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Item 1. Financial Statements
Callon Petroleum Company
Consolidated Balance Sheets
(in thousands, except share data)
June 30, 2010 December 31, 2009

ASSETS (Unaudited)
Current assets:
Cash and cash equivalents $ 31,812 $ 3,635
Accounts receivable 16,632 20,798
Accounts receivable - MMS royalty recoupment - 51,534
Fair market value of derivatives 1,106 145
Other current assets 914 1,572
Total current assets 50,464 77,684
Oil and gas properties, full-cost accounting method:
Evaluated properties 1,248,051 1,593,884
Less accumulated depreciation, depletion and amortization (1,137,978 ) (1,488,718 )
Net oil and gas properties 110,073 105,166
Unevaluated properties excluded from amortization 30,482 25,442
Total oil and gas properties 140,555 130,608
Other property and equipment, net 2,724 2,508
Restricted investments 4,365 4,065
Investment in Medusa Spar LLC 10,928 11,537
Other assets, net 2,215 1,589
Total assets $ 211,251 $ 227,991
LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)
Current liabilities:
Accounts payable and accrued liabilities $ 12,111 $ 12,887
Asset retirement obligations 3,377 4,002
9.75% Senior Notes, net of $0 and $232 discount, respectively - 15,820
Subtotal 15,488 32,709
Callon Entrada non-recourse credit facility (See Note 1) - 84,847
Total current liabilities 15,488 117,556
13% Senior Notes (See Note 6)
Principal outstanding 137,961 137,961
Deferred credit, net of accumulated amortization of $2,090 and $294,
respectively 29,417 31,213
Total 13% Senior Notes 167,378 169,174
Senior secured revolving credit facility - 10,000
Asset retirement obligations 11,542 10,648
Other long-term liabilities 2,424 1,467
Total liabilities 196,832 308,845
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Stockholders' equity (deficit):
Preferred Stock, $.01 par value, 2,500,000 shares authorized; - -
Common Stock, $.01 par value, 60,000,000 shares authorized,;

28,792,290 and 28,742,926
shares outstanding at June 30, 2010 and December 31, 2009,
respectively 288 287
Capital in excess of par value 246,571 243,898
Other comprehensive loss (6,027 ) (7,478
Retained deficit (226,413 ) (317,561
Total stockholders' equity (deficit) 14,419 (80,854
Total liabilities and stockholders' equity (deficit) $ 211,251 $ 227,991

The accompanying notes are an integral part of these consolidated financial statements.
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Callon Petroleum Company
Consolidated Statements of Operations (Unaudited)
(in thousands, except per share data)

Three-Months Ended Six-Months Ended
June 30, June 30,
2010 2009 2010 2009
Operating revenues:
Oil sales $15,901 $18,971 $32,564 $34,923
Gas sales 5,668 6,054 12,390 14,917
Total operating revenues 21,569 25,025 44,954 49,840
Operating expenses:
Lease operating expenses 4,031 4,656 8,679 8,695
Depreciation, depletion and amortization 7,042 8,452 13,855 17,865
General and administrative 4,411 5,391 8,715 7,210
Accretion expense 622 795 1,202 1,833
Total operating expenses 16,106 19,294 32,451 35,603
Income from operations 5,463 5,731 12,503 14,237
Other (income) expenses:
Interest expense 3,198 4,854 6,792 9,636
Callon Entrada non-recourse credit facility interest expense
(See Note 2) - 1,935 - 3,491
Loss on early extinguishment of debt (See Note 6) 339 - 339 -
Other (income) expense (111 ) 61 472 ) (34 )
Total other (income) expenses 3,426 6,850 6,659 13,093
Income (loss) before income taxes 2,037 (1,119 ) 5,844 1,144
Income tax expense - 24 - -
Income (loss) before equity in earnings of Medusa Spar
LLC 2,037 (1,143 ) 5,844 1,144
Equity in earnings of Medusa Spar LLC 93 218 209 335
Net income (loss) available to common shares $2,130 $(925 ) $6,053 $1,479
Net income (loss) per common share:
Basic $0.07 $(0.04 ) $0.21 $0.07
Diluted $0.07 $(0.04 ) $0.21 $0.07
Shares used in computing net income (loss) per common
share:
Basic 28,762 21,645 28,750 21,626
Diluted 29,583 21,645 29,406 21,626
The accompanying notes are an integral part of these consolidated financial statements.
4
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Callon Petroleum Company
Consolidated Statements of Cash Flows (Unaudited)

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to
cash provided by operating activities:
Depreciation, depletion and amortization
Accretion expense
Amortization of non-cash debt related items
Amortization of deferred credit
Equity in earnings of Medusa Spar LL.C
Non-cash charge for early debt extinguishment
Non-cash charge related to compensation plans
Payments to settle asset retirement obligations
Changes in current assets and liabilities:
Accounts receivable
Other current assets
Current liabilities
Change in gas balancing receivable
Change in gas balancing payable
Change in other long-term liabilities
Change in other assets, net

Cash provided by (used in) operating activities

Cash flows from investing activities:
Capital expenditures

Investment in restricted assets related to plugging and abandonment obligations

Distribution from Medusa Spar LLC
Cash used in investing activities

Cash flows from financing activities:
Borrowings from senior secured credit facility
Payments on senior secured credit facility

Redemption of remaining 9.75% senior notes (See Note 6)
Proceeds from exercise of employee stock options
Cash (used in) provided by financing activities

Net change in cash and cash equivalents
Cash and cash equivalents:
Balance, beginning of period

Less: Cash held by subsidiary deconsolidated at January 1, 2010

Balance, end of period

(in thousands)

Six-Months Ended June

2010

$6,053

14,245
1,202
221
(1,796
(209
179
2,049
(180

53,362
658
921
285
(249
(115
(780
74,004

(19,987
(300
818
(19,469

(10,000
(16,052
5

(26,047

28,488
3,635

(311
$31,812

Table of Contents

30,

)

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

2009

$1,479

18,285
1,833
3,168

(335

1,184
(2,601

6,441
(868
(28,993
155
(123

16
(189
(548

(21,829
986

(20,843

9,337
(4,337

5,000
(16,391
17,126

$735

)
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INDEX TO THE NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Description of Business and Basis of 6. Borrowings

Presentation

2. Deconsolidation of Callon Entrada 7. Derivative Instruments and Hedging
Activities

3. Minerals Management Service Royalty 8. Fair Value Measurements

Recoupment

4. Earnings per Share 9. Income Taxes

5. Comprehensive Income (Loss) 10. Asset Retirement Obligations

Note 1 - Description of Business and Basis of Presentation
Description of Business

Callon Petroleum Company was incorporated under the laws of the state of Delaware in 1994 and succeeded to the
business of a publicly traded limited partnership, a joint venture with a consortium of European investors and an
independent energy company partially owned by a member of current management. As used herein, the “Company,”
“Callon,” “we,” “us,” and “our” refer to Callon Petroleum Company and its predecessors and subsidiaries unless the contex
requires otherwise.

Callon is engaged in the acquisition, development, exploration and operation of oil and gas properties. The Company’s
properties and operations are geographically concentrated onshore in Louisiana and Texas and the offshore waters of
the Gulf of Mexico.

Basis of Presentation

These interim financial statements of the Company have been prepared in accordance with (1) accounting principles
generally accepted in the United States (“US GAAP”), (2) the Security and Exchange Commission’s instructions to
Quarterly Report on Form 10-Q and (3) Rule 10-01 of Regulation S-X, and should be read in conjunction with the
Company’s Annual Report on Form 10-K for the year ended December 31, 2009.

In the opinion of management, the accompanying unaudited consolidated financial statements reflect all adjustments
(including normal recurring adjustments) necessary to present fairly the Company's financial position, the results of its
operations and its cash flows for the periods indicated. Operating results for the periods presented are not necessarily
indicative of the results that may be expected for the year ended December 31, 2010.

All amounts contained in the notes to the consolidated financial statements are presented in thousands, with the
exception of years, per-share and per-hedge amounts.

11
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Note 2 - Deconsolidation of Callon Entrada

In April 2008, Callon completed the sale of a 50% working interest in the Entrada Field to CIECO Energy (US)
Limited (“CIECQ”) effective January 1, 2008. At closing, CIECO paid Callon $155,000, and reimbursed the Company
$12,600 for 50% of Entrada capital expenditures incurred prior to the closing date. In addition, as part of the purchase
and sale agreement, CIECO agreed to loan Callon Entrada, a wholly owned subsidiary of the Company, up to
$150,000 plus interest expense incurred up to $12,000, for its share of the development costs for the Entrada
project. Based on the terms of the credit agreement with CIECO Energy (Entrada) LLC (“CIECO Entrada”), the debt
was to be repaid solely from assets, primarily production, from the Entrada field. All assets of Callon Entrada, and its
stock, are pledged to CIECO Entrada under the Callon Entrada credit agreement, and neither Callon nor its
subsidiaries (other than Callon Entrada) guaranteed the Callon Entrada credit facility.

Prior to January 1, 2010, the Company was required to consolidate the financial statements and results of operations
of Callon Entrada, and as such, Callon Entrada’s non-recourse principal and interest due under the credit facility was
reflected in a separate line item in Callon’s 2009 consolidated financial statements.

In June 2009, the Financial Accounting Standards Board (“FASB”) issued an accounting standard which became
effective for the first annual reporting period that begins after November 15, 2009 (with early adoption prohibited),
and which amended US GAAP as follows:

®to require an enterprise to perform an analysis to determine whether the enterprise’s variable interest or interests give
it a controlling financial interest in a Variable Interest Entity (“VIE”), identifying the primary beneficiary of a VIE;
®to require ongoing reassessment of whether an enterprise is the primary beneficiary of a VIE, rather than only when
specific events occur;
¢ to eliminate the quantitative approach previously required for determining the primary beneficiary of a VIE;

o to amend certain guidance for determining whether an entity is a VIE;
® to add an additional reconsideration event when changes in facts and circumstances pertinent to a VIE occur;
. to eliminate the exception for troubled debt restructuring regarding VIE reconsideration; and

eto require advanced disclosures that will provide users of financial statements with more transparent information
about an enterprise’s involvement in a VIE.

The Company adopted the pronouncement for consolidation of variable interest entities on January 1, 2010. Upon
adoption, the Company reevaluated its interest in its subsidiary, Callon Entrada. Based on the evaluation performed,
which is detailed below, the Company concluded that a VIE reconsideration event had taken place resulting in the
determination that Callon Entrada is a VIE, for which the Company is not the primary and, as a result, Callon Entrada
is deconsolidated from the Company’s consolidated financial statements as of January 1, 2010. The Company
included additional disclosures related to the deconsolidation of Callon Entrada in its Form 10-K for the year-ended
December 31, 2009. Key events considered in this analysis include the following:

Default on non-recourse debt and CIECQO’s acceleration rights exercised: As a result of abandoning the Entrada
project in November 2008, prior to completion, Callon Entrada’s only source of payment is the proceeds from the sale
of equipment purchased but not used for the Entrada project. On April 2, 2009, Callon Entrada received a notice from
CIECO Entrada advising Callon Entrada that certain alleged events of default occurred under the credit agreement
relating to failure to pay interest when due and the breach of various other covenants related to the decision to
abandon the Entrada project. The notice of default received from CIECO Entrada invoked CIECO Entrada’s rights

12
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under the Callon Entrada credit agreement to accelerate payment of the principal and interest due, and to invoke its
rights to the surplus equipment related to the Entrada project, including the proceeds from the sale of the equipment
and the ability to control the decisions related to the sale of the equipment. Based on the advice of legal counsel,
Callon believes that it and its other subsidiaries are not otherwise obligated to repay the principal, accrued interest or
any other amounts which may become due under the Callon Entrada credit facility.

13
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Abandonment obligations satisfied: Callon guaranteed Callon Entrada’s payment of all amounts to plug and
abandon the wells and related facilities and for a breach of law, rule or regulation (including environmental laws) and
for any losses of CIECO Entrada attributable to gross negligence of Callon Entrada. The well for which Callon
Entrada was responsible was plugged and abandoned in the fourth of quarter of 2008, and the Minerals Management
Service (“MMS”) confirmed to Callon during September 2009 that Callon had satisfied all if its abandonment
obligations related to this project.

No ability to control future actions of Callon Entrada: As of December 31, 2009, the wind down of the Entrada project
was complete, all of the costs related to the Entrada project were paid, and subsequent to the lease expiration June 1,
2009, control of the property reverted to the MMS. The sale of remaining equipment purchased for the Entrada
project remains ongoing, and the Company believes that the amount of future operating costs of Callon Entrada, for
which the Company would be responsible for, is insignificant and is limited to minimal storage fees for the surplus
equipment while the equipment is being liquidated.

As a result of the events described above, the Company lost its power to direct the only remaining activities that affect
Callon Entrada’s future economic performance. Below is a condensed balance sheet of Callon presented to
demonstrate the effect of deconsolidation on the financial statements at January 1, 2010:

Callon Callon Callon
Consolidated Entrada Consolidated
at 12/31/09  Deconsolidated at 1/1/2010
Balance Sheet (in thousands)

Total current assets $ 77,684 $ (1,767 ) $ 75,917
Total oil and gas properties 130,608 - 130,608
Other property and equipment 2,508 - 2,508
Other assets 17,191 - 17,191

Total assets $ 227,991 $ (1,767 ) $ 226,224
Other current liabilities $ 16,889 $ (2,015 ) $ 14,874
9.75% Senior Notes, due December 2010 15,820 - 15,820
Callon Entrada non-recourse credit facility 84,847 (84,847 ) -

Total current liabilities 117,556 (86,862 ) 30,694
Total long-term debt 179,174 - 179,174
Total other long-term liabilities 12,115 - 12,115
Total stockholders’ equity (deficit) (80,854 ) 85,095 4,241

Total liabilities and stockholders’ equity (deficit) $ 227,991 $ (1,767 ) $ 226,224
8
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Note 3 — Minerals Management Service (“MMS”’) Royalty Recoupment

During 2009, we recorded a receivable attributable to a recoupment of royalty payments we previously made to the
MMS on our deepwater property, Medusa. Following the decisions resulting from several court cases brought by
another oil and gas company, the court ruled that the MMS was not entitled to receive these royalty
payments. Accordingly, in November 2009 the Company filed for a recoupment of royalties paid to the MMS in the
amount of $44,787 from inception-to-date production at the Company’s Medusa field. At December 31, 2009, Callon
accrued the royalty recoupment of $44,787 and estimated interest of $7,681. The Company received the recoupment
of principal in January 2010, and received $7,927 of interest during the second quarter of 2010, which included
additional accrued interest through the repayment date.

Note 4 - Earnings per Share
The following table sets forth the computation of basic and diluted earnings per share:

Three Months Ended June  Six Months Ended June

30, 30,
2010 2009 2010 2009
(a) Net income (loss) $2,130 $(925 ) $6,053 $1,479
(b) Weighted average shares outstanding 28,762 21,645 28,750 21,626
Dilutive impact of stock options 196 - 117 -
Dilutive impact of restricted stock 625 - 539 -
(c) Weighted average shares outstanding
for diluted net income per share 29,583 21,645 29,406 21,626
Basic net income per share (a/b) $0.07 $(0.04 ) $0.21 $0.07
Diluted net income per share (a/c) $0.07 $(0.04 ) $0.21 $0.07

The following were excluded from the diluted EPS calculation because their effect would be anti-dilutive:

Stock options 147 1,003 177 1,003
Warrants 365 365 365 365
Restricted stock 179 634 179 634

Note 5 - Comprehensive Income (Loss)
The components of comprehensive income (loss), net of related taxes, are as follows:
Three Months Ended June  Six Months Ended June

30, 30,
2010 2009 2010 2009

15
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Net income $2,130 $(925 ) $6,053 $1,479
Other comprehensive income:

Change in fair value of derivatives 1,260 (7,815 ) 1,451 (14,738 )
Total comprehensive income (loss) $3,390 $8,740 ) $7,504 $(13,259 )
9
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Note 6 — Borrowings

The Company’s borrowings consisted of the following at:

June 30, 2010 December 31, 2009
Principal components:

Senior secured revolving credit facility $ - $ 10,000
9.75% Senior Notes due 2010, principal - 16,052
13% Senior Notes due 2016, principal 137,961 137,961
Callon Entrada non-recourse credit facility (1) - 84,847
Total principal outstanding 137,961 248,860

Non-cash components:

9.75% Senior Notes, due 2010 unamortized discount - (232 )
13% Senior Notes due 2016 unamortized deferred credit 29,417 31,213
Total carrying value $ 167,378 $ 279,841

(1) Liability was removed as part of the deconsolidation of Callon Entrada. See Note 2 for
additional information.

Senior Secured Revolving Credit Facility (the “Credit Facility”)

In January 2010, the Company amended its Credit Facility agreement to include Regions Bank as the sole arranger
and administrative agent. The third amended and restated Credit Facility, which matures on September 25, 2012,
provides for a $100,000 facility with an initial borrowing base of $20,000, which will be reviewed and re-determined
on a semi-annual basis during the second and fourth quarters. The Credit Facility bears interest at 4% above a defined
base rate and in no event will the interest rate be less than 6%. As of June 30, 2010, the interest rate on the facility
was 6%. In addition, a commitment fee of 0.5% per annum on the unused portion of the borrowing base, is payable
quarterly. During July 2010, Regions Bank affirmed the $20,000 borrowing base until the next scheduled review
during the fourth quarter.

Simultaneously with the execution of the third amended and restated Credit Facility, the Company repaid the $10,000
outstanding draw under the second amended and restated senior secured credit agreement, which was outstanding as
of December 31, 2009.

9.75% Senior Notes (“Old Notes”) (Due December 2010)

During the fourth quarter of 2009, Callon commenced an exchange offer for any and all of its outstanding Old
Notes. Holders of approximately 92% of the Old Notes tendered their Notes in the exchange offer. During March
2010, the Company announced its intention to redeem all remaining Old Notes by April 30, 2010 (the “Redemption
Date”) at a redemption price of 101% of their principal amount, plus accrued and unpaid interest to the Redemption
Date. Pursuant to the terms of the debt agreement, the Company mailed a notice of redemption to all registered
holders of the remaining Old Notes, and posted the notice with the responsible transfer agent.

On April 30, 2010, the Company completed its publically announced plans to redeem for 101% of the par value the
remaining $16,052 outstanding Old Notes for $16,343, which included the 1% call premium and $130 of accrued

17
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interest through the repurchase date. The Company also recognized $179 of additional interest expense related to the
accelerated amortization of the Old Notes’ remaining discount and debt issuance costs, which when added to the $160

call premium resulted in a $339 loss on early extinguishment of this debt. As of June 30, 2010, no Old Notes remain
outstanding.

10

18



Edgar Filing: CALLON PETROLEUM CO - Form 10-Q

Table of Contents
Callon Petroleum Company
Notes to the Consolidated Financial Statements
(all amounts in thousands, except per-share and per-hedge data)

13% Senior Notes due 2016 (“Senior Notes”) and Deferred Credit

As described above, during the fourth quarter of 2009, the Company exchanged approximately 92% of the principal

amount, or $183,948, of the Old Notes for $137,961 of Senior Notes. The exchange resulted in a 25% reduction in the

principal amount of the Old Notes tendered, and included a 3.25% increase in the coupon rate from 9.75% to 13%. In

addition, holders of the tendered notes received 3,794 shares of common stock and 311 shares of Convertible

Preferred Stock which was valued on November 24, 2009 in the amount of $11,527 and recorded as an increase to

stockholders’ equity. On December 31, 2009, each share of the Convertible Preferred Stock was automatically
converted by the Company into 10 shares of common stock following shareholder approval and the filing of an

amendment to the Company’s charter increasing the number of authorized shares of common stock as necessary to
accommodate such conversion. The Senior Notes’ 13% interest coupon is payable on the last day of each quarter.

Upon issuing the Senior Notes during November 2009, the Company reduced the carrying amount of the Old Notes by
the fair value of the common and preferred stock issued in the amount of $11,527. The difference between the
adjusted carrying amount of the Old Notes and the face value of the Senior Notes was recorded as a deferred credit,
which is being amortized as a credit to interest expense over the life of the Senior Notes at an 8.5% effective interest
rate. The following table summarizes the Company’s deferred credit balance at June 30, 2010:

Amortization Estimated
Recorded Amortization
during 2010  Expected to

Accumulated ~ Carrying asa be Recorded
Gross Amortization Value at Reduction of for the
Carrying at June 30, June 30, Interest Remainder of
Amount 2010 2010 Expense 2010
$31,507 $ 2,090 $29,417 $ 1,796 $ 1,799

Certain of the Company’s subsidiaries guarantee the Company’s obligations under the Senior Notes. The subsidiary
guarantors are 100% owned, all of the guarantees are full and unconditional and joint and several, the parent company
has no independent assets or operations and any subsidiaries of the parent company other than the subsidiary
guarantors are minor.

Restrictive Covenants

The Indenture governing our Senior Notes and the Company’s Credit Facility contains various covenants including
restrictions on additional indebtedness and payment of cash dividends. In addition, Callon’s Credit Facility contains
covenants for maintenance of certain financial ratios. The Company was in compliance with these covenants at June
30, 2010.

Note 7 - Derivative Instruments and Hedging Activities

Objectives and Strategies for Using Derivative Instruments

The Company is exposed to fluctuations in crude oil and natural gas prices on the majority of its production.
Consequently, the Company believes it is prudent to manage the variability in cash flows on a portion of its crude oil
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and natural gas production. The Company utilizes primarily collars and swap derivative financial instruments to
manage fluctuations in cash flows resulting from changes in commodity prices. The Company does not use these
instruments for trading purposes.

Counterparty Risk

The use of derivative transactions exposes the Company to counterparty credit risk, or the risk that a counterparty will
be unable to meet its commitments. To reduce the Company’s risk in this area, counterparties to the Company’s
commodity derivative instruments include a large, well-known financial institution and a large, well-known oil and
gas company. The Company monitors counterparty creditworthiness on an ongoing basis; however, it cannot predict
sudden changes in counterparties’ creditworthiness. In addition, even if such changes are not sudden, the Company
may be limited in its ability to mitigate an increase in counterparty credit risk. Should one of these counterparties not
perform, the Company may not realize the benefit of some of its derivative instruments under lower commodity
prices.

11
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The Company executes commodity derivative transactions under master agreements that have netting provisions that
provide for offsetting payables against receivables. In general, if a party to a derivative transaction incurs an event of
default, as defined in the applicable agreement, the other party will have the right to demand the posting of collateral,
demand a transfer or terminate the arrangement.

Settlements and Financial Statement Presentation

Settlements of oil and gas derivative contracts are generally based on the difference between the contract price or
prices specified in the derivative instrument and a New York Mercantile Exchange (“NYMEX”) price or other cash or
futures index price. The current and non-current portion of derivative contracts are carried at fair value in the
consolidated balance sheet under the caption “Fair Market Value of Derivatives” and “Other Assets, net / Other long-term
liabilities” respectively. The oil and gas derivative contracts are settled based upon reported prices on NYMEX. The
estimated fair value of these contracts is based upon closing exchange prices on NYMEX and in the case of collars
and floors, the time value of options. See Note 8, “Fair Value Measurements.”

The Company’s derivative contracts that are designated as cash flow hedges, and are recorded at fair market value with
the changes in fair value recorded net of tax through other comprehensive income (loss) (“OCI”) in stockholders’ equity
(deficit). The cash settlements on contracts for future production are recorded as an increase or decrease in oil and gas
sales. Both changes in fair value and cash settlements of ineffective derivative contracts are recognized as derivative
expense (income).

Listed in the table below are the outstanding oil and gas derivative contracts, consisting entirely of collars, as of June
30, 2010:

Average

Average Ceiling

Volumes Floor Price  Price per

Product per Month Quantity Type per Hedge Hedge Period

Natural Gas 75 MMbtu $5.00 $8.30 Jul10 - Dec10
Oil 20 Bbls $70.00 $91.50 Jul10 - Dec10
Oil 10 Bbls $75.00 $101.50 Jul10 - Dec10
Oil 10 Bbls $75.00 $101.85 Janl1 - Decl1
0Oil 5 Bbls $80.00 $102.00 Janl1 - Decl1

The tables below present the effect of the Company’s derivative financial instruments on the consolidated statements
of operations as an increase (decrease) to oil and gas sales:

Three-Months ended June  Six-Months ended June
30, 30,
2010 2009 2010 2009

Amount of gain reclassified from OCI into income
(effective portion) 224 4,534 240 12,392

21



Edgar Filing: CALLON PETROLEUM CO - Form 10-Q

Amount of gain (loss) recognized in income (ineffective
portion and
amount excluded from effectiveness testing)

Subsequent event: During August 2010, the Company executed additional oil hedge collars as follows:

Average
Average Ceiling
Volumes Floor Price Price
Product per Month Quantity Type per Hedge  per Hedge Period
0Oil 10 Bbls $75.00 $94.50 Janll - Decl1

12
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Note 8 - Fair Value Measurements

The fair value hierarchy outlined in the relevant accounting guidance gives the highest priority to Level 1 inputs,
which consist of unadjusted quoted prices for identical instruments in active markets. Level 2 inputs consist of quoted
prices for similar instruments. Level 3 valuations are derived from inputs that are significant and unobservable, and
these valuations have the lowest priority.

Fair Value of Financial Instruments

Cash, Cash Equivalents, Short-Term Investments, Accounts Receivable and Accounts Payable. The carrying amounts
for these instruments approximate fair value due to the short-term nature or maturity of the instruments.

Debt. The Company’s debt is recorded at the carrying amount on its Consolidated Balance Sheet. The fair value of
Callon’s fixed-rate debt is based upon estimates provided by an independent investment banking firm. The carrying
amount of floating-rate debt approximates fair value because the interest rates are variable and reflective of market
rates.

The following table summarizes the respective fair values at:

June 30, 2010 December 31, 2009
Carrying Carrying
Value Fair Value Value Fair Value
Credit Facility $- $- $10,000 $10,000
9.75% Senior Notes due 2010, net of unamortized discount - - 15,820 15,249
13% Senior Notes due 2016 (1) 167,378 108,989 169,174 103,471
Callon Entrada Credit Facility; non-recourse - - 84,847 -
Total $167,378 $108,989 $279,841 $128,720

(1) 2010 Fair value is calculated only in relation to the $137,961 par value outstanding of the 13% Senior Notes. The
remaining $29,417, which the company has recorded as a deferred credit, is excluded from the fair value calculation,
and will be fully realized in earnings by the Company over the remaining amortization period. See Note 6 for
additional information.

Assets and Liabilities Measured at Fair Value on a Recurring Basis

Certain assets and liabilities are reported at fair value on a recurring basis (unless otherwise noted below) in Callon’s
Consolidated Balance Sheet. The following methods and assumptions were used to estimate the fair values:

Commodity Derivative Instruments. Callon’s derivative policy allows for commodity derivative instruments to consist
of collars and natural gas and crude oil basis swaps, though at June 30, 2010 the Company’s portfolio included only
collars. The fair values of the Company’s derivative instruments are not actively quoted in the open market and are
valued using forward commodity price curves. Consequently, the Company estimates the fair values of derivative
instruments using internal discounted cash flow calculations based upon forward commodity price curves, and is
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corroborated by quotes obtained from counterparties to the agreements. These valuations include primarily Level 3
inputs. For additional information, see Note 7, Derivative Instruments and Hedging Activities, of this Form 10-Q.

13

24



Edgar Filing: CALLON PETROLEUM CO - Form 10-Q

Table of Contents
Callon Petroleum Company
Notes to the Consolidated Financial Statements
(all amounts in thousands, except per-share and per-hedge data)

The following tables present the Company’s assets and liabilities measured at fair value on a recurring basis for each
hierarchy level:

As of June 30, 2010 Level 1 Level 2 Level 3 Total
Assets

Derivative financial instruments $- $- $1,596 $1,596
Liabilities

Derivative financial instruments $- $- $- $-

Total $- $- $1,596 $1,596
As of December 31, 2009 Level 1 Level 2 Level 3 Total
Assets

Derivative financial instruments $- $- $145 $145
Liabilities

Derivative financial instruments $- $- $- $-

Total $- $- $145 $145

The derivative fair values above are based on analysis of each contract. Derivative assets and liabilities with the same

counterparty are presented here on a gross basis, even where the legal right of offset exists. Additionally, $1,106 of the

derivative assets is reflected as a current asset on the Company’s Consolidated Balance Sheet at June 30, 2010 and as
such is expected to settle within the next twelve months. See Note 7, Derivative Instruments and Hedging Activities,

of this Form 10-Q for a discussion of net amounts recorded on the Consolidated Balance Sheet at June 30, 2010.

The following table presents the Company’s assets and liabilities measured at fair value on a recurring basis using
significant, unobserved inputs (Level 3):

Derivatives
Balance at January 1, 2010 $145
Total gains or losses (realized or unrealized):
Included in earnings 240
Included in other comprehensive (income) loss 1,451
Purchases, issuances and settlements (240 )
Balance at June 30, 2010 $1,596
Change in unrealized gains (losses) included in earnings relating to derivatives still held as of June 30,
2010 $-

Assets and Liabilities Measured at Fair Value on a Nonrecurring Basis

Certain assets and liabilities are reported at fair value on a nonrecurring basis in Callon’s Consolidated Balance Sheet.
The following methods and assumptions were used to estimate the fair values:
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Asset Retirement Obligations Incurred in Current Period. Callon estimates the fair value of AROs based on discounted
cash flow projections using numerous estimates, assumptions and judgments regarding such factors as (1) the
existence of a legal obligation for an ARO, (2) amounts and timing of settlements, (3) the credit-adjusted risk-free rate
to be used and (4) inflation rates. AROs incurred in the current period, including upward revisions to ARO liabilities,
were $290 and were Level 3 fair value measurements. See Note 10, Asset Retirement Obligations, which

provides a summary of changes in the ARO liability.

14
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Note 9 - Income Taxes

The following table presents Callon’s net unrecognized tax benefits relating to its reported net losses and other
temporary differences from operations :

June 30, 2010 December 31, 2009

Deferred tax asset:

Federal net operating loss carryforwards $ 94,031 $ 94,125

Statutory depletion carryforwards 4,982 4,895

Alternative minimum tax credit carryforward 383 383

Asset retirement obligations 3,694 3,704

Other 5,040 34,170

Deferred tax asset before valuation allowance 108,130 137,277

Less: Valuation allowance (84,036 ) (116,676 )
Total deferred tax asset 24,094 20,601
Deferred tax liability:

Oil and gas properties 12,649 9,555

Other 11,445 11,046
Total deferred tax liability 24,094 20,601
Net deferred tax asset $ - $ -

As of January 1, 2010 and as previously disclosed in Note 2, Callon Entrada has been deconsolidated from the
Company’s consolidated financial statements, resulting in a $30,330 decrease in deferred tax assets and a
corresponding reduction in the valuation allowance.

As previously disclosed in Note 6 of the Company’s 2009 Form 10-K, the Company recorded a full valuation
allowance against its net deferred tax assets. Consequently, the Company’s effective tax rate will be affected in future
periods to the extent these deferred tax assets are recognized. The Company continues to assess whether or not
deferred tax assets can be recognized based on current and expected future operating results and other factors.

Note 10 - Asset Retirement Obligations

The following table summarizes the Company’s asset retirement obligations activity for the six-months ended June 30,
2010:

Asset retirement obligations at January 1, 2010 $14,650
Accretion expense 1,202
Liabilities incurred 8
Liabilities settled (1,597 )
Revisions to estimate 656

Asset retirement obligations at end of period 14,919
Less: current asset retirement obligations (3,377 )

Long-term asset retirement obligations at end of period $11,542
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Liabilities settled primarily relate to individual properties, primarily located in the Gulf of Mexico, plugged and
abandoned during the period.

Restricted assets, primarily U.S. Government securities, of approximately $4,365 at June 30, 2010, are recorded as

restricted investments. These assets are held in abandonment trusts dedicated to pay future abandonment costs for
several of the Company’s oil and gas properties.

15
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Forward-Looking Statements

Certain statements in this Current Report on Form 10-Q (or otherwise made by or on the behalf of Callon Petroleum)
contain various forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange Act”) and the Private
Securities Litigation Reform Act of 1995. Such statements represent management's beliefs and assumptions
concerning future events. When used in this document and in documents incorporated by reference, forward-looking
statements include, without limitation, statements regarding financial forecasts or projections, our expectations,
beliefs, intentions or future strategies that are signified by the words "expects," "anticipates," "intends," "believes" or
similar language. These forward-looking statements are subject to risks, uncertainties and assumptions that could
cause our actual results and the timing of certain events to differ materially from those expressed in the
forward-looking statements. All forward-looking statements included in this Report are based on information
available to us on the date of this Report. It is routine for our internal projections and expectations to change as the
year or each quarter in the year progress, and therefore it should be clearly understood that the internal projections,
beliefs and assumptions upon which we base our expectations may change prior to the end of each quarter or the year.
Although these expectations may change, we may not inform you if they do. Our policy is generally to provide our
expectations only once per quarter, and not to update that information until the next quarter.

Many important factors, in addition to those discussed in this Report, could cause our results to differ materially from
those expressed in the forward-looking statements. Some of the potential factors that could affect our results are
described below within Management’s Discussion and Analysis of Financial Condition and Results of Operations. In
light of these risks and uncertainties, and others not described in this Report, the forward-looking events discussed in
this Report might not occur, might occur at a different time, or might cause effects of a different magnitude or
direction than presently anticipated.

General

The following management’s discussion and analysis describes the principal factors affecting the Company’s results of
operations, liquidity, capital resources and contractual cash obligations. This discussion should be read in conjunction
with the accompanying unaudited consolidated financial statements and our Annual Report on Form 10-K for the year
ended December 31, 2009 (“Annual Report”), which include additional information about our business practices,
significant accounting policies, risk factors, and the transactions that underlie our financial results. The Company also
updates, as necessary, its risk factors in Part II, Item 1A of this filing.

Our website address is www.callon.com. All of our filings with the SEC are available free of charge through our
website as soon as reasonably practicable after we file them with, or furnish them to, the SEC. Information on our
website does not form part of this report on Form 10-Q.

We have been engaged in the exploration, development, acquisition and production of oil and gas properties since
1950. Prior to 2009, our operations were focused on exploration and production in the Gulf of Mexico. During 2009,
we took steps to change our operational focus to lower risk, onshore exploration and development activities.

Overview and Outlook
Building on our transition in 2009, during the second quarter of 2010, we continued to show improving
quarter-over-quarter results of operations with net income and fully diluted earnings per share of $2.1 million and

$0.07, respectively, compared to a net loss of $0.9 million and diluted loss per share of $0.04, respectively for the
same three-month period of 2009. Further, our year-to-date net income and fully diluted earnings per share of $6.1
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million and $0.21, respectively, represents a $4.6 million and $0.14 increase, respectively, over the same six-month
period of 2009. These results are discussed in greater detail within the ‘“Results of Operations” section included below.
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In an effort to position ourselves for future growth, we remain focused on strengthening our balance sheet by
improving our liquidity. We made significant progress during the first six months of 2010:

e Including principal and interest, we received $52.7 million for recoupment of deepwater royalty payments made to
the MMS.

*We successfully completed a $100 million amended revolving credit facility, with a borrowing base of $20 million,
which was reaffirmed during July 2010 by the related bank.

¢ After a successful fourth quarter 2009 restructuring our 9.75% Senior Notes due December 2010 (the “Old Notes”),
we completed on April 30, 2010 the redemption of the remaining $16.1 million outstanding of Old Notes held by
those noteholders who did not participate in the exchange. The restructuring reduced by 25% the principal balance
and extended the restructured notes’ maturity from 2010 to 2016 in exchange for a 3.25% increase in the coupon rate
and equity consideration.

Our success in these areas allows us to shift our operational focus from the offshore Gulf of Mexico to developing
longer life, lower risk onshore properties. Our new onshore properties along with the strong cash flow from our Gulf
of Mexico operations have already begun to re-shape our portfolio and outlook, and we are well positioned to continue
the pursuit of diversifying our portfolio by building profitable growth opportunities onshore. During 2010, we began
to develop the properties we acquired during late 2009:

¢ During the fourth quarter of 2009, we acquired interests in properties producing from the Permian Basin’s Wolfberry
formation in Crockett, Ector, Midland and Upton Counties, Texas. The acquisition included year-end proven
reserves of 1.6 MMBoe, 22 existing wells producing 350 Boe per day and upside from a multi-year inventory of
drilling opportunities. During 2010, we began an accelerated development program for this asset under which we
plan to drill 22 to 24 wells during the current year, which when completed, is expected to significantly increase our
current Permian Basin production from 350 Boe per day to 1,000 Boe per day. We operate substantially all of the
production and development of these properties. During the first six months of 2010, we drilled and placed on
production six wells, and as of June 30, 2010 on this property, we were in the process of completing a seventh well
while also drilling an eighth additional well.

¢ Also during the fourth quarter of 2009, we acquired a 70% working interest in a 577-acre unit in the heart of the
Haynesville Shale play in Bossier Parish, Louisiana. We plan to drill a total of seven horizontal wells on this
property, which we will operate, and the first well, which was spud during June 2010, is expected to be completed
and producing by September 2010.

Also highlighting the continued successful execution of our long-term strategy, on April 23, 2010 the New York Stock
Exchange (“NYSE”) removed Callon from its “Watch List” and affirmed that we are now considered a “company back in
compliance” with the NYSE’s quantitative continued listing standards.

In our effort to continue to conduct safe operations, and in an effort to evaluate any potential affect on our planned
production, we continue to monitor the status of the oil spill that occurred off the Louisiana coast, including potential
regulatory changes stemming from the incident. Based on the information currently available, we see neither an
immediate safety concern for those operating on our offshore facilities, nor a threat to our planned production
levels. In response to the recent oil spill in the Gulf of Mexico, the United States Congress is considering a number of
legislative proposals relating to the upstream oil and gas industry both onshore and offshore that could result in
significant additional laws or regulations governing our operations in the United States, including a proposal to raise
or eliminate the cap on liability for oil spill cleanups under the Oil Pollution Act of 1990. We are also monitoring the
status of the recently imposed deep water drilling moratorium, though at present we do not believe it will affect our
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planned drilling program related to developing future reserves as the initial length of the drilling moratorium does not
interfere with our currently planned drilling program.

We also continue to monitor the changing regulatory environment, particularly the passing of the recent Dodd-Frank
Wall Street Reform and Consumer Protection act (the “Bill”) of 2010, including its section 1504 that is applicable to
“resource extraction issuers” (i.e. oil and gas companies). Among a broad spectrum of the Bill’s provisions aimed at
reforming the United States’ financial system in an effort to reduce systemic risk, the Bill contains various corporate
governance and disclosure provisions. While it is too soon to fully analyze the impact the new legislation will have on
our operations and profitability, we do not currently believe that its Section 1504 will materially affect our operations

or profitability. We will continue to monitor the regulatory environment in our effort to proactively respond the
relevant changes.
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Deconsolidation of Callon Entrada

As more fully discussed in Note 2, Deconsolidation of Callon Entrada, included in Item I, Part I of this filing, in June
2009, the FASB issued an accounting standard which became effective for the first annual reporting period that begins
after November 15, 2009 (with early adoption prohibited), and which amended US GAAP in several ways, which are
disclosed in Note 2 included in Part I, Item 1 of this filing. We adopted this pronouncement on January 1, 2010.

33



