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Forward Looking Statements

All statements, other than statements of historical fact included in this Annual Report on Form 10-K (herein, Annual Report ) regarding
our strategy, future operations, financial position, estimated revenues and losses, projected costs, prospects, plans and objectives of management
are forward-looking statements. When used in this Annual Report, the words could, believe, anticipate, intend, estimate, expect, project
similar expressions are intended to identify forward-looking statements, although not all forward-looking statements contain such identifying
words. All forward-looking statements speak only as of the date of this Annual Report. You should not place undue reliance on these
forward-looking statements. Although we believe that our plans, intentions and expectations reflected in or suggested by the forward-looking
statements we make in this Annual Report are reasonable, we can give no assurance that these plans, intentions or expectations will be achieved.
We disclose important factors that could cause our actual results to differ materially from our expectations under Risk Factors, = Management s
Discussion and Analysis of Financial Condition and Results of Operations and elsewhere in this Annual Report. These cautionary statements
qualify all forward-looking statements attributable to us or persons acting on our behalf.

Unless the context otherwise requires, references in this Annual Report to Arena, we, us, our or ours referto Arena Resources, Inc.

PART I

Item 1: Business

General

Arena Resources, Inc. was incorporated in Nevada on August 31, 2000. Our principal executive offices are located at 6555 South
Lewis Avenue, Tulsa, Oklahoma 74136, and our telephone number is (918) 747-6060. Our Internet website can be found at
www.arenaresourcesinc.com. Our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form §8-K and amendments
to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act of 1934 will be available through our Internet website
as soon as reasonably practical after we electronically file such material with, or furnish it to, the Securities and Exchange Commission.

We are engaged in oil and natural gas acquisition, exploration, development and production, with activities currently in Oklahoma,
Texas, New Mexico and Kansas. Our focus will be on developing our existing properties, while continuing to pursue acquisitions of oil and gas
properties with upside potential.

Business Development

Since our inception in August 2000 through 2004, we have built our asset base and achieved growth primarily through property
acquisitions. Beginning in 2005, while we have continued to grow through acquisitions, we have shifted our focus to growth through
development or our existing properties. From our inception through December 31, 2007, we have increased our proved reserves to
approximately 55.4 million Boe (barrel of oil equivalent). As of December 31, 2007, our estimated proved reserves had a pre-tax PV10 (present
value of future net revenues before income taxes discounted at 10%) of approximately $1.98 billion and a Standardized Measure of Discounted
Future Net Cash Flows of approximately $1.28 billion. The difference between these two amounts is the effect of income taxes. The Company
presents the pre-tax PV-10 value, which is a non-GAAP financial measure, because it is a widely used industry standard which we believe is
useful to those who may review this Annual Report when comparing our asset base and performance to other comparable oil and gas exploration
and production companies. We spent approximately $302.8 million on acquisitions and capital projects during 2005, 2006 and 2007.

4

Business Development 5



Edgar Filing: ARENA RESOURCES INC - Form 10-K

We have a portfolio of oil and natural gas reserves, with approximately 86% of our proved reserves consisting of oil and approximately
14% consisting of natural gas. Of those reserves approximately 26% of our proved reserves are classified as proved developed producing, or
PDP, approximately 6% of our proved reserves are classified as proved developed non-producing, or PDNP, approximately 4% are classified as
proved developed behind pipe PDBP, and approximately 64% are classified as proved undeveloped, or PUD.

Competitive Business Conditions

We operate in a highly competitive environment for acquiring properties, marketing oil and natural gas and securing trained personnel.
The majority of our competitors possess and employ financial, technical and personnel resources substantially greater than ours, which can be
particularly important in the areas in which we operate. Those companies may be able to pay more for productive oil and natural gas properties
and exploratory prospects and to evaluate, bid for and purchase a greater number of properties and prospects than our financial or personnel
resources permit. Our ability to acquire additional prospects and to find and develop reserves in the future will depend on our ability to evaluate
and select suitable properties and to consummate transactions in a highly competitive environment. Also, there is substantial competition for
capital available for investment in the oil and natural gas industry.

Current competitive factors in the domestic oil and gas industry are unique. The actual price range of crude oil is largely established by
major international producers. Pricing for natural gas is more regional. To this extent we do not believe we are directly competitive with other
producers, nor is there any significant risk that we could not sell all our current production at current prices with a reasonable profit margin. The
risk of domestic overproduction at current prices is not deemed significant. However, more favorable prices can usually be negotiated for larger
quantities of oil and/or gas product. In this respect, while we believe we have a price disadvantage when compared to larger producers, we view
our primary pricing risk to be related to a potential decline in international prices to a level which could render our current production
uneconomical.

We are presently committed to use the services of the existing gathering companies in our present areas of production. This potentially
gives such gathering companies certain short-term relative monopolistic powers to set gathering and transportation costs, because obtaining the
services of an alternative gathering company would require substantial additional costs (since an alternative gathering company would be
required to lay new pipeline and/or obtain new rights of way to any lease from which we are selling production).

Major Customers

We principally sell our oil and natural gas production to end users, marketers and other purchasers that have access to nearby pipeline
facilities. In areas where there is no practical access to pipelines, oil is trucked to storage facilities. Our marketing of oil and natural gas can be
affected by factors beyond our control, the effects of which cannot be accurately predicted. For fiscal year 2007, sales to two customers, Navajo
Refining Company and DCP Midstream, LP, represented 83% and 11% of oil and gas revenues. At December 31, 2007, these customers
represented 85% and 7% of our accounts receivable. However, we believe that the loss of these customers would not materially impact our
business, because we could readily find other purchasers for our oil and gas as produced.

Major Customers 6
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Governmental Regulations

Regulation of Transportation of Oil

Sales of crude oil, condensate and natural gas liquids are not currently regulated and are made at negotiated prices. Nevertheless,
Congress could reenact price controls in the future.

Our sales of crude oil are affected by the availability, terms and cost of transportation. The transportation of oil in common carrier
pipelines is also subject to rate regulation. The Federal Energy Regulatory Commission, or the FERC, regulates interstate oil pipeline
transportation rates under the Interstate Commerce Act. Intrastate oil pipeline transportation rates are subject to regulation by state regulatory
commissions. The basis for intrastate oil pipeline regulation, and the degree of regulatory oversight and scrutiny given to intrastate oil pipeline
rates, varies from state to state.

Insofar as effective interstate and intrastate rates are equally applicable to all comparable shippers, we believe that the regulation of oil
transportation rates will not affect our operations in any way that is of material difference from those of our competitors. Further, interstate and
intrastate common carrier oil pipelines must provide service on a non-discriminatory basis. Under this open access standard, common carriers
must offer service to all shippers requesting service on the same terms and under the same rates. When oil pipelines operate at full capacity,
access is governed by pro-rationing provisions set forth in the pipelines published tariffs. Accordingly, we believe that access to oil pipeline
transportation services generally will be available to us to the same extent as to our competitors.

Regulation of Transportation and Sale of Natural Gas

Historically, the transportation and sale for resale of natural gas in interstate commerce have been regulated pursuant to the Natural Gas
Act of 1938, the Natural Gas Policy Act of 1978 and regulations issued under those Acts by the FERC. In the past, the federal government has
regulated the prices at which natural gas could be sold. While sales by producers of natural gas can currently be made at uncontrolled market
prices, Congress could reenact price controls in the future.

Since 1985, the FERC has endeavored to make natural gas transportation more accessible to natural gas buyers and sellers on an open
and non-discriminatory basis. The FERC has stated that open access policies are necessary to improve the competitive structure of the interstate
natural gas pipeline industry and to create a regulatory framework that will put natural gas sellers into more direct contractual relations with
natural gas buyers by, among other things, unbundling the sale of natural gas from the sale of transportation and storage services. Although the
FERC s orders do not directly regulate natural gas producers, they are intended to foster increased competition within all phases of the natural
gas industry.

We cannot accurately predict whether the FERC s actions will achieve the goal of increasing competition in markets in which our
natural gas is sold. Therefore, we cannot provide any assurance that the less stringent regulatory approach recently established by the FERC will
continue. However, we do not believe that any action taken will affect us in a way that materially differs from the way it affects other natural gas
producers.

Intrastate natural gas transportation is subject to regulation by state regulatory agencies. The basis for intrastate regulation of natural
gas transportation and the degree of regulatory oversight and scrutiny given to intrastate natural gas pipeline rates and services varies from state
to state. Insofar as such regulation within a particular state will generally affect all intrastate natural gas shippers within the state on a
comparable basis, we believe that the regulation of similarly situated intrastate natural gas transportation in any states in which we operate and
ship natural gas on an intrastate basis will not affect our operations in any way that is of material difference from those of our competitors.
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Regulation of Production

The production of oil and natural gas is subject to regulation under a wide range of local, state and federal statutes, rules, orders and
regulations. Federal, state and local statutes and regulations require permits for drilling operations, drilling bonds and reports concerning
operations. All of the states in which we own and operate properties have regulations governing conservation matters, including provisions for
the unitization or pooling of oil and natural gas properties, the establishment of maximum allowable rates of production from oil and natural gas
wells, the regulation of well spacing, and plugging and abandonment of wells. The effect of these regulations is to limit the amount of oil and
natural gas that we can produce from our wells and to limit the number of wells or the locations at which we can drill, although we can apply for
exceptions to such regulations or to have reductions in well spacing. Moreover, each state generally imposes a production or severance tax with
respect to the production and sale of oil, natural gas and natural gas liquids within its jurisdiction.

The failure to comply with these rules and regulations can result in substantial penalties. Our competitors in the oil and natural gas
industry are subject to the same regulatory requirements and restrictions that affect our operations

Environmental Compliance and Risks

Our oil and natural gas exploration, development and production operations are subject to stringent federal, state and local laws and
regulations governing the discharge of materials into the environment or otherwise relating to environmental protection. Historically, most of the
environmental regulation of oil and gas production has been left to state regulatory boards or agencies in those jurisdictions where there is
significant gas and oil production, with limited direct regulation by such federal agencies as the Environmental Protection Agency. However,
while we believe this generally to be the case for our production activities in Oklahoma, Texas, New Mexico and Kansas, there are various
regulations issued by the Environmental Protection Agency ( EPA ) and other governmental agencies that would govern significant spills,
blow-outs, or uncontrolled emissions.

In Oklahoma, Texas, New Mexico and Kansas specific oil and gas regulations apply to the drilling, completion and operations of wells,
and the disposal of waste oil and salt water. There are also procedures incident to the plugging and abandonment of dry holes or other
non-operational wells, all as governed by the applicable governing state agency.

At the federal level, among the more significant laws and regulations that may affect our business and the oil and gas industry are: The
Comprehensive Environmental Response, Compensation and Liability Act of 1980, also known as  CERCLA or Superfund; the Oil Pollution Act
of 1990; the Resource Conservation and Recovery Act, also known as RCRA, ; the Clean Air Act; Federal Water Pollution Control Act of 1972,
or the Clean Water Act; and the Safe Drinking Water Act of 1974.

Compliance with these regulations may constitute a significant cost and effort for us. No specific accounting for environmental
compliance has been maintained or projected by us at this time. We are not presently aware of any environmental demands, claims, or adverse
actions, litigation or administrative proceedings in which either us or our acquired properties are involved or subject to, or arising out of any
predecessor operations.

In the event of a breach of environmental regulations, these environmental regulatory agencies have a broad range of alternative or
cumulative remedies which include: ordering a clean-up of any spills or waste material and restoration of the soil or water to conditions existing
prior to the environmental violation; fines; or enjoining further drilling, completion or production activities. In certain egregious situations the
agencies may also pursue criminal remedies against us or our principal officers.

Environmental Compliance and Risks 8



Edgar Filing: ARENA RESOURCES INC - Form 10-K

Current Employees

As of December 31, 2007, we had 86 full-time employees, including 38 employed by Arena Drilling Company, a wholly owned
subsidiary. Our employees are not represented by any labor union. We consider our relations with our employees to be satisfactory and have
never experienced a work stoppage or strike.

We retain certain engineers, geologists, landmen, pumpers and other personnel on a contract or fee basis as necessary for our
operations.

Item 1A. Risk Factors

The following risks and uncertainties may affect our performance, results of operations and trading price of our common stock.

Risks Relating to the Oil and Natural Gas Industry and Our Business

A substantial or extended decline in oil and natural gas prices may adversely affect our business, financial condition or results of
operations and our ability to meet our capital expenditure obligations and financial commitments.

The price we receive for our oil and natural gas production heavily influences our revenue, profitability, access to capital and future
rate of growth. Oil and natural gas are commodities and, therefore, their prices are subject to wide fluctuations in response to relatively minor
changes in supply and demand. Historically, the markets for oil and natural gas have been volatile. These markets will likely continue to be
volatile in the future. The prices we receive for our production, and the levels of our production, depend on numerous factors beyond our
control. These factors include, but are not limited to, the following:

changes in global supply and demand for oil and natural gas;

the actions of the Organization of Petroleum Exporting Countries, or OPEC;

the price and quantity of imports of foreign oil and natural gas;

political conditions, including embargoes, in or affecting other oil-producing activity;
the level of global oil and natural gas exploration and production activity;

the level of global oil and natural gas inventories;

weather conditions;

technological advances affecting energy consumption; and

the price and availability of alternative fuels.

Lower oil and natural gas prices may not only decrease our revenues on a per unit basis but also may reduce the amount of oil and
natural gas that we can produce economically. Lower prices will also negatively impact the value of our proved reserves. A substantial or
extended decline in oil or natural gas prices may materially and adversely affect our future business, financial condition, results of operations,
liquidity or ability to finance planned capital expenditures.

A substantial percentage of our proven properties are undeveloped; therefore the risk associated with our success is greater than would
be the case if the majority of our properties were categorized as proved developed producing.

Because a substantial percentage of our proven properties are proved undeveloped (approximately 64%), proved developed
non-producing (approximately 6%) or proved developed behind-pipe (approximately 4%), we will require significant additional capital to
develop such properties before they may become productive. Further, because of the inherent uncertainties associated with drilling for oil and
gas, some of these properties may never be developed to the extent that they result in positive cash flow. Even if we are successful in our
development efforts, it could take several years for a significant portion of our undeveloped properties to be converted to positive cash flow.

Current Employees 9
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While our current business plan is to fund the development costs with cash flow from our other producing properties, if such cash flow
is not sufficient we may be forced to seek alternative sources for cash, through the issuance of additional equity or debt securities, increased
borrowings or other means.

Approximately 30% of our proven reserves depend upon secondary recovery techniques to establish production.

Approximately thirty percent (30%) of our reserves for the year ended December 31, 2007 are associated with secondary recovery
projects that are either in the initial stage of implementation or are scheduled for implementation. We anticipate that secondary recovery will be
attempted by the use of waterflood of these reserves, and the exact project initiation dates and, by the very nature of waterflood operations, the
exact completion dates of such projects, are uncertain. In addition, the reserves associated with these secondary recovery projects, as with any
reserves, are estimates only, as the success of any development project, including these waterflood projects, cannot be ascertained in advance. If
we are not successful in developing a significant portion of our reserves associated with secondary recovery methods, it could have a negative
impact on our earnings and our stock price.

Drilling for and producing oil and natural gas are high risk activities with many uncertainties that could adversely affect our business,
financial condition or results of operations.

Our future success will depend on the success of our exploitation, exploration, development and production activities. Our oil and
natural gas exploration and production activities are subject to numerous risks beyond our control, including the risk that drilling will not result
in commercially viable oil or natural gas production. Our decisions to purchase, explore, develop or otherwise exploit prospects or properties
will depend in part on the evaluation of data obtained through geophysical and geological analyses, production data and engineering studies, the
results of which are often inconclusive or subject to varying interpretations. Please read  Reserve estimates depend on many assumptions that
may turn out to be inaccurate (below) for a discussion of the uncertainty involved in these processes. Our cost of drilling, completing and
operating wells is often uncertain before drilling commences. Overruns in budgeted expenditures are common risks that can make a particular
project uneconomical. Further, many factors may curtail, delay or cancel drilling, including the following:

delays imposed by or resulting from compliance with regulatory requirements;
pressure or irregularities in geological formations;

shortages of or delays in obtaining equipment and qualified personnel;
equipment failures or accidents;

adverse weather conditions;

reductions in oil and natural gas prices;

title problems; and

limitations in the market for oil and natural gas.

Current Employees 10
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If our assessments of recently purchased properties are materially inaccurate, it could have significant impact on future operations and
earnings.

We have aggressively expanded our base of producing properties. The successful acquisition of producing properties requires
assessments of many factors, which are inherently inexact and may be inaccurate, including the following:

the amount of recoverable reserves;

future oil and natural gas prices;

estimates of operating costs;

estimates of future development costs;

estimates of the costs and timing of plugging and abandonment; and
potential environmental and other liabilities.

Our assessment will not reveal all existing or potential problems, nor will it permit us to become familiar enough with the properties to
assess fully their capabilities and deficiencies. As noted previously, we plan to undertake further development of our properties through the use
of cash flow from existing production. Therefore, a material deviation in our assessments of these factors could result in less cash flow being
available for such purposes than we presently anticipate, which could either delay future development operations (and delay the anticipated
conversion of reserves into cash), or cause us to seek alternative sources to finance development activities.

If oil and natural gas prices decrease, we may be required to take write-downs of the carrying values of our oil and natural gas
properties, potentially requiring earlier than anticipated debt repayment and negatively impacting the trading value of our securities.

Accounting rules require that we review periodically the carrying value of our oil and natural gas properties for possible impairment.
Based on specific market factors and circumstances at the time of prospective impairment reviews, and the continuing evaluation of
development plans, production data, economics and other factors, we may be required to write down the carrying value of our oil and natural gas
properties. Because our properties serve as collateral for advances under our existing credit facilities, a write-down in the carrying values of our
properties could require us to repay debt earlier than we would otherwise be required. A write-down could also constitute a non-cash charge to
earnings. It is likely the cumulative effect of a write-down could also negatively impact the trading price of our securities.

Reserve estimates depend on many assumptions that may turn out to be inaccurate. Any material inaccuracies in these reserve estimates
or underlying assumptions will materially affect the quantities and present value of our reserves.

The process of estimating oil and natural gas reserves is complex. It requires interpretations of available technical data and many
assumptions, including assumptions relating to economic factors. Any significant inaccuracies in these interpretations or assumptions could
materially affect the estimated quantities and present value of our reported reserves.

In order to prepare our estimates, we must project production rates and timing of development expenditures. We must also analyze
available geological, geophysical, production and engineering data. The extent, quality and reliability of this data can vary. The process also
requires economic assumptions about matters such as oil and natural gas prices, drilling and operating expenses, capital expenditures, taxes and
availability of funds. Therefore, estimates of oil and natural gas reserves are inherently imprecise.
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Actual future production, oil and natural gas prices, revenues, taxes, development expenditures, operating expenses and quantities of
recoverable oil and natural gas reserves most likely will vary from our estimates. Any significant variance could materially affect the estimated
quantities and present value of our reported reserves. In addition, we may adjust estimates of proved reserves to reflect production history,
results of exploration and development, prevailing oil and natural gas prices and other factors, many of which are beyond our control.

You should not assume that the present value of future net revenues from our reported proved reserves is the current market value of
our estimated oil and natural gas reserves. In accordance with SEC requirements, we generally base the estimated discounted future net cash
flows from our proved reserves on prices and costs on the date of the estimate. Actual future prices and costs may differ materially from those
used in the present value estimate. If future values decline or costs increase it could negatively impact our ability to finance operations, and
individual properties could cease being commercially viable, affecting our decision to continue operations on producing properties or to attempt
to develop properties. All of these factors would have a negative impact on earnings and net income, and most likely the trading price of our
securities. These factors could also result in the acceleration of debt repayment and a reduction in our borrowing base under our credit facilities.

Prospects that we decide to drill may not yield oil or natural gas in commercially viable quantities.

Our prospects are in various stages of evaluation, ranging from prospects that are currently being drilled, to prospects that will require
substantial additional seismic data processing and interpretation. There is no way to predict in advance of drilling and testing whether any
particular prospect will yield oil or natural gas in sufficient quantities to recover drilling or completion costs or to be economically viable. This
risk may be enhanced in our situation, due to the fact that a significant percentage (64%) of our proved reserves is currently proved undeveloped
reserves. The use of seismic data and other technologies and the study of producing fields in the same area will not enable us to know
conclusively prior to drilling whether oil or natural gas will be present or, if present, whether oil or natural gas will be present in commercial
quantities. We cannot assure you that the analogies we draw from available data from other wells, more fully explored prospects or producing
fields will be applicable to our drilling prospects.

We may incur substantial losses and be subject to substantial liability claims as a result of our oil and natural gas operations.

We are not insured against all risks. Losses and liabilities arising from uninsured and underinsured events could materially and
adversely affect our business, financial condition or results of operations. Our oil and natural gas exploration and production activities are
subject to all of the operating risks associated with drilling for and producing oil and natural gas, including the possibility of:

environmental hazards, such as uncontrollable flows of oil, natural gas, brine, well fluids, toxic gas or other pollution into the
environment, including groundwater and shoreline contamination;

abnormally pressured formations;

mechanical difficulties, such as stuck oil field drilling and service tools and casing collapse;

fires and explosions;

personal injuries and death; and

natural disasters.
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Any of these risks could adversely affect our ability to conduct operations or result in substantial losses to our company. We may elect
not to obtain insurance if we believe that the cost of available insurance is excessive relative to the risks presented. In addition, pollution and
environmental risks generally are not fully insurable. If a significant accident or other event occurs and is not fully covered by insurance, then it
could adversely affect us.

We are subject to complex laws that can affect the cost, manner or feasibility of doing business.

Exploration, development, production and sale of oil and natural gas are subject to extensive federal, state, local and international
regulation. We may be required to make large expenditures to comply with governmental regulations. Matters subject to regulation include:

discharge permits for drilling operations;
drilling bonds;

reports concerning operations;

the spacing of wells;

unitization and pooling of properties; and
taxation.

Under these laws, we could be liable for personal injuries, property damage and other damages. Failure to comply with these laws also
may result in the suspension or termination of our operations and subject us to administrative, civil and criminal penalties. Moreover, these laws
could change in ways that substantially increase our costs. Any such liabilities, penalties, suspensions, terminations or regulatory changes could
materially adversely affect our financial condition and results of operations.

Our operations may incur substantial liabilities to comply with the environmental laws and regulations.

Our oil and natural gas operations are subject to stringent federal, state and local laws and regulations relating to the release or disposal
of materials into the environment or otherwise relating to environmental protection. These laws and regulations may require the acquisition of a
permit before drilling commences, restrict the types, quantities and concentration of substances that can be released into the environment in
connection with drilling and production activities, limit or prohibit drilling activities on certain lands lying within wilderness, wetlands and other
protected areas, and impose substantial liabilities for pollution resulting from our operations. Failure to comply with these laws and regulations
may result in the assessment of administrative, civil and criminal penalties, incurrence of investigatory or remedial obligations or the imposition
of injunctive relief. Changes in environmental laws and regulations occur frequently, and any changes that result in more stringent or costly
waste handling, storage, transport, disposal or cleanup requirements could require us to make significant expenditures to maintain compliance,
and may otherwise have a material adverse effect on our results of operations, competitive position or financial condition as well as the industry
in general. Under these environmental laws and regulations, we could be held strictly liable for the removal or remediation of previously
released materials or property contamination regardless of whether we were responsible for the release or if our operations were standard in the
industry at the time they were performed.

If our indebtedness increases, it could reduce our financial flexibility.

We have a $150 million credit facility in place with a current borrowing base of $100 million. As of December 31, 2007, we had
$35,000,000 outstanding on our credit facility. If in the future we further utilize this facility, the level of our indebtedness could affect our
operations in several ways, including the following:
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a significant portion of our cash flow could be used to service the indebtedness,

a high level of debt would increase our vulnerability to general adverse economic and industry conditions,

the covenants contained in our credit facility limit our ability to borrow additional funds, dispose of assets, pay dividends and
make certain investments,

a high level of debt could impair our ability to obtain additional financing in the future for working capital, capital
expenditures, acquisitions, general corporate or other purposes.

In addition, our bank borrowing base is subject to semi-annual redeterminations. We could be forced to repay a portion of our bank
borrowings due to redeterminations of our borrowing base. If we are forced to do so, we may not have sufficient funds to make such repayments.
If we do not have sufficient funds and are otherwise unable to negotiate renewals of our borrowings or arrange new financing, we may have to
sell significant assets. Any such sale could have a material adverse effect on our business and financial results.

Unless we replace our oil and natural gas reserves, our reserves and production will decline, which would adversely affect our cash
flows and income.

Unless we conduct successful development, exploitation and exploration activities or acquire properties containing proved reserves, our
proved reserves will decline as those reserves are produced. Producing oil and natural gas reservoirs generally are characterized by declining
production rates that vary depending upon reservoir characteristics and other factors. Our future oil and natural gas reserves and production, and,
therefore our cash flow and income, are highly dependent on our success in efficiently developing and exploiting our current reserves and
economically finding or acquiring additional recoverable reserves. If we are unable to develop, exploit, find or acquire additional reserves to
replace our current and future production, our cash flow and income will decline as production declines, until our existing properties would be
incapable of sustaining commercial production.

If our access to markets is restricted, it could negatively impact our production, our income and ultimately our ability to retain our
leases.

Market conditions or the unavailability of satisfactory oil and natural gas transportation arrangements may hinder our access to oil and
natural gas markets or delay our production. The availability of a ready market for our oil and natural gas production depends on a number of
factors, including the demand for and supply of oil and natural gas and the proximity of reserves to pipelines and terminal facilities. Our ability
to market our production depends in substantial part on the availability and capacity of gathering systems, pipelines and processing facilities
owned and operated by third parties. Our failure to obtain such services on acceptable terms could materially harm our business.

Currently, the majority of our production is sold to marketers and other purchasers that have access to nearby pipeline facilities.
However, as we begin to further develop our properties, we may find production in areas with limited or no access to pipelines, thereby
necessitating delivery by other means, such as trucking, or requiring compression facilities. Such restrictions on our ability to sell our oil or
natural gas have several adverse affects, including higher transportation costs, fewer potential purchasers (thereby potentially resulting in a lower
selling price) or, in the event we were unable to market and sustain production from a particular lease for an extended time, possibly causing us
to lose a lease due to lack of production.
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Risks Relating to Our Common Stock
We have no plans to pay dividends on our common stock. You may not receive funds without selling your shares.

We do not anticipate paying any cash dividends on our common stock in the foreseeable future. We currently intend to retain future
earnings, if any, to finance the expansion of our business. Our future dividend policy is within the discretion of our board of directors and will
depend upon various factors, including our business, financial condition, results of operations, capital requirements and investment
opportunities. In addition, our credit facility prohibits us from paying dividends.

Provisions under Nevada law could delay or prevent a change in control of our company, which could adversely affect the price of our
common stock.

While we do not believe that we currently have any provisions in our organizational documents that could prevent or delay a change in
control of our company (such as provisions calling for a staggered board of directors, or the issuance of stock with super-majority voting rights),
the existence of some provisions under Nevada law could delay or prevent a change in control of our company, which could adversely affect the
price of our common stock. Nevada law imposes some restrictions on mergers and other business combinations between us and any holder of
10% or more of our outstanding common stock.

Item 1B: Unresolved Staff Comments
None.
Item 2: Properties

General Background

Since our inception in August 2000 through 2004, we have built our asset base and achieved growth primarily through property
acquisitions. Beginning in 2005, while we have continued to grow through acquisitions, we have shifted our focus to growth through
development or our existing properties. From our inception through December 31, 2007, our proved reserves have grown to 55,425,711 Boe, at
an average acquisition/drilling cost of $5.78 per Boe. Many properties contain both oil and gas reserves. In those cases, the oil and gas reserves
and the volume of oil and gas produced are converted to a common unit of measure on the basis of their approximate relative energy content.
The common unit which we use is Barrels of oil equivalent or Boe. Acquisition and drilling costs per Boe is calculated by dividing the net
capitalized costs ($320,157,449), computed in accordance with applicable accounting standards, as shown under Capitalized Costs Relating to
Oil and Gas Producing Activities under Supplemental Information on Oil and Gas Producing Activities, by our reserves in Boe (55,425,711).

As of December 31, 2007, our estimated proved reserves had a pre-tax PV 10 value of approximately $1.98 billion and a Standardized
Measure of Discounted Future Cash Flows of approximately $1.28 billion, approximately 72% of which relate to our properties in Texas,
approximately 23% of which relate to our properties located in New Mexico, approximately 5% relate to our properties in Oklahoma and less
than 1% relate to our properties in Kansas. We spent approximately $302.8 million on capital projects during 2005, 2006 and 2007. We expect
to further develop these properties through additional drilling. Our capital budget for 2008 is approximately $218 million for development of
existing properties. Although our focus will be on development of our existing properties, we also intend to continue seeking acquisition
opportunities which compliment our current portfolio. We intend to fund our development activity primarily through use of cash flow from
operations and cash on hand, while potential drawings on our credit facility and proceeds from future equity transactions would also be available
for development projects or future acquisitions.
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The following table summarizes our total net proved reserves, pre-tax PV10 value and Standardized Measure of Discounted Future Net
Cash Flows as of December 31, 2007.

Standardized
Measure of

Oil Natural Gas Total Pre-Tax PV10 Discounted Future
Geographic Area (Bbl) (Mcf) (Boe) Value Net Cash Flows
New Mexico 10,823,296 7,880,974 12,136,792 $ 447,118,028 $ 286,156,174
Texas 33,614,504 37,516,042 39,867,173 1,430,532,017 923,149,761
Oklahoma 2,975,422 220,454 3,012,164 101,542,849 64,576,577
Kansas - 2,457,492 409,582 2,364,242 2,283,842
Total 47,413,222 48,074,962 55,425,711 $ 1,981,557,136  $  1,276,166,354

Proved Reserves

Our 55,425,711 Boe of proved reserves, which consist of approximately 86% oil and 14% natural gas, are summarized below as of
December 31, 2007, on a net pre-tax PV10 value and Standardized Measure of Discounted Future Net Cash Flows basis. Our reserve estimates
have not been filed with any Federal authority or agency (other than the SEC).

As of December 31, 2007, our Texas proved reserves had a net pre-tax PV10 value of $1.43 billion and Standardized Measure of
Discounted Future Net Cash Flows of $923.15 million, our proved reserves in New Mexico had a net pre-tax PV10 value of $447.12 million and
Standardized Measure of Discounted Future Net Cash Flows of $286.16 million, our proved reserves in Oklahoma had a net pre-tax PV10 value
of $101.54 million and a Standardized Measure of Discounted Future Net Cash Flows of $64.58 million and our proved reserves in Kansas had a
net pre-tax PV 10 value of $2.36 million and a Standardized Measure of Discounted Future Net Cash Flows of $2.28 million.

As of December 31, 2007, approximately 26% of the proved reserves have been classified as proved developed producing, or PDP .
Proved developed non-producing, or  PDNP reserves constitute approximately 6%, proved developed behind-pipe PDBP reserves constitute
approximately 4% and proved undeveloped, or PUD |, reserves constitute approximately 64%, of the proved reserves as of December 31, 2007.

Approximately thirty percent (30%) of our reserves for the year ended December 31, 2007 are associated with secondary recovery
projects that are either in the initial stage of implementation or are scheduled for implementation. We anticipate that secondary recovery will be
attempted by the use of waterflood of these reserves, and the exact project initiation dates and, by the very nature of waterflood operations, the
exact completion dates of such projects are uncertain.

Total proved reserves had a net pre-tax PV10 value as of December 31, 2007 of approximately $1.98 billion and a Standardized
Measure of Discounted Future Net Cash Flows of approximately $1.28 billion, 22.5% or $444.9 million and $287.2 million, respectively, of
which is associated with the PDP reserves. An additional $116.9 million and $75.1 million, respectively, is associated with the PDNP reserves
and $25.2 million and $16.3 million, respectively, is associated with PDBP reserves ($587.1 million and $378.5 million, respectively, for total
proved developed reserves, or 29.6% of total proved reserves pre-tax PV10 value). The remaining $1.39 billion and $897.6 million, respectively,
is associated with PUD reserves.
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Our proved reserves as of December 31, 2007 are summarized in the table below.

Oil
(Bbl)

New Mexico:

PDP 2,862,232

PDNP 2,070,290

PUD 5,890,774
Total Proved: 10,823,296
Texas:

General Background

Gas
(Mcf)

3,974,819

2,198,219
1,707,936

7,880,974

Total
(Boe)

3,524,702

2,436,660
6,175,430

12,136,792

% of Total
Proved

6%

4%
11%

21%

Pre-tax
PV10
(In thousands)

$ 91,973

80,875
274,270

$ 447,118

Standardized
Measure of
Discounted Future Capital
Future Net Cash Expenditures
Flows (In thousands)
58,863 $ -
51,760 4,519
175,533 29,729
286,156 $ 34,248
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