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CHAIRMAN'S STATEMENT

Dear Shareholder,

As your Chairman since October 2002, | am pleased to
report the successful transformation of your Company which
ts now a cash-generative business with a strong asset base
and excellent development prospects.

While the annual results for the year to December 2002
include only two months of trading after the acquisition

of Sterling Energy Ltd for £7.9 million, the results reflect
an immediate impact of this fransaction on the Company's
fortunes. Losses for the year fell dramaticaily from £1.5
miltion in 2001 to £0.1 million in the current year and
there was an increase in net assets from £G6.5 mitlion to
£15 millign. Trading during the first four months of this
year is continuing fo improve and the Company is now
trading profitably.

The Company’s proven and probable reserves have risen
from virtualiy zero in fanuary 2002 to the year end levet
of 17 befe. Net production rose from a negligible ievel
in January 2002 to 4.4 mmcfe/d in April of this year.

We have recently entered into an active development
phase and anticipate production by the year-end to climb
significantly, exclusive of any new production brought

in by acquisition.

Sterling currently has production intarests in seven Gulf of
Mexico gas fieids covering 15 leases, together with minor

production onshore USA and Canada. Appreximately 95%

of the Company's current production is from gas, at a time
when prices have been at an historically high level.

Apart from the acquisition of Sterling Energy Ltd other
key milestones have been achieved since the start of 2002.
During the period the Company acquired:;

* Westmoeunt Rescurces, Inc. with small producing assets
in the US.-

* A 17.5% interest in the Galveston 303 licence:
this acquisiticn has not only paid for itself already but
has significant development upside which we hope to tap
in the coming months,

» El Gordo/Sherman: These fields are presently producing
revenues of approximately $250,000 per month and have
development upside which is presently being exploited,

* Eugene Island 268: The Company acquired 60% of this
licence since the year-end, which has in excess of 4bcf of
net proven and probable reserves with exploration upside.

44 -
A strong asset base
and excellent development
prospects ”’

We alsc saw the successful drilling and hook up of the
Gryphon #2 well on our High Istand 52 acreage, in which
the Company has a 7.63% royalty interest. The combined
gross flow from these two wells is presently in excess of

35mmefd. This success has led 1o a significant increase in
the reserves attributable to the license and has improved
the future development potential of the area in general.




HIGHLIGHTS
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STRATEGY

OUR STRATEGY IS BUILT AROUND THE PEQPLE
IN STERLING — GOOD PEOPLE WITH RELEVANT
EXPERIENCE WHO ADD VALUE.

Sterling has a first class team of cil & gas upstream experts
with a strong technical and commercial capability. The cil
& gas business is often referred fo as the ultimate “risk”
business - to be successful, any Company needs to
understand and manage these risks. We believe we have
assembled a team with the technicai skills to find the oil

& gas, together with the commercial and financial skills to
translate the technical work into profit.

Our aim is to build a profitable oil & gas Company which

has exciting expioration potential. We are looking to grow

the Company both in size and value per share. To achieve
this we are doing three things;

* Buying production with appraisal & development potentiat

* Acquiring fow cost exploration licences with
substantial upside

* Taking advantage of corporate cpportunities which
fit our profile

in addition to this we manage our existing production and
expioration assets 1o extract maximum potential - this
means working our projects up technically and financially,
then deciding whether we want to spend the risk money
ourselves or whether we want to “farm-out” on a promoted
basis to an industry partner. Getting this risk reward balance
right is the key to maximising the value of our assets.

We also choose with great care the locaticns where we
acquire assets, considering such questions as: Do we
know much about the area? Can we compete? What data
is available? What are the terms being offered? We seek
to maximise synergies and value by building portfolios of
assets in a limited number of core areas.

PRODUCTION

We have chosen the shallow water US Gulf of Mexico as
the key location in which to develop our producing assets,
We have worked there for over 15 years and know how

to do husiness there. The main reasons for working in

the Gulf are;

_ » project avaifability - there is a large turnover of projects

which fit our requirements.
* nolitics — the area is very “safe”.
* infrastructure — is freely available unlike the N Sea.

s cost & speed - due to competition, drilling costs are
significantly iower than many other places and projects
can be brought onte preduction very fast.

* returns — good rates of return can be achieved on
production and these can generally be improved by
appraisal & deveiopment work.

Over the last year, gas prices have been extremely volatite in
the Gulf of Mexice and this has created opportunities which

"we are in a position to exploit. We believe this situation wilt

persist for at least the next year or so.

Gryphon platform

Gryphon piatform




We are now looking forward to an exciting period for our
Company with several of the Gulf of Mexico development
projects coming to fruition. Over the next 18 months, we are
planning a very active development programme with up fo
six wells scheduled for drilling or recompletion at a net cost
of up to $8 million. These will include Eugene Island 268,
where a new platform was installed during May and a rig

is presently on site, and El Gordo, where drilling of the
number 4 well commenced in June. The Company is also
planning to commence further work at High Island 52

and High Island 68.

The Company has, in addition, an exploration licence
covering the Reed Bank area, offshore Phifippines.
Discoveries with potential reserves of up to 600 bef were
made during the 1970s and 1980s, and significant
additicnal exploration potential exists within the licence.
Sterling is currently reprocessing and reinterpreting seismic
nver the licence and studying the application of innovative
gas-to-liquids technology to unlock these potentially
commercial reserves.

In a period of international financial turmoil, the Company
has aiso been in a position to raise £6.6 million cash
through the placing of new shares in 2002, securing for
itself a firm financial and institutional shareholder base.
These financial resources and the new shareholder support
have played a key role in enabling the Company o pursue
its acquisition and development programme. We are pleased
to welcome the new shareholders to our Company and thank

them for their support at a time when 30 many, it would
seem, had lost faith in the capital markets. We are
particularly gratified by the strength of the institutional
support we have received.
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Underpinning this transformation has been the consolidation
of the strong management team, who themselves own some
19% of the Company. | would like to express my
appreciation for the dedication and effort of my fellow
directors and Company staff that have worked hard to
create this exciting opportunity for the Company and

its shareholders.

The outlook for gas production in the US has rarely been
better, with gas prices recently running in excess of $5.50
per mcf, production declining, and consumption increasing.
The gas futures market in the US allows us to lock in these
advantageous prices for some of our gas production.

Consolidation within the oil Industry has led to a high level
of deal flow and | am confident that this will afford us the
opportunity to maintain a rapid growth in both cil and gas
reserves and shareholder value,

We are delighted that the implementation of our strategy
of building a strong cash generative production base in the
Gulf of Mexico complemented with selective international
exploration prospects is rapidly taking shape. We lock
forward to another exciting year f/th /mpany and

its shareﬁg’lders/ e L -
/
e /
4 /(4_: ‘< : L ,,gﬁ-/ f
Richard 0°Toole
24 June 209_3
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EXPLORATION

The key considerations for us here are potential upside and
cost. We are looking for Jow entry cost projects where we
can add technical value and bring in an industry pariner
to put up the drilling money. We are conscious of our

size limitations and are careful to chcose places where

we can realistically compete. Qur techrical expertise is
concentrated geographically so our initial focus is on these
areas ~ S E Asia, Africa, Middle East, Eastern Europe and
some other “hot” places. We will take on higher risk
projects so long as they have the upside — cur approach is
to bring in larger companies to drill and they are only
interested if the size is there - typically 50 miltion barrels

or more.

As a small Company we also need to be flexible and to seize
opportunities as they present themselves — if the project has
outstanding technical and commercial potential we will
review it.

Our aim is to build a portfelio of high potential exploraticn
projects which are drilled by someone else while we retain
part of the upside. The objective is to have a number of
these wells drilled each year at minimal cost to the Company.
Essentially we aim to roll the dice with somecne else’s
stake money.

CORPORATE

Although buying and developing assets can take time,
a relatively quick way to grow is through corporate
acquisitions. This usually involves complex negotiations
but can add significant steps in value. A key issue is
finding companies where the assets fit or compiement
our existing portfolio.

The sconomic turmoil of the last few years has created
a number of interesting corporate opportunities. Cheap
assets can be found this way and we are looking for them.

ENERGY PRIDES

Overshadowing our plans and strategy for Sterling is the
outlook for cil & gas prices. These have remained high.
The fundamentals look strong for the sector but we are
careful to develop our strategy and assets without relying
on this continuing. This means being cautious about
prices we input to our economic modelling and reducing
the downside by selectively hedging our sales.

The performance of the Company is the only true measure
of the success of the strategy. We believe our track record
over the last year stands as an endorsement that we are

on the right track.
f
I L”—

H & Wilson
Chiet Executive Qfficer

“ The performance of the Company is the only
true measure of the success of the strategy ~
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OPERATIONS REPORT

GULF OF MEXICO, USA

The Company has established an exciting portfolio of
producing properties in the Gulf of Mexico, as a resuit

of the acguisition of Sterling Energy last year, and
supplemented by the addition of Galveston 303 in October
2002, plus the recently announced Eugene Island 268,

95 percent of the Company’s reserves are gas, which has
considerable appeal given a strategic view of the US gas
market. Gas prices are currently at a sustained high and
there is a clear trend of diminishing supply versus demand.

All of Sterting's properties are located in the shaliow water
shelf region where production, development and drilling
costs are medest. All but one of our fields are in less than
60 fi of water,

The properties have been targeted as fields that can be
bought on the basis of the proven remaining reserves,
but in areas where there is remaining development

or exploratien potential that has not been addressed

or evaluated by previcus owners,

Sterling has generally taken a controlling interest in the
properties and brought in an operating partner such that
we can control the direction and pace of evaluation and
development activity without the overhead associated with
being an offshore operator.

4 El Gordo
5 Shetman’ )
6 Eugene Island 268

1.High Island 52
2 High Island AG8/A83
3 Galveston 303

Acerage holdings, Sulf of Mexico

in January 2003 the Company hired Bob Munn as VP of its
new Houston office. Bab has 23 years of experience the last
10 years of whick has been spent working the offshore
GOM, mostly with Amerada Hess where he reached the level
of Division Explorationist, the top technical grade. Under his
leadership, the Company is rapidly building a capacity to
acquire, evaluate and eventually aperate its expanding
portfolic in the Gulf of Mexico.

HiGH ISLAND 52 FIELD

The High Isiand 52 Field was discovered in 1959 and has
produced over 90 bef to date. Despite the iong history,
there are still discoveries being made in the area. The field
lies within the current trend of drifling for deep gas.

tn addition to the Gryphon discovery, Forest Qil have

a discovery in the neighbouring High lsland 53, which is
expacted to be tied back to the A platform with the benefit
of delaying abandonment and generating significant

processing fees,

Bart Field

Forest Discovery

HI 52 Field

Seismic section showing missing gas reservoir




Foliowing acquisition of this property in 2000, Sterling was
able to maintain preduction at a higher level than previously
expected. Sterling was, perhaps surprisingly, the first owner
to use 3D seismic to evaluate the field. Sterling farmed out
the deep rights in the NE/4 to Gryphon Exploration who
drilled the Bart discovery (see below) in 2001,

Fallowing this success, the Company has worked up
additionai prospects and with new seismic reprocessing,
to be paid for by & potential farm-in partner, we hope to
be drilling further exploratory wells next year, We also
have identified additional development potential which
is scheduted to be drilled in 2003.

Production has been shut in recently pending recompletions
and drilling which are scheduled in the coming months,

HIGH ISLAND ASBETS
(gross gas production graph)

Sterling buys assets

HI ABB ptatform

Gryphon platform
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HIGH ISLAND 52- .
GRYPHON EXPLORATION BART DISCOVERY

2002 saw the drilling of the second well on the Bart discovery
that was made in 2001. Sterling has an overriding royalty
interest of 7.6% in this field. The #2 well confirmed the
extent of the reservoir and was a significant improvement on
the #1 well, with considerably improved reservoir thickness.
The well was completed eariy in 2003 just in time to catch
the wave of higher gas prices. Since February, production
has been stabie at 35 mmcid from the twe welis. This is
100% “profit”, ali costs having been paid by Gryphon
Exploration and its partners.

HiGH ISLAND ABH/ABS

These ieases are very close to the end of their current
producing life, and are subject of a detailed review of
remaining potential. We expect to be completing this
review shortly.

Gryphon #1
ohstream

Gryphon #2
onstream
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OPERATIONS REPORT (CONT'D)

EL GORDO

The El Gordo field was discovered in the 1970 and is cne
of the largest and oldest fields lying in Texas State waters.
Sterting purchased a majority interest in this field in May .
2002, and has worked closely with the operator to establish
a programme of development drilling and recompletions
which commenced in June 2003,

Beneath the main El Gordo sand (> 20C bef produced to
date) iie a series of fault blocks that have only been imaged
by recent advances in 3D seismic quality. As a result we
have been able to identify significant remaining potential
that was not apparent to previous operators.

A sidetrack operation is underway to recover reserves from
-the deepest reservoir yet drilled on the field. A follow up
programme is planned including a recompletion of an
undepleted reservoir, and an infill well which could have
reserves potentially as high as 40 bcf.

@ Proven reserves

Undritied
fault-blocks

E} Gordo fiefd

T b

;_-‘Ne{u Well o

El Gordo cross section El Gordo plattorm and drill rig

SHERMAN FIELD

The Sherman field presently consists of only two producing
wells but these have performed consistently since purchase
as part of the same package that included Et Gordo. Sterling
plans to purchase seismic data later this year to evaluate
the exploration potential in an area that afthough productive
for many vears has very few well penetrations below 7000 ft.

GALVESTON 303

This property was acquired in late 2002, and has
considerable development potential, as well as exploration
targets. The purchase achieved payout within cnly a few
months, and production from the A platform continues at
rates in excess of 3 mmcfde. Plans are under discussion
with the operator for recompletion and drilling operations for
2003 and 2004,

EUGEND ISLAND 258

As announced in April 2003 Steriing has taken a 60
percent working interest in this project which invoives the
development of a 1997 gas discovery that was deemed too
small by previous owners, Gross reserves of 8.9 bef have
been certified and a platform was instatled at the end of
May 2003. Re-entry and compietion operations are
underway plus a pipeline to the nearby Unccal facility at
El 267. Total development costs are less than $7 million,
i.e. below $1 per mef, versus a current gas saies price in
excess of $5.50 per mcf.

In addition there is offset drilling potential that will provide
very cost effective reserves additions ence the 3D seismic
has been worked up fully over the coming months.

Eugene Island 268 platfarm
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