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Epsilon Energy Ltd.27 Eps-T) BUY
Last: $2.66 Target: $4.00

WHAT'S CHANGED - oo Initiating coverage: “Free” access to Big

Rating BUY nla i

Raing v v Exposure in the Marcellus Shale Play

Production 2010E (boe/d) 6:1 1,815 nla

COuGoTENRISL B0t vestment Thesis

CFPS 20LIE (tdd) so7e e Epsilon is a unique story as they have significant upside exposure to one of the
SHAREDATA lowest cost gas plays in North America: The Marcellus shale. A farm-in by
Sgiczzifﬁg(hm/[‘;\;vbas'c’f'd') s Chesapeake Energy means that the company will reap the benefits of a US$190
Market capitalization (mm) 5134 million gross (US$95 million net) drilling program into the shale at no capital cost to
Enterprise value (mm) $114 EPS. We feel the fact that Chesapeake farmed-in on Epsilon’s acreage speaks
R (520 volumes to the quality of the land potential.

Projected return 50%

EINANCIAL DATA Forecast Summary

Oil & NGLs (mb/d) 2003_% 2018_ (E) 201& E Over the next two years, we forecast that EPS will deliver some of the strongest per
Natural Gas (mmcf/d) 30 10.7 224 share growth in production and cash flow in our coverage universe at no capital cost
Total (mboe/d) 6:1 0.5 1.8 3.8 ;

Codin b s Dlelmean Tiouhie e Jue o hacs mgmine
WTI (US$/h) 61.99 80.00 85.00 free cash flow over that time.

HHUB (US$/mmbtu) 4.16 475 6.00

FX rate (USDICAD) 0.88 0.99 0.95 Valuation

EPS (f.d) ($040)  ($0.01) $0.17 o . .

EFF’S (tf)-d-d-) (ig-sog) $$2052;s4 $$5%716 Epsilon is currently trading at only 2.9x our 2011 debt adjusted cash flow forecast, at
Pt ebt (mm) G138 @68 8 only $19,666 our 2011 net average production forecast, and at only $14,950 our
PICF 11.2x 3.5x 2011 exit rate production forecast. While not in our valuation, we see value of

PICF (d'adjd) 9.2x 2.0x US$115 million from the company’s current cash position plus its net drilling capital

Fiscal year ending December 31

from the JV (US$20 million cash plus US$95 million future drilling capital) which
implies that the asset base is essentially “free” based on the current market cap.

Recommendation

Epsilon has big, unique exposure to the Marcellus shale play in Pennsylvania and

ErE som New York. Epsilon’s lands directly offset some of the most successful recent

som Marcellus wells and we feel the fact the Chesapeake has farmed in on their acreage
2., s speaks volumes to its quality. Based on our analysis we believe that investors are
s getting the assets for “free” with basically an option on the upside exposure

“ad associated with these properties. We are initiating coverage with a BUY

N w e recommendation and a $4.00 per share target price, which indicates potential

500 upside of 50% from current levels.
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Investment thesis — BUY recommendation and $4.00 target price

We believe Epsilon is a unique story as they have significant upside exposure to one of the lowest cost
gas plays in North America. The fact that Chesapeake Energy, with access to over 1.5 million acres on
the Marcellus trend farmed in on EPS speaks volumes to the quality of their acreage position in
Susquehanna County in north east Pennsylvania. We also see upside potential in its Bakken oil
position in S.E. Saskatchewan which could provide a oil resource dynamic to the story. While we have
not assigned any immediate value to its exposure to the Utica shale play in Quebec and its Ethiopia
assets due to the exploratory nature of the plays, we do see significant option value in these two plays
and if either (or both) work out we expect the stock to react positively. While not in our valuation, we
see value of US$115 million from the company'’s current cash position plus its net drilling capital from
the Chesapeake JV. The current market cap is only $134 million so the what we feel is a high quality
asset base, with good exposure to some of the hottest North American shale plays, is almost
completely unvalued at this time in our opinion. We are therefore initiating coverage with a BUY
recommendation and a $4.00 per share target price, which indicates potential upside of 50% from
current levels.

Junior producer with unique exposure to the Marcellus shale play. EPS has accumulated 43,500
gross (21,750 net, accounting for the Chesapeake J.V.) acres in the Marcellus shale gas fairway in
north east Pennsylvania and southern New York. This translates into over 320 gross (+160 net)
horizontal locations in one of the lowest cost gas plays in North America.

The Chesapeake JV effectively gives Epsilon $95 million of net drilling capital. Chesapeake will
earn a 50% interest in Epsilon’s 11,500 acres on the Highway 706 project in exchange for $5 million in
cash upfront and a commitment to spend another $190 million on the project over a 30 month period
beginning February 1, 2010. With the 50/50 split this effectively gives Epsilon $95 million of future net
drilling capital while also gaining the expertise of a major shale player.

Strong balance sheet. Epsilon currently has no debt and has approximately US$20 million in cash.
With no major capital commitments over the next two years and expectations of strong free cash flow
from the J.V. we see EPS maintaining a very healthy balance sheet through 2011, giving them strong
financial flexibility.

“Free” Marcellus Exposure. Epsilon is currently trading at only 2.0x our 2011 debt adjusted cash flow
forecast, at only $19,666 our 2011 net average production forecast, and at only $14,950 our 2011 exit
rate production forecast. While not in our valuation, we see value of US$115 million from the
company’s current cash position plus its net drilling capital from the JV (US$20 million cash plus US$95
million future drilling capital) which implies that the asset base is essentially “free” at current prices.
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Strong organic growth

Our 2010 and 2011 forecasts are summarized in the exhibit below. There is no official guidance from
management but our forecasts assume that Chesapeake will drill 36 gross horizontal Marcellus wells
under the farm-out agreement by year end 2011; which should leave room for more wells under the
agreement in 2012. Driven by the farm-out agreement, Epsilon is expected to deliver high organic
growth over the next two years without incurring any direct capital costs from the Marcellus program.
This is reflected in our forecasts which call for limited capital outlays but high organic production growth
over the next two years. We would note that our production forecast is quoted on a net of royalty basis.
Cash flow is also expected to grow over the next two years due to a combination of production growth
and our forecast for higher natural gas prices in 2011. With the limited capex and growing cash flow,
Epsilon’s cash base is expected to increase to $59.1 million by year end 2011.

Epsilon Energy — Forecast summary

2009A 2010E 2011E
Net Production
Oil & NGLs (b/d) 0 25 70
Natural gas (mmcf/d) 3.0 10.7 22.4
Equivalent (hoe/d) 494 1,815 3,800
% Oil & NGLs 0% 1% 2%
Financial
Net income ($mm) ($20.2) ($0.6) $8.8
EPS (basic) ($0.40) ($0.01) $0.18
EPS (f.d.) ($0.40) ($0.01) $0.17
Cash flow ($mm) ($0.0) $12.1 $38.6
CFPS (basic) ($0.00) $0.24 $0.77
CFPS (f.d.d.) ($0.00) $0.24 $0.76
Capital spending ($mm) $9.7 $0.0 $5.0
Net debt ($mm) ($13.5) ($25.6) ($59.1)
Debt/cash flow nm nm nm

Source: Company reports, GMP estimates

“Free” Marcellus Exposure

While not applied to our valuation methodology, we feel that there is almost “free” exposure to the asset
base if we value the US$95 million of net drilling capital from the JV at US$95 million. Combining this
JV value with the US$20 million of cash currently on the balance sheet we see a combined value of
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US$115 million. The market cap is only $134 million which effectively means that the Oil & Gas assets,
that include exposure to one of the hottest gas shale plays in North America, are valued at only $19
million at this time. Based on this methodology all the current production and upside in the oil & gas
assets (all the Marcellus, Bakken, Utica, and Ethiopian upside) would almost be valued at zero at this
time. Essentially giving investors “free” exposure to what we feel is a high quality asset base that
includes a strong position in the Marcellus shale play.

Land Focused Methodology Derives $4.00 Target Price

Our target price is derived from a land focused methodology that assigns risked per acre value to the
company's Marcellus and Bakken land. For the Marcellus land, we use Chesapeake’s unrisked value
for its Marcellus acres as a benchmark value point. For the Bakken, our benchmark is comparable land
sales in the direct vicinity of Epsilon’s acreage. Chesapeake values its undeveloped Marcellus acres at
US$35,900 per acre on an unrisked basis, using US$7.00/mmbtu natural gas prices. Based on this
analysis we have given Epsilon’s Marcellus acreage in Pennsylvania a value of US$12,565/acre
(US$35,900 adjusted for a US$6.00/mmbtu gas price environment, and than risked at 50%, due to the
early nature of the play) and given its New York Marcellus lands a value of US$6,283/acre, which is
50% of the Pennsylvania lands due to the regulator uncertainty surrounding the Marcellus in NY right
now. We have given the S.E. Saskatchewan lands a value of $300/acre, which is roughly the average
of the latest Crown land sales in this area. For the Quebec and Ethiopian assets we have given no
value right now given the lack of commercial activity.

Epsilon also has no debt and roughly US$20 million of cash on its balance sheet (no direct value
assigned to the US$95 million of future net drilling capital) which adds another US$0.38 per share.
Given the fact that the outstanding options are in-the-money we use the fully diluted share count and
add back option proceeds. All in this approach nets a per share value of US$3.89, which implies
$4.10/share on our long term Canadian dollar forecast. We view the $4.00/share value as very
conservative and with Chesapeake expected to start drilling on the EPS acreage starting this June/July
we anticipate that the stock will have a number of catalysts to potentially move higher before year-end.

Epsilon Energy — Forecast summary

Net Acres Value ($/acre) Total Value $/Share (f.d.d)
Marcellus, PA 5,750 US$12,565 US$72,248,750 US$1.36
Marcellus, NY 16,000 US$6,283 US$100,520,000 US$1.89
Saskatchewan 16,690 US$300 US$5,006,901 US$0.09
Quebec Utica Shale n/a n/a n/a -
Ethiopia n/a n/a n/a -
Option Proceeds US$9,750,000 US$0.18
Cash US$20,000,000 US$0.38
Total US Dollar Value US$205,525,651 US$3.89
Canadian Dollar Value

Source: Company reports, GMP estimates

The risked land value we used for the Pennsylvania Marcellus implies US$8.0 million of value per
section which we feel is conservative given multiple factors. Firstly, each section represents 8 potential
horizontal locations and in our analysis each well represents an estimated PV of $4.3 million per well
(under a US$5.50/mmbtu pricing environment) for a total potential PV per section of over $34 million.
Secondly, our estimated PV per well and Chesapeake’s estimated value per acre factor the upfront well
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costs into the equation; whereas, through the farm-out agreement, Epsilon is not responsible for most
of the capital requirements in a full development program on its Pennsylvania acreage. This has a
dramatic impact and would add another $3.5 million of PV to a typical horizontal well.

We believe Epsilon is a unique story as they have significant upside exposure to one of the lowest cost
gas plays in North America. The fact that Chesapeake Energy, with access to over 1.5 million acres on
the Marcellus trend farmed in on EPS speaks volumes to the quality of their acreage position in
Susquehanna County in north east Pennsylvania. We also see upside potential in its Bakken oil
position in S.E. Saskatchewan which could provide a light oil resource dynamic to the story. While we
have not assigned any immediate value to its exposure to the Utica shale play in Quebec and its
Ethiopia assets due to the exploratory nature of the plays, we do see significant option value in these
two plays and if either (or both) work out we expect the stock to react positively. While not in our
valuation, we see value of US$115 million from the company’s current cash position plus its net drilling
capital from the Chesapeake JV. Therefore, with a current market cap of only $134 million and what we
believe to be a high quality asset base, with good exposure to some of the hottest North American
shale plays, investors appear to be getting a free ride on the upside potential from future drilling activity.
We are therefore initiating coverage with a BUY recommendation and $4.00 per share target
price, which indicates potential upside of 50% from current levels.
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1GMP Securities L.P. has, within the previous 12 months, provided paid investment banking services or acted as underwriter to the issuer.
2GMP Securities L.P. is a market maker for the securities of the issuer.

% non-voting

4 subordinate-voting

5restricted-voting

6 multiple-voting

"The analyst who prepared this report has viewed the material operations of this issuer.

8The analyst who prepared this research report owns this issuer's securities.

9 limited voting

10 GMP Securities L.P. owns 1% or more of this issuer’s securities.

The information contained in this report is drawn from sources believed to be reliable but the accuracy or completeness of the information is not guaranteed, nor in
providing it does GMP Securities L.P. (“GMP") assume any responsibility or liability whatsoever. Information on which this report is based is available upon request.
This report is not to be construed as an offer to sell or a solicitation of an offer to buy any securities. GMP and/or affiliated companies or persons may continue to,
have a position in, or make a market in, the securities mentioned herein, including options, futures or other derivative instruments thereon, and may, as principal or
agent, buy and sell such products. Griffiths McBurney Corp., an affiliate of GMP, accepts responsibility for the contents of this research subject to the foregoing. U.S.
clients wishing to effect transactions in any security referred to herein should do so through Griffiths McBurney Corp. GMP will provide upon request a statement of
its financial condition and a list of the names of its directors and senior officers. © GMP. All rights reserved. Reproduction in whole or in part without permission is
prohibited. 145 King Street West, Suite 300 Toronto, Ontario M5H 1J8 Tel: (416) 367-8600; Fax: (416) 943-6134.

Each research analyst and associate research analyst who authored this document and whose name appears herein certifies that (1) the recommendations and
opinions expressed in the research report accurately reflect their personal views about any and all of the securities or issuers discussed herein that are within their
coverage universe and (2) no part of their compensation was, is or will be, directly or indirectly, related to the provision of specific recommendations or views
expressed herein.

GMP Analysts are compensated competitively based on several criteria, including performance assessment criteria based on quality of research. The Analyst
compensation pool is comprised of several revenue sources, including, sales and trading and investment banking.

GMP policies do not allow the issuer to pay any expenses associated with a visit to its material operations by the Analyst.

GMP Securities L.P. prohibits any director, officer, employee or Canadian agent of GMP from holding any office in publicly traded companies or any office in private
companies in the financial services industry.

All relevant disclosures required by IIROC Rule 3400 may be obtained by calling your Investment Advisor. GMP’s recommendation statistics and research
dissemination policies can be obtained at www.gmpsecurities.com or by calling your investment advisor.

The GMP research recommendation structure consists of the following categories:

FOCUS BUY. Small cap stocks (defined as stocks with less than $500 million market capitalization) in this category have a total return potential (including dividends
payable) of greater than 25% and large cap stocks a greater than 20% total return potential, as well as superior qualitative and timing characteristics.

BUY. These stocks will have 15% or greater (small cap) or 10% or greater (large cap) total return potential.

SPECULATIVE BUY. These stocks will have a 30% or greater total potential return and they will have a speculative component which could be material to the return
expectations.

HOLD. Small cap stocks ranked Hold will have a total return potential of 0% to 15%; large cap stocks ranked Hold will have a total return potential of 0% to 10%; and
stocks that have a speculative component which could be material to the return expectations ranked HOLD will have a total return potential of 0% to 30%.

REDUCE. Companies ranked Reduce have a negative potential total return.

FOCUS REDUCE. Companies ranked Focus Reduce have a significant negative potential total return and materially compromised qualitative and timing
characteristics.

Note: Analysts have discretion within 500 basis points of the upper and lower limit of each rating to determine the recommendation.



