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Operational

� Production currently averaging 18,000

BOEPD from a zero base at the foundation

of the business, generating US$300 million of

annualized operating cash flow at current oil

prices

� Gross production from South Timbalier 21

Field has increased 60% since the acquisition

in April to 11,700 BOEPD. This represents the

highest production rate in the last 20 years

from the field

� Built up exploitable 210,000 net acre reserve

base in mature, large and high quality

producing fields 

� Restored all operated production from fields

damaged by the hurricanes in 2005 making

significant improvements to historical

production infrastructure 

� Drilled three successful, operated wells

during the last quarter of the financial year

ended 30 June 2006 

� Currently have six rigs under contract on our

significant properties

Financial

� October 2005: US$300 million IPO as a

Special Purpose Acquisition Corporation

(“SPAC”) 

� The Company has since made two substantial

acquisitions:

– Marlin Energy for US$421 million,

through a “reverse takeover”; following

Shareholder approval, the acquisition

closed in April 2006

– Private Seller properties in the U.S.

Louisiana Gulf Coast both onshore and in

state waters for US$308 million;

acquisition completed on 28 July 2006,

post the financial year end

� Raised an additional US$85.6 million in equity

from early warrant exercise to help fund the

Private Seller acquisition

� Operating cash flow (Operating income +

DD&A) of US$31.9 million and net income of

US$6.9 million for the year ended 30 June

2006 (operating cash flow of US$33.7 million

and net income of US$5.5 million for the

fourth quarter reflecting the acquisition of

operations from Marlin Energy)

� Added 51 MMBOE in 2P reserves through

acquisition at a cost of $14.35 per BOE.

Proved reserves acquired were 40 MMBOE
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Highlights

Form Company

25 July 2005

Raised US$300 million

on AIM

20 October 2005

Sign Purchase and

Sale Agreement to

buy Marlin Assets

21 February 2006

Close Marlin

Acquisition 

4 April 2006

Raise US$85.6 million equity

through early exerise of

21.4 million warrants

10 July 2006

Close acquisition

with Private Seller

28 July 2006

Sign Definitive

Agreement to 

purchase assets from

Private Seller

4 June 2006

Timeline



Overview

In our first full year as a quoted company

Energy XXI has made significant progress and is

already one of the larger oil and gas companies

quoted on the London Stock Exchange in terms

of several criteria, including booked reserves,

production and market capitalization. In the

twelve month period under review we have

developed a business with 18,000 BOEPD of

production and booked proved and probable

reserves of 49 MMBOE.

Energy XXI was formed in July 2005 as an

investment company to acquire oil and gas

reserves; in October we raised US$300 million in

the UK and the U.S. Since that time we have made

two significant acquisitions; Marlin Energy and a

Private Seller for cash consideration totaling

US$729 million.

The Group’s strategy since listing has been to

acquire short lived reserves and to fully exploit

them to generate high and near term cash flow

for the Group. Both the Marlin Energy and Private

Seller acquisitions fit this criterion generating

approximately US$300 million of annualized cash

flow at current oil and gas prices. It is our

intention to reinvest this cash flow in similar

opportunities across a range of geographic

regions globally.

Financial Review 

While the first nine months of the year generated

no revenues, the fourth quarter results reflect a

more realistic picture of the Group’s current

financial position. However, in our first twelve

months, Energy XXI achieved revenue of

US$47.1 million, operating cash flow of

US$31.9 million and net profit of US$6.9 million.

Following completion of our first acquisitions on

and offshore the U.S. Gulf Coast, our high quality

assets are now beginning to produce financial

returns even before we implement an aggressive

exploration and development program. During the

fourth quarter, the Group benefited from the

acquisition of the Marlin Energy assets which

generated all of our revenue and the vast

majority of our operating income. With the

Private Seller acquisition still to impact revenues

and profits, the outlook for 2007 is strong.

To support the Private Seller acquisition in July

2006, the Group solicited the early exercise of

warrants and realized US$85.6 million, resulting in

83,910,128 shares outstanding and 78,589,872

warrants outstanding at the end of the exercise

period 10 July 2006.

The Group has financing in place with Royal Bank

of Scotland and BNP Paribas for US$562.5 million

of which US$110.6 million is still available. A

combination of remaining debt capacity and

current cash flow will give Energy XXI the

necessary financial flexibility to grow both

organically and by acquisition. Energy XXI has

entered into hedging agreements to manage

commodity price risk and capture existing price

arbitrage.
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Management

The Group’s rapid progress would not have been

achieved without its experienced management

team. Within twelve months Energy XXI has

created a management team with over 150 years

of senior oil and gas company experience working

for highly successful companies through multiple

industry cycles. This provides us added competitive

advantage in implementing our strategy.

Including the management team, we have 55 full

time employees across development, production,

risk management and administration functions. All

these employees have joined from large

independents and the vast majority are direct

hires based on past experience with the

management team.

Portfolio Review

Since listing, Energy XXI has completed two

significant acquisitions, both with existing

production and with the potential to increase

production and expand reserves through

exploration and technical innovation.

Marlin Energy 

The assets acquired from Marlin Energy give

Energy XXI a base portfolio which is low risk,

consisting of established production and

significant exploration upside. In total, the

portfolio comprises 34 producing fields, of which

the five core fields generate approximately 85%

of the total existing production. Total proven and

probable reserves are approximately 30 MMBOE,

and proven, probable and possible reserves are

over 55 MMBOE. This portfolio comprises

approximately 60% oil and 40% gas.

These core fields are the South Timbalier 21 Field,

the Vermillion 120 Field, the Main Pass 74 Field, all

offshore the U.S. Gulf Coast, and Southwest

Speaks Field and Plum Point Field, both located

onshore in the Gulf Coast.

A total of ten exploration and development wells

have been drilled on these assets since the

acquisition closed in April 2006. Of these wells,

eight have been successful and the Company has

increased production from 10,000 BOEPD to a

current level of 13,000 BOEPD. Going forward,

Energy XXI intends to keep two operated rigs

drilling throughout the year in South Timbalier

21 Field. In addition, we will utilize a workover and

completion rig for half of the year. We expect one

full rig year of work on our non-operated

properties.

Private Seller

In July 2006 the Group completed the acquisition

of a US$308 million package of oil and gas

properties onshore and offshore the South

Louisiana Gulf of Mexico comprising interests in

21 fields with 35 producing wells. The total

amount of proven and probable reserves acquired

is approximately 19 MMBOE. This acquisition

moved Energy XXI into the mid-tier of U.S. Gulf of

Mexico producers.

Post acquisition, Energy XXI has already enhanced

the upside potential from exploitation and

exploration. Going forward, management believes

EnergyXXI Annual Report 2006    3



there are at least 50 potential development well

locations on the 108,000 net acres acquired. In

conjunction with the highly prospective Lake

Salvador joint venture project covering 1,680

square miles, Energy XXI has already accomplished

a significant presence in one of the most active

areas of the U.S. Gulf Coast.

Outlook

The Group has succeeded in delivering on its

stated strategy of acquiring producing assets

with near term upside potential. This is already

generating material returns through a

combination of rapidly increasing production and

strong commodity prices. The existing portfolio

holds significant development and exploration

upside, positioned in mature, large and high

quality fields. To date, we have identified at least

136 low-risk, high-potential drilling opportunities

a number of which we intend to exploit over the

next twelve months. Alongside the aggressive

exploitation of our assets, we will continue to

grow by acquisition using our cash flow and debt

facilities to acquire producing assets with near

term upside in new regions.

John D. Schiller Jr.

Chairman and Chief Executive Officer

September 2006
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Hercules 20 drilling the Colby 1 prospect

from the South Timbalier 27 “D” platform

Todco 203 drilling the South Timbalier 21 well #136 Gouda East prospect

Hercules 11 performing work on the South

Timbalier 21 well #67



Assets

South Timbalier 21

1. 15,881 MBOE

2. 9,000 BOEPD

3. 100%

4. 83.33%

Main Pass 74

1. 870 MBOE

2. 868 BOEPD

3. 25%

4. 17.5%

Rabbit Island

1. 8,868 MBOE

2. 2,300 BOEPD

3. 99.9%

4. 83.33%

1. Proved Reserves

(1P)– NET

2. Production – NET

3. WI

4. NRI



 

  

   

 

 South Timbalier 21

Manila Village

Main Pass 74

Lake Salvador JDARabbit Island

Lake Boudreaux

Manila Village

1. 1,540 MBOE

2. 1,500 BOEPD

3. 50%

4. 37.5%

Lake Boudreaux

1. 1,062 MBOE

2. 610 BOEPD

3. 16.25%

4. 11.4%

Lake Salvador JDA

1. 1,680 square miles

2. 1,000 square miles of

3-D seismic 

3. 50% WI
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General

Energy XXI (Bermuda) Limited is an independent oil

and natural gas exploration and production

company focused on acquiring and exploiting oil and

gas reserves in the U.S. Gulf Coast and the Gulf of

Mexico. We were originally formed and incorporated

in July 2005 as an exempted company under the

laws of Bermuda to serve as a vehicle for the

acquisition of oil and gas reserves and related

assets. In October 2005, we completed a US$300

million initial public offering of common stock and

warrants on the “Alternative Investment Market”, a

market operated by the London Stock Exchange.

Our exploration and production activities

commenced in April 2006 upon our acquisition of

several properties in the U.S. Gulf of Mexico

consisting of interests in 34 oil and gas fields with

108 producing wells from our predecessor entity

(Marlin Energy Offshore, LLC, Marlin Texas GP, L.L.C.

and the limited partnership interest in Marlin Texas

L.P., which we refer to herein as Marlin). For the

period from 4 April 2006 to 30 June 2006, we had

an average production of 9,730 BOEPD and had a

net proved reserve base at 30 June 2006 of

approximately 25 MMBOE. From our inception on

25 July 2005 until 30 June 2006, our revenue was

approximately US$47.1 million, our income from

continuing operations was approximately US$6.9

million and our total assets were approximately

US$644 million.

In July 2006, we acquired additional oil and gas

interests in 21 fields located onshore and in inland

waters on the U.S. Louisiana Gulf Coast from several

affiliates of Private Seller. We act as operator on 25

of the 35 producing wells in these fields. The total

net proved reserve base of these properties is

approximately 13 MMBOE at 30 June 2006. As part

of this acquisition, we also acquired approximately

108,000 net acres and access to over 2,200 square

miles of 3-D seismic data.

Our daily production averages 18,000 BOE and our

net proved reserve base pro forma for the Print

Seller acquisition totals over 37 MMBOE as of 30

June 2006. Our assets are located in mature fields

comprised of a total of 210,000 net acres in 55

fields. We operate 70% of our properties that

together have 151 producing wells. Our 3-D seismic

data covers 2,400 square miles. All of these

properties are located in the U.S. Gulf Coast and

the Gulf of Mexico with approximately 60% of our

reserves being offshore.

We intend to build on our acquisitions and grow our

reserve base through our drilling program and the

optimization of production as well as further

strategic acquisitions of oil and natural gas

properties. We have identified at least 136 drilling

opportunities on our fields and anticipate drilling 33

exploratory wells and 19 development wells during

fiscal year 2007. We expect to spend approximately

US$250 million on capital projects during fiscal year

2007. In addition, we continue to focus on further

strategic acquisitions of companies and/or

reserves with lower reserves/production ratios, or

R/P ratios, in and outside of the U.S. Gulf Coast and

the Gulf of Mexico. We also engage in hedging

Assets – continued
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Net Oil/NGL Net Gas Total Vol % of Total

Reserve Category MBBLS MMCF MBOE Proved

Existing Properties

Proven Developed Producing 4,505 27,414 9,074 37%

Proven Developed Non-Producing 4,417 14,832 6,889 28%

Proven Undeveloped 4,898 22,405 8,632 35%

Probable 3,059 15,081 5,572 –

Total 16,879 79,732 30,167

Private Seller Properties

Proven Developed Producing 235 27,644 4,842 38%

Proven Developed Non-Producing 620 11,710 2,572 20%

Proven Undeveloped 321 30,965 5,482 42%

Probable 305 34,402 6,038 –

Total 1,481 104,721 18,934

Combined Pro Forma 

Proven Developed Producing 4,740 55,058 13,916 37%

Proven Developed Non-Producing 5,037 26,542 9,461 25%

Proven Undeveloped 5,219 53,370 14,114 38%

Probable 3,364 49,483 11,610 –

Total 18,360 184,453 49,101

activities to manage the commodity price risk

associated with acquiring reserves.

Reserves

The following table sets forth certain information

with respect to our proven and probable reserves

by reserve category as of 30 June 2006 as

estimated by Netherland, Sewell & Associates, Inc.

This table also includes proven and probable

reserve information for the Private Seller

properties we acquired in July 2006 after our

fiscal year end as if we acquired these properties

on 30 June 2006. The Private Seller reserves were

estimated by Miller and Lents, Ltd. Reserves were

estimated in accordance with standards of the

U.S. Securities and Exchange Commission.
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Field Descriptions

The following are descriptions of our major fields.

South Timbalier 21 Field

The South Timbalier 21 Field is located six miles

offshore of Lafourche Parish, Louisiana in

approximately 50 feet of water. The field consists

of Outer Continental Shelf, or OCS, blocks South

Timbalier 21, 22, 23, 27 and 28 as well as two state

leases. South Timbalier 21 consists primarily of oil

reserves and we have a 100% working interest in

the field. The field is bounded on the north by a

major Miocene expansion fault. Miocene sands are

trapped structurally and stratigraphically from

7,000 feet to 15,000 feet in depth. Minor faulting

that is secondary to the major normal fault

separates hydrocarbon accumulations into

individual compartments. The field was discovered

by Gulf Oil in the late 1950s and has produced in

excess of 300 MMBOE since production first

began in 1957. There are 11 major production

platforms and 75 smaller structures located

throughout the field. During 2005, Marlin drilled a

total of five wells in the field, including one

replacement well with the proceeds from an

insurance claim. Since January 2006, we have

drilled 6 wells and expect to drill 9 additional wells

in fiscal year 2007. Of the 9 wells, 4 are

replacement wells, the cost of which is expected to

be partially met from the insurance proceeds

received from damage suffered during Hurricanes

Rita and Katrina. Current production for South

Timbalier 21 is over 9,000 BOE per day net. South

Timbalier 21 accounted for approximately 48% of

our net production for the period from 25 July

2005 (inception) to 30 June 2006. As of 30 June

2006 net 2P reserves for the field are 20,466

MBOE.

Main Pass 74 Field

The Main Pass 74 Field is located in Plaquemines

Parish, Louisiana and includes OCS block Main

Pass 72 and 74. Petroquest Energy, L.L.C. is the

operator of the properties and we have a 25%

working interest in the field. The field consists of

two wells that were drilled in 2003, which recently

returned to production after sustaining damage

from Hurricane Ivan in September 2004. These

gas wells are producing from the Puma Reservoir

which has cumulative production of more than

31.5 MMBOE. Gross production for the two wells

is 24.8 MMCFPD and 769 BOPD with a net

production of 4.4 MMCFPD and 135 BOPD. As of

30 June 2006 net 2P Reserves for the field are

1,760 MBOE.

Assets – continued
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Rabbit Island Field

Rabbit Island is located in Louisiana state waters

(state lease 340) in Iberia and St. Mary Parishes,

95 miles southwest of New Orleans. Energy XXI is

the operator and has a 99.9% working interest in

the field. This field, covering approximately 27,000

acres, was discovered in 1939 by Texaco and has

produced over 1.2 TCF of natural gas. The field is

a structurally complex faulted shallow piercement

salt dome with associated radial faulting. To date,

there are 53 producing horizons (Pleistocene to

Miocene) ranging from 1,600-12,000 feet. We have

drilled 9 wells on this field and have 10 additional

drill wells and 7 workovers scheduled in 2007. The

field produces 2,300 BOE per day net and has net

2P reserves of 12,122 MBOE.

Manila Village Field

The Manila Village Field is located in Jefferson

Parish, Louisiana (state leases 18143 and 18727)

approximately 70 miles south of New Orleans, LA.

Energy XXI is the operator of five wells on the

west side of the field with Energy Partners, Ltd

being the main working interest partner. Manila

Village Field was discovered in 1965 and has

produced in excess of 104 BCF and 24 MMBO

from Miocene age sands. Reservoirs are primarily

pressure depletion with very little water drive

support. Energy XXI production comes from

northeast-southwest trending productive sands

exhibiting a seismic amplitude anomaly and is

stratigraphically trapped updip by a depositional

pinchout. The reservoirs are characterized by thin

bedded laminated sandstones. Current

production from the company operated wells

totals 1500 BOE per day net. Energy XXI has one

more prospect remaining to be drilled and is

scheduled to spud in late December 2006. As of

30 June 2006 net 2P reserves total 1,894 MBOE.

Lake Boudreaux Field

Lake Boudreaux is a gas field located onshore

South Louisiana in Terrebonne Parish, 65 miles

southwest of New Orleans, LA. Apache is the

operator of the field and Energy XXI has a

working interest of 16.25% in 5 producing wells.

The field was discovered in 1971 by Amoco. There

have been 26 wells drilled with a cumulative

production in excess of 118 BCF and 1.6 MMBO.

Wells drilled are typically 12,000 – 15,000 feet.

Energy XXI’s production is from Middle Miocene

Cib Carstani and Tex W age sands. The reservoir

is a north dipping high-side fault closure.

Currently, the 5 wells are producing approximately

610 BOE per day net. Energy XXI has net 2P

reserves for the field of 1,325 MBOE and has two

exploration wells planned for fiscal year 2007.
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Lake Salvador Joint Development Agreement

Energy XXI has entered into a Joint Development

Agreement (JDA) for the Lake Salvador Project

with Castex Energy. Energy XXI and Castex both

have a 50% working interest in the JDA. The

project covers 1,680 square miles south of New

Orleans, LA in an area where fields have produced

a total of 1.3 BBO and 8.7 TCF. The project will

have in excess of 1,000 square miles of 3-D

seismic data which will be reprocessed and

merged to create one of the largest continuous

3D surveys in South Louisiana. Currently the JDA

has lease options on 80,000 acres within the Lake

Salvador Project with the opportunity to pick up

an additional 25,000 acres.

Exploration Agreement

In July 2006, we entered into an exclusive 50/50

Exploration Agreement with Castex for twenty-

four months covering an Area of Mutual Interest

(“AMI”) in South Louisiana. The Exploration

Agreement covers in excess of 1,000,000 acres,

and both Castex and Energy XXI will generate and

operate prospects within the AMI. Operatorship

will be determined by the party generating an

individual prospect, proximity to a party’s existing

facilities and rig availability.

Assets – continued
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General
Energy XXI had an extremely successful year in

2006, starting the fiscal year as an investment

company and ending as an operating company

with exploration, development and production

assets with nearly 18,000 BOEPD of production in

September 2006. Energy XXI has demonstrated

its ability to aggressively pursue and execute its

strategy to acquire relatively mature oilfields with

substantial production, to hedge a portion of the

acquisition economics, and then to exploit the

reserves to enhance returns. The Company is now

well on its way to establishing a dynamic energy

company that capitalizes upon the strong cash

flows associated with short-lived reserves to fuel

future growth.

After forming the Company on 25 July 2005, the

three-member management team raised

US$300 million on the AIM market in London

following a six week roadshow throughout the UK,

the US, Canada and France during which time we

indicated that we would likely acquire reserves in

the U.S. Gulf Coast, highlighting the strong

economics associated with the price arbitrage.

We successfully closed the initial offering on

20 October 2005 and of the amount raised,

US$275 million was deposited in a trust account

that would be released only upon the

shareholders approving an acquisition, and

US$2.5 million was made available to management

to pay for third-party costs.

After searching for suitable opportunities, Energy

XXI entered into a purchase and sale agreement

to acquire the Marlin reserves on 21 February

2006, only four months after we closed the initial

offering. The acquisition fit perfectly within the

Company’s stated strategy; mature producing

reserves in the Gulf of Mexico that are primarily

oil with a relatively low reserve life. Having

operator status was also important, enabling the

Company to rapidly deploy our exploitation

strategy.

We leveraged our historical relationships to

optimize results. We engaged Landmark, a wholly-

owned subsidiary of Halliburton, to provide

consulting services to Energy XXI and advise on

potential opportunities to optimize the Marlin

reserves. We further utilized two banks that

management had longstanding relationships with,

The Royal Bank of Scotland and BNP Paribas, to

arrange the necessary financing.

The acquisition was well-received by our

shareholders as 83.8% voted on the acquisition

and 93.3% of those voting approved the

transaction. We closed the Marlin acquisition on

4 April 2006, only 42 days after signing the

purchase and sale agreement.

Operational Review
Between the closing of the Marlin acquisition on

4 April 2006 and Energy XXI taking over

operations in early July production levels were

maintained while building a top-tier team of

industry professionals dedicated to the

development, exploitation and operations of these

assets. The smooth operations transition is also

being repeated with our more recent acquisition.

There is intense competition for talent in our

industry, and Energy XXI’s ability to build the

strong and diverse team we have today highlight’s

the company’s vision, opportunities and

leadership. The management team is proud of the

Operational Review
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fact that we have previous relationships with over

80% of our employees.

Operations Update
Total company production is running in excess of

18,000 BOEPD. Our Gulf of Mexico production is

off to a very strong start in the first quarter of

our new fiscal year increasing 30% from an

average of 9,800 BOEPD in July to 12,700 BOEPD

in September. The acquisition of the Private

Seller properties that closed on 28 July 2006 with

an effective date of 1 June 2006 added an

additional 4,800 BOEPD. As of today, the

production rate from these properties has been

increased by 500 BOEPD or 10% to nearly 5,300

BOEPD.

Hurricane Repairs
Our acquired GOM properties sustained

significant hurricane damage in 2005. Following

hurricanes Katrina and Rita, repairs commenced

immediately and insurance claims were made for

our assets in the South Timbalier areas.

Concurrent with taking over operations of these

assets in July, we assumed management of the

repairs and administration of the insurance

claims. Total expenses for hurricane related costs

are approximately US$94 million for Katrina and

US$16 million for Rita to date, of which

US$80 million has been reimbursed and/or should

be recovered through insurance. The repair and

associated reimbursement is now over 85%

complete with only three remaining structures to

be abandoned. There is some associated “out-of-

pocket” expense to Energy XXI primarily

pertaining to re-drills of destroyed wells and

increased P&A costs.

Specific to our non-operated GOM assets, 600

BOEPD of production remain shut-in in the

Vermillion area due to destroyed onshore

processing facilities. However construction is

currently underway to bring this production back

online in the near future.

The net result of the hurricanes and associated

repairs is we have vastly improved our production

infrastructure and are better positioned to

weather any future windstorms.

First Quarter Activity FY2007
In our Gulf of Mexico properties, we drilled and

completed four wells in the first quarter. We are

taking advantage of the stacked pay sands we

have in our South Timbalier 21 Field by completing

wells as dual completions whenever possible. To

date we have completed and brought on line two

wells as dual completions, the ST 21 Well #132

(Pimento) and ST 21 Well #133 (Feta) adding

3,500 BOEPD. Our ST 21 Well #128 (Gouda)

continues to perform better then expected. We

recently rerouted the Gouda production from the

high pressure production system to our low

pressure system, allowing us to increase

production to approximately 3,100 BOEPD.

In our Gulf Coast properties which are located in

Louisiana state waters and on land attained

through our second acquisition, we have

increased production from the Rabbit Island Field

from 16 MMCFD to nearly 21 MMCFD. This has

been accomplished by optimizing production and a

successful recompletion of the SL 340 #219. Well

#219 is currently producing 2.7MMCFD. While we

do not officially take over operations until

1 November 2006, our team is already in place and

Operational Review – continued
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is high-grading drilling and workover prospects

and overseeing daily operations.

Current Activity
We have two rigs drilling in the Gulf of Mexico, the

Hercules 20 Rig drilling ST 21 Well D-13 ST

(Morbier) and the Todco 203 Rig drilling ST 136

Well (East Gouda). Today we are drilling ahead on

the Morbier and East Gouda. We have also

finished drilling and completing the ST 21 Well

D-10 ST (Colby) as a single completion that is

currently producing 1,200 BOPD. The Hercules 11

workover rig has been contracted to do a series

of workovers and completions and is currently

completing the Boschetto well.

In our Gulf Coast properties, we have two rigs

drilling; the Todco 48 Rig drilling our Point Au Fer,

LLC #1 prospect and the Todco 41 drilling our

Verda Authement Ragen #1. We have hit the

ground running and are excited about maintaining

this level of development and workover activity.

Strategic Operations Initiatives
In addition to the tremendous team we have on

the ground today, we have entered into a

contract with the Landmark Graphics division of

the Halliburton Energy Services Group to provide

total upstream information technology

outsourcing, hosting and consulting services.

Under the agreement, Landmark is providing

Energy XXI with the industry’s most

comprehensive portfolio of technology and

services including field development consulting

services. As a part of this initiative, Landmark has

a dedicated team currently performing a

comprehensive field review of South Timbalier 21

identifying new development and optimization

opportunities along with remapping of major

reservoirs while our in-house Energy XXI team

focuses on near-term drilling prospects and

exploitation opportunities. We have already

received initial input on incremental opportunities

and look forward to completion of the review and

potential value add.

Divestitures
In order to focus on the assets offering the most

potential upside through development and

exploration, the Company is offering for sale

certain non-operated producing properties

located in the Southwest Speaks Field, Lavaca

County, Texas in a single divestment package. The

Oil & Gas Asset Clearinghouse has been appointed

as an advisor for this negotiated transaction. We

have a 23% WI and 16% NRI in these properties

and current net production is 2.9 MMCFED.

In summary, current volumes are exceeding

expectations; we have an exceptional asset base,

significant acreage position, strong development

drilling and exploitation backlog, and most

importantly, a tremendous execution team on-

the-ground accelerating value.

Review by Competent Person
Tom O’Donnell is Director of Corporate

Development for the Energy XXI Group, a

registered professional petroleum engineer with

20 years of experience, and a member of the

Society of Petroleum Engineers. Mr O’Donnell has

reviewed the technical information contained in

this Annual Report.
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Proved Oil and Gas Reserves (1P). Proved oil and gas

reserves are the estimated quantities of crude oil,

natural gas, and natural gas liquids which geological

and engineering data demonstrate with reasonable

certainty to be recoverable in future years from known

reservoirs under existing economic and operating

conditions, i.e., prices and costs as of the date the

estimate is made. Prices include consideration of

changes in existing prices provided only be contractual

arrangements, but not on escalations based upon

future conditions.

Reservoirs are considered proved if economic

producibility is supported by either actual production

or conclusive formation test. The area of a reservoir

considered proved includes (A) that portion delineated

by drilling and defined gas-oil and/or oil-water

contacts, if any; and (B) the immediately adjoining

portions not yet drilled, but which can be reasonably

judged as economically productive on the basis of

available geological and engineering data. In the

absence of information on fluid contacts, the lowest

known structural occurrence of hydrocarbons controls

the lower proved limit of the reservoir.

Probable Reserves. Probable reserves are those

unproved reserves which analysis of geological and

engineering data suggests are more likely than not to

be recoverable. In this context, when probabilistic

methods are used, there should be at least a 50%

probability that the quantities actually recovered will

equal or exceed the sum of estimated proved plus

probable reserves.

In general, probable reserves may include (1) reserves

anticipated to be proved by normal step-out drilling

where sub-surface control is inadequate to classify

these reserves as proved, (2) reserves in formations

that appear to be productive based on well log

characteristics but lack core data or definitive tests

and which are not analogous to producing or proved

reservoirs in the area, (3) incremental reserves

attributable to infill drilling that could have been

classified as proved if closer statutory spacing had

been approved at the time of the estimate, (4)

reserves attributable to improved recovery methods

that have been established by repeated commercially

successful applications when (a) a project or pilot is

planned but not in operation and (b) rock, fluid, and

reservoir characteristics appear favorable for

commercial application, (5) reserves in an area of the

formation that appears to be separated from the

proved area by faulting and the geological

interpretation indicates the subject area is

structurally higher than the proved area, (6) reserves

attributable to a future workover, treatment, re-

treatment, change of equipment, or other mechanical

procedures, where such procedure has not been

proved successful in wells which exhibit similar

behavior in analogous reservoirs, and (7) incremental

reserves in proved reservoirs where an alternative

interpretation of performance or volumetric data

indicates more reserves than can be classified as

proved.

2P Proved plus probable Reserves

Definitions of Technical Terms

BBL barrel of (one barrel of oil is 42 U.S. gallons

measured at 60º Fahrenheit)

BCF billion cubic feet

BBO billion barrels of oil

BOEPD barrels of oil equivalent per day

MBBL or one thousand barrels of oil

MBO

MBOE one thousand barrels of oil equivalent (one

barrel of oil equals 6 MCF of natural gas)

MCF one thousand cubic feet of natural gas

MMBO one million barrels of oil

MMBOE one million barrels of oil equivalent

MMBTU one million British thermal units

MMCF one million cubic feet of natural gas

MMCFD one million cubic feet of natural gas per day

MMCFED one million cubic feet equivalent of natural

gas per day

TCF one trillion cubic feet of natural gas

Operational Review – continued



US DOLLARS

Quarter Ending

30 June 2006

Natural Gas Production MCF 2,458,934

Oil Production BBLS 446,451

BOE Production 856,274

Average Daily Gas Production MMCF/D 27.9

Average Daily Oil Production MBBLS/D 5.1

Average Daily Production MBOE/D 9.7

Average Gas Price per MCF $6.48

Average Oil Price per BBLS $66.64

Hedge Gains/(Losses) per BOE $1.67

Net Realized Price per BOE $55.02

Per Unit (BOE)

Revenues $55.02

Lease operating expense $11.57

G&A $3.13

DD&A $23.62

Other $1.15

Operating Income $15.55

Net Income before income tax $8.39

Net Income $6.46

Note: Energy XXI closed its first acquisition on 4 April 2006 and therefore recognized 88 days of production during the quarter

ending 30 June 2006.
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Unit Cost Analysis (unaudited)
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John D. Schiller, Jr.

Chairman, Chief Executive

Officer, and Director

Mr. Schiller is our Chairman and

Chief Executive Officer and has

been since inception. Between December 2004

and November 2005, Mr. Schiller acted as interim

Chief Executive Officer of Particle Drilling, Inc.

Between December 2003 and December 2004,

Mr. Schiller pursued personal interests and

private investment opportunities. From April 2003

to December 2003, Mr. Schiller served as Vice

President, Exploration & Production, for Devon

Energy with responsibility for domestic and

international activities. Before joining Devon

Energy, Mr. Schiller was Executive Vice President,

Exploration & Production, for Ocean Energy, Inc.

from 1999 to April 2003, with responsibility for

Ocean’s worldwide exploration, production and

drilling activities. Mr. Schiller joined Ocean Energy

from Seagull Energy, where he served as Senior

Vice President of Operations, prior to the merger

of the two companies in March of 1999. From

1985 to 1998, Mr. Schiller served in various

positions with Burlington Resources, including

Engineering and Production Manager of the Gulf

of Mexico Division and Corporate Acquisition

Manager. From 1981 to 1985, Mr. Schiller was a

staff engineer at Superior Oil. Mr. Schiller serves

on the Board of Directors of Particle Drilling, Inc.,

a development stage oil and gas services

company. Mr. Schiller also serves on the boards of

the Houston Producers Forum, a monthly lunch

club for the oil and gas industry, and the Escape

Family Resource Center, a charitable organization.

Mr. Schiller is a charter member of the Texas A&M

Petroleum Engineering Industry Board. Mr.

Schiller graduated with honors from Texas A&M

University with a Bachelor of Science in

Petroleum Engineering in 1981. Mr. Schiller is a

member of our nominating committee.

Steven A. Weyel

President, Chief Operating

Officer, and Director

Mr. Weyel has been our President

and Chief Operating Officer since

inception. Mr. Weyel is co-founder and was most

recently Principal and President/COO of EnerVen

LLC, a company developing and supporting

strategic ventures in the emerging energy

industry, which company was formed in

September 2002. In August 2005, Mr. Weyel sold

his membership interests and resigned his

positions in EnerVen LLC to devote full time and

efforts to Energy XXI. From 1999 to 2002, Mr.

Weyel was President and COO of InterGen North

America, a Shell-Bechtel joint venture in the

merchant gas and power business. From 1994 to

1999, Mr. Weyel was with Dynegy Corporation,

previously known as Natural Gas Clearinghouse

and NGC Corporation, where he served in various

executive leadership positions, including Executive

Vice President – Integrated Energy and Senior

Vice President – Power Development. Mr. Weyel

has a broad range of experience in the

Board of Directors
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international oil service sector, including

ownership of his own firm, Resource Technology

Corporation, from 1983 to 1994, where he

identified a new market opportunity based on

evolving technology, and created the global

engineering leader in onsite energy commodity

reserves evaluation. From 1976 to 1983, Mr. Weyel

worked with Baker Eastern S.A. (Baker-Hughes),

in numerous strategic growth roles including

Managing Director for the Western Hemisphere.

Mr. Weyel also serves with Mr. Schiller on the

Board of Directors of Particle Drilling. Mr. Weyel

received his Masters in Business Administration

from the University of Texas at Austin in 1989.

Mr. Weyel graduated from Texas A&M University

with a Bachelor of Science in Industrial

Distribution in 1976.

David West Griffin
Chief Financial Officer, and

Director

Mr. Griffin is our Chief Financial

Officer and has been since

inception. Prior to inception, Mr. Griffin spent his

time focusing on the formation of the Company.

From January 2004 to December 2004, Mr. Griffin

was the Chief Financial Officer of Alon USA, a

refining and marketing company. From April 2002

to January 2004, Mr. Griffin owned his own turn-

around consulting business, Energy Asset

Management. From 1996 to April 2002, Mr. Griffin

served in various positions with InterGen,

including as Chief Financial Officer for InterGen’s

North American business and supervisor of

financing of all of InterGen’s Latin American

projects. From 1993 to 1996, Mr. Griffin worked in

the Project Finance Advisory Group of UBS.

From 1985 to 1993, Mr. Griffin served in various

positions with Bankers Trust Company. Mr. Griffin

graduated Magna Cum Laude from Dartmouth

College in 1983 and received his Masters in

Business Administration from Tuck Business

School in 1985.

William Colvin
Non-executive Director

Mr. Colvin is one of our

independent non-executive

directors. He is the Chairman of

both the audit and nomination committees and a

member of its remuneration committee. Mr.

Colvin was appointed Chairman of the Board of

Southern Cross Healthcare, a nursing home

operator based in the UK, in June 2005 following

the acquisition of NHP Plc by funds controlled by

The Blackstone Group. Between February 2005

and June 2005, Mr. Colvin pursued personal

interests. From January 2000 to February 2005

Mr. Colvin was a director of NHP Plc, a property

investment group in the UK specializing in the

ownership of freehold or long leasehold interests

in modern purpose-built nursing homes. From

November 2000 to February 2005, Mr. Colvin was

also the Chief Executive Officer of NHP Plc. He

was Finance Director of British-Borneo Oil & Gas

Plc from 1992 to 1999. From 1990 to 1992, Mr.

Colvin was Finance Manager/Director at Oryx UK

Energy. From 1989 to 1990, he was Group
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Financial Controller at Thames Television Plc.

From 1984 to 1989, he worked in a variety of

financial roles for Atlantic Richfield (ARCO) Inc.

From 1979 to 1984, Mr. Colvin worked in the audit

department of Ernst & Young. He is also a non-

executive director of Sondex Plc. He qualified as a

Scottish Chartered Accountant in 1982 and holds

a Bachelor of Commerce degree from the

University of Edinburgh.

David M. Dunwoody
Non-executive Director

Mr. Dunwoody is one of our

independent non-executive

directors. He is the chairman of

the remuneration committee and a member of its

audit and nomination committees.

Mr. Dunwoody is the President of Morris Pipeline

Company, a natural gas gathering company

operating in Texas and has served in that capacity

since 1998. From 1982 to 1998, Mr. Dunwoody held

various positions with TECO Pipeline Company, an

intrastate pipeline company operating in Texas.

Prior to being acquired by PG&E Corporation,

TECO operated over 1,100 miles of gas gathering

and transmission pipelines. Mr. Dunwoody

graduated from the University of Texas at Austin

in 1971, receiving a Bachelor of Business

Administration degree.
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Ben Marchive 
Senior Vice President, Operations

Mr. Marchive has 28 years of

experience in the oil and gas

industry. He began his career

with Superior Oil Company and gained extensive

knowledge of offshore drilling, completion and

production operations. He has since held

management positions with Great Southern Oil &

Gas, Kerr-McGee Corporation and most recently

Ocean Energy, Inc. During his fourteen year tenure

at Kerr-McGee, Ben managed all disciplines of

engineering dealing with drilling, production

operations, completions and reserve

determination for the offshore division.

In February 1999 Ben joined Ocean Energy, Inc.

where he served as Vice President, Production

North America. In this capacity, he was

responsible for all production operations for

North America Land and Offshore until his

retirement in July 2003. Ben joined the company

in April 2006. He is a member of the Society of

Petroleum Engineers, American Petroleum

Institute and American Association of Drilling

Engineers. Mr. Marchive is a 1977 graduate of

Louisiana State University with a Bachelor of

Science degree in Petroleum Engineering.

J. Granger Anderson III 
Vice President, Land

J. Granger Anderson III has over

25 years of experience as a

Petroleum Landman and

previously held positions at Hunt Oil Company,

Enserch Exploration, Inc., Burlington Resources,

Inc., Westport Resources Corporation and most

recently Kerr-McGee Corporation where he held

the position of Chief Landman, Gulf of Mexico. Mr.

Anderson is a Certified Professional Landman and

his experience includes international and domestic

US, both onshore and offshore. He is a member of

the Association of International Petroleum

Negotiators, Petroleum Landmen’s Association of

New Orleans, Houston Association of Professional

Landmen, the American Association of Professional

Landmen (AAPL) and he is Chairman of the AAPL

OCS Committee. Mr. Anderson graduated from

Texas A&M University with a Bachelor of Science in

Agricultural Economics in 1977.

Steve Nelson 
Vice President, Drilling and

Production

Steve Nelson has over 24 years of

experience in the business of oil

and gas. He joined the Company from Devon Energy

in April 2006 where he was the Manager of Drilling

and Operations for Devon’s Western Division. He

joined Ocean Energy in April 1999 and following the

acquisition of Ocean Energy by Devon Energy in May

2003, he was the Production Manager for Ocean

Energy’s onshore assets. Previous to that,

Mr. Nelson spent 16 years with Kerr McGee’s Gulf of

Mexico Division in various operations and

supervisory jobs. He graduated with a Bachelor of

Science in Petroleum Engineering from the

University of Oklahoma in 1983.
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Todd Reid 
Vice President, Marketing and

Risk Management

Todd Reid has over 13 years of

experience in the energy

marketing and trading business. He has held

senior management positions with Houston

Research and Trading, Duke Energy Trading and

Marketing, NP Energy, Louisville Gas and Electric

and Dynegy. Before coming to the energy industry,

Mr. Reid first learned the trading business as a

market maker for six years on the floor of the

Chicago Board Options Exchange and was a

member of the Chicago Board of Trade. He

graduated with honors from Illinois College with a

Bachelor of Science in Physics and Math in 1984.

Mr. Reid received his Master of Business

Administration from Washington University in

St.Louis in 1986.

Rick Fox 
Controller

Rick Fox most recently held the

position of Director of

Accounting and Control for

Peoples Energy Production Company, a wholly

owned subsidiary of Peoples Energy Corporation.

Rick has 32 years of experience in the oil and gas

industry, including 16 years with Burlington

Resources in various management positions.

Mr. Fox began his career with Getty Oil after

graduating from Baylor University in 1974 and is a

Certified Public Accountant.

The Senior Management also includes; 

John Schiller

Chairman, Chief Executive Officer, and Director

Steve Weyel

President, Chief Operating Officer, and Director

David West Griffin

Chief Financial Officer, and Director
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To the Board of Directors and Stockholders

Energy XXI (Bermuda) Limited

We have audited the accompanying consolidated balance sheet of Energy XXI (Bermuda) Limited

(a Bermuda Corporation) and subsidiaries (the “Company”) as of 30 June 2006 and the related

consolidated statements of income, stockholders’ equity, and cash flows for the period from inception

(25 July 2005) through 30 June 2006. These consolidated financial statements are the responsibility of

the company’s management. Our responsibility is to express an opinion on these consolidated financial

statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting

Oversight Board (United States). Those standards require that we plan and perform the audit to

obtain reasonable assurance about whether the financial statements are free of material

misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and

disclosures in the financial statements. An audit also includes assessing the accounting principles

used and significant estimates made by management, as well as evaluating the overall financial

statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material

respects, the financial position of Energy XXI (Bermuda) Limited and subsidiaries as of 30 June 2006,

and the consolidated results of their operations and their cash flows for the period from inception

(25 July 2005) through 30 June 2006, in conformity with accounting principles generally accepted in

the United States of America.

Houston, Texas

17 October 2006

Report of Independent Registered 
Public Accounting Firm
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US DOLLARS (in thousands except share and per share data)

Inception Through

30 June 2006

Revenues

Oil sales $29,056

Natural gas sales 18,056

Total Revenues 47,112

Costs and Expenses

Lease operating expense 9,902

Production taxes and transportation 84

Depreciation, depletion and amortization 20,357

Accretion of asset retirement obligation 738

General and administrative expense 4,361

Loss on derivative financial instruments 68

Total Costs and Expenses 35,510

Operating Income 11,602

Other Income (Expense)

Interest income 5,000

Interest expense (7,933)

Income before Provision for Income Taxes 8,669

Provision for Income Taxes 1,727

Net Income $6,942

Earnings Per Share

Basic $0.14

Diluted $0.12

Weighted Average Number of Common Stock Outstanding

Basic 49,839,179

Diluted 58,474,771

Consolidated Statement of Income
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Consolidated Balance Sheet

US DOLLARS (in thousands except Share Information)

Assets 30 June 2006

Current assets:

Cash and cash equivalents $62,389

Receivables:

Oil and natural gas sales 19,325

Joint interest billings 11,173

Acquisition 14,070

Stock subscription 7,326

Insurance 39,801

Prepaid expenses and other current assets 9,200

Royalty deposit 2,175

Derivative financial instruments 7,752

Total Current Assets 173,211

Property and Equipment, net of depreciation, depletion,

and amortization

Oil and gas properties – full cost method of accounting,

including $50,840 of unproved oil and gas properties as

of 30 June 2006 447,852

Other property and equipment 1,569

Total Property and Equipment, Net 449,421

Escrow deposit and acquisition costs 10,025

Derivative financial instruments 5,856

Deferred income taxes 1,780

Debt issuance costs, net of accumulated amortization of $306 3,678

Total Assets $643,971



US DOLLARS (in thousands except Share Information) 

Liabilities and stockholders’ equity 30 June 2006

Current Liabilities

Accounts payable $23,281

Advances from joint interest partners 6,211

Undistributed oil and gas proceeds 5,617

Accrued liabilities 5,846

Income and franchise taxes payable 913

Deferred income taxes 143

Derivative financial instruments 948

Current maturities of long-term debt 9,584

Total Current Liabilities 52,543

Long-term debt, less current maturities 199,644

Asset retirement obligations 37,844

Derivative financial instruments 590

Other liabilities 641

Total Liabilities 291,262

Commitments and Contingencies (Note 13)

Stockholders’ Equity

Preferred stock, $0.01 par value, 2,500,000 shares

authorized and no shares issued –

Common stock, $0.001 par value, 396,500,624 shares

authorized and 80,645,129 issued at 30 June 2006 81

Additional paid-in capital 350,238

Retained earnings 6,942

Accumulated other comprehensive loss, net of tax benefit (4,552)

Total Stockholders’ Equity 352,709

Total Liabilities and Stockholders’ Equity $643,971

26 EnergyXXI Annual Report 2006

Consolidated Balance Sheet
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Consolidated Statement of Stockholders’ Equity

Inception through 30 June 2006

Accumulated

Other

Additional Comprehen- Total

Preferred Stock Common Stock Paid-in Retained sive Income Stockholders

Shares Amount Shares Amount Capital Earnings (Loss) Equity

Issuance of common

stock and warrants

at inception

25 July 2005 – $– 12,500 $13 $9 $– $– $22

Issuance of common

stock and warrants

on 20 October 2005

– AIM Placement – – 50,000 50 308,107 – – 308,157

Share issuance costs

– AIM Placement – – – – (30,465) – – (30,465)

Common stock

repurchased

– private placement – – (3,499) (3) (19,568) – – (19,571)

Common stock issued

– private placement – – 3,499 3 19,593 – – 19,596

Common stock issued

– warrant exercise – – 18,145 18 72,562 – – 72,580

Comprehensive income:

Net income – – – – – 6,942 – 6,942

Unrealized loss on

derivative financial

instruments, net 

of tax – – – – – – (4,552) (4,552)

Total comprehensive

income 2,390

Balance as of

30 June 2006 – $– 80,645 $81 $350,238 $6,942 (4,552) $352,709
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Consolidated Cash Flow Statement

US DOLLARS (in thousands)

Inception Through

30 June 2006

Cash Flows from Operating Activities

Net income $6,942

Adjustments to reconcile net income to net cash provided by 

operating activities:

Deferred income tax expense 814

Unrealized gain on derivative financial instrument (119)

Accrued interest classified as long–term debt 100

Put premium amortization 1,172

Accretion of asset retirement obligations 738

Depletion, depreciation, and amortization 20,357

Amortization of debt issuance costs 494

Changes in operating assets and liabilities:

Increases in receivables (26,912)

Increases in prepaid expenses and other current assets (5,815)

Increases in accounts payable and other liabilities 14,297

Net Cash Provided by Operating Activities 12,068

Cash Flows from Investing Activities

Acquisition of Marlin (448,374)

Capital expenditures, net of insurance reimbursements (19,103)

Purchase of derivative instruments (3,168)

Escrow deposit and acquisition costs (10,025)

Net Cash Used in Investing Activities $(480,670)
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US DOLLARS (in thousands)

Inception Through

30 June 2006

Cash Flows from Financing Activities

Proceeds from the issuance of common stock $384,872

Payments for stock issuance costs (22,308)

Payments to re-purchase and cancel common stock (19,571)

Proceeds from note purchase agreement 14,150

Payment on note purchase agreement (14,150)

Proceeds from first lien revolver 117,500

Proceeds from second lien facility 75,000

Debt issuance costs (4,172)

Payments on put financing (330)

Net Cash Provided by Financing Activities 530,991

Net Increase in Cash and Cash Equivalents 62,389

Cash and Cash Equivalents, beginning of period -

Cash and Cash Equivalents, end of period $62,389
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Note 1 – Organization and Summary of Significant Accounting Policies

Energy XXI (Bermuda) Limited (“Energy XXI”) was incorporated in Bermuda on 25 July 2005. Energy XXI

(together, with its wholly owned subsidiaries, the “Company”), is an independent oil and natural gas

company with its principal wholly-owned subsidiary, Energy XXI Gulf Coast, Inc. (“EGC”), headquartered

in Houston, Texas. The Company is engaged in the acquisition, exploration, development and operation

of oil and natural gas properties onshore in Louisiana and Texas and offshore in the Gulf of Mexico.

On 20 October 2005, the Company completed a placement on the London Stock Exchange Alternative

Investment Market (the “AIM”), consisting of 50 million units (the “Placement”). The units consisted of

one share of the Company’s common stock with a par value of $.001, and two redeemable common

share purchase warrants (the “Warrants”), together (the “Units”). The Company received proceeds of

approximately $277.7 million, net of issuance costs of approximately $22.3 million, issuing 50 million

units at $6 per unit on the AIM. Approximately $275 million or $5.50 per share issued in the Placement

was placed into a restricted trust account in Bermuda (the “Trust”) and the remaining was deposited

into the Company’s bank account for future business expenses.

On 21 February 2006, EGC entered into a definitive agreement with Marlin Energy, L.L.C. (“Marlin”) to

acquire 100% of the membership interests in Marlin Energy Offshore, L.L.C. and Marlin Texas GP, L.L.C.

and the limited partnership interests in Marlin Texas, L.P. (collectively, the “Oil and Gas Assets”) for

total cash consideration of approximately $448.4 million, including acquisition costs of $1.6 million.

Total cash consideration included an initial purchase price payment of $421 million, working capital

payments of $9.8 million, and purchase price adjustments from the contractual effective date of the

transaction (1 January 2006) through the closing date (4 April 2006) of $16 million. The Company, as

part of the post closing settlement with Marlin, is due $14.1 million. See Note 3.

The Oil and Gas Assets are comprised of interests in various oil and gas properties located on the

Outer Continental Shelf in shallow waters of the U.S. Gulf of Mexico (“GOM”) and onshore the U.S. Gulf

Coast. The Company will operate approximately 70% of the net proved reserves.

Simultaneous with signing the agreement, the Company placed a $500,000 earnest money deposit in

escrow. On 2 March 2006, the Company, through Energy XXI (US Holdings) Limited (“US Holdings”), a

wholly owned subsidiary of Energy XXI, entered into a note purchase agreement with Satellite Senior

Income Fund, LLC (“Satellite”), whereby the Company agreed to sell $17.5 million aggregate principal

amount of its 6.5% senior notes due 11 May 2006 for a price of $14.15 million. On 2 March 2006, the

Company increased the earnest money deposit to $10 million, to avoid paying the seller 7% interest on

the $421 million initial purchase price of the acquisition from 1 January 2006 until the closing. The

Notes to the Consolidated Financial Statements



Note 1 – Organization and Summary of Significant Accounting Policies (continued)

Company used approximately $4 million to purchase crude oil put derivative instruments to partially

hedge the acquisition’s cash flows, and approximately $150,000 to pay for the lenders’ legal costs. The

financing was structured to have no recourse to the Company (other than the security interest in the

derivatives, contract rights to the purchase and sale agreement, and right to any proceeds from the

escrow account).

Completion of the acquisition was contingent upon stockholders’ approval, financing and re-admission

of the Energy XXI ordinary shares and warrants to trading on AIM. On 31 March 2006, the Company

received shareholder approval of the acquisition with approximately 83.8% of the total outstanding

shares voting, of which 93.3% voted in favor of the transaction, subject to 3,499,376 shares that were

put to the Company for their pro rata share of the funds in the Trust (approximately $5.59/share).

These repurchases were completed on 4 April 2006.

On 4 April 2006, the acquisition was funded with a portion of the cash proceeds from the placing

conducted in October 2005 at the time of the Company’s admission and trading on the AIM. The net

placing proceeds, approximating $277.7 million of which included approximately $5 million of interest

income, were released from the Trust upon majority shareholder approval of the acquisition. Of the

$277.7 million, approximately $19.6 million was used to repurchase stock from investors, leaving

approximately $258.1 million to fund the acquisition, repay the note purchase agreement with Satellite,

and pay for certain transaction and working capital costs. To fund the balance of the costs at closing,

the Company obtained commitments from The Royal Bank of Scotland and BNP Paribas to arrange for

$375 million of financing facilities of which $220 million was available at closing. At closing, the

Company had outstanding $180 million of debt facilities plus an additional $5 million of Letters of

Credit. On 25 April 2006, the Company issued 3,499,376 shares at $5.60/share for total proceeds of

approximately $19.6 million.

Principles of Consolidation: The Company’s consolidated financial statements include the accounts of

Energy XXI and the accounts of its wholly-owned subsidiaries. All inter-company balances and

transactions have been eliminated.

Use of Estimates: The preparation of financial statements in conformity with accounting principles

generally accepted in the United States of America requires management to make estimates and

assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent

assets and liabilities at the dates of the financial statements and the reported amounts of revenues

and expenses during the reporting period. The most significant financial estimates are based on
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Note 1 – Organization and Summary of Significant Accounting Policies (continued)

remaining proved natural gas and oil reserves. Estimates of proved reserves are key components of

the Company’s depletion rate for proved oil and gas properties and the full cost ceiling test limitation.

See NOTE 18 – Supplementary Oil and Gas Information (Unaudited) for more information relating to

estimates of proved reserves. Because there are numerous uncertainties inherent in the estimation

process, actual results could differ from these estimates.

Business Segment Information: The Financial Accounting Standards Board (“FASB”) Statement of

Financial Accounting Standards (“SFAS”) No. 131 Disclosures about Segments of an Enterprise and

Related Information establishes standards for reporting information about operating segments.

Operating segments are defined as components of an enterprise that engage in activities from which

it may earn revenues and incur expenses. Separate financial information is available and this

information is regularly evaluated by the chief operating decision maker for the purpose of allocating

resources and assessing performance. The Company’s operations involve the exploration, development

and production of oil and gas and are entirely located in the United States of America. The Company

has a single, company-wide management team that administers all properties as a whole rather than

as discrete operating segments.

Cash and Cash Equivalents: The Company considers all highly liquid investments, with maturities of 90

days or less when purchased, to be cash and cash equivalents.

Allowance for Doubtful Accounts: The Company establishes provisions for losses on accounts

receivables if it is determined that collection of all or a part of an outstanding balance is not probable.

Collectibility is reviewed regularly and an allowance is established or adjusted, as necessary, using the

specific identification method. As of 30 June 2006, no allowance for doubtful accounts was necessary.

Oil and Gas Properties: The Company uses the full cost method of accounting for exploration and

development activities as defined by the Securities and Exchange Commission (“SEC”). Under this

method of accounting, the costs of unsuccessful, as well as successful, exploration and development

activities are capitalized as oil and gas properties. This includes any internal costs that are directly

related to acquisition, exploration and development activities but does not include any costs related

to production, general corporate overhead or similar activities. Gain or loss on the sale or other

disposition of oil and gas properties is not recognized, unless the gain or loss would significantly alter

the relationship between capitalized costs and proved reserves.
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Oil and gas properties include costs that are excluded from costs being depleted or amortized. Oil and

natural gas property costs excluded represent investments in unproved properties and include non-

producing leasehold, geological and geophysical costs associated with leasehold or drilling interests

and exploration drilling costs. The Company excludes these costs until the project is evaluated and

proved reserves are established or impairment is determined. Excluded costs are reviewed at least

quarterly to determine if impairment has occurred. The amount of any evaluated or impaired oil and

gas properties is transferred to capitalized costs being amortized.

Depreciation, Depletion and Amortization: The depreciable base for oil and gas properties includes

the sum of all capitalized costs net of accumulated depreciation, depletion and amortization (“DD&A”),

estimated future development costs and asset retirement costs not included in oil and gas

properties, less costs excluded from amortization. The depreciable base of oil and gas properties is

amortized using the unit-of-production method. Other property including, leasehold improvements,

office and computer equipment and vehicles which are stated at original cost and depreciated using

the straight-line method over the useful life of the assets, which ranges from three to five years.

General and Administrative Costs: Under the full cost method of accounting, a portion or the

Company’s general and administrative expenses that are directly identified with the Company’s

acquisition, exploration and development activities are capitalized as part of oil and gas properties.

These capitalized costs include salaries, employee benefits, costs of consulting services, and other

direct costs incurred to directly support those employees of the Company that are directly involved in

acquisition, exploration and development activities. The capitalized costs do not include costs related

to production operations, general corporate overhead or similar activities. The Company capitalized

general and administrative costs directly related to the Company’s acquisition, exploration and

development activities from the period from inception (25 July 2005) through 30 June 2006 of

approximately $1.9 million.

Capitalized Interest: Interest is capitalized as part of the cost of acquiring assets. Oil and gas

investments in unproved properties and major development projects, on which DD&A expense is not

currently recorded and on which exploration or development activities are in progress, qualify for

capitalization of interest. Capitalized interest is calculated by multiplying the Company’s weighted-

average interest rate on debt by the amount of qualifying costs. Capitalized interest cannot exceed

gross interest expense. As oil and gas costs excluded are transferred to the Evaluated Properties

Pool, the associated capitalized interest is also transferred. For the period from inception (25 July

2005) to 30 June 2006, the Company did not capitalize any interest expense.
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Note 1 – Organization and Summary of Significant Accounting Policies (continued)

Ceiling Test: Under the full cost method of accounting, a ceiling test is performed each quarter. The full

cost ceiling test is an impairment test prescribed by the Securities and Exchange Commission (“SEC”)

Regulation S-X Rule 4-10. The ceiling test determines a limit on the carrying value of oil and gas

properties. The capitalized costs of oil and gas properties, net of accumulated DD&A and the related

deferred income taxes, may not exceed the estimated future net cash flows from proved oil and gas

reserves, excluding future cash outflows associated with settling asset retirement obligations that

have been accrued on the balance sheet, generally using prices in effect at the end of the period held

flat for the life of production and including the effect of derivative instruments that qualify as cash

flow hedges, discounted at 10%, net of related tax effects, plus the cost of unevaluated properties and

major development projects excluded from the costs being amortized. If capitalized costs exceed this

limit, the excess is charged to expense and reflected as additional DD&A expense. As of 30 June 2006,

the Company’s oil and gas properties did not exceed the ceiling test limit.

Debt issuance costs: Costs incurred in connection with the issuance of long-term debt are capitalized

and amortized to interest expense over the scheduled maturity of the debt utilizing the interest method.

Asset Retirement Obligations: The Company accounts for costs associated with abandoning

platforms, wells and other facilities, in accordance with SFAS No. 143 Accounting for Asset Retirement

Obligations (“SFAS No. 143”). Obligations associated with abandoning long-lived assets included within

the scope of SFAS No. 143 are those for which there is a legal obligation to settle under existing or

enacted law, statute, written or oral contract or by legal construction under the doctrine of

promissory estoppel. The Company has legal obligations to plug, abandon and dismantle existing wells

and facilities that it has acquired and constructed. The asset retirement obligations are recorded at

fair value and accretion expense increases the liability to its expected settlement value. If the fair

value of the estimated asset retirement obligation changes, an adjustment is recorded to both the

asset retirement obligation and the asset retirement cost included in the depreciable base of oil and

gas properties.

Derivative Instruments: The Company utilizes derivative instruments in the form of natural gas and

crude oil put, swap and collar arrangements in order to manage the price risk associated with future

crude oil and natural gas production. Such derivatives are accounted for under SFAS No. 133

Accounting for Derivative Instruments and Hedging Activities (“SFAS No. 133”), as amended. Gains or

losses resulting from transactions designated as cash flow hedges are recorded at fair value, and are

deferred and recorded in Other Comprehensive Income (“OCI”) as appropriate, until recognized in

current earnings in the Company’s consolidated statement of income as the physical production
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hedged by the contracts is delivered. Instruments not qualifying for hedge accounting treatment are

recorded in the balance sheet and changes in fair value are recognized in current earnings.

The net cash flows related to any recognized gains or losses associated with cash flow hedges are

reported as oil and gas revenue and presented in cash flow from operations. If a hedge designation is

terminated prior to expected maturity, gains or losses are deferred and included in current earnings in

the same period as the physical production hedged by the contract is delivered.

The conditions to be met for a derivative instrument to qualify as a cash flow hedge are the following:

(i) the item to be hedged exposes the Company to price risk; (ii) the derivative reduces the risk

exposure and is designated as a hedge at the time the derivative contract is entered into; (iii) at the

inception of the hedge and throughout the hedge period there is a high correlation of changes in the

market value of the derivative instrument and the fair value of the underlying item being hedged.

When the designated item associated with a derivative instrument matures, is sold, extinguished or

terminated, derivative gains or losses are recognized as part of the gain or loss on sale or settlement

of the underlying item. When a derivative instrument is associated with an anticipated transaction

that is no longer expected to occur or if the correlation no longer exists, the gain or loss on the

derivative is recognized in income to the extent the future results have not been offset by the effects

of price changes on the hedged item since the inception of the hedge.

Unrealized gains and losses attributable to ineffectiveness of derivative instruments that receive

cash flow hedge accounting treatment, and unrealized and realized gains and losses on derivative

instruments that were undertaken to manage the price risk of the Company’s production but do not

receive cash flow hedge accounting treatment are excluded from oil and natural gas revenues and

included as a separate line in the statement of income.

The Company also utilizes financial instruments to mitigate the risk of earnings loss due to changes in

market interest rates. Such instruments are designated as hedges and accounted for in accordance

with SFAS 133.

Revenue Recognition: The Company recognizes oil and natural gas revenue under the entitlement

method of accounting. Under the entitlement method, revenue is recognized, based on the Company’s

net interest in the well, when delivery to the purchaser has occurred and title has transferred. This

occurs when production has been delivered to a pipeline or a tanker lifting has occurred.

EnergyXXI Annual Report 2006    35



Note 1 – Organization and Summary of Significant Accounting Policies (continued)

Income Taxes: The Company accounts for income taxes in accordance with SFAS No. 109 Accounting

for Income Taxes. Provisions for income taxes include deferred taxes resulting primarily from

temporary differences due to different reporting methods for oil and natural gas properties for

financial reporting purposes and income tax purposes. For financial reporting purposes, all exploratory

and development expenditures are capitalized and depreciated, depleted and amortized on the unit-

of-production method. For income tax purposes, only the equipment and leasehold costs relative to

successful wells are capitalized and recovered through depreciation or depletion. Generally, most

other exploratory and development costs are charged to expense as incurred; however, the Company

may use certain provisions of the Internal Revenue Code which allow capitalization of intangible drilling

costs where management deems appropriate. Other financial and income tax reporting differences

occur as a result of statutory depletion.

New Accounting Standards: The Company discloses the existence and effect of accounting standards

issued but not yet adopted by the Company with respect to accounting standards that may have an

impact on the Company when adopted in the future.

Accounting for Fair Value Measurements

In September 2006, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial

Accounting Standards (“SFAS”) No. 157 Fair Value Measurements (“SFAS No. 157”). SFAS No. 157

defines fair value, establishes a framework for measuring fair value in generally accepted accounting

principles (“GAAP”) and expands disclosures about fair value measurements. SFAS No. 157 is effective

for financial statements issued for fiscal years beginning after 15 November 2007. The provisions of

SFAS No. 157 will be applied prospectively as of the beginning of the fiscal year in which it is initially

applied except for, among other items, a financial instrument that was measured at fair value at initial

recognition under Statement 133 using the transaction price in accordance with the guidance in

footnote 3 of Issue 02-3 prior to initial application of SFAS No. 157. The Company is currently

evaluating the impact of SFAS No. 157 and whether to early adopt its provisions.

Quantifying Misstatements

In September 2006, the SEC staff issued SEC Staff Accounting Bulletin (“SAB”) Topic 1N Financial

Statements — Considering the Effects of Prior Year Misstatements When Quantifying

Misstatements in Current Year Financial Statements (“SAB 108”). SAB 108 addresses how a

registrant should quantify the effect of an error on the financial statements. The SEC staff

concludes in SAB 108 that a dual approach should be used to compute the amount of a misstatement.

Specifically, the amount should be computed using both the “rollover” (current year income statement
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perspective) and “iron curtain” (year-end balance sheet perspective) methods. SAB 108 also permits

public companies to report the cumulative effect of the new policy as an adjustment to opening

retained earnings, whereas Under FASB Statement No. 154, Accounting Changes and Error

Corrections, changes in accounting policy generally are accounted for using retrospective application.

The adoption of SAB 108 is not expected to have a material impact on the consolidated financial

statements of the Company.

Accounting for Uncertainty in Income Taxes

In June 2006, the FASB issued Interpretation No. 48 (“FIN 48”) Accounting for Uncertainty in Income

Taxes which is an interpretation of FASB Statement No. 109 Accounting for Income Taxes (“SFAS

109”). This Interpretation clarifies the accounting for uncertainty in income taxes recognized in a

company’s financial statements in accordance with SFAS 109. This Interpretation prescribes a

recognition threshold and measurement attribute for the financial statement recognition and

measurement of a tax position taken or expected to be taken in a tax return. The Company believes

that FIN 48 may have an impact on the Company’s financial statements when there is uncertainty

regarding a certain tax position taken or to be taken. In such a situation, the provisions of FIN 48 will

be utilized to evaluate, measure and record the tax position, as appropriate. FIN 48 is effective for

fiscal years beginning after 15 December 2006. The Company adopted FIN 48 on 1 July 2006. FIN 48 did

not have a material impact on the Company’s consolidated financial statements when adopted.

Accounting Changes and Error Corrections

In May 2005, the FASB issued SFAS No. 154 Accounting Changes and Error Corrections (“SFAS No.

154”), which is a replacement of APB Opinion No. 20 Accounting Changes (“APB 20”), and SFAS No. 3

Reporting Accounting Changes in Interim Financial Statements (“SFAS No. 3”). SFAS No.154 applies to

all voluntary changes in accounting principle, and changes the requirements for accounting for and

reporting of a change in accounting principle. The provisions of SFAS 154 will have an impact on the

Company’s financial statements in the future should there be voluntary changes in accounting

principles. SFAS No. 154 is effective for accounting changes and corrections of errors made in fiscal

years beginning after 15 December 2005. The Company adopted SFAS No. 154 on 1 July 2006.
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Note 2 – Oil and Gas Properties and Other Property and Equipment

Net capitalized costs related to the Company’s oil and natural gas producing activities and its other

property and equipment are as follows (in thousands):

Proved oil and natural gas properties $417,237

Accumulated depreciation, depletion, and amortization (20,225)

Net proved oil and gas properties 397,012

Unproved oil and natural gas properties 50,840

Net oil and gas properties $447,852

Other property and equipment 1,701

Accumulated depreciation (132)

Net other property and equipment $1,569

Net Property and Equipment $449,421

Note 3 – Acquisition 

On 4 April 2006, the Company completed the acquisition of the Oil and Gas Assets. The Oil and Gas

Assets represent interests in oil and natural gas production properties and undeveloped acreage in

approximately 34 onshore and offshore fields. Four major fields acquired: South Timbalier 21, Vermilion

120, Southwest Speaks, and Main Pass 74 comprise approximately 80% of the proved reserves

acquired from Marlin. Total cash consideration of approximately $448.4 million, including acquisition

costs of $1.6 million, included an initial purchase price payment of $421 million, working capital

payments of $9.8 million, and purchase price adjustments from the contractual effective date of the

transaction (1 January 2006) through the closing date (4 April 2006) of $16 million. The Company, as

part of the post closing settlement with Marlin, is due approximately $14.1 million. The following table

presents the allocation of the acquisition cost to the assets acquired and liabilities assumed, based

on their fair values, on 4 April 2006 (in thousands):

Net working capital $358

Insurance receivable 26,614

Acquisition receivable due from Marlin 14,070

Oil and gas properties 443,927

Asset retirement obligations (36,595)

Cash paid including acquisition costs of $1,607 $(448,374)
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The Oil and Gas Assets the Company acquired from Marlin were damaged by hurricanes Katrina and

Rita but were covered in part by insurance. From the date of the acquisition of the Oil and Gas Assets

through 30 June 2006, the Company has spent $32.2 million on inspections, repairs, debris removal,

and the drilling of replacement wells. The insurance coverage is an indemnity program that provides

for reimbursement after funds are expended. Of the amount spent, the Company believes that

$23.5 million is eligible for reimbursement and has recorded this amount as insurance receivable. As of

30 June 2006 the Company has recognized $39.8 million of insurance receivable, which includes

$26.6 million acquired from Marlin, $23.5 million recognized since the acquisition less $10.3 million of

cash proceeds received from the insurance company.

Note 4 – Long-Term Debt 

First Lien Revolver: Through EGC, the Company has a $300 million first lien revolver of which as of

30 Jun 2006, $145 million was committed to by a group of banks, and $122.5 million was outstanding

and none was available (See NOTE 16 for modifications since 30 June). $117.5 million was outstanding as

a loan while $5 million was outstanding in the form of a letter of credit. The revolver is secured by all

of the oil and gas reserves and other assets owned by EGC. The first lien revolver is subject to early

re-determinations, as determined by the agent, made semiannually based upon their assessment of

the value of the reserves as determined by a reserve report. Re-determination is 1 January and 1 July

of each year. Between re-determinations, the availability under the borrowing base currently declines

by $7.5 million per month. Borrowings under the first lien revolver bear interest at either: 1) a base

rate of interest established by the administrative agent in New York and the federal funds rate in

effect plus .5% (the “Base Rate”) plus 25 to 100 basis; or 2) as LIBOR plus 125 to 200 basis points

depending upon the percentage of the total availability drawn at any point in time (the “LIBOR Rate”),

at the Company’s option on conversion dates. As of 30 June 2006, EGC had outstanding approximately

$9.5 million and $108 million at the Base Rate and LIBOR Rate, respectively. The Base Rate and LIBOR

Rate were 9.25% and 7.19% as of 30 June 2006, respectively.

The first lien revolver contains certain covenants, including a required maximum total leverage ratio of

3.5 to 1.0, a required minimum interest coverage ratio of 3.0 to 1.0, and the minimum current ratio of 1.0

to 1.0. At 30 June 2006 the Company was in compliance with all covenants under the first lien revolver.
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Note 4 – Long-Term Debt (Continued)

Second Lien Facility: Through EGC, the Company has a $75 million second lien facility of which $75

million was outstanding as of 30 June 2006. The second lien facility is secured by a second lien on all of

the oil and gas reserves and other assets owned by EGC. Principal payments on the second lien facility

are due each April at 1% of the unpaid principal balance; with the unpaid balance maturing on 2 April

2010. Borrowings under the second lien facility bear interest at either 1) a base rate of interest

established by the administrative agent in New York and the federal funds rate in effect plus .5% (the

“Base Rate”) plus 400 basis points; or 2) as LIBOR plus 500 basis points (the “LIBOR Rate”), at the

Company’s option on conversion dates. The second lien facility is callable at the option of the Company

at a 1% premium in the first year with no premium payable thereafter. As of 30 June 2006, EGC had

outstanding $75 million at the LIBOR Rate. The LIBOR Rate was 10.06% as of 30 June 2006. As more

fully described in NOTE 16, the second lien facility was modified in July, 2006.

The second lien facility contains certain covenants, including a required maximum total leverage ratio

of 4.0 to 1.0, a required minimum interest coverage ratio of 2.75 to 1.0, a minimum current ration of 1.0

to 1.0, and a requirement to maintain a ratio of the net present value of the future net revenues of

proved reserves, discounted at 10% per annum, to total debt of 1.5 to 1.0. At 30 June 2006 the

Company was in compliance with all covenants under the second lien facility.

Note Purchase Agreement: Through US Holdings, the Company entered into a notes purchase

agreement with Satellite dated 2 March 2006 whereby US Holdings agreed to sell $17.5 million

aggregate principal amount of its 6.5% senior notes due 11 May 2006 for a purchase price of $14.15

million. The note purchase agreement was paid in full on 4 April 2006, including interest expense of

$3.5 million.

Put Premium Financing: In conjunction with the Company’s hedging program, the Company financed

certain purchased put premiums with the applicable counterparty. The total cost of the financed put

premiums was $18.4 million with the cost of financing embedded in the price of the put. The Company

recorded the cost of these financed put premiums at their discounted value using an implicit interest

rate of 8.5%. The total interest implicit in these contracts is approximately $1.4 million. Included in

interest expense for the period from inception (25 July 2005) through 30 June 2006 is $161,743

related to the financing of the put premiums.
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Future maturities of long-term debt are as follows (in thousands):

Year Ending 30 June

2007 $9,584

2008 6,318

2009 120,554

2010 72,772

2011 –

Thereafter –

Total $209,228

Note 5 – Asset Retirement Obligations

The following table describes the changes to the Company’s asset retirement obligations (“ARO”) (in

thousands):

Carrying amount of ARO at 25 July 2005 (inception) $–

ARO acquired 36,595

Accretion expense 738

ARO incurred due to drilling activities 511

Carrying amount of ARO at 30 June 2006 $37,844

Note 6 – Derivative Financial Instruments

The Company enters into hedging transactions with major financial institutions to reduce exposure to

fluctuations in the price of crude oil and natural gas. The Company uses financially settled crude oil

and natural gas puts, swaps and zero-cost collars. Any gains or losses resulting from the change in

fair value from hedging transactions that are determined to be ineffective are recorded as a

component of operating income, whereas gains and losses from the settlement of hedging contracts

are recorded in crude oil and natural gas revenue.

With a financially settled purchased put, the counterparty is required to make a payment to the

Company if the settlement price for any settlement period is below the hedged price of the

transaction. With a swap, the counterparty is required to make a payment to the Company if the

settlement price for a settlement period is below the hedged price for the transaction, and the

Company is required to make a payment to the counterparty if the settlement price for any

settlement period is above the hedged price for the transaction. With a zero-cost collar, the 
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Note 6 – Derivative Financial Instruments

counterparty is required to make a payment to the Company if the settlement price for any

settlement period is below the floor price of the collar, and the Company is required to make a

payment to the counterparty if the settlement price for any settlement period is above the cap price

for the collar.

The energy markets have historically been very volatile, and there can be no assurances that crude oil

and natural gas prices will not be subject to wide fluctuations in the future. While the use of hedging

arrangements limits the downside risk of adverse price movements, it also limits future gains from

favorable movements.

Cash settlements, net of the amortization of purchased put premiums on effective cash flow hedges for

the period from 25 July 2005 (inception) through 30 June 2006 resulted in an increase in oil and gas sales

in the amount of $1.4 million. During the period from 25 July 2005 (inception) through 30 June 2006, the

Company recognized income of $119,736 related to the net price ineffectiveness of its hedged crude oil

and natural gas contracts. Cash settlements on derivative contracts not designated as hedges resulted

in a loss of $187,300 for the period from 25 July 2005 (inception) through 30 June 2006.

As of 30 June 2006, the Company had the following hedge contracts outstanding:
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Crude Oil Natural Gas

30 June 2006 30 June 2006

Daily Fair Value Daily Fair Value

Period Volume Contract (Gain) Volume Contract (Gain) 

(MBs) Price Loss (MMBTU) Price Loss Total

Puts (1)

July 2006 – June 2007 588 $60–65 $1,879 10,770 $8.00 $(931) $948

July 2007 – June 2008 141 60 101 6,969 8.00 (92) 9

July 2008 – June 2009 53 60 38 2,680 8.00 (40) (2)

2,018 (1,063) 955

Swaps

July 2006 – June 2007 814 $69.08-74.50 2,231 2,696 $6.72-9.84 (880) 1,351

July 2007 – June 2008 535 69.08–72.00 1,606 2,468 9.00-9.84 (633) 973

July 2008 – June 2009 459 69.08–71.96 604 1,630 9.00-9.39 (429) 175

July 2009 – June 2010 227 69.24–71.06 43 600 9.02 (213) (170)

4,484 (2,155) 2,329

Collars

July 2006 – June 2007 243 $60 – 78 665 1,250 $8.00-11.10 (144) 521

July 2007 – June 2008 278 60–78 761 1,120 8.00-11.10 (129) 632

July 2008 – June 2009 106 60 –78 291 430 8.00-11.10 (50) 241

1,717 (323) 1,394

Net (gain) loss on derivatives $8,219 $(3,541) $4,678

(1) Included in natural gas puts are 8,260 MMBTUS, 6,390 MMBTUS and 2,450 MMBTUS of $6 to $8 put spreads for the

years ended 30 June 2007, 2008 and 2009, respectively.
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Note 6 – Derivative Financial Instruments (continued)

The Company has reviewed the financial strength of its hedge counterparties and believes the credit

risk to be minimal. At 30 June 2006, the Company had no deposits for collateral with its

counterparties.

The following table sets forth the results of third party hedging for the period from 25 July 2005

(inception) through 30 June 2006 (dollars in thousands):

Crude Oil Natural Gas

(MBLS) (MMBTUS)

Quantity settled 314 1,331

Increase (decrease) in revenues $(695) $2,122

On 26 June 2006, the Company entered into an interest rate costless collar to mitigate the risk of

loss due to changes in interest rates. The dollar amount hedged was $75 million with the interest rate

collar being 5.45% to 5.75%. At 30 June 2006, the Company had deferred $126,442, net of tax, in gains

in OCI related to this instrument.

The following table reconciles the changes in accumulated other comprehensive income (loss) for the

period from 25 July 2005 (inception) to 30 June 2006 (in thousands):

Accumulated other comprehensive income (loss) – 25 July 2005 (inception) $–

Hedging activities:

Change in fair value of crude oil and natural gas hedging positions (4,678)

Change in fair value of interest rate hedging position 126

Accumulated other comprehensive income (loss) at 30 June 2006 $(4,552)
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Note 7 – Income Taxes 

The components of the Company’s income tax provision are as follows (in thousands):

Current $913

Deferred 814

Tax provision $1,727

The following is a reconciliation of statutory income tax expense to our income tax provision (in

thousands):

Income before income taxes $8,669

Statutory rate 35%

Income tax expense computed at statutory rate 3,034

Reconciling items:

State income taxes, net of federal tax benefit 50

Non taxable foreign income (1,357)

Tax provision $1,727
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Note 7 – Income Taxes (continued)

Deferred income taxes primarily represent the net tax effect of temporary differences between the

carrying amounts of assets and liabilities for financial reporting purposes and the amounts used for

income tax purposes. The components of our deferred taxes are detailed in the table below (in

thousands):

Deferred tax assets:

Derivative instruments $2,519

Oil and gas property 1,310

Accretion of asset retirement obligation 258

Employee benefit plans 104

Total deferred tax assets 4,191

Deferred tax liabilities:

Other property and equipment 2,411

Derivative instruments 143

Total deferred tax liabilities 2,554

Net deferred tax asset $1,637

Reflected in the accompanying balance sheet as:

Non-current deferred tax asset $1,780

Current deferred tax liability $(143)

Note 8 – Stockholders’ Equity

Common Stock

The Company’s shareholders are entitled to one vote for each share of common stock held on all

matters to be voted on by shareholders.

Preferred Stock

The Company’s bye-laws authorize the issuance of 2,500,000 shares of preferred stock. The Company’s

Board of Directors are empowered, without shareholder approval, to issue preferred stock with

dividend, liquidation, conversion, voting or other rights which could adversely affect the voting power or

other rights of the holders of common stock. The Company had not issued preferred stock as of

30 June 2006.
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Warrants

The Company issued 100,000,000 warrants in October 2005 as part of its admission to trading on the

AIM. Each warrant entitles the holder to purchase one common share at a price of $5.00 per share.

The warrants will be redeemable, at any time after they become exercisable, upon written consent of

the placing agents, at a price of $0.01 per warrant upon 30 days notice after the warrants become

exercisable, if, and only if, the last independent bid price of the common shares equals or exceeds

$8.50 per share for any 20 trading days within a 30 trading day period ending three business days

before the Company sends the notice of redemption and the weekly trading volume of the Company’s

common shares has exceeded 800,000 for each of the two calendar weeks before the Company sends

the notice of redemption. Investors will be afforded the opportunity to exercise the warrants on

margin and simultaneously sell the shares for a “cashless exercise” if the Company calls the warrants.

The warrants will expire 20 October 2009. On 7 June 2006, the Company temporarily reduced the

exercise price on its warrants from $5 a share to $4 per share for warrant holders who exercised

prior to 10 July 2006. As of 30 June 2006, the Company had 81,854,871 outstanding warrants

exercisable for $4 per share. At 30 June 2006, 18,145,129 warrants had been exercised, resulting in

total cash inflow of approximately $65.3 million and recognition of the stock subscription receivable of

approximately $7.3 million. Cash was received in the amount of approximately $7.3 million in July 2006 in

satisfaction of the stock subscription receivable. See Note 16 for further information with respect to

the exercise of the warrants.

Unit Purchase Option

As part of the placement on the AIM, the Company issued to an underwriter and its designees

(including its officers) an option (exercisable in whole or part) to subscribe up to 5,000,000 Units at a

price of $6.60 per Unit. Fair value of the options, determined by using the Black-Scholes pricing model,

was approximately $8.2 million, and recorded as a cost of the Placement in stockholders’ equity and

additional paid-in capital. The options expire on 20 October 2010.
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Note 9 – Supplemental Cash Flow Information

The following represents the Company’s supplemental cash flow information (in thousands):

Cash paid for interest $4,760

Cash paid for income taxes –

The following represents the Company’s non-cash investing and

financing activities (in thousands):

Put premiums acquired through financing $16,958

Common stock issued through recognition of a receivable $7,326

Additions to property and equipment by recognizing accounts payables $5,986

Additions to property and equipment by recognizing asset retirement obligations $511

Capital expenditures submitted for insurance reimbursement that were

incurred by recognizing accounts payable $13,438

Unit purchase options issued to underwriters $8,157

Note 10 – Employee Benefit Plans

Participation Share Program: The Company has adopted a Participating Share Program as an

incentive and retention program for its employees. Participation shares (or “Phantom Stock”) are

issued from time to time at a value equal to the Company’s share price at the time of issue. The

Phantom Stock vest equally over a three-year period. When vesting occurs, the Company pays the

employee an amount equal to the then current share price times the number of restricted stock units

that have vested, plus the cumulative value of dividends applicable to the Company’s stock. At the

Company’s sole discretion, at the time the Phantom Stock vest, the Company has the ability to offer

the employee to accept shares in lieu of cash. Upon a change in control of the Company, all

outstanding Phantom Stock become immediately vested and payable.

As of 30 June 2006, the Company had issued 745,000 shares of Participation Shares and recognized

expense of $138,304 and capitalized $82,699 in oil and gas properties. A liability has been recognized

in the amount of $221,003 in Other liabilities in the accompanying Consolidated Balance Sheet. The

amount of the liability will be remeasured to fair value as of each reporting date. No Phantom Stock

has vested as of 30 June 2006.

Defined Contribution Plans: The Company’s employees are covered by a discretionary noncontributory

profit sharing plan. The plan provides for annual employer contributions based upon 10% of annual

salaries. The Company also sponsors a qualified 401 (k) Plan. The cost to the Company under these

plans was approximately $104,828.
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Note 11 – Related Party Transactions

The Company assumed certain contracts and obligations relating to the Placement and organization

costs that were entered into and paid, prior to the Company’s formation, by The Exploitation Company,

LLC (“TEC”), a partnership controlled by affiliates of the Company. In addition, as a convenience to the

Company, TEC paid for certain expenses incurred by the Company which are reimbursed by the

Company on a monthly basis. TEC charges no fees or interest for this service. Furthermore, the

Company rented office space and certain administrative services for $7,500 per month, through

31 March 2006, the date the arrangement ended with TEC. The Company has paid TEC $37,500 of

rental expense.

The Company has entered into employment agreements with each of Messrs. Schiller, Weyel, and

Griffin, who serve as the Company’s Chief Executive Officer and Chairman of its Board of Directors,

President and Chief Operating Officer, and Chief Financial Officer, respectively. Under these

agreements, each of the executives will also be entitled to additional benefits, including

reimbursement of business and entertainment expenses, paid vacation, company-provided use of a car

(or a car allowance), life insurance, certain health and country club memberships, and participation in

other company benefits, plans, or programs that may be available to other executive employees of the

Company from time to time. Each employment agreement has an initial term beginning on 4 April 2006,

and ending on 20 October 2008, after which it will be automatically extend for successive one-year

terms unless either the executive or the Company gives written notice within 90 days prior to the end

of the term that such party desires not to renew the employment agreement.

Note 12 – Earnings Per Share 

Basic earnings per share of common stock is computed by dividing net income by the weighted

average number of shares of common stock outstanding during the year. Except when the effect

would be anti-dilutive, the diluted earnings per share include the impact of restricted stock and the

potential dilution that would occur if warrants to issue common stock were exercised. The following

table sets forth the calculation of basic and diluted earnings per share (“EPS”) (in thousands, except

share and per share data):

Net Income $6,942

Weighted average shares outstanding for basic EPS 49,839,179

Add dilutive securities: warrants 8,635,592

Weighted average shares outstanding for diluted EPS 58,474,771

Earnings per share – basic $0.14

Earnings per share – diluted $0.12
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Note 13 – Commitments and Contingencies 

Litigation: The Company is a party to litigation in the normal course of business. While the outcome of

litigation against the Company cannot be predicted with certainty, management believes that the

effect on its financial condition, results of operations and cash flows, if any, will not be material.

Lease Commitments: The Company has an non-cancelable operating lease for office space that

expires on 31 July, 2013. Future minimum lease commitments as of 30 June 2006 under the operating

leases are as follows (in thousands):

Year Ending 30 June 

2007 $638

2008 726

2009 726

2010 726

2011 726

Thereafter 736

Total $4,278

Rent expense for the period from inception (25 July 2005) through 30 June 2006 was approximately

$76,000.

Letters of Credit and Performance Bonds: The Company had $5.3 million in letters of credit and $38.8

million of performance bonds outstanding as of 30 June 2006.

Drilling Rig Commitments: In June 2006, entered into a 90 day agreement, commencing on 31 August

2006, to secure a drilling rig for a total commitment of $20.7 million.

Note 14 -Concentrations of Credit Risk

Major Customers: Our production is sold on month to month contracts at prevailing prices. The

following table identifies customers from whom we derived 10% or more of our net oil and gas

revenues during the period from inception (25 July 2005) through 30 June 2006. Based on the

availability of other customers, the Company does not believe the loss of any of these customers would

have a significant effect on its operations or financial condition.

Customer Percent of Total Revenue

Chevron, USA 57%

Louis Dreyfus Energy Services, LP 14%
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Accounts Receivable: Substantially all of our accounts receivable result from oil and natural gas sales

and joint interest billings to third parties in the oil and gas industry. This concentration of customers

and joint interest owners may impact our overall credit risk in that these entities may be similarly

affected by changes in economic and other conditions. Based on the current demand for natural gas

and oil, we do not expect that termination of sales to any of our current purchasers would have a

material adverse effect on our ability to find replacement purchasers and to sell our production at

favorable market prices.

Derivative Instruments: Derivative instruments also expose the Company to credit risk in the event of

nonperformance by counterparties. Generally, these contracts are with major investment grade

financial institutions and other substantive counterparties. We believe that our credit risk related to

the futures and swap contracts is no greater than the risk associated with the primary contracts and

that the elimination of price risk through our hedging activities reduces volatility in our reported

results of operations, financial position and cash flows from period to period and lowers our overall

business risk.

Cash and Cash Equivalents: The Company is subject to concentrations of credit risk with respect to

its cash and cash equivalents, which the Company attempts to minimize by maintaining its cash and

cash equivalents with major high credit quality financial institutions. At times cash balances may

exceed limits federally insured by the Federal Deposit Insurance Corporation.

Note 15 – Fair Value of Financial Instruments

We include fair value information in the notes to consolidated financial statements when the fair value

of our financial instruments is different from the book value. The Company believes that the carrying

value of our cash and cash equivalents, receivables, accounts payable, accrued liabilities and short-

term and long-term debt, materially approximates fair value due to the short-term nature and the

terms of these instruments.

Note 16 – Subsequent Events

Acquisition: On 7 June 2006, EGC entered into a definitive agreement with a number of sellers (the

“Sellers”) to acquire certain oil and gas properties in Louisiana (the “Castex Acquisition”). The Company

made a $10 million earnest money deposit and put in place certain commodity hedges in anticipation of

closing. The properties comprise interests in approximately 21 fields with 35 producing wells and

approximately 108,000 net acres. Approximately 91% of the proved reserves are natural gas.

EnergyXXI Annual Report 2006    51



Note 16 – Subsequent Events (continued)

EGC closed the acquisition on 28 July 2006 and at the same time entered into a 50/50 exploration

agreement with the seller for 24 months covering an area of mutual interest in South Louisiana.

In addition, the Company entered into a joint development agreement with the seller which includes

the area around Lake Salvador. The Company’s cash cost of the acquisition was approximately $308

million for the reserves and the Company agreed to provide up to a $31 million carried interest in

future wells to be drilled.

The Company’s obligation to fund the carried interest is limited to no more than $4 million per month.

The Company anticipates that this carried interest will be fully realized within 24 months. In addition,

if hydrocarbon production from one of the properties acquired exceeds 34 billion cubic feet equivalent

(BCFE), a level above the proved reserves assumed by the company in the acquisition, a production

payment of up to 3 BCFE of future production will also be payable to the Sellers beginning in January

2009.

Early Warrant Exercise: As part of the funding of the Castex Acquisition, on 7 June 2006, the

Company temporarily reduced the exercise price on its warrants from $5 a share to $4 per share.

As of the end of the discounted warrant exercise period (10 July 2006), 21,410,128 warrants were

exercised (18,145,129 as of 30 June 2006), resulting in total cash inflow of approximately $85.6 million

to the Company. Upon completion of a warrant exercise, there were 83,910,128 shares of common

stock and 78,589,872 warrants outstanding.

Financing: To support financing of the Private Seller Acquisition, Energy XXI utilized the $85.6 million in

cash realized from the reduced price warrant solicitation combined with an expansion of existing

credit facilities by $340 million. The credit facilities expansion represents an increase in the second

lien facility, led by BNP Paribas, from $75 million to $300 million with a further extension to $325 million

available depending upon demand during syndication and increased availability under the first lien

revolver, led by The Royal Bank of Scotland, from $145 million to $260 million. At closing, Energy XXI

had $300 million of the second lien facility drawn plus an additional $124.5 million under the first lien

facility utilized resulting in total indebtedness of $424.5 million plus a $5 million letter of credit, leaving

$130.5 million of availability under the Company’s revised credit facilities to fund future growth and

operations. Borrowings under the first lien revolver bear interest at either: 1) a base rate of interest

established by the administrative agent in New York and the federal funds rate in effect plus .5% 

(the “Base Rate”) plus 25 to 100 basis points; or 2) as LIBOR plus 125 to 200 basis points depending

upon the percentage of the total availability drawn at any point in time, at the Company’s option on

conversion dates. Borrowings under the second lien facility bear interest at either:
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1) a base rate of interest established by the administrative agent in New York and the federal funds

rate in effect plus .5% (the “Base Rate”) plus 400 basis points; or 2) as LIBOR plus 550 basis points, at

the Company’s option on conversion dates.

The syndication of the second lien facility was oversubscribed and on 1 September 2006, the second

lien facility was increased to $325 million. The net amount of this extension, after fees, was used to

reduce outstanding indebtedness under the first lien revolver. As of the date of this report, the

Company had total debt under the first lien revolver and second lien facility of $456.9 million

comprised of $131.9 million on the first lien revolver and $325 million on the second lien facility.

Additionally, the Company had a further $93 million available for borrowing under the first lien revolver.

Drilling Rig Commitments: The Company, subsequent to 30 June 2006, entered into three agreements

ranging from 90 days to one year to secure drilling rigs. Total commitments under the contacts are

approximately $44.7 million.

Note 17 – Pro Forma Information (Unaudited)

The following summarizes the unaudited pro forma financial information for the year ended 30 June

2006 assuming the Oil and Gas Assets acquired from Marlin described in Note 3 occurred as of 1 July

2005. These unaudited pro forma financial results have been prepared for informational purposes only.

These unaudited pro forma financial results may not be indicative of the results that would have

occurred if the Company had completed the acquisitions as of 1 July 2005 or the results that will be

attained in the future. (in thousands, except per share data)

Oil and natural gas revenues $157,110

Net loss $(14,909)

Net loss per share – basic $(0.23)

Net loss per share – diluted $(0.23)

Note 18 – Supplementary Oil and Gas Information (Unaudited) 

The following information concerning our oil and natural gas operations has been provided pursuant to

SFAS No. 69 Disclosures about Oil and Gas Producing Activities. The Company’s oil and natural gas

producing activities are conducted offshore in federal and state waters of the Gulf of Mexico and

onshore in Texas and Louisiana.

EnergyXXI Annual Report 2006    53



Note 18 – Supplementary Oil and Gas Information (Unaudited) 

Capitalized Costs of Oil and Natural Gas Properties (in thousands)

Unproved oil and natural gas properties, not subject to amortization $50,840

Proved oil and natural gas properties subject to amortization 417,237

Capitalized costs 468,077

Accumulated depreciation, depletion and amortization (20,225)

Net capitalized costs $447,852

Capitalized Costs Incurred (in thousands)

Costs incurred for oil and natural gas acquisition, exploration, development are summarized below.

Costs incurred for the period from inception (25 July 2005) through 30 June 2006 include general and

administrative costs related to acquisition, exploration and development of oil and natural gas

properties of $1.9 million. There was no interest expensed capitalized during this period.

Acquisition of properties:

Unevaluated $50,840

Proved 393,087

Exploration costs –

Development costs 24,150

Total costs incurred $468,077

Standardized Measure of Discounted Future Net Cash Flows

The following table sets forth the computation of the standardized measure of discounted future net

cash flows relating to proved reserves and the changes in such cash flows in accordance with SFAS

No. 69. The standardized measure is the estimated excess future cash inflows from proved reserves

less estimated future production and development costs, estimated plugging and abandonment costs,

estimated future income taxes and a discount factor. Future cash inflows represent expected

revenues from production of period-end quantities of proved reserves based on period-end prices

and any fixed and determinable future price changes provided by contractual arrangements in

existence at year end. Price changes based on inflation, federal regulatory changes and supply and

demand are not considered. Estimated future production costs related to period-end reserves are

based on period-end costs. Such costs include, but are not limited to, production taxes and direct

operating costs. Inflation and other anticipatory costs are not considered until the actual cost

change takes effect. Estimated future income tax expenses are computed using the appropriate

period-end statutory tax rates. A discount rate of 10% is applied to the annual future net cash flows.
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The methodology and assumptions used in calculating the standardized measure are those required by

SFAS No. 69. The standardized measure is not intended to be representative of the fair market value

of the proved reserves. The calculations of revenues and costs do not necessarily represent the

amounts to be received or expended. Average prices per BBL a MCF of oil and natural gas,

respectively, which includes the impact of the Company’s hedging activities, used in making the present

value and standardized measure determination as of 30 June 2006, was $70.98 and $6.99, respectively.

The standardized measure of discounted future net cash flows related to proved oil and gas reserves

as of 30 June 2006 is as follows (in thousands): 

Future cash inflows $1,421,170

Future costs:

Production costs (305,653)

Development costs (231,692)

Future income tax expense (122,237)

10% annual discount for estimating timing of cash flows (241,844)

Standardized measure of discounted future net cash flows $519,744

As of 30 June 2006, the Company’s standardized measure of discounted future net cash flows

includes estimated future development costs for our proved undeveloped reserves of $148,340,000.

Changes in standardized measure from inception (25 July 2005) through 30 June 2006 (in thousands):

Standardized measure, inception (25 July 2005) $–

Sales and transfers of oil and gas produced net of production costs (37,126)

Net changes in price and production costs 40,810

Extensions, discoveries and improved recovery, less related costs –

Revisions of previous quantity estimates 19,294

Accretion of discount –

Net change in income taxes (122,237)

Purchases (sales) of minerals in place 620,040

Development costs incurred during the period 23,639

Changes in estimated future development (24,676)

Standardized measure, 30 June 2006 $519,744
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Note 18 – Supplementary Oil and Gas Information (Unaudited) (continued)

Estimated Net Quantities of Oil and Natural Gas Reserves 

The following estimates of the net proved oil and natural gas reserves of the Company’s oil and gas

properties located entirely within the United States of America, are based on evaluations prepared by

our engineers and third-party reservoir engineers. Reserves were estimated in accordance with

guidelines established by the SEC and the Financial Accounting Standards Board (“FASB”), which

require that reserve estimates be prepared under existing economic and operating conditions with no

provisions for price and cost changes except by contractual arrangements. Reserve estimates are

inherently imprecise and estimates of new discoveries are more imprecise that those of producing oil

and gas properties. Accordingly, reserve estimates are expected to change as additional performance

data becomes available.

Estimated quantities of proved domestic oil and gas reserves and changes in quantities of proved

developed and undeveloped reserves in thousands of barrels (“MBBLS”) and thousands of cubic feet

(“MMCF”) for each of the periods indicated were as follows: 

Natural Gas

Oil (MBBLS) (MMCF)

Proved developed and undeveloped reserves at inception (25 July 2005) – -

Purchases of minerals in place – 4 April 2006 14,160 66,674

Extensions and discoveries – –

Revisions to previous estimates 106 436

Production – 4 April 2006 through 30 June 2006 (446) (2,459)

Proved developed and undeveloped reserves at 30 June 2006 13,820 64,651

Proved developed reserves at 30 June 2006 8,922 42,246
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