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Canacol Energy

Returning value to shareholders through dividend

Canacol Energy presented a 22% increase in natural gas production
compared to Q219 following the achievement of one of its 2019 milestones
—the Jobo to Cartagena 100mmscfd pipeline. 2019 is proving to be a
transformational year for the company, with an increase in production to
215mmscfd and advanced negotiations to expand export capacity to
315mmscfd by the end of 2023. Given the forecast of stable free cash flows
for the coming years, Canacol’s board of directors decided to declare a
recurring quarterly dividend, starting in Q419 at US$7m. Our 2P + risked
exploration NAV is in line with our previous note at C$6.35/share, a 1%
decrease, reflecting a 4% decrease in our 2019 production estimate.

Revenue*  Adj EBITDAX** Cash from Net debt**  Capex*** Yield
Year-end (US$m) (US$m)  operations (US$m) (US$m) (US$m) (%)
12117 156.6 130.2 65.3 255.5 (106.0) N/A
12118 204.5 138.6 94.0 288.1 (75.5) N/A
12119 218.5 178.2 154.5 285.3 (119.0) 1.1
12/20e 321.8 273.0 230.8 140.1 (27.8) 43

Note: *Revenue net of transport expense and royalty. **Adjusted EBITDAX is before non-
recurring or non-cash charges and exploration expense. ***Cash and equivalents minus
short- and long-term debt. ***Forecasts based on 2P production profile.

Production ramp-up to 215mmscfd

Following completion of the Jobo to Cartagena pipeline in July 2019, Canacol’s
Q319 natural gas production increased to 215mmscfd, resulting in average natural
gas production for the quarter of 147.6mmscfd, slightly below our last estimate of
161mmscfd. Natural gas operating netbacks remained in line with Q219 at
US$3.86/mcf. The company achieved a 23% decrease in operating expenses
through operational synergies; however, these were offset by a decrease in realised
natural gas prices. Negotiations are ongoing for an additional 100mmscfd pipeline
export capacity to Medellin, and the company is close to finalising the related gas
sales agreement for half of the pipeline capacity with a major Colombian utility.

US$7m cash dividend for Q419

Canacol’s board of directors approved a US$7m quarterly dividend to be distributed
to shareholders, representing ¢ C$0.052/share or an annualised yield of 4.4%. In
our , we tested the company’s ability to distribute a sustainable cash
dividend looking at the company’s free cash flow (FCF) generation and dividend-
paying peers. Our analysis showed that a yearly cash dividend at c US$30m is
sustainable at least until 2025, which is in line with the announced dividend, which
corresponds to an annualised cash dividend of US$28m.

Valuation: Broadly unchanged at C$6.35/share

Our base case valuation of Canacol stands at C$6.35/share. The company
currently trades at an FY20 P/CF of 4.2x, versus its Canadian peers on 2.0x, and
its peer group of North American E&Ps with South American operations on 2.5x.
We believe this premium is driven by certainty of price realisations and a strong
free cash flow yield relative to peers. Key risks remain around the ability to replace
reserves, somewhat mitigated by its strong track record of exploration success.
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Increasing sales gas in Q319

As estimated in our previous note, Canacol announced an increase in natural gas production in
Q319 following the completion of the Jobo to Cartagena pipeline in July 2019, which resulted in a
rise of 100mscfd of export capacity for Canacol to 215mmscfd. The Jobo 3 natural gas processing
facility also commenced operating in Q319, increasing Canacol’s natural gas treatment capacity
from 200mmscfd to 330mmscfd.

Average natural gas production increased 22% from 121.5mmscfd in Q219 to 147.6mmscfd in
Q319, resulting in natural gas revenues, net of royalties and transportation costs, of US$55.1m. We
had previously estimated Q319 at ¢ 161mmscfd; however, production in the quarter was slightly
lower due to commissioning and integration downtime events. The company’s natural gas operating
netbacks remained relatively in line (down 1%) with Q219 at US$3.86/mcf. Canacol achieved a
23% decrease in operating expenses through operational synergies and automation; however,
these were offset by a decrease in realised natural gas prices. Q319 capex was US$30.8m (9M
US$79m).

Negotiations ongoing for additional 100mmscfd export capacity

In July 2019, Canacol achieved an important milestone it had set for 2019 in completing the
100mmscfd capacity Jobo to Cartagena pipeline, and bringing Canacol’s natural gas production to
a level of 215mmscfd in August 2019.

Concurrently, Canacol initiated negotiations for an additional export route, towards the south. A
further 100mmscfd capacity pipeline towards Medellin is expected to be online by the end of 2023,
according to management plans. Meanwhile, Canacol expects the imminent closing (November
2019) of a 12-year take-or-pay sales contract with a Colombian utility for half of the pipeline
capacity. The next stage will be the formation of a consortium, expected by the end of 2019, which
will be responsible for building and operating the Jobo to Medellin pipeline.

4.4% dividend yield announced

In our , we tested Canacol’s financial capability relative to a possible dividend
distribution to shareholders. We looked at FCF generation under our 2P development scenario, and
also what shareholder returns could potentially look like if management were to move to returning
FCF to shareholders, and assuming an estimated cash yield in line with dividend-paying peers. Our
analysis showed that a yearly cash dividend at c US$30m is sustainable at least until 2025, even in
our 2P scenario. In Q319 Canacol announced a US$7m dividend for the final quarter of 2019,
which, annualised, would result in a US$28m cash dividend, in line with our estimate of a
sustainable dividend for the company. This amount represents ¢ C$0.052/share or a yield of
approximately 4.4% annually at the current share price.

Exploration and appraisal success remains high at 85%

Canacol’s drilling success rate has continued in 2019, with discoveries in Ocarina-1 and Acordeon-
1 and three development wells, Palmer-2, Nelson-7 and Clarinete-4. Since our September

, the final well in the programme, exploration well Arandala-1, has been drilled, cased and
completed, but test results have yet to be released. This is the only well in the programme targeting
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the shallower, lower pressured Porquero sandstone, with the majority of the company’s wells

producing from the Cienago de Oro (CDO) sandstone.

Canacol has also provided test data for Clarinete-4, which flowed at a 40mmscfd and has now been
tied into the new Clarinete to Jobo pipeline. The Pandereta-5 appraisal well was designed to target
an increase in the Pandereta field 2P resources of 100bcf, by assessing an area outside the three-
way closure tested by Pandereta-3. Pandereta-5 did not encounter commercial quantities of gas,
but this will have limited impact on the field’s current gas reserves We expect a similar number of
wells to be drilled in 2020, and details of this programme are expected to be released by January

2020.

Exhibit 1: Canacol existing gas fields, prospects and leads
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The programme has confirmed Canacol’s strong successful exploration and appraisal track record,
with 85% of these wells successfully drilled to date. The company utilises AVO methodology on

seismic to distinguish between gas bearing and water bearing sandstones to support its high

success rate in the Lower Magdalena Valley basin.
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Exhibit 2: Arandala-1 depth structure map at Middle Exhibit 3: Arandala-1 fluid factor at Middle Porquero
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Valuation

Our 2P valuation incorporates discounted cash flows reflecting the monetisation of the company’s
existing reserve base, adjusting for overheads, net debt and decommissioning provisions to arrive
at an NAV. We also look at two additional valuation scenarios that include incremental reserves
over and above 2P; here we include ‘maintenance’ capex (largely 3D seismic, exploration wells and
tie-in costs) required to add reserves to sustain production plateau. Our DCFs utilise a standardised
discount rate of 12.5%, but we provide sensitivities to this key assumption later in this note. Key
model inputs for our valuation scenarios can be found in our initiation note.

In our 2P valuation case, we use reported year-end 2018 reserves of 559bcf, reflecting a relatively
short production plateau of 215mmscfd sales prior to terminal decline, assuming minimal
incremental drilling beyond planned development wells and zero value for acreage and prospective
resource.

We now update our estimates based on Q319 results and management’s new production guidance
for FY19. We also reflect the production ramp-up in H219 and take into consideration the lower
than estimated Q319 production of 147.6mmscfd versus our previous estimate of 160.6mmscfd.
We also update our G&A estimates to reflect the reduction reported in January to September 2019.
Our currency exchange assumption is updated from C$1.33/US$ to C$1.32/US$. Edison’s currency
exchange figure is based on the average exchange rate for the last six months before the current
quarter in order to avoid big fluctuations between notes.

Our base case valuation currently stands at C$6.35/share (-1%), broadly in line with our previous
valuation, which was C$6.40/share.
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Exhibit 4. Base case NAV breakdown

Asset Country  Diluted WI CoS  Recoverable reserves Net risked value @12.5%

% % Gross Net NPV per mcf NPV  Risked

bef bef US$/mcf US$m  C$/share

Net debt end 2018 (288.1) (1.96)
SG&A - NPV of 5 years (87.7) (0.60)
Decomm provisions (22.9) (0.16)
Cash from assumed exercise of options 64.8 0.44
Producing assets
Esperanza Colombia 100% 100% 255.2 255.2 1.72 438.5 298
VIM-21 Colombia 100% 100% 47.9 47.9 2.06 98.7 0.67
VIM-5 Colombia 100% 100% 253.2 253.2 1.50 379.5 258
Core NAV 556.4 556.4 583.0 3.96
Exploration / Development upside
Five-year programme (800bcf gross) 100% 45% 800.0 800.0 0.98 352.8 240
Total NAV 1,356.4 1,356.4 935.8 6.35

Source: Edison Investment Research. Note: Number of shares = 194.5m (includes dilution from all share options).
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The market appears to be fully valuing Canacol’'s 2P reserve base but undervaluing prospective
resource despite historically high E&A success rates, currently at 85%. We estimate a market-
implied exploration success rate of just 80% based on 2.6tcf of net unrisked prospective resource
(Gaffney Cline estimated Pmean). Below, in Exhibit 5, it is possible to see the impact of Edison’s
different valuation scenarios versus the current share price.

Exhibit 5: Edison valuation scenarios versus share price (base case at 12.5% WACC)
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Discount rate sensitivity

We have used a generic discount rate of 12.5% in our valuation; this is in line with that used for
funded, cash-generative E&Ps with operations in emerging markets, resulting in a valuation of
C$6.35/share. At a 10% discount rate this would be increased to C$6.98/share. We provide a
sensitivity to this key input below.

Exhibit 6: 2P and risked exploration NAV sensitivity (C$/share) to WACC

8.0% 10.0% 12.5% 15.0%
2P NAV 5.16 4.58 3.96 342
Risked NAV (800bcf risked @ 45%) 7.55 6.98 6.35 5.82

Source: Edison Investment Research

Relative valuation

Canacol currently trades at a premium to our NPV125 valuation of the company’s 2P reserve base,
reflecting its ability to continue to replace production and grow its reserve base. Relative to
Canacol’s peer group, the free cash flow yield post FY20 (based on 215mmscfd plateau production
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and after maintenance capex) is high at 20.3%. This supports shareholder cash returns. Canacol
trades at a P/CF multiple of 6.8x in FY19 and 4.2x in FY20, compared to its Canadian E&P peers
on 2.1x and 2.0x, and its North American E&P peers with South American operations on 3.8x and
2.5x, respectively.

We feel this is justified given the company’s historical exploration and appraisal success rates as
well as installed infrastructure capable of supporting plateau production well beyond that implied by
current reserves. Other supporting factors include limited exposure to commaodity price volatility, low
levels of debt and high netbacks, which could help justify a lower cost of capital than our assumed
12.5%. We provide a sensitivity to this driver in Exhibit 6.

North American E&P peers with South American operations include Frontera Energy, Gran Tierra,
Parex Resources, PetroTal and Geopark. The latter recently announced the acquisition of Amerisur,
an oil player in Colombia, for US$315m reflecting a renewed merger and acquisition appetite in the
region.
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Exhibit 7: Peer group valuation table

Company

=/Edison forecast
=ICanada

Canacol Energy

= Canacol peer group
=ISouth American operations

Frontera Energy Corp
Geopark Ltd

Gran Tierra Energy Inc
Parex Resources Inc
PetroTal Corp

=Canada
=/Junior E&P <30kboed

Bonterra Energy Corp
Canacol Energy Ltd
Cardinal Energy Ltd
Crew Energy Inc

Delphi Energy Corp
Journey Energy Inc
Obsidian Energy Ltd
Pengrowth Energy Corp
Pine Cliff Energy Ltd
Storm Resources Ltd
Surge Energy Inc
Tamarack Valley Energy Ltd
TORC Oil & Gas Ltd
TransGlobe Energy Corp
Yangarra Resources Ltd

=/Intermediate E&P>30kboed

Advantage Oil & Gas Ltd
Athabasca Oil Corp
Baytex Energy Corp
Bellatrix Exploration Ltd
Birchcliff Energy Ltd
Bonavista Energy Corp
Frontera Energy Corp
Gran Tierra Energy Inc
Kelt Exploration Ltd

MEG Energy Corp
NuVista Energy Ltd
Painted Pony Energy Ltd
Paramount Resources Ltd
Parex Resources Inc
Peyto Exploration & Development Corp
Whitecap Resources Inc

=ILarge E&P>100kboed

-IUs

ARC Resources Ltd

Canadian Natural Resources Ltd
Crescent Point Energy Corp
Encana Corp

Enerplus Corp

Seven Generations Energy Ltd
Tourmaline Oil Corp

Vermilion Energy Inc

+lIntermediate/Large E&P >30kboed
=/RoW

+lIntermediate/Large E&P >30kboed
Grand Total

Source: Edison Investment Research. Note: Priced at 14 November 2019.
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1,079
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461
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0.90
4.02
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434
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6.32
4.89
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4.25
2.53
4.03
117
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4.16
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3.66
7.23
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4.75
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4.25
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423
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439
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43.4%
232.1%
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12.0%
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-12.2%
11.1%
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Financials

Canacol’s first nine months of 2019 netbacks per unit of production increased 3% from a reported
full year FY18 US$3.80/mcf pre-tax, to US$3.92/mcf, resulting in a realised EBITDAX of
US$122.9m for the period, compared to US$105.2m in the first nine months of 2018. The increases
are mainly attributable to a reduction in operating expenses. With the production ramp-up to
215mmscfd, we forecast EBITDAX of US$178.2m in FY19 and US$273.0m in FY20, which will
account for a full year at plateau production.

Canacol announced a US$7m dividend for Q419 in line with our previous estimates of this being a
sustainable distribution. With the distribution of a cash dividend, our forecast reduction in net debt
and gearing is now expected to be slightly slower. Nonetheless, we estimate that Canacol’s balance
sheet will turn to positive net cash in 2021. Excess cash is, in our view, likely to be directed to
expanding the company’s footprint through the drill bit considering the extensive acreage the
company owns around its producing facilities. The excess cash will also offer significant capacity for
returns to shareholders.

Exhibit 8: Gearing and net debt/EBITDA (2P scenario)  Exhibit 9: FCF forecasts
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Exhibit 8 looks at FCF generation under our 2P development scenario, and shareholder returns
taking into account the announced dividend and assuming it remains constant in the foreseeable
future, and we can see that a yearly cash dividend at US$28m is sustainable at least until 2025,
even in our 2P scenario.
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Exhibit 10: Financial summary

Year-end 31 December

Profit & Loss

Revenue net of royalty and transport expense*
Cost of sales (opex)

Gross profit

General & admin

Share based payments

Exploration expense

EBITDA

Adjusted EBITDAX (before non-cash items, exploration expense, one-offs)
Depreciation

Operating Profit (before amort. and except.)
Intangible amortisation

Exceptionals

Other

EBIT

Net interest

Profit Before Tax (norm)

Profit Before Tax (FRS 3)

Tax

Profit After Tax (norm)

Profit After Tax (FRS 3)

Average Number of Shares Outstanding (m)
EPS - normalised (c)

EPS - normalised fully diluted (c)

EPS - (IFRS) (US$)

Dividend per share (c)

Gross margin (%)
EBITDA margin (%)
Operating margin (before GW and except.) (%)

Balance Sheet
Non-current assets
Intangible assets
Tangible assets
Investments

Current assets

Stocks

Debtors

Cash

Other/ restricted cash
Current liabilities
Creditors

Short-term borrowings
Long-term liabilities
Long-term borrowings
Other long-term liabilities (inc. decomm.)
Net assets

Cash Flow

Operating cash flow
Capex inc acquisitions™*
Financing expenses
Equity issued

Dividends

Net cash flow

Opening net debt/(cash)
HP finance leases initiated
Other

Closing net debt/(cash)

Source: Edison Investment Research, Canacol Energy accounts. Note: *Edison revenue forecast net of royalties and transport

US$m

2017
IFRS

156.6
(25.0)
131.6
(26.5)
(11.6)
(27.1)
(54.3)
130.2

106.6
(86.3)
(86.3)

(371.0)
(294.6)
(76.4)
239.1

653
(106.0)
(212)
(1.9)

(63.8)
184.4

(7.4)
2555

(11.4)
288.1

2019e
IFRS

2185
(16.7)
2018
(23.6)

(8.7)
(14.0)
155.5
178.2
(53.2)
1023

102.3
(28.9)
733
733
(24.5)
488
488

178.9
27.29
27.29

0.27

92.36
92.36
46.81

632.0
855
486.2
60.3
1275
0.3
68.2
544
46
(69.3)
(69.3

(339.7
(90.6
259.9

)
(430.3)
)
)

154.5
(119.0)
(29.7)
40
(7.0)
27
288.1

0.0
285.3

2020e
IFRS

3218
(24.7)
2972
(24.2)

(8.9
(14.4)
249.7
273.0
(76.7)
1730

173.0
(29.0)
144.0
144.0
(43.0)
101.0
101.0

178.9
56.48
56.48

0.56

92.34
92.34
53.76

568.7
712
4373
60.3
272.7
0.3
68.2
199.6
46
(69.3)
(69.3)

(430.3)
(339.7)

(90.6)
341.9

2308
(27.8)
(29.8)

(28.0;

145.2
2853

1401

2021e
IFRS

3299
(25.3)
3046
(24.8)

(CA))
(14.7)
256.0
279.8
(76.7)
179.2

179.2
(26.7)
1525
1525
(479)
104.7
104.7

178.9
58.52
58.52

0.59

92.34
92.34
54.34

509.8
56.4
393.0
60.3
4175
03
68.2
344.4
46
(69.3)
(69.3)

(430.3)
(339.7)

(90.6)
4217

235.0
(32.5)
(29.7)

(28.0;

144.8
1401

(4.7;

expenses; Canacol reports revenues net of royalties before transport expenses. **215mmscfd and 315mmscfd plateau scenarios

include materially higher capex.
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This report has been commissioned by Canacol Energy and prepared and issued by Edison, in consideration of a fee payable by Canacol Energy. Edison Investment Research standard fees are £49,500 pa for the
production and broad dissemination of a detailed note (Outlook) following by regular (typically quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek additional fees for the provision of
roadshows and related IR services for the client but does not get remunerated for any investment banking services. We never take payment in stock, options or warrants for any of our services.

Accuracy of content: All information used in the publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of
this report and have not sought for this information to be independently verified. Opinions contained in this report represent those of the research department of Edison at the time of publication. Forward-looking information
or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, and therefore involve known and unknown risks, uncertainties and other
factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations.

Exclusion of Liability: To the fullest extent allowed by law, Edison shall not be liable for any direct, indirect or consequential losses, loss of profits, damages, costs or expenses incurred or suffered by you arising out or in
connection with the access to, use of or reliance on any information contained on this note.

No personalised advice: The information that we provide should not be construed in any manner whatsoever as, personalised advice. Also, the information provided by us should not be construed by any subscriber or
prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of
investors.

Investment in securities mentioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any
positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any or related securities mentioned in this report, subject to
Edison's policies on personal dealing and conflicts of interest.

Copyright: Copyright 2019 Edison Investment Research Limited (Edison). All rights reserved FTSE International Limited (“FTSE”") © FTSE 2019. “FTSE®" is a trade mark of the London Stock Exchange Group companies
and is used by FTSE International Limited under license. Al rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept any liability for any errors or omissions in
the FTSE indices and/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE's express written consent.

Edison Investment Research Pty Ltd (Edison AU) is the Australian subsidiary of Edison. Edison AU is a Corporate Authorised Representative (1252501) of Crown Wealth Group Pty Ltd who holds an Australian Financial
Services Licence (Number: 494274). This research is issued in Australia by Edison AU and any access to it, is intended only for "wholesale clients" within the meaning of the Corporations Act 2001 of Australia. Any advice
given by Edison AU is general advice only and does not take into account your personal circumstances, needs or objectives. You should, before acting on this advice, consider the appropriateness of the advice, having
regard to your objectives, financial situation and needs. If our advice relates to the acquisition, or possible acquisition, of a particular financial product you should read any relevant Product Disclosure Statement or like
instrument.

The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale clients” for the
purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, subscribe, or underwrite any securities mentioned or in the
topic of this document. For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in
relation to acquiring or disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is
intended only as a “class service” provided by Edison within the meaning of the FAA (i.e. without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making
an investment decision.

This document is prepared and provided by Edison for information purposes only and should not be construed as an offer or solicitation for investment in any securities mentioned or in the topic of this document. A
marketing communication under FCA Rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of investment research and is not subject to any
prohibition on dealing ahead of the dissemination of investment research.

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005, as amended (the "FPQ") (ii) high net-worth companies, unincorporated associations or other bodies within the meaning of Article 49
of the FPO and (iii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. Itis not intended that this document be
distributed or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document.

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person.

Edison relies upon the "publishers' exclusion” from the definition of investment adviser under Section 202(a)(11) of the Inve stment Advisers Act of 1940 and corresponding state securities laws. This report is a bona fide

publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does not

offer or provide personal advice and the research provided is for informational purposes only. No mention of a particular security in this report constitutes a recommendation to buy, sell or hold that or any security, or that
any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person.

+49 (0)69 78 8076 960 +44 (0)20 3077 5700 +1646 653 7026 +61(0)2 8249 8342
Schumannstrasse 34b 280 High Holborn 1,185 Avenue of the Americas Level 4, Office 1205
60325 Frankfurt London, WC1V 7EE 3rd Floor, New York, NY 10036 95 Pitt Street, Sydney

Germany United Kingdom United States of America NSW 2000, Australia



