
extractive industries, including oil and gas companies. The issue is whether SFAS No. 142 requires registrants to classify the costs of mineral
rights associated with extracting oil and gas as intangible assets in the balance sheet, apart from other capitalized oil and gas property costs, and
provide specific footnote disclosures. Historically, the Company has included the costs of mineral rights associated with extracting oil and gas as
a component of oil and gas properties. If it is ultimately determined that SFAS No. 142 requires oil and gas companies to classify costs of
mineral rights associated with extracting oil and gas as a separate intangible assets line item on the balance sheet, the Company would be
required to reclassify approximately $6.2 million and $2.5 million at March 31, 2003 and December 31, 2002, respectively, out of oil and gas
properties and into a separate intangible assets line item. The Company's cash flows and results of operations would not be affected since such
intangible assets would continue to be depleted and assessed for impairment in accordance with full cost accounting rules. Further, the Company
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does not believe the classification of the costs of mineral rights associated with extracting oil and gas as intangible assets would have any impact
on the Company's compliance with covenants under its debt agreements.

3. Acquisition and Disposition of Assets

Disposition of Oil and Gas Assets�In July 2002, the Company sold certain overriding royalty interests in the Piceance and Permian Basins,
receiving net proceeds of approximately $700,000. Proceeds from the sale were credited directly to the full cost pool and no gain or loss was
recognized. The proceeds were used to repay amounts outstanding under the Company's credit facilities.

        In September 2002, the Company sold its entire working interests and related leasehold rights in Kansas, receiving net proceeds of
approximately $2.1 million. Proceeds from the sale were credited directly to the full cost pool and no gain or loss was recognized. The proceeds
were used to repay amounts outstanding under the Company's credit facilities.

        On March 24, 2003, Carbon USA closed on the sale of its interests in oil and gas properties located primarily in the Permian Basin of
southeast New Mexico. Net proceeds from the sale, after  normal closing adjustments, were $14.4 million. Proceeds from the sale were credited
directly to the full cost pool and no gain or loss was recognized. A portion of the proceeds from the sale were used to repay borrowings under the
Company's U.S. credit facility.

4. Long-term Debt

U.S. Facility�On December 31, 2002, the Company obtained a credit facility from the Bank of Oklahoma, National Association (Bank of
Oklahoma). Borrowings under the Bank of Oklahoma credit facility were used to repay outstanding borrowings under the Company's previous
credit facility with Wells Fargo Bank West National Association. The facility had an initial borrowing base of $19.0 million that was reduced to
$14.0 million on March 24, 2003 as a result of the Company's sale of its interests in oil and gas properties located primarily in the Permian Basin
of southeast New Mexico. The Company used a portion of the proceeds from the Permian Basin sale to repay outstanding borrowings under the
new credit facility and at March 31, 2003 outstanding borrowings under the new credit facility were $10.7 million.

        The facility has a maturity date of October 2005 with no principal payments required until maturity. The interest rates on amounts borrowed
under the facility vary depending upon outstanding borrowings as a percentage of the borrowing base. The Company's weighted average interest
rate was 3.9% at March 31, 2003.

        The facility is secured by certain U.S. oil and gas properties of the Company and contains various convenants which prohibit or limit the
Company's ability to pay dividends, purchase treasury shares, incur indebtedness, sell properties or merge with another entity. The Company is
also be required to maintain certain financial ratios. The Company was in compliance with all debt covenants at March 31, 2003.

        The Company has been informed by Evergreen that the credit facility with the Bank of Oklahoma is expected to be repaid in full at the time
of the proposed merger of the Company with Evergreen.

Canadian Credit Facility�Carbon Canada's credit facility is an oil and gas reserve based line-of-credit with Canadian Imperial Bank of
Commerce (CIBC). In May 2003, the Company secured an increase in the borrowing base of the facility with CIBC to approximately
$15.0 million from approximately $10.9 million. At March 31, 2003 outstanding borrowings were $10.5 million. The Canadian facility is
secured by the Canadian oil and gas properties of the Company. The revolving phase of the Canadian facility expires on March 31, 2004. If the
revolving commitment is not renewed, the loan will be converted into a term loan and will be reduced by consecutive monthly payments over a
period not to exceed 24 months. Subject to possible changes in the borrowing base, CIBC has agreed that it will not require the Company to
make principal payments under the term loan section of the facility until April 2004 at the earliest. As such, no amounts under the CIBC facility
have been classified as current at March 31, 2003. The Canadian facility bears interest at a rate equal to banker's acceptance rates plus 1.25% or
at the CIBC Prime rate plus .5%. The Company's weighted average interest rate was 5.25% at March 31, 2003.

        The Canadian facility contains various covenants that limit the Company's ability to pay dividends, purchase treasury shares, incur
indebtedness, sell properties, or merge with another entity. The Company was in compliance with all debt covenants at March 31, 2003.

        The agreement with CIBC also provides for $5.0 million of credit which can be utilized for financial derivative instruments used to hedge a
portion of the Company's oil and gas production, currency exchange contracts and fixed price gas sales transactions with CIBC. The Company
currently utilizes the swap facility to hedge a portion of its Canadian production as described in Note 5. 

        The Company has obtained the consent of CIBC to the merger of the Company with Evergreen.

5. Derivative Instruments
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Interest Rate Swap Agreements�During 2002, the Company entered into interest rate swap agreements that effectively converted a portion of
its variable rate borrowings in the United States to fixed rate debt for periods of up to two years, reducing the impact of interest rate increases or
decreases on future income. Quarterly settlements from interest rate swaps that qualify for hedge accounting treatment are recognized as an
adjustment to interest expense. Changes in the fair value of interest rate swaps that do not qualify for hedge accounting treatment are recognized
in the current period as a component of other revenues, net. The cash flows from such agreements are included in operating activities in the
consolidated statements of cash flow. The table below sets forth the Company's interest rate derivative contracts in place at March 31, 2003:

Notional
Amount

Contract
Expiration Date

Fixed
Rate

Derivative
Asset/

(Liability)

(in thousands)

$ 3,700 May 2003 3.46% $ (19)
2,000 October 2003 3.77% (38)
800 October 2003 3.82% (15)

1,000 March 2004 4.15% (29)
2,500 April 2004 4.24% (93)

$ (194)

        During the first three months of 2003, net hedging losses of $59,000 ($37,000 after tax) relating to interest rate derivative contracts were
transferred from accumulated other comprehensive income to earnings. The fair value of outstanding interest rate derivative contracts designated
as hedges decreased by $17,000 ($10,000 after tax). In March 2003, Carbon USA closed on the sale of its interest in oil and gas properties
located primarily in the Permian Basin of southeast New Mexico. Proceeds from the sale were used to repay borrowings under the Company's
U.S. credit facility with Bank of Oklahoma. As a result of this use of proceeds, the Company no longer had variable rate borrowings underlying
certain of its interest rate swap agreements. As a result, the Company discontinued hedge accounting for these interest rate swaps and recorded a
non-cash charge of $175,000 ($109,000 after tax) related to the change in the fair value of these interest rate swap agreements. As of March 31,
2003, the Company also had net unrealized derivative losses of $19,000 ($12,000 after tax) related to its interest rate swap agreements. The
Company expects to reclassify these unrealized losses to earnings during the next twelve month period.

Commodity Derivative Instruments and Hedging Activities�The Company may use certain financial instruments including swaps, collars,
futures and other contracts in an attempt to reduce exposure to market fluctuations in the price of oil and natural gas.

        Pursuant to Company guidelines, the Company is to engage in these activities only as a hedging mechanism and may not enter into
speculative transactions. Gains or losses from financial instruments that qualify for hedge accounting treatment are recognized as an adjustment
to sales revenue in the period in whic
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