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ITEM 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OR PLAN OF OPERATION

This report contains forward looking statements within the meaning of

Section 27a of the Securities Act of 1933 and Section 21e of the Securities Exchange Act of 1934.
These forward looking statements are subject to certain risks and uncertainties that could cause actual
results to differ materially from historical results or anticipated results, including those set forth under
"Risk Factors" in this Management's Discussion and Analysis of Financial Condition and Results of
Operations" and elsewhere in this report. The following discussion and analysis should be read in
conjunction with "Selected Financial Data" and the Company's financial statements and notes thereto
included elsewhere in this report.

PLAN OF OPERATIONS
OVERVIEW

During 2005, we enjoyed the benefit of strong oil and gas price increases as the year progressed. We
also grew our operations externally through two successful acquisitions of mineral interests in a
producing gas property known as the Lindholm-Hanson Gas Unit & Wells ("L-H Gas Unit"), located
south of San Antonio, Texas. A third acquisition of working interest in the same property was also
completed early in January 2006. Our consolidated balance sheet as of December 31, 2005, reflects
approximately $29 million in total assets; and our total oil and gas proved reserves as of January 1,
2006 are 1,464,667 equivalent barrels, of which 1,110,166 equivalent barrels were contributed by the
first two L-H Gas Unit acquisitions.

We achieve production and proved reserve growth primarily through producing property acquisitions,
followed by low-risk development generally funded by cash flow from operating activities. In a trend
that began in 2004 and accelerated during 2005, prices for natural gas, natural gas liquids and oil
increased significantly. The higher prices have led to increased activity in the industry and,
consequently, rising costs. Drilling rig counts are at levels not seen since the last boom in the early
1980s and labor to run the rigs is in short supply. This was further aggravated by the damage in the
Gulf of Mexico as a result of the August and September hurricanes. These cost trends have put
pressure not only on our operating costs, but also our capital costs. With the increased activity, there is
also increased demand for oil and gas properties which has resulted in higher acquisition prices.

Like all oil and gas exploration and production companies, we face the challenge of natural production
decline. An oil and gas exploration and production company depletes part of its asset base with each
unit of oil and gas it produces. Despite this natural decline, we have been able to grow our production
through acquisitions and development of existing fields, adding more reserves than we produce.
Future growth will depend on our ability to continue to add reserves in excess of production.

We were able to finance our acquisition growth by securing two debt instruments during 2005: a
Convertible Note for $15.0 million and a Secured Term Note for $9.5 million. The Convertible Note
contained freestanding and embedded derivatives which resulted in the recording of over $7 million in
non-cash income due to the net decrease in the fair value of these derivative liabilities. This net
decrease in fair value was primarily driven by a fall in the price of our common stock during the second
half of 2005. Therefore, our results of operations in the future could be favorably or adversely affected

by
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the change in our stock price, so long as the Convertible Note remains outstanding. The non-cash gain
on the derivatives was substantially offset by $11.2 million of charges related to the Convertible Note,
namely interest expense, amortization of discount and an early debt extinguishment related to the third
amendment to the Convertible Note.

We were also successful in reaching settlements on certain legal matters during 2005 and early 2006,
arising from the reverse merger in 2004, which will provide for increased focus on oil and gas
operations in 2006.

Our goal for 2006 is to increase reserves by 100% to 150%. To achieve future production and reserve
growth, we will continue to pursue acquisitions that meet our criteria, and to complete development
projects in our inventory of potential drilling locations. Our 2006 development drilling budget is
$4,700,000. While an acquisition budget has not been formalized, we plan to actively review additional
acquisition opportunities during 2006. We cannot ensure that we will be able to find properties that
meet our acquisition criteria, that we can purchase such properties on acceptable terms, or secure the
necessary funding to close additional acquisitions.

OPERATED PROPERTIES:

As of December 31, 2005, we estimated that our daily deliverability was approximately 2,000 Mcf of
gas per day, and 70 Bpd of crude oil on Company operated properties. Due to a subsequent work-over
in Sargent South, as of March 1, 2006, our daily gas deliverability increased to 2,600 MCF of gas per
day. We plan to continue our recompletion and drilling program on our owned and operated properties
and undeveloped acreage throughout 2006 and beyond.

During 2005, we continued interpretation of our 3-D seismic data base in Matagorda County, Texas.
We received results of our first reprocessed seismic data in the first quarter of 2005 and completed the
first phase of our structural and stratigraphic interpretation in the fourth quarter of 2005. We believe
that the reprocessed 3-D seismic data allows us to better locate and optimize the structural placement
of our new drilling locations.

While it is extremely difficult to accurately forecast future production, we believe that our recompletion
and drilling program in Matagorda County will provide long-term production growth potential and will be
an important source of our reserve growth for the foreseeable future.

NON-OPERATED PROPERTIES:

On June 30, 2005, we closed the acquisition of the various non-operated working, term royalty and
overriding royalty interests in the Wishbone Field in McMullen County, Texas, with an effective date for
ownership of April 1, 2005. On September 19, 2005, we closed the acquisition of additional various
non-operated working interests in the Wishbone Field in McMullen County, Texas, with an effective
date for ownership of July 1, 2005. On January 3, 2006, we closed the acquisition of an additional
working interest in the Wishbone Field in McMullen County, Texas with an effective date for ownership
of October 1, 2005. The purchase of the June 2005, September 2005 and January 2006 interests are
described in greater detail above under "Description of Business."

As of December 31, 2005, we estimate that daily gas deliverability from Wishbone Field was
approximately 40 MMCF of gas per day to the 8/8 ths interest, with net production to the Company's
working interest (13.45%) of approximately

5.38 MMCEF of gas per day.

We believe this was a significant acquisition for us as we added considerable natural gas reserves,
which we believe will increase our cash flow significantly. As of January 1, 2006, our third party
engineers have attributed over 6.661 billion cubic feet of net proved gas reserves in the Wishbone
Field to us, with approximately $46 million of undiscounted future net income attributed to our interests
in the Wishbone Field. The acquisition of the Wishbone interest helped to increase our proved gas
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reserves by over 700% from a total of 1.0 billion cubic feet of gas to a total of over 8.0 billion cubic feet
of gas.

We currently have development plans in the Wishbone Field to drill additional new well locations to
exploit proven, probable and possible gas reserves. In July 2005, drilling operations commenced on
the Lindholm-Hanson Gas Unit #10 well, which reached total depth on July 21, 2005 and commenced
production on August 15, 2005. In August 2005, drilling operations commenced on the Lindholm-
Hanson Gas Unit #11 well, which commenced production on September 17, 2005. In September 2005,
drilling operations commenced on the Lindholm Fee #1 well, which commenced production on October
10, 2005. In November 2005, drilling operations commenced on the Lindholm-Hanson Gas Unit #9 ,
which commenced production on December 17, 2005. In addition to these recent wells there is the
possibility of two additional new locations to be drilled in 2006.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in conformity with generally accepted accounting principles in
the United States requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenues, expenses, contingent assets and liabilities and the related
disclosures in the accompanying financial statements. Changes in these estimates and assumptions
could materially affect our financial position, results of operations or cash flows. Management
considers an accounting estimate to be critical if: (a) it requires assumptions to be made that were
uncertain at the time the estimate was made, and (b) changes in the estimate or different estimates
that could have been selected could have a material impact on our consolidated results of operations
or financial condition. All other significant accounting policies that we employ are presented in the
notes to the consolidated financial statements. The following discussion presents information about the
nature of our most critical accounting estimates, our assumptions or approach used and the effects of
hypothetical changes in the material assumptions used to develop each estimate.

Oil and Gas Properties. -

We follow the successful efforts method of accounting for our investment in oil and natural gas
properties. Under the successful efforts method, the costs of successful exploratory wells and leases
containing productive reserves are capitalized. Costs incurred to drill and equip developmental wells,
including unsuccessful development wells, are capitalized. Other costs such as geological and
geophysical costs and the drilling costs of unsuccessful exploratory wells are expensed.

All capitalized costs are accumulated and recorded separately for each field and allocated to leasehold
costs and well costs. Leasehold costs are depleted on a units-of-production basis based on the
estimated remaining equivalent proved oil and gas reserves of each field. Well costs are depleted on a
units-of-production basis based on the estimated remaining equivalent proved developed oil and gas
reserves of each field.

Proved Reserve Estimates. -

Our estimate of proved reserves is based on the quantities of oil and gas which geological and
engineering data demonstrate, with reasonable certainty, to be recoverable in future years from known
reservoirs under existing economic and operating conditions. The accuracy of any reserve estimate is
a function of the quality of available data, engineering and geological interpretation, and judgment. For
example, we must estimate the amount and timing of future operating costs, severance taxes,
development costs, and work-over costs, all of which may in fact vary considerably from actual results.
In addition, as prices and cost levels change from year to year, the economics of producing the
reserves may change and therefore the estimate of proved reserves also may change. Any significant
variance in these assumptions could materially affect the estimated quantity and value of our reserves.
Despite the inherent imprecision in these engineering estimates, our reserves are used throughout our
financial statements. When converting proved gas reserves to barrel of oil equivalent, we use a
conversion factor of 6,000:1, or 6,000 cubic feet of gas equaling 1 barrel of oil.
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Long-Lived Assets -

We review long-lived assets for impairment whenever events or changes in circumstances indicate
that the carrying amount of any such asset may not be recoverable. We record impairment losses on
long-lived assets, including oil and gas properties, used in operations when the estimated cash flows
to be generated by those assets are less than the carrying amount of those items. Our cash flow
estimates are based upon, among other things, historical results adjusted to reflect our best estimate
of future market rates, utilization levels, operating performance, and with respect to our oil and gas
properties, future oil and natural gas sales prices, an estimate of the ultimate amount of recoverable oil
and natural gas reserves that will be produced from a field, the timing of this future production, future
costs to produce the oil and natural gas and other factors. Our estimate of fair value represents our
best estimate based on industry trends and reference to market transactions and is subject to
variability. The oil and gas industry is cyclical and our estimates of the period over which future cash
flows will be generated, as well as the predictability of these cash flows, can have significant impact on
the carrying value of these assets and, in periods of prolonged down cycles, may result in impairment
charges.

Asset Retirement Obligations -

We have certain obligations to remove tangible equipment and restore land at the end of oil and gas
production operations. Our removal and restoration obligations are primarily associated with plugging
and abandoning wells. We adopted Statement of Financial Accounting Standards ("SFAS") No. 143,
Accounting for Asset Retirement Obligations effective January 1, 2003, as discussed in Note 2 to our
Consolidated Financial Statements. SFAS No. 143 significantly changed the method of accruing for
costs an entity is legally obligated to incur related to the retirement of fixed assets ("asset retirement
obligations" or "ARQ"). Primarily, SFAS No. 143 requires us to estimate asset retirement costs for all

of our assets, adjust those costs for inflation to the forecast abandonment date, discount that amount
using a credit-adjusted-risk-free rate back to the date we acquired the asset or obligation to retire the
asset and record an ARO liability in that amount with a corresponding addition to our asset value.
When new obligations are incurred, i.e. new well drilled or acquired, we add a layer to the ARO liability.
We then accrete the liability layers quarterly using the applicable period-end effective credit-adjusted-
risk-free rates for each layer. Should either the estimated life or the estimated abandonment costs of a
property change upon our quarterly review, a new calculation is performed using the same
methodology of taking the abandonment cost and inflating it forward to its abandonment date and then
discounting it back to the present using our credit-adjusted-risk-free rate. The carrying value of the
asset retirement obligation is adjusted to the newly calculated value, with a corresponding offsetting
adjustment to the asset retirement cost; therefore, abandonment costs will almost always approximate
the estimate. When well obligations are relieved by sale of the property or plugging and abandoning
the well, the related liability and asset costs are removed from our balance sheet.

Derivatives -

We follow the provisions of SFAS No. 133 "Accounting for Derivative Instruments and Hedging
Activities" ("SFAS No. 133") along with related interpretations EITF No. 00-19 "Accounting for
Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company's Own Stock"
("EITF-19") and EITF No. 05-2 "The Meaning of 'Conventional Convertible Debt Instrument' in Issue
No. 00-19" ("EITF 05-2"). SFAS No. 133 requires every derivative instrument (including certain
derivative instruments embedded in other contracts) to be recorded in the Balance Sheet as either an
asset or liability measured at its fair value, with changes in the derivative's fair value recognized
currently in earnings unless specific hedge accounting criteria are met.

We value these derivative securities under the fair value method at the end of each reporting period
(quarter), and their value is marked to market at the end of each reporting period with the gain or loss
recognition recorded against earnings. We continue to revalue these instruments each quarter to
reflect their current value in light of the current market price of our common stock. As a result, our
financial statements may fluctuate from quarter to quarter based on the change in fair value of the
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derivatives and therefore our consolidated financial position and results of operations may vary
significantly from quarter to quarter, based on factors other than the Company's revenues and
expenses.

We utilize the Black-Scholes option-pricing model to determine the fair value of our freestanding
derivative instruments. Key assumptions of the Black-Scholes option-pricing model include applicable
volatility rates, risk-free interest rates and the instruments expected remaining life. We also determined
a fair value for our various embedded derivatives within our $15 million convertible note by using a
layered discounted probability-weighted cash flow model. The assumptions used in both modeling
techniques required significant management judgment and estimates of future fluctuation in stock price
as well as changes in future interest rates. The reader should reference Note 5 in the "Notes to
Consolidated Financial Statements" for further details in regards to our derivative liabilities.

We have developed the following chart which shows the positive and negative effects on our net loss if
there was a change in the value of our common stock at December 31, 2005, which was $0.17 per
share. With the possibility of only the share price changing in the valuation of the derivative liabilities,
the

following chart shows the net effect on our net loss from a change of plus or minus a 10% or 50% of
the value of our common shares on December 31, 2005.

+10% +50% -10% -50%
Possible company stock price $.187 $.225 $.153 $.85
Increase (decrease) in fair value
of the derivative liabilities* $294,461 $1,483,673 $(293,027) ($1,455,540)

Extinguishment of Debt -

We follow the provisions of SFAS No. 140 "Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities" ("SFAS No. 140") along with related interpretations from Emerging
Issues Task Force No. 96-19 ("EITF No. 96-19"). The Task Force reached a consensus that an
exchange of debt instruments with substantially different terms is a debt extinguishment and should be
accounted for in accordance with paragraph 16 of SFAS No. 140. The Task Force also observed that a
debtor could achieve the same economic effect by making a substantial modification of terms of an
existing debt instrument. Accordingly, the Task Force reached a consensus that a substantial
modification of terms should be accounted for like, and reported in the same manner as, an
extinguishment of debt.

From the debtor's perspective, an exchange of debt instruments between or a modification of a debt
instrument by a debtor and a creditor in a non-troubled debt situation is deemed to have been
accomplished with debt instruments that are substantially different in the present value of the cash
flows under the terms of the new debt instrument is at least 10 percent different from the present value
of the remaining cash flows under the terms of the original instrument. With the Third Amendment to
the Convertible Note and the December Option, the Company feels that a substantial modification in
terms of the Convertible Note has occurred. Upon further analysis, the Company has determined that
a greater than 10% difference in the net present value of the remaining cash flows of both the original
Convertible Note and the New Convertible Note has occurred. Therefore, the Company has
extinguished the original Convertible Note, along with the related unamortized discounts and deferred
loan costs, and recorded the New Convertible Note at its fair value on December 30, 2005. The
extinguishment required the Company to record an extinguishment debt expense of $8,309,759.
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Income Taxes -

The amount of income taxes recorded by us requires the interpretation of complex rules and
regulations of various taxing jurisdictions throughout the world. We have recognized deferred tax
assets and liabilities for all significant temporary differences, operating losses and tax credit
carryforwards. We routinely assess the realizability of our deferred tax assets and reduce such assets
by a valuation allowance if it is more likely than not that some portion or all of the deferred tax assets
will not be realized. We routinely assess potential tax contingencies and, if required, establish accruals
for such contingencies. The accruals for deferred tax assets and liabilities are subject to a significant
amount of judgment by us and we review and adjust routinely our estimates based on changes in facts
and circumstances. Although we believe our tax accruals are adequate, material changes in these
accruals may occur in the future, based on the progress of ongoing tax audits, changes in legislation
and resolution of pending tax matters.

Stock-Based Compensation.-

On December 16, 2004, the FASB issued SFAS No. 123(R),"Share-Based Payment", which is a
revision of SFAS No. 123, "Accounting for Stock-Based Compensation." SFAS No. 123(R) supersedes
Accounting Principles Board ("APB") Opinion No. 25, "Accounting for Stock Issued to Employees", and
amends SFAS No. 95, "Statement of Cash Flows." Generally, the approach in SFAS No. 123(R) is
similar to the approach described in SFAS No. 123; however, SFAS No. 123(R) requires all share-
based payments to employees, including grants of employee stock options, be recognized in the
income statement based on their fair values. Pro forma disclosure will no longer be an alternative.

SFAS No. 123(R) permits public companies to adopt its requirements using one of two methods:

1. A "modified prospective" method in which compensation cost is recognized beginning with the
effective date (a) based on the requirements of SFAS No. 123(R) for all share-based payments
granted after the effective date and (b) based on the requirements of SFAS No. 123 for all awards
granted to employees prior to the effective date of SFAS No. 123(R) that remain unvested on the
effective date.

2. A "modified retrospective" method which includes the requirements of the modified prospective
method described above, but also permits entities to restate based on the amounts previously
recognized under SFAS No. 123 for purposes of pro forma disclosures either (a) all prior periods
presented or (b) prior interim periods of the year of adoption.

We have elected the modified prospective transition method.

In March 2005, the SEC issued Staff Accounting Bulletin ("SAB") No. 107 which expressed the views
of the SEC regarding the interaction between SFAS No. 123(R) and certain SEC rules and regulations.
SAB No. 107 provides guidance related to the valuation of share-based payment arrangements for
public companies, including assumptions such as expected volatility and expected term. In April 2005,
the SEC approved a rule that delayed the effective date of SFAS No. 123(R) for public companies. As
a result, SFAS No. 123(R) will be effective for us on January 1, 2006.

Accounting pronouncements

In March 2005, the Financial Accounting Standards Board issued FASB Interpretation No. 47,
"Accounting for Conditional Asset Retirement Obligations". Under the provisions of FIN No. 47, the
term conditional asset retirement obligation as used in SFAS No. 143, "Accounting for Asset
Retirement Obligations", refers to a legal obligation to perform an asset retirement activity in which the
timing and/or method of settlement are conditional on a future event that may or may not be within the
control of the entity while the obligation to perform the asset retirement activity is unconditional.
Accordingly, an entity is required to recognize a liability for the fair value of a conditional asset
retirement obligation if the fair value of the liability can be reasonably estimated. The fair value of a
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liability for the conditional asset retirement obligation is required to be recognized when incurred-
generally upon acquisition, construction, or development and/or through the normal operation of the
asset. We have adopted FIN No. 47 as of December 31, 2005.

Adoption of this pronouncement did not have a significant effect on our 2005 consolidated financial
statements, and we do not expect this pronouncement to have a significant effect on our future
reported financial position or earnings.

In July 2005, the Financial Accounting Standards Board issued SFAS No. 154, "Accounting for
Changes and Error Corrections" - A Replacement of APB Opinion No. 20 and FASB Statement No. 3.
Under the provisions of SFAS No. 154, a voluntary change in accounting principle requires
retrospective application to prior period financial statements, unless it is impracticable to determine
either the period-specific effects or the cumulative effect of the change. A change in depreciation,
amortization, or depletion method for long-lived, non-financial assets must be accounted for as a
change in accounting estimate affected by a change in accounting principle. The guidance contained
in Opinion No. 20 for reporting the correction of an error in previously issued financial statements and
a change in accounting estimate was not changed. We are implementing this new standard as of
January 1, 2006. This standard is not expected to have a significant effect on our reported financial
position or earnings.

RESULTS OF OPERATIONS:

Comparison of the Results of Operations for the Years Ended December 31, 2005 and 2004

Revenues -

Our revenues are summarized as follows for the year ended December 31:

2005 2004
0il sales $1,108,613 $ 761,581
Gas sales 5,810,271 952,862
0il and gas sales 6,918,884 1,714,443
Gain on sale of oil and gas interest 98,181 101,138
Gain on sale to participate in future
Property acquisitions 290,000
Total revenues $7,017,065 $2,105,581
Our oil and gas sales are principally to two gas customers and one oil . . .
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