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reported at year-end 2004. Forty-five percent of our reserves at
year-end 2004 are located in basins we classify as long-lived.
Petro-engineering and geologic studies indicate that long-lived
reserves, sometimes referred to as resource plays, typically
become larger in size as advanced engineering and completion
techniques are applied to increase their productive capacity.

The Future Holds Many Opportunities

There’s a saying in the oil business that truth is found in the
drill bit. | believe this same idea has relevant application with
the stock market. As | write this letter to you, PetroQuest’s
stock price is up 47% in 2005. Since our last equity offering
on November 4, 2002, the Company’s stock price has risen
72%. Comparatively, the Dow Jones Industrial Average is up
26%, The Nasdaq Stock Market is up 48% and the Standard
& Poor’s 500 Index is up 33% since our last equity offering.

In remaining crystal clear on our strategies and goals, we
were unobstructed guiding investors in 2004 to the idea that
reserves, production and the Company’s valuation would be
higher in 2004 than in 2003. They were.

I’ve said before that we have to be smart with our capital as
economic reserve growth is most important in our business.
We have $38.5 million of outstanding debt at the end of
2004, or 11% based on our total enterprise value. This debt
ratio is outstanding; however, as the quality of our asset
base continues to improve we may be able to sustain higher
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PetroQuest Energy treads lightly among the South Louisiana
marshes. In this gas rich region, PetroQuest will drill approximately
10 wells during 2005.

levels of debt as we accelerate our production base from our

longer-lived asset base.

| am encouraged by the positive fundamentals in our business
environment and the macro fundamentals of the energy
business. We are tremendously excited about what the

future offers us. The entire PetroQuest staff is dedicated to
developing new drilling ideas for the single-minded purpose

of increasing shareholder value. Our challenge is how we can
improve our engineering and financial processes, and geologic
thinking. We will remain focused on specific geographic areas
that offer multi-year exploitation, development and exploration.
The PetroQuest team has the energy to produce the necessary
results to grow shareholder value.

Best regards,

%/ ,[7.//0%060;

Charles T. Goodson
Chairman and Chief Executive Officer
March 1, 2005



that the PPI-1 index has reasonably approximated the actual cost changes in the oil pipeline industry during the preceding five year period, and
that it should be continued for the subsequent five year period.

Federal Leases. We maintain operations located on federal oil and gas leases, which are administered by the Minerals Management Service
pursuant to the Outer Continental Shelf Lands Act. These leases are issued through competitive bidding and contain relatively standardized
terms. These leases require compliance with detailed Minerals Management Service regulations and orders that are subject to interpretation and
change by the Minerals Management Service.

For offshore operations, lessees must obtain Minerals Management Service approval for exploration, development and production plans prior
to the commencement of such operations. In addition to permits required from other agencies such as the Coast Guard, the Army Corps
of Engineers and the Environmental Protection Agency, lessees must obtain a permit from the Minerals Management Service prior to the
commencement of drilling. The Minerals Management Service has promulgated regulations requiring offshore production facilities located on
the Outer Continental Shelf to meet stringent engineering and construction specifications. The Minerals Management Service also has regulations
restricting the flaring or venting of natural gas, and has proposed to amend such regulations to prohibit the flaring of liquid hydrocarbons and
oil without prior authorization. Similarly, the Minerals Management Service has promulgated other regulations governing the plugging and
abandonment of wells located offshore and the installation and removal of all production facilities.

To cover the various obligations of lessees on the Outer Continental Shelf, the Minerals Management Service generally requires that lessees have
substantial net worth or post bonds or other acceptable assurances that such obligations will be met. The cost of these bonds or assurances can
be substantial, and there is no assurance that they can be obtained in all cases. Under some circumstances, the Minerals Management Service
may require operations on federal leases to be suspended or terminated.

The Minerals Management Service also administers the collection of royalties under the terms of the Outer Continental Shelf Lands Act and the oil
and gas leases issued under the Act. The amount of royalties due is based upon the terms of the oil and gas leases as well as of the regulations
promulgated by the Minerals Management Service. These regulations are amended from time to time, and the amendments can affect the
amount of royalties that we are obligated to pay to the Minerals Management Service. However, we do not believe that these regulations or any
future amendments will affect us in a way that materially differs from the way it affects other oil and gas producers, gathers and marketers.

Federal, State or American Indian Leases. In the event we conduct operations on federal, state or American Indian oil and gas leases, such
operations must comply with numerous regulatory restrictions, including various nondiscrimination statutes, and certain of such operations must
be conducted pursuant to certain on-site security regulations and other appropriate permits issued by the Bureau of Land Management (“BLM”)
or Minerals Management Service or other appropriate federal or state agencies.

The Mineral Leasing Act of 1920 (“Mineral Act”) prohibits direct or indirect ownership of any interest in federal onshore oil and gas leases
by a foreign citizen of a country that denies “similar or like privileges” to citizens of the United States. Such restrictions on citizens of a “non-
reciprocal” country include ownership or holding or controlling stock in a corporation that holds a federal onshore oil and gas lease. If this
restriction is violated, the corporation’s lease can be cancelled in a proceeding instituted by the United States Attorney General. Although the
regulations of the BLM (which administers the Mineral Act) provide for agency designations of non-reciprocal countries, there are presently no
such designations in effect. We own interests in numerous federal onshore oil and gas leases. It is possible that holders of our equity interests
may be citizens of foreign countries, which at some time in the future might be determined to be non-reciprocal under the Mineral Act.

State Regulations
Most states regulate the production and sale of oil and natural gas, including:

= requirements for obtaining drilling permits;

= the method of developing new fields;

= the spacing and operation of wells;

= the prevention of waste of oil and gas resources; and
= the plugging and abandonment of wells.

The rate of production may be regulated and the maximum daily production allowable from both oil and gas wells may be established on a
market demand or conservation basis or both.

We may enter into agreements relating to the construction or operation of a pipeline system for the transportation of natural gas. To the extent
that such gas is produced, transported and consumed wholly within one state, such operations may, in certain instances, be subject to the
jurisdiction of such state’s administrative authority charged with the responsibility of regulating intrastate pipelines. In such event, the rates
that we could charge for gas, the transportation of gas, and the construction and operation of such pipeline would be subject to the rules and
regulations governing such matters, if any, of such administrative authority.
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Legislative Proposals

In the past, Congress has been very active in the area of natural gas regulation. There are legislative proposals pending in the various state
legislatures which, if enacted, could significantly affect the petroleum industry. At the present time it is impossible to predict what proposals, if
any, might actually be enacted by Congress or the various state legislatures and what effect, if any, such proposals might have on our operations.

Environmental Regulations

General. Our activities are subject to existing federal, state and local laws and regulations governing environmental quality and pollution
control. Although no assurances can be made, we believe that, absent the occurrence of an extraordinary event, compliance with existing
federal, state and local laws, regulations and rules regulating the release of materials in the environment or otherwise relating to the protection
of the environment will not have a material effect upon our capital expenditures, earnings or competitive position with respect to our existing
assets and operations. We cannot predict what effect additional regulation or legislation, enforcement policies thereunder, and claims for
damages to property, employees, other persons and the environment resulting from our operations could have on our activities.

Our activities with respect to natural gas facilities, including the operation and construction of pipelines, plants and other facilities for transporting,
processing, treating or storing natural gas and other products, are subject to stringent environmental regulation by state and federal authorities
including the United States Environmental Protection Agency (“EPA”). Such regulation can increase the cost of planning, designing, installation
and operation of such facilities. In most instances, the regulatory requirements relate to water and air pollution control measures. Although we
believe that compliance with environmental regulations will not have a material adverse effect on us, risks of substantial costs and liabilities are
inherent in oil and gas production operations, and there can be no assurance that significant costs and liabilities will not be incurred. Moreover it
is possible that other developments, such as stricter environmental laws and regulations, and claims for damages to property or persons resulting
from oil and gas production, would result in substantial costs and liabilities to us.

Solid and Hazardous Waste. We own or lease numerous properties that have been used for production of oil and gas for many years.
Although we have utilized operating and disposal practices standard in the industry at the time, hydrocarbons or other solid wastes may have
been disposed or released on or under these properties. In addition, many of these properties have been operated by third parties. We had no
control over such entities’ treatment of hydrocarbons or other solid wastes and the manner in which such substances may have been disposed or
released. State and federal laws applicable to oil and gas wastes and properties have gradually become stricter over time. Under these laws,
we could be required to remove or remediate previously disposed wastes (including wastes disposed or released by prior owners or operators)
or property contamination (including groundwater contamination by prior owners or operators) or to perform remedial plugging operations to
prevent future contamination.

We generate wastes, including hazardous wastes, that are subject to the Federal Resource Conservation and Recovery Act (“RCRA’) and
comparable state statutes. The EPA has limited the disposal options for certain hazardous wastes. Furthermore, it is possible that certain wastes
currently exempt from regulation as “hazardous wastes” generated by our oil and gas operations may in the future be designated as “hazardous
wastes” under RCRA or other applicable statutes, and therefore be subject to more rigorous and costly disposal requirements.

Superfund. The Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA”), also known as the “Superfund” law,
imposes liability, without regard to fault or the legality of the original conduct, on certain persons with respect to the release or threatened
release of a “hazardous substance” into the environment. These persons include the owner and operator of a site and persons that disposed
or arranged for the disposal of the hazardous substances at a site. CERCLA also authorizes the EPA and, in some cases, third parties to take
actions in response to threats to the public health or the environment and to seek to recover from the responsible persons the costs of such
action. Neither we nor our predecessors have been designated as a potentially responsible party by the EPA under CERCLA with respect to any
such site.

Oil Pollution Act. The Oil Pollution Act of 1990 (the “OPA”) and regulations thereunder impose a variety of regulations on “responsible parties”
related to the prevention of oil spills and liability for damages resulting from such spills in United States waters. A “responsible party” includes
the owner or operator of a facility or vessel, or the lessee or permittee of the area in which an offshore facility is located. The OPA assigns liability
to each responsible party for oil removal costs and a variety of public and private damages. While liability limits apply in some circumstances,
a party cannot take advantage of liability limits if the spill was caused by gross negligence or willful misconduct or resulted from violation of a
federal safety, construction or operating regulation. If the party fails to report a spill or to cooperate fully in the cleanup, liability limits likewise
do not apply. Few defenses exist to the liability imposed by the OPA.

The OPA establishes a liability limit for onshore facilities of $350 million and for offshore facilities of all removal costs plus $75 million, and
lesser limits for some vessels depending upon their size. The regulations promulgated under OPA impose proof of financial responsibility
requirements that can be satisfied through insurance, guarantee, indemnity, surety bond, letter of credit, qualification as a self-insurer, or a
combination thereof. The amount of financial responsibility required depends upon a variety of factors including the type of facility or vessel,
its size, storage capacity, oil throughput, proximity to sensitive areas, type of oil handled, history of discharges and other factors. We believe
we currently have established adequate financial responsibility. While financial responsibility requirements under OPA may be amended to
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impose additional costs on us, the impact of any change in these requirements should not be any more burdensome to us than to others
similarly situated.

Clean Water Act. The Clean Water Act (“CWA”) regulates the discharge of pollutants to waters of the United States, including wetlands, and
requires a permit for the discharge of pollutants, including petroleum, to such waters. Certain facilities that store or otherwise handle oil are
required to prepare and implement Spill Prevention, Control and Countermeasure Plans and Facility Response Plans relating to the possible
discharge of oil to surface waters. We are required to prepare and comply with such plans and to obtain and comply with discharge permits. We
believe we are in substantial compliance with these requirements and that any noncompliance would not have a material adverse effect on us.
The CWA also prohibits spills of oil and hazardous substances to waters of the United States in excess of levels set by regulations and imposes
liability in the event of a spill. State laws further provide civil and criminal penalties and liabilities for spills to both surface and groundwaters
and require permits that set limits on discharges to such waters.

Air Emissions. Our operations are subject to local, state and federal regulations for the control of emissions from sources of air pollution.
Administrative enforcement actions for failure to comply strictly with air regulations or permits may be resolved by payment of monetary fines
and correction of any identified deficiencies. Alternatively, regulatory agencies could impose civil and criminal liability for non-compliance. An
agency could require us to forego construction or operation of certain air emission sources. We believe that we are in substantial compliance
with air pollution control requirements and that, if a particular permit application were denied, we would have enough permitted or permittable
capacity to continue our operations without a material adverse effect on any particular producing field.

Coastal Coordination. There are various federal and state programs that regulate the conservation and development of coastal resources.
The Federal Coastal Zone Management Act (“CZMA”) was passed to preserve and, where possible, restore the natural resources of the
Nation’s coastal zone. The CZMA provides for federal grants for state management programs that regulate land use, water use and coastal
development.

The Louisiana Coastal Zone Management Program (“LCZMP”) was established to protect, develop and, where feasible, restore and enhance
coastal resources of the state. Under the LCZMP, coastal use permits are required for certain activities, even if the activity only partially infringes
on the coastal zone. Among other things, projects involving use of state lands and water bottoms, dredge or fill activities that intersect with
more than one body of water, mineral activities, including the exploration and production of oil and gas, and pipelines for the gathering,
transportation or transmission of oil, gas and other minerals require such permits. General permits, which entail a reduced administrative
burden, are available for a number of routine oil and gas activities. The LCZMP and its requirement to obtain coastal use permits may result in
additional permitting requirements and associated project schedule constraints.

The Texas Coastal Coordination Act (“CCA”) provides for coordination among local and state authorities to protect coastal resources through
regulating land use, water, and coastal development and establishes the Texas Coastal Management Program (“CMP”) that applies in the
nineteen counties that border the Gulf of Mexico and its tidal bays. The CCA provides for the review of state and federal agency rules and
agency actions for consistency with the goals and policies of the Coastal Management Plan. This review may affect agency permitting and may
add a further regulatory layer to some of our projects.

OSHA. We are subject to the requirements of the Federal Occupational Safety and Health Act (“OSHA”) and comparable state statutes. The
OSHA hazard communication standard, the EPA community right-to-know regulations under Title Ill of the Federal Superfund Amendments and
Reauthorization Act and similar state statutes require us to organize and/or disclose information about hazardous materials used or produced in
our operations. Certain of this information must be provided to employees, state and local governmental authorities and local citizens.

Management believes that we are in substantial compliance with current applicable environmental laws and regulations and that continued
compliance with existing requirements will not have a material adverse impact on us.

Corporate Offices

Our headquarters are located in Lafayette, Louisiana, in approximately 40,000 square feet of leased space, with an exploration office in
Houston, Texas, in approximately 5,500 square feet of leased space. We also maintain owned or leased field offices in the areas of the major
fields in which we operate properties or have a significant interest. Replacement of any of our leased offices would not result in material
expenditures by us as alternative locations to our leased space are anticipated to be readily available

Employees
We had 48 employees as of December 31, 2004. In addition to our full time employees, we utilize the services of independent contractors

to perform certain functions. We believe that our relationships with our employees are satisfactory. None of our employees are covered by a
collective bargaining agreement.



Available Information

We make available free of charge, or through the “Investor Relations” section of our Internet website at www.petroquest.com, access to our
annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports filed pursuant
to Section 13(a) or 15(d) of the Exchange Act as soon as reasonably practicable after such material is filed, or furnished to the Securities and
Exchange Commission. Also available on our Internet website is our Business Ethics Policy.

Risk Factors
Risks Related to Our Business, Industry and Strategy

Our future success depends upon our ability to find, develop and acquire additional oil and natural gas reserves that are economically
recoverable.

As is generally the case in the Gulf Coast Basin where the majority of our current production is located, many of our producing properties are
characterized by a high initial production rate, followed by a steep decline in production. As a result, we must locate and develop or acquire
new oil and natural gas reserves to replace those being depleted by production. We must do this even during periods of low oil and natural
gas prices when it is difficult to raise the capital necessary to finance our exploration, development and acquisition activities. Without successful
exploration, development or acquisition activities, our reserves and revenues will decline rapidly. We may not be able to find and develop or
acquire additional reserves at an acceptable cost or have access to necessary financing for these activities.

Oil and natural gas prices are volatile, and a substantial and extended decline in the prices of oil and natural gas would likely have a material
adverse effect on us.

Our revenues, profitability and future growth, and the carrying value of our oil and natural gas properties, depend to a large degree on
prevailing oil and natural gas prices. Our ability to maintain or increase our borrowing capacity and to obtain additional capital on attractive
terms also substantially depends upon oil and natural gas prices. Prices for oil and natural gas are subject to large fluctuations in response to a
variety of other factors beyond our control. These factors include:

= relatively minor changes in the supply of and the demand for oil and natural gas;

= market uncertainty;

= the level of consumer product demand;

« weather conditions in the United States;

= the condition of the United States economy;

= the actions of the Organization of Petroleum Exporting Countries;

= domestic and foreign governmental regulation, including price controls adopted by the Federal Energy Regulatory Commission;
= political instability in the Middle East and elsewhere;

= the price of foreign imports; and

= the availability of alternate fuel sources.

At various times, excess domestic and imported supplies have depressed oil and natural gas prices. We cannot predict future oil and natural
gas prices and prices may decline. Declines in oil and natural gas prices may adversely affect our financial condition, liquidity and results of
operations. Lower prices may also reduce the amount of oil and natural gas that we can produce economically and require us to record ceiling
test write-downs when prices decline. Substantially all of our oil and natural gas sales are made in the spot market or pursuant to contracts based
on spot market prices. Our sales are not made pursuant to long-term fixed price contracts.

To attempt to reduce our price risk, we periodically enter into hedging transactions with respect to a portion of our expected future production.
We cannot assure you that such transactions will reduce the risk or minimize the effect of any decline in oil or natural gas prices. Any substantial
or extended decline in the prices of or demand for oil or natural gas would have a material adverse effect on our financial condition and results
of operations.

You should not place undue reliance on reserve information because reserve information represents estimates.
This document contains estimates of oil and natural gas reserves, and the estimated future net cash flows attributable to those reserves, prepared

by Ryder Scott Company, L.P, our independent petroleum and geological engineers. There are numerous uncertainties inherent in estimating
guantities of proved reserves and cash flows from such reserves, including factors beyond our control and the control of Ryder Scott. Reserve
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engineering is a subjective process of estimating underground accumulations of oil and natural gas that cannot be measured in an exact
manner. The accuracy of an estimate of quantities of reserves, or of cash flows attributable to these reserves, is a function of:

= the available data;

= assumptions regarding future oil and natural gas prices;

- estimated expenditures for future development and exploitation activities; and
= engineering and geological interpretation and judgment.

Reserves and future cash flows may also be subject to material downward or upward revisions based upon production history, development and
exploitation activities and oil and natural gas prices. Actual future production, revenue, taxes, development expenditures, operating expenses,
guantities of recoverable reserves and the value of cash flows from those reserves may vary significantly from the assumptions and estimates in
this document. In calculating reserves on a Mcfe basis, oil and natural gas liquids were converted to natural gas equivalent at the ratio of six
Mcf of natural gas to one Bbl of oil or natural gas liquid.

Approximately 32% of our estimated proved reserves are undeveloped. Estimates of undeveloped reserves, by their nature, are less certain.
Recovery of undeveloped reserves requires significant capital expenditures and successful drilling operations. The reserve data assumes that we
will make significant capital expenditures to develop our reserves. Although we have prepared estimates of our oil and natural gas reserves and
the costs associated with these reserves in accordance with industry standards, we cannot assure you that the estimated costs are accurate, that
development will occur as scheduled or that the actual results will be as estimated.

You should not assume that the present value of future net revenues referred to in this document is the current market value of our estimated
oil and natural gas reserves. In accordance with Securities and Exchange Commission requirements, the estimated discounted future net cash
flows from proved reserves are based on prices and costs as of the date of the estimate. Actual future prices and costs may be materially higher
or lower than the prices and costs as of the date of the estimate. Any changes in consumption by natural gas purchasers or in governmental
regulations or taxation may also affect actual future net cash flows. The timing of both the production and the expenses from the development
and production of oil and natural gas properties will affect the timing of actual future net cash flows from proved reserves and their present value.
In addition, the 10% discount factor, which is required by the Securities and Exchange Commission to be used in calculating discounted future
net cash flows for reporting purposes, is not necessarily the most accurate discount factor. The effective interest rate at various times and the risks
associated with our operations or the oil and natural gas industry in general will affect the accuracy of the 10% discount factor.

Lower oil and natural gas prices may cause us to record ceiling test write-downs.

We use the full cost method of accounting to account for our oil and natural gas operations. Accordingly, we capitalize the cost to acquire,
explore for and develop oil and natural gas properties. Under full cost accounting rules, the net capitalized costs of oil and natural gas properties
may not exceed a “ceiling limit” which is based upon the present value of estimated future net cash flows from proved reserves, discounted
at 10%, plus the lower of cost or fair market value of unproved properties. If net capitalized costs of oil and natural gas properties exceed the
ceiling limit, we must charge the amount of the excess to earnings. This is called a “ceiling test write-down.” This charge does not impact cash
flow from operating activities, but does reduce our stockholders’ equity. The risk that we will be required to write down the carrying value of oil
and natural gas properties increases when oil and natural gas prices are low or volatile. In addition, write-downs may occur if we experience
substantial downward adjustments to our estimated proved reserves.

Factors beyond our control affect our ability to market oil and natural gas.

The availability of markets and the volatility of product prices are beyond our control and represent a significant risk. The marketability of our
production depends upon the availability and capacity of natural gas gathering systems, pipelines and processing facilities. The unavailability or
lack of capacity of these systems and facilities could result in the shut-in of producing wells or the delay or discontinuance of development plans
for properties. Our ability to market oil and natural gas also depends on other factors beyond our control. These factors include:

= the level of domestic production and imports of oil and natural gas;

= the proximity of natural gas production to natural gas pipelines;

= the availability of pipeline capacity;

= the demand for oil and natural gas by utilities and other end users;

= the availability of alternate fuel sources;

= the effect of inclement weather;

- state and federal regulation of oil and natural gas marketing; and

= federal regulation of natural gas sold or transported in interstate commerce.

If these factors were to change dramatically, our ability to market oil and natural gas or obtain favorable prices for our oil and natural gas could
be adversely affected.

We face strong competition from larger oil and natural gas companies that may negatively affect our ability to carry on operations.
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We operate in the highly competitive areas of oil and natural gas exploration, development and production. Factors that affect our ability to
compete successfully in the marketplace include:

= the availability of funds and information relating to a property;
= the standards established by us for the minimum projected return on investment; and
= the intermediate transportation of natural gas.

Our competitors include major integrated oil companies, substantial independent energy companies, affiliates of major interstate and intrastate
pipelines and national and local natural gas gatherers, many of which possess greater financial and other resources than we do.

Risks Relating to Financing Our Business
We may not be able to obtain adequate financing to execute our operating strategy.

We have historically addressed our long-term liquidity needs through the use of credit facilities, sub-debt facilities, the issuance of equity securities
and the use of cash provided by operating activities. We continue to examine the following alternative sources of long-term capital:

= borrowings from banks or other lenders;

= the issuance of debt securities;

= the sale of common stock, preferred stock or other equity securities;
= joint venture financing; and

production payments.

The availability of these sources of capital will depend upon a number of factors, some of which are beyond our control. These factors include
general economic and financial market conditions, oil and natural gas prices and our market value and operating performance. We may be
unable to execute our operating strategy if we cannot obtain capital from these sources.

We may not be able to fund our planned capital expenditures.

We spend and will continue to spend a substantial amount of capital for the development, exploration, acquisition and production of oil and
natural gas reserves. If low oil and natural gas prices, operating difficulties or other factors, many of which are beyond our control, cause our
revenues or cash flows from operations to decrease, we may be limited in our ability to spend the capital necessary to complete our drilling
program. We may be forced to raise additional debt or equity proceeds to fund such expenditures. We cannot assure you that additional debt
or equity financing or cash generated by operations will be available to meet these requirements.

Leverage may materially affect our operations.

We presently have and may incur from time to time debt under our bank credit facility and sub-debt facility. The borrowing base limitation on
our bank credit facility is periodically redetermined and upon such redetermination, we could be forced to repay a portion of our bank debt. We
may not have sufficient funds to make such repayments.

Our level of debt affects our operations in several important ways, including the following:

= aportion of our cash flow from operations is used to pay interest on borrowings;

= the covenants contained in the agreements governing our debt limit our ability to borrow additional funds or to dispose of assets;

- the covenants contained in the agreements governing our debt may affect our flexibility in planning for, and reacting to, changes in
business conditions;

= ahigh level of debt may impair our ability to obtain additional financing in the future for working capital, capital expenditures, acquisitions,
general corporate or other purposes;

= our leveraged financial position may make us more vulnerable to economic downturns and may limit our ability to withstand competitive
pressures;

= any debt that we incur under our credit facilities will be at variable rates, which could make us vulnerable to increases in interest rates;
and

= a high level of debt will affect our flexibility in planning for or reacting to changes in market conditions.

In addition, we may significantly alter our capitalization in order to make future acquisitions or develop our properties. These changes in
capitalization may significantly increase our level of debt. A higher level of debt increases the risk that we may default on our debt obligations.
Our ability to meet our debt obligations and to reduce our level of debt depends on our future performance. General economic conditions and
financial, business and other factors affect our operations and our future performance. Many of these factors are beyond our control.
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If we are unable to repay our debt at maturity out of cash on hand, we could attempt to refinance such debt, or repay such debt with the proceeds
of an equity offering. We cannot assure you that we will be able to generate sufficient cash flow to pay the interest on our debt or that future
borrowings or equity financing will be available to pay or refinance such debt. The terms of our bank credit facility and sub-debt facility may also
prohibit us from taking such actions. Factors that will affect our ability to raise cash through an offering of our capital stock or a refinancing of
our debt include financial market conditions and our market value and operating performance at the time of such offering or other financing.
We cannot assure you that any such offering or refinancing can be successfully completed.

Hedging production may limit potential gains from increases in commodity prices or result in losses.

We enter into hedging arrangements from time to time to reduce our exposure to fluctuations in natural gas and oil prices and to achieve more
predictable cash flow. These financial arrangements take the form of cashless collars or swap contracts and are placed with major trading
counter parties we believe represent minimum credit risks. We cannot assure you that these trading counter parties will not become credit risks in
the future. Hedging arrangements expose us to risks in some circumstances, including situations when the counter party to the hedging contract
defaults on the contract obligations or there is a change in the expected differential between the underlying price in the hedging agreement and
actual prices received. These hedging arrangements may limit the benefit we could receive from increases in the prices for natural gas and
oil. We cannot assure you that the hedging transactions we have entered into, or will enter into, will adequately protect us from fluctuations in
natural gas and oil prices.

Risks Relating to Our Ongoing Operations
The loss of key personnel could adversely affect our ability to operate.

Our operations are dependent upon a relatively small group of key management and technical personnel. We cannot assure you that such
individuals will remain with us for the immediate or foreseeable future. The unexpected loss of the services of one or more of these individuals
could have a detrimental effect on our operations.

Operating hazards may adversely affect our ability to conduct business.
Our operations are subject to risks inherent in the oil and natural gas industry, such as:

= unexpected drilling conditions including blowouts, cratering and explosions;

= uncontrollable flows of oil, natural gas or well fluids;

= equipment failures, fires or accidents;

= pollution and other environmental risks; and

= shortages in experienced labor or shortages or delays in the delivery of equipment.

These risks could result in substantial losses to us from injury and loss of life, damage to and destruction of property and equipment, pollution
and other environmental damage and suspension of operations. Our offshore operations are also subject to a variety of operating risks
peculiar to the marine environment, such as hurricanes or other adverse weather conditions and more extensive governmental regulation. These
regulations may, in certain circumstances, impose strict liability for pollution damage or result in the interruption or termination of operations.

A material reduction or loss in production from one of our major fields could materially affect our operations.

Production from our Ship Shoal 72 field represented approximately 40% of our total 2004 production. A material reduction or loss of production
from this field due to a variety of industry operating hazards as described above could have a material adverse effect on our financial condition
and results of operations. During the third quarter of 2004, production from our Main Pass 74 field, which represented approximately 11% of
our 2004 production, was shut-in due to third party pipeline damage associated with Hurricane Ivan.

Losses and liabilities from uninsured or underinsured drilling and operating activities could have a material adverse effect on our financial
condition and operations.

We maintain several types of insurance to cover our operations, including maritime employer’s liability and comprehensive general liability.
Amounts over base coverages are provided by primary and excess umbrella liability policies with maximum limits of $50 million. We also
maintain operator’s extra expense coverage, which covers the control of drilled or producing wells as well as redrilling expenses and pollution
coverage for wells out of control.

We may not be able to maintain adequate insurance in the future at rates we consider reasonable, or we could experience losses that are not

insured or that exceed the maximum limits under our insurance policies. If a significant event that is not fully insured or indemnified occurs, it
could materially and adversely affect our financial condition and results of operations.
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Compliance with environmental and other government regulations is costly and could negatively impact production.

Our operations are subject to numerous laws and regulations governing the discharge of materials into the environment or otherwise relating to
environmental protection. These laws and regulations may:

= require the acquisition of permits before drilling commences;

= restrict the types, quantities and concentration of various substances that can be released into the environment from drilling and production
activities;

= limit or prohibit drilling activities on certain lands lying within wilderness, wetlands and other protected areas;

= require remedial measures to mitigate pollution from former operations, such as plugging abandoned wells; and

= impose substantial liabilities for pollution resulting from our operations.

The recent trend toward stricter standards in environmental legislation and regulation is likely to continue. The enactment of stricter legislation
or the adoption of stricter regulations could have a significant impact on our operating costs, as well as on the oil and natural gas industry in
general.

Our operations could result in liability for personal injuries, property damage, oil spills, discharge of hazardous materials, remediation and
clean-up costs and other environmental damages. We could also be liable for environmental damages caused by previous property owners.
As a result, substantial liabilities to third parties or governmental entities may be incurred which could have a material adverse effect on our
financial condition and results of operations. We maintain insurance coverage for our operations, including limited coverage for sudden and
accidental environmental damages, but this insurance may not extend to the full potential liability that could be caused by sudden and accidental
environmental damages and further may not cover environmental damages that occur over time. Accordingly, we may be subject to liability
or may lose the ability to continue exploration or production activities upon substantial portions of our properties if certain environmental
damages occur.

The Oil Pollution Act of 1990 imposes a variety of regulations on “responsible parties” related to the prevention of oil spills. The implementation
of new, or the modification of existing, environmental laws or regulations, including regulations promulgated pursuant to the Oil Pollution Act,
could have a material adverse impact on us.

Ownership of working interests and overriding royalty interests in certain of our properties by certain of our officers and directors potentially
creates conflicts of interest.

Certain of our executive officers and directors or their respective affiliates are working interest owners or overriding royalty interest owners in
certain properties. In their capacity as working interest owners, they are required to pay their proportionate share of all costs and are entitled to
receive their proportionate share of revenues in the normal course of business. As overriding royalty interest owners they are entitled to receive
their proportionate share of revenues in the normal course of business. There is a potential conflict of interest between us and such officers and
directors with respect to the drilling of additional wells or other development operations with respect to these properties.

Risks Relating to Our Common Stock Outstanding

Our management controls a significant percentage of our outstanding common stock and their interests may conflict with those of our
stockholders.

Our directors and executive officers and their affiliates beneficially own about 20% of our outstanding common stock at March 1, 2005. This
concentration of ownership could have the effect of delaying or preventing a change in control of or otherwise discouraging a potential acquirer
from attempting to obtain control of us. This could have a material adverse effect on the market price of our common stock or prevent our
stockholders from realizing a premium over the then prevailing market prices for their shares of our common stock.

Our stock price could be volatile, which could cause you to lose part or all of your investment.

The stock market has from time to time experienced significant price and volume fluctuations that may be unrelated to the operating performance
of particular companies. In particular, the market price of our common stock, like that of the securities of other energy companies, has been and
may be highly volatile. Factors such as announcements concerning changes in prices of oil and natural gas, the success of our exploration and
development drilling program, the availability of capital, and economic and other external factors, as well as period-to-period fluctuations and
financial results, may have a significant effect on the market price of our common stock.

From time to time, there has been limited trading volume in our common stock. In addition, there can be no assurance that there will continue

to be a trading market or that any securities research analysts will continue to provide research coverage with respect to our common stock. It is
possible that such factors will adversely affect the market for our common stock.
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Issuance of shares in connection with financing transactions or under stock incentive plans will dilute current stockholders.

Pursuant to our stock incentive plan, our management is authorized to grant stock awards to our employees, directors and consultants. You
will incur dilution upon exercise of any outstanding stock awards. In addition, if we raise additional funds by issuing additional common stock,
or securities convertible into or exchangeable or exercisable for common stock, further dilution to our existing stockholders will result, and new
investors could have rights superior to existing stockholders.

The number of shares of our common stock eligible for future sale could adversely affect the market price of our stock.

We have reserved approximately 4.3 million shares of common stock for issuance under outstanding options. These shares of common stock
are registered for resale on currently effective registration statements. In addition, we have registered the resale of approximately 13.1 million
shares of common stock that were issued in private placements to accredited investors in 1999 and 2000, and have granted piggy-back
registration rights with respect to 2.25 million shares of common stock underlying a warrant. We may issue additional restricted securities or
register additional shares of common stock under the Securities Act in the future. The issuance of a significant number of shares of common
stock upon the exercise of stock options, or the availability for sale, or sale, of a substantial number of the shares of common stock eligible for
future sale under effective registration statements, under Rule 144 or otherwise, could adversely affect the market price of the common stock.

Provisions in certificate of incorporation, bylaws, shareholder rights plan and Delaware law could delay or prevent a change in control of our
company, even if that change would be beneficial to our stockholders.

Certain provisions of our certificate of incorporation, bylaws and shareholder rights plan and the provisions of Delaware General Corporation
Law may delay, discourage, prevent or render more difficult an attempt to obtain control of our company, whether through a tender offer,
business combination, proxy contest or otherwise. These provisions include:

= the charter authorization of “blank check” preferred stock;

= provisions that directors may be removed only for cause, and then only on approval of holders of a majority of the outstanding voting
stock; and

= arestriction on the ability of stockholders to take actions by written consent.

We are also subject to Section 203 of the Delaware General Corporation Law, which generally prohibits a Delaware corporation from engaging
in any of a broad range of business combinations with an interested stockholder for a period of three years following the date on which the
stockholder became an interested stockholder.

In November 2001, our board of directors adopted a shareholder rights plan, pursuant to which uncertificated preferred stock purchase rights
were distributed to our stockholders at a rate of one right for each share of common stock held of record as of November 19, 2001. The rights
plan is designed to enhance the board’s ability to prevent an acquirer from depriving stockholders of the long-term value of their investment and
to protect stockholders against attempts to acquire us by means of unfair or abusive takeover tactics. However, the existence of the rights plan
may impede a takeover not supported by our board, including a takeover that may be desired by a majority of our stockholders or involving a
premium over the prevailing stock price.



ITEM 2. PROPERTIES

For a description of the Company’s exploration and development activities, see Item 1. Business — 2004 Operational Overview.

Oil and Gas Reserves

The following table sets forth certain information about our estimated proved reserves as of December 31, 2004.

Proved Proved Total
Developed Undeveloped Proved
Oil (MBbls) 2,984 730 3,714
Natural Gas and NGL (MMcfe) 50,809 28,260 79,069

Estimated pre-tax future net cash flows
Discounted pre-tax future net cash flows

$ 318,132,740
$ 240,407,688

$ 125,353,789 $ 443,486,529
$ 85,859,717 $ 326,267,405

Ryder Scott Company, L.P, our independent petroleum and geological engineers, prepared the estimates of proved reserves and future net cash
flows (and present value thereof) attributable to such proved reserves at December 31, 2004. Reserves were estimated using oil and gas prices
and production and development costs in effect at December 31, 2004 without escalation, and were prepared in accordance with Securities and
Exchange Commission regulations regarding disclosure of oil and gas reserve information. The product prices used in developing the above
estimates averaged $43.85 per Bbl of oil and $5.82 per Mcfe of gas. The above cash flow amounts include a reduction for estimated plugging
and abandonment costs that has been reflected as a liability on our balance sheet at December 31, 2004, in accordance with Statement of

Financial Standards No. 143.

We have not filed any reports with other federal agencies that contain an estimate of total proved net oil and gas reserves.

Oil and Gas Dirilling Activity

The following table sets forth the wells drilled and completed by us during the periods indicated. All wells were drilled in the continental

United States:

2004 2003 2002
Gross Net Gross Net Gross Net
Exploration:
Productive 17 8.87 4 1.55 2 1.72
Non-productive 1 0.18 2 1.20 1 0.50
Total 18 9.05 6 2.75 3 2.22
Development:
Productive 15 9.90 4 1.96 5 4.02
Non-productive - - - - 2 0.77
Total 15 9.90 4 1.96 7 4.79

We owned working interests in 20 gross (7.27 net) producing oil wells and 177 gross (81.72 net) producing gas wells at December 31, 2004.
Three of the 197 gross productive wells at December 31, 2004 had dual completions. At December 31, 2004, we had two wells in progress.



Leasehold Acreage
The following table shows our approximate developed and undeveloped (gross and net) leasehold acreage as of December 31, 2004:

Leasehold Acreage

Developed Undeveloped

Gross Net Gross Net
Mississippi (onshore) 721 458 88 56
Louisiana (onshore) 3,025 701 6,607 3,171
Louisiana (offshore) 708 477 - -
Oklahoma (onshore) 18,661 9,196 3,083 3,063
Texas (onshore) 16,373 8,321 26,185 14,090
Federal Waters 45,821 21,346 52,898 36,731
Total 85,309 40,499 88,861 57,111

Leases covering 28% of our gross undeveloped acreage will expire in 2005, 16% in 2006 and 16% in 2007.
Title to Properties

We believe that the title to our oil and gas properties is good and defensible in accordance with standards generally accepted in the oil and gas
industry, subject to such exceptions which, in our opinion, are not so material as to detract substantially from the use or value of such properties.
Our properties are typically subject, in one degree or another, to one or more of the following:

= royalties and other burdens and obligations, express or implied, under oil and gas leases;

= overriding royalties and other burdens created by us or our predecessors in title;

= avariety of contractual obligations (including, in some cases, development obligations) arising under operating agreements, farm-out
agreements, production sales contracts and other agreements that may affect the properties or their titles;

= back-ins and reversionary interests existing under purchase agreements and leasehold assignments;

= liens that arise in the normal course of operations, such as those for unpaid taxes, statutory liens securing obligations to unpaid suppliers
and contractors and contractual liens under operating agreements; pooling, unitization and communitization agreements, declarations
and orders; and

= easements, restrictions, rights-of-way and other matters that commonly affect property.

To the extent that such burdens and obligations affect our rights to production revenues, they have been taken into account in calculating our
net revenue interests and in estimating the size and value of our reserves. We believe that the burdens and obligations affecting our properties
are conventional in the industry for properties of the kind that we own.

ITEM 3. LEGAL PROCEEDINGS

PetroQuest is involved in litigation relating to claims arising out of its operations in the normal course of business, including workmen’s
compensation claims, tort claims and contractual disputes. Some of the existing known claims against us are covered by insurance subject to
the limits of such policies and the payment of deductible amounts by us. Management believes that the ultimate disposition of all uninsured or
unindemnified matters resulting from existing litigation will not have a material adverse effect on PetroQuest’s business or financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

There were no matters submitted to a vote of security holders during the fourth quarter of 2004.



PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Market Price of and Dividends on Common Stock

Our common stock trades on The Nasdaq Stock Market under the symbol “PQUE.” The following table lists high and low sales prices per share
for the periods indicated:

NASDAQ Stock Market

High Low
2003
1st Quarter $ 4.37 $ 1.48
2nd Quarter 2.79 1.20
3rd Quarter 2.48 1.85
4th Quarter 3.34 2.00
2004
1st Quarter $ 3.69 $ 2.52
2nd Quarter 4.36 3.11
3rd Quarter 5.55 4.24
4th Quarter 5.56 4.35

As of March 1, 2005, there were 499 common stockholders of record.

We have not paid dividends on our common stock and intend to retain our cash flow from operations for the future operation and development
of our business. In addition, our bank credit facility and sub-debt facility restrict the declaration or payment of any dividends or distributions.

ITEM 6. SELECTED FINANCIAL DATA

The following table sets forth, as of the dates and for the periods indicated, selected financial information for the Company. The financial
information for each of the five years in the period ended December 31, 2004 has been derived from the audited Consolidated Financial
Statements of the Company for such periods. The information should be read in conjunction with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations” and the Consolidated Financial Statements and notes thereto. The following information is not
necessarily indicative of future results of the Company. All amounts are stated in U.S. dollars unless otherwise indicated.

Year Ended December 31,

(in thousands except per share data) 2004 2003 (a) 2002 2001 (b) 2000 (b)
Revenues $ 84,868 $ 48,688 $ 48,238 $ 55,342 $ 22,561
Net Income 16,348 3,640 2,307 11,645 9,924
Net Income per share:

Basic 0.37 0.08 0.06 0.37 0.37

Diluted 0.35 0.08 0.06 0.34 0.35
Oil and Gas Properties, net 211,683 160,229 120,746 101,029 56,344
Total Assets 231,617 176,384 132,063 114,639 83,072
Long-term Debt 38,500 22,200 2,400 33,000 6,804
Stockholders’ Equity 121,277 107,727 97,770 54,215 41,456

(@) During 2003, the Company adopted SFAS No. 143. The cumulative effect of adoption resulted in a gain of $849,000, or $0.02
per share.
(b) The Company’s financial statements for 2001 and 2000 were audited by Arthur Andersen LLP, which has ceased operations.



ITEM 7. MANAGEMENT’'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS

Overview

PetroQuest Energy, Inc. is an independent oil and gas company with operations in the onshore and offshore regions of the Gulf Coast Basin, as
well as in portions of Oklahoma and East Texas. Our business strategy is to build shareholder value by increasing proved reserves, production,
cash flow from operations and net income at low finding and development costs. During 2004, we successfully executed this strategy as we
increased these metrics 22%, 47%, 106% and 349%, respectively, from 2003.

The record 2004 increases were the result of our ability to capitalize on another year of strong commaodity prices which enabled us to substantially
increase our capital expenditures. During 2004, we invested $86.4 million, a 36% increase from 2003, into our exploration, development and
acquisition activities. These investments yielded a 97% success rate on 33 wells drilled and the consummation of several strategic acquisitions.

During 2003, we began to diversify a portion of our property base into geographic areas with longer life reserves and production. We acquired
a significant leasehold position in a producing portion of the Southeast Carthage field in East Texas during December 2003 and we expanded
our operations to Oklahoma through two acquisitions during 2004. To compliment these transactions, we added personnel with expertise and
knowledge specific to these regions dedicated to evaluating and exploiting these properties. During 2004, we drilled 22 wells in Texas and
Oklahoma, all of which were productive. At December 31, 2004, approximately 45% of our estimated proved reserves were located outside
of the Gulf Coast Basin.

While diversification is an important factor in balancing risks, we expect to continue to focus the majority of our resources on the Gulf Coast
Basin, as we believe this area represents one of the most attractive exploration and development regions in North America. With our large
acreage position and extensive 3-D seismic database in the Gulf Coast Basin, we believe our management and technical team’s expertise and
experience developed over the last 25 years will continue to provide us with attractive reinvestment opportunities.

Critical Accounting Policies
Full Cost Method of Accounting

We use the full cost method of accounting for our investments in oil and gas properties. Under this method, all acquisition, exploration and
development costs, including certain related employee costs, incurred for the purpose of exploring for and developing oil and natural gas are
capitalized. Acquisition costs include costs incurred to purchase, lease or otherwise acquire property. Exploration costs include the costs of
drilling exploratory wells, including those in progress and geological and geophysical service costs in exploration activities. Development costs
include the costs of drilling development wells and costs of completions, platforms, facilities and pipelines. Costs associated with production
and general corporate activities are expensed in the period incurred. Sales of oil and gas properties, whether or not being amortized currently,
are accounted for as adjustments of capitalized costs, with no gain or loss recognized, unless such adjustments would significantly alter the
relationship between capitalized costs and proved reserves of oil and gas.

The costs associated with unevaluated properties are not initially included in the amortization base and primarily relate to ongoing exploration
activities, unevaluated leasehold acreage and delay rentals, seismic data and capitalized interest. These costs are either transferred to the
amortization base with the costs of drilling the related well or are assessed quarterly for possible impairment or reduction in value.

We compute the provision for depletion of oil and gas properties using the unit-of-production method based upon production and estimates of
proved reserve quantities. Unevaluated costs and related carrying costs are excluded from the amortization base until the properties associated
with these costs are evaluated. In addition to costs associated with evaluated properties, the amortization base includes estimated future
development costs and dismantlement, restoration and abandonment costs, net of estimated salvage values. Our depletion expense is affected
by the estimates of future development costs, unevaluated costs and proved reserves, and changes in these estimates could have an impact on
our future earnings.

We capitalize certain internal costs that are directly identified with acquisition, exploration and development activities. The capitalized internal
costs include salaries, employee benefits, costs of consulting services and other related expenses and do not include costs related to production,
general corporate overhead or similar activities. We also capitalize a portion of the interest costs incurred on our debt. Capitalized interest is
calculated using the amount of our unevaluated property and our effective borrowing rate.

Capitalized costs of oil and gas properties, net of accumulated DD&A and related deferred taxes, are limited to the estimated future net cash
flows from proved oil and gas reserves, discounted at 10 percent, plus the lower of cost or fair value of unproved properties, as adjusted
for related income tax effects (the full cost ceiling). If capitalized costs exceed the full cost ceiling, the excess is charged to write-down of oil
and gas properties in the quarter in which the excess occurs. Declines in prices or reserves could result in a future write-down of oil and gas
properties.
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Given the volatility of oil and gas prices, it is probable that our estimate of discounted future net cash flows from proved oil and gas reserves
will change in the near term. If oil or gas prices decline, even for only a short period of time, or if we have downward revisions to our estimated
proved reserves, it is possible that write-downs of oil and gas properties could occur in the future.

Future Abandonment Costs

Future abandonment costs include costs to dismantle and relocate or dispose of our production platforms, gathering systems, wells and
related structures and restoration costs of land and seabed. We develop estimates of these costs for each of our properties based upon the
type of production structure, depth of water, reservoir characteristics, depth of the reservoir, market demand for equipment, currently available
procedures and consultations with construction and engineering consultants. Because these costs typically extend many years into the future,
estimating these future costs is difficult and requires management to make estimates and judgments that are subject to future revisions based
upon numerous factors, including changing technology and the political and regulatory environment. The accounting for future abandonment
costs changed on January 1, 2003, with the adoption of Statement of Financial Accounting Standards No. 143, “Accounting for Asset Retirement
Obligations.” See New Accounting Standards in the Notes to Consolidated Financial Statements for a further discussion of this accounting
standard.

Reserve Estimates

Our estimates of oil and gas reserves are, by necessity, projections based on geologic and engineering data, and there are uncertainties inherent
in the interpretation of such data as well as the projection of future rates of production and the timing of development expenditures. Reserve
engineering is a subjective process of estimating underground accumulations of oil and gas that are difficult to measure. The accuracy of any
reserve estimate is a function of the quality of available data, engineering and geological interpretation and judgment. Estimates of economically
recoverable oil and gas reserves and future net cash flows necessarily depend upon a number of variable factors and assumptions, such as
historical production from the area compared with production from other producing areas, the assumed effect of regulations by governmental
agencies, and assumptions governing future oil and gas prices, future operating costs, severance taxes, development costs and workover costs,
all of which may in fact vary considerably from actual results. The future drilling costs associated with reserves assigned to proved undeveloped
locations may ultimately increase to the extent that these reserves may be later determined to be uneconomic. For these reasons, estimates of
the economically recoverable quantities of expected oil and gas attributable to any particular group of properties, classifications of such reserves
based on risk of recovery, and estimates of the future net cash flows may vary substantially. Any significant variance in the assumptions could
materially affect the estimated quantity and value of the reserves, which could affect the carrying value of our oil and gas properties and/or the
rate of depletion of such oil and gas properties. Actual production, revenues and expenditures with respect to our reserves will likely vary from
estimates, and such variance may be material.

Derivative Instruments

Under SFAS No. 133, as amended, the nature of a derivative instrument must be evaluated to determine if it qualifies for hedge accounting
treatment. Instruments qualifying for hedge accounting treatment are recorded as an asset or liability measured at fair value and subsequent
changes in fair value are recognized in equity through other comprehensive income, net of related taxes, to the extent the hedge is effective. The
cash settlements of cash flow hedges are recorded into revenue. Instruments not qualifying for hedge accounting treatment are recorded in the
balance sheet and changes in fair value are recognized in earnings as derivative expense (income).

Our hedges are specifically referenced to the NYMEX index prices we receive for our Gulf Coast Basin production. As a result, there is a high
correlation between fluctuations in the price we receive for our Gulf Coast Basin oil and gas and the indexed price of the settlement of our
hedges. At December 31, 2004, our hedging contracts were considered effective cash flow hedges.

Estimating the fair values of hedging derivatives requires complex calculations incorporating estimates of future prices, discount rates and price
movements. Therefore, we choose to obtain the fair value of our commaodity derivatives from the counter parties to those contracts. Since the
counter parties are market makers, they are able to provide us with a literal market value, or what they would be willing to settle such contracts
for as of the given date.

New Accounting Standards

On December 16, 2004, the Financial Accounting Standards Board issued SFAS 123 (revised 2004), “Share Based Payment,” which is a revision
of SFAS 123, “Accounting for Stock-Based Compensation.” SFAS 123(R) supersedes APB Opinion No. 25, “Accounting for Stock Issued to
Employees,” and amends SFAS 95, “Statement of Cash Flows.” Generally, the approach in SFAS 123(R) is similar to the approach in SFAS 123.
However, SFAS 123(R) requires all share based payments to employees, including grants of employee stock options, to be recognized in the
income statement based on their estimated fair values. Pro forma disclosure is no longer an alternative. SFAS 123(R) requires adoption in the
first interim or annual period beginning after June 15, 2005. We expect to adopt the standard July 1, 2005.
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SFAS 123(R) permits adoption using one of two methods. A “modified prospective” method in which compensation cost is recognized beginning
with the effective date using the requirements of SFAS 123(R) for all share-based payments granted after the effective date and the requirements
of SFAS 123 for all unvested awards at the effective date related to awards granted prior to the effective date. An alternate method, the “modified
retrospective” method includes the requirements of the modified prospective method described above, but also permits entities to restate based
on the amounts previously recognized under SFAS 123 for purposes of pro forma disclosures (see Note 1 in the Notes to the Consolidated
Financial Statements) either (a) all prior periods presented or (b) prior interim periods of the year of adoption.

We currently account for our stock-based compensation plans under the principles prescribed by APB Opinion No. 25. Accordingly, no stock
option compensation cost is reflected in net income, as all options granted under the plan had an exercise price equal to the market value of
the underlying common stock on the date of grant. Accordingly, the adoption of SFAS 123(R) will have a significant impact on our results of
operations, but will have no impact on our overall financial position.

The specific impact of the adoption cannot be predicted at this time because it will depend on the level of share-based payments granted in
the future. However, had we adopted SFAS 123(R) in prior periods, the impact would approximate the impact of SFAS 123 as described in
Note 1 in the Notes to the Consolidated Financial Statements. SFAS 123(R) also requires the benefits of tax deductions in excess of recognized
compensation cost to be reflected as a financing cash flow, rather than as an operating cash flow as currently required. We did not recognize
any excess tax deductions during 2004, 2003 or 2002 in connection with the exercise of stock options.

In September 2004, the Securities and Exchange Commission adopted Staff Accounting Bulletin (“SAB”) No. 106, regarding the application
of SFAS No. 143 by companies following the full cost accounting method. SAB No. 106 indicates that estimated future dismantlement and
abandonment costs that are recorded on the balance sheet are to be included in the costs subject to the full cost ceiling limitation. The estimated
future cash outflows associated with settling the recorded asset retirement obligations should be excluded from the computation of the present
value of estimated future net revenues used in applying the ceiling test. We expect to begin applying SAB No. 106 in the first quarter of 2005.

Results of Operations

The following table sets forth certain operating information with respect to our oil and gas operations for the years ended December 31, 2004,
2003 and 2002:

Year Ended December 31,

2004 2003 2002

Production:

Oil (Bbls) 818,405 744,575 929,181

Gas (Mcf) 9,305,075 5,192,760 7,765,142

Total Production (Mcfe) 14,215,505 9,660,210 13,340,228
Sales:

Total oil sales $ 28,896,550 $ 21,196,246 $ 23,294,514

Total gas sales 55,698,797 26,713,611 24,846,723

Total oil and gas sales $ 84,595,347 $ 47,909,857 $ 48,141,237
Average sales prices:

QOil (per Bbl) $ 35.31 $ 28.47 $ 25.07

Gas (per Mcf) 5.99 5.14 3.20

Per Mcfe 5.95 4.96 3.61

The above sales and average sales prices include reductions to revenue related to the settlement of gas hedges of ($1,064,000), ($2,540,000)
and ($733,000) and oil hedges of ($4,197,000), ($1,923,000) and ($128,000) for the years ended December 31, 2004, 2003 and 2002,
respectively.



Comparison of Results of Operations for the Years Ended December 31, 2004 and 2003

Net income for the year ended December 31, 2004 increased 349% to $16,348,000 as compared to $3,640,000 for the year ended December
31, 2003. The results were attributable to the following components:

Production

Oil production in 2004 totaled 818,405 barrels, a 10% increase from the year ended December 31, 2003. Natural gas production in 2004
increased 79% to 9.3 Bcf from 2003 gas production of 5.2 Bef. On a gas equivalent basis, production for 2004 totaled 14.2 Bcfe, a 47%
increase from the 2003 period. The increase in production as compared to 2003 was the result of our current year drilling success, which
included only one dry hole out of 33 wells drilled, and our acquisition of primarily gas producing properties in the Southeast Carthage field in
December 2003, which contributed 1.9 Bcfe, or 13%, to our net 2004 production.

Prices

Average oil prices per barrel during 2004 were $35.31 versus $28.47 during 2003. Average gas prices per Mcf were $5.99 during 2004 as
compared to $5.14 during 2003. Stated on a gas equivalent basis, unit prices received during 2004 were 20% higher than the prices received
during 2003.

Revenue

Oil and gas sales during 2004 increased 77% to $84,595,000 from $47,910,000 during 2003 as a result of higher production volumes and
commodity prices.

During 2004, interest and other income decreased to $273,000 from $778,000 during 2003. Interest and other income recognized during
2003 included the settlement of a lawsuit.

Expenses

As a result of the increase in the number of wells we participate in, lease operating expenses for 2004 increased to $13,161,000 from
$9,449,000 during 2003. However, on an Mcfe basis, lease operating expenses decreased 5% from $0.98 per Mcfe in 2003 to $0.93 per
Mcfe in 2004.

Production taxes increased to $1,549,000 during 2004 from $884,000 during 2003. The increase is due to higher onshore production as a
result of acquisitions in Texas and Oklahoma, as well as an increase in the Louisiana severance tax rate effective July 1, 2004.

General and administrative expenses during 2004 totaled $6,212,000 as compared to $4,444,000 during 2003, net of amounts capitalized of
$4,036,000 and $3,611,000, respectively. The increases in general and administrative expenses are primarily due to higher accrued bonuses
in 2004 resulting from the Company’s improved performance in 2004 relative to 2003.

Depreciation, depletion and amortization (“DD&A”) expense on oil and gas properties for 2004 increased 31% to $34,971,000 as compared to
$26,654,000 in 2003. On an Mcfe basis, however, the DD&A rate on oil and gas properties totaled $2.46 per Mcfe during 2004 as compared
to $2.76 per Mcfe for 2003. The decrease in 2004 per unit DD&A was due primarily to acquisitions made during late 2003 and throughout
2004 at a lower per unit cost than our historical depletion rate and our 2004 drilling success.

Interest expense, net of amounts capitalized on unevaluated prospects, totaled $2,817,000 during 2004 versus $579,000 during 2003. The
increase in interest costs is the result of borrowings made in December 2003 to fund the acquisition of properties in the Carthage field and
borrowings made in October 2004 to fund the acquisition of properties in Oklahoma. We capitalized $883,000 and $451,000 of interest
during 2004 and 2003, respectively.

Derivative expense totaled $2,000 and $1,071,000 during 2004 and 2003, respectively. The expense recorded in 2003 was the result of a gas
derivative instrument and an interest rate swap that did not qualify for hedge accounting treatment. These instruments expired during December
2003 and November 2004, respectively.

Income tax expense of $8,511,000 was recognized during 2004 as compared to $1,690,000 being recorded during 2003. The increase is

due to an increase in operating profit during the current year. We provide for income taxes at a statutory rate of 35% adjusted for permanent
differences expected to be realized, primarily statutory depletion.
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Comparison of Results of Operations for the Years Ended December 31, 2003 and 2002

Net income totaled $3,640,000 and $2,307,000 for the years ended December 31, 2003 and 2002, respectively. The results are attributable
to the following components:

Production

Oil production in 2003 decreased 20% from the year ended December 31, 2002. Natural gas production in 2003 decreased 33% from the year
ended December 31, 2002. On an Mcfe basis, total production for the year ended December 31, 2003 decreased 28% over the same period
in 2002. The decrease in 2003 total production volumes, as compared to 2002, was due to the consistent decline of our Gulf Coast production
and well performance at our Bordeaux and Berry Lake wells, partially offset by the drilling success during the second half of 2003.

Prices

Average oil prices per barrel during 2003 were $28.47 as compared to $25.07 for the same period in 2002. Average gas prices per Mcf were
$5.14 during 2003 as compared to $3.20 for the same period in 2002. Stated on an Mcfe basis, unit prices received during 2003 were 37%
higher than the prices received during 2002.

Revenue

Oil and gas sales during 2003 decreased to $47,910,000 as compared to 2002 revenues of $48,141,000. The decrease in production
volumes partially offset by the significant increase in realized commodity prices resulted in the decrease in revenue.

Interest and other income during 2003 increased to $778,000 as compared to $97,000 during 2002. The increase is primarily the result of the
settlement of a lawsuit during 2003 and the related accounting entries as a result of the settlement.

Expenses

Lease operating expenses for 2003 decreased to $9,449,000 from $9,988,000 during 2002. On an Mcfe basis, lease operating expenses
increased from $0.75 per Mcfe in 2002 to $0.98 in 2003. The increase during 2003 on an Mcfe basis is primarily due to an overall decline in
production rates and the repairs and maintenance costs at the Ship Shoal 72 field, which did not increase production rates.

General and administrative expenses during 2003 totaled $4,444,000 as compared to expenses of $5,009,000 during 2002, net of amounts
capitalized of $3,611,000 and $3,664,000, respectively. The decreases in general and administrative expenses are primarily due to a
decrease in staffing levels during 2003. We recognized $381,000 and $345,000 of non-cash compensation expense during 2003 and 2002,
respectively.

Depreciation, depletion and amortization (“DD&A”) expense on oil and gas properties for 2003 decreased 4% to $26,654,000 as compared
to $27,751,000 in 2002. On an Mcfe basis, which reflects the changes in production, the DD&A rate on oil and gas properties for 2003 was
$2.76 per Mcfe as compared to $2.08 per Mcfe for 2002. The increase in 2003 per unit DD&A as compared to 2002 is due primarily to costs
in excess of previous estimates during the previous twelve months and unsuccessful exploration drilling results during 2002 and 2003.

Interest expense, net of amounts capitalized on unevaluated prospects, increased $301,000 during 2003 as compared to 2002. The increase is
the result of an increase in the average debt levels during 2003, the higher interest rates on our sub-debt facility and the previously capitalized
costs that were expensed on our prior credit facility. We capitalized $451,000 and $619,000 of interest during 2003 and 2002, respectively.

Derivative expense increased $513,000 during 2003 as compared to 2002. This increase is primarily the result of one of our gas derivatives
being recorded on the income statement because of a decline in production in the specific field to which the derivative was designated. The
monthly settlements related to this derivative have been recorded to derivative expense effective during June 2003.

Income tax expense of $1,690,000 was recognized during 2003 as compared to $1,288,000 being recorded during 2002. The increase is
due to an increase in operating profit during the current year. We provide for income taxes at a statutory rate of 35% adjusted for permanent
differences expected to be realized, primarily statutory depletion.

Liquidity and Capital Resources

We have financed our exploration and development activities to date principally through cash flow from operations, bank borrowings, private
and public offerings of common stock and sales of properties.
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Source of Capital: Operations

Net cash flow from operating activities increased from $34,190,000 during 2003 to $70,310,000 during 2004. This increase resulted
from higher production and realized commodity prices during the current year. Our working capital deficit at December 31, 2004 totaled
($24,429,000) versus a deficit of ($15,299,000) at December 31, 2003. The increased working capital deficit is the result of increased
expenditures during 2004 and the corresponding timing of accounts payable related to exploration, development and operating costs, as well as
the increase in our hedging liability, which is the result of the increase in estimated future commodity prices. We believe that our working capital
balance should be viewed in conjunction with availability of borrowings under our bank credit facilities when measuring liquidity. At December
31, 2004, our borrowing availability totaled $24,500,000.

Source of Capital: Debt

We entered into a bank credit facility on May 14, 2003. Pursuant to the credit agreement, PetroQuest and our subsidiary PetroQuest Energy,
L.L.C. (the “Borrower”) have a $75 million revolving credit facility that permits us to borrow amounts from time to time based on the available
borrowing base as determined in the bank credit facility. The bank credit facility is secured by a mortgage on substantially all of the Borrower’s
oil and gas properties, a pledge of the membership interest of the Borrower and PetroQuest’s corporate guarantee of the indebtedness of
the Borrower. The borrowing base under the bank credit facility is based upon the valuation as of April 1 and October 1 of each year of the
Borrower’s mortgaged properties, projected oil and gas prices, and any other factors deemed relevant by the lenders. We, or the lenders, may
request additional borrowing base re-determinations. As of December 31, 2004, the borrowing base under the bank credit facility was $43
million and was subject to monthly reductions of $1.5 million beginning February 2005. The lenders will determine future monthly reductions
in connection with each borrowing base re-determination.

At December 31, 2004, we had $26.5 million of borrowings and no letters of credit issued pursuant to the bank credit facility.

Outstanding balances on the revolving credit facility bear interest at either the bank’s prime rate plus a margin (based on a sliding scale of
0.75% to 1.25% based on borrowing base usage but never less than the Federal Funds Effective Rate plus 0.5%) or the Eurodollar rate plus a
margin (based on a sliding scale of 2.0% to 2.5% depending on borrowing base usage). The bank credit facility also allows us to use up to $5
million of the borrowing base for letters of credit for fees equal to the applicable margin rate for Eurodollar advances.

We are subject to certain restrictive financial and non-financial covenants under the bank credit facility including a minimum current ratio of
1.0 to 1.0, as defined in the credit facility agreement. The bank credit facility also requires the Borrower to establish and maintain commodity
hedges covering at least 50% of its proved developed producing reserves on a rolling twelve-month basis. As of December 31, 2004, we were
in compliance with all of the covenants in the bank credit facility. The bank credit facility matures on May 14, 2006.

On November 6, 2003, we obtained a $20 million subordinated term credit facility from Macquarie Americas Corp. The sub-debt facility
carries an interest rate of prime plus 5.5%, is secured by a second mortgage on substantially all of our oil and gas properties and matures
November 30, 2006. The sub-debt facility is available for advances at any time until December 31, 2005, subject to the restrictive covenants
of the sub-debt facility and Macquarie approval. At closing, Macquarie received warrants to purchase 1,250,000 shares of our common stock
at an exercise price of $2.30 per share.

In conjunction with the December 2003 property acquisition, the sub-debt facility was amended, the original warrants were cancelled and
2,250,000 warrants were issued to Macquarie. During January 2004, the sub-debt facility, including the note, liens, warrants and all other
rights of Macquarie thereunder, was assigned to Macquarie Bank Limited, an affiliate of Macquarie Americas Corp. During February 2005,
Macquarie exercised the outstanding warrants utilizing a cashless exercise provision resulting in the issuance of 1,506,466 shares.

As of December 31, 2004, we had $12 million borrowed under the sub-debt facility, which was primarily used to fund our acquisition of
properties in the Southeast Carthage field. The sub-debt facility contains certain restrictive financial and non-financial covenants, including a
minimum current ratio of 1.0 to 1.0, a total debt threshold of $60 million and a cumulative minimum production and net operating cash flow
threshold, all as defined in the sub-debt facility. The sub-debt facility also requires us to establish and maintain commodity hedges covering at
least 65% of our proved developed producing reserves through November 2006. As of December 31, 2004, we were in compliance with all of
the covenants in the sub-debt facility.

Natural gas and oil prices have a significant impact on our cash flows available for capital expenditures and our ability to borrow and raise
additional capital. The amount we can borrow under our bank credit facility is subject to periodic re-determination based in part on changing
expectations of future prices. Lower prices may also reduce the amount of natural gas and oil that we can economically produce. Lower prices
and/or lower production may decrease revenues, cash flows and the borrowing base under the bank credit facility, thus reducing the amount
of financial resources available to meet our capital requirements. Although we do not anticipate debt covenant violations, our ability to comply
with our debt agreements is dependent upon the success of our exploration and development program and upon factors beyond our control,
such as natural gas and oil prices.
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Source of Capital: Issuance of Securities

We have an effective universal shelf registration statement relating to the potential public offer and sale of any combination of debt securities,
common stock, preferred stock, depositary shares, and warrants from time to time or when financing needs arise. The registration statement
does not provide assurance that we will or could sell any such securities.

Use of Capital: Exploration and Development

We have an exploration and development program budget for 2005 that will require significant capital. Our capital budget for 2005 is
approximately $80 million of which approximately 70% will be allocated to the Gulf Coast Basin. Based on our outlook of commodity prices
and estimated production, we believe that cash flows from operations and available borrowing capacity under our credit facilities will be
sufficient to fund planned 2005 exploration and development activities. In the future, our exploration and development activities could require
additional financings, which may include sales of additional equity or debt securities, additional borrowings from banks or other lenders, sales
of properties, or joint venture arrangements with industry partners. We cannot assure you that such additional financings will be available on
acceptable terms, if at all. If we are unable to obtain additional financing, we could be forced to delay or even abandon some of our exploration
and development opportunities or be forced to sell some of our assets on an untimely or unfavorable basis.

Contractual Obligations

The following table summarizes our contractual obligations as of December 31, 2004 (in thousands):

After

Total 2005 2006 2007 2008 2009 2009

Bank debt $ 26500 $ - $ 26,5500 % - $ - $ - $ -
Subordinated debt 12,000 - 12,000 - - - -
Operating leases (1) 4,489 832 772 742 741 755 647
Capital projects (2) 16,393 1,155 1,506 913 638 1,933 10,248

(1) Consists primarily of leases for office space and leases for equipment rentals.
(2) Consists of estimated future obligations to abandon our leased properties.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISKS

We experience market risks primarily in two areas: interest rates and commodity prices. Because all of our properties are located within the
United States, we believe that our business operations are not exposed to significant market risks relating to foreign currency exchange risk.

Our revenues are derived from the sale of our crude oil and natural gas production. Based on projected annual sales volumes for 2005, a 10%
decline in the estimated average 2005 prices we receive for our crude oil and natural gas production would have an approximate $11 million
impact on our revenues.

In a typical hedge transaction, we will have the right to receive from the counterparts to the hedge, the excess of the fixed price specified in the
hedge over a floating price based on a market index, multiplied by the quantity hedged. If the floating price exceeds the fixed price, we are
required to pay the counterparts this difference multiplied by the quantity hedged.

We are required to pay the difference between the floating price and the fixed price (when the floating price exceeds the fixed price) regardless
of whether we have sufficient production to cover the quantities specified in the hedge. Significant reductions in production at times when the
floating price exceeds the fixed price could require us to make payments under the hedge agreements even though such payments are not offset
by sales of production. Hedging will also prevent us from receiving the full advantage of increases in oil or gas prices above the fixed amount
specified in the hedge.



As of December 31, 2004, we had entered into the following oil and gas contracts accounted for as cash flow hedges:

Production Period

Instrument Type

Daily Volumes

Weighted
Average Price

Natural Gas:

2005 Swap 750 MMBtu $4.55
First Quarter 2005 Costless Collar 11,000 MMBtu $4.50 - 7.99
Second Quarter 2005 Costless Collar 8,000 MMBtu $4.50 - 6.67
Third Quarter 2005 Costless Collar 5,500 MMBtu $4.50 - 7.28
Fourth Quarter 2005 Costless Collar 4,500 MMBtu $4.50 - 7.40
2006 Swap 1,500 MMBtu $4.53
January - June 2006 Costless Collar 2,500 MMBtu $4.50 - 9.27
Crude Oil:

First Quarter 2005 Costless Collar 1,000 Bbls $26.50 - 42.85
Second Quarter 2005 Costless Collar 750 Bbls $25.33 - 35.03
July - December 2005 Costless Collar 500 Bbls $23.00 - 26.20
2006 Costless Collar 200 Bbls $23.00 - 26.40

At December 31, 2004, we recognized a liability of $6.5 million related to the estimated fair value of these derivative instruments.

We also evaluated the potential effect that near term changes may have on our credit facilities. Debt outstanding under the credit facilities is
subject to a floating interest rate and represents 100% of our debt as of December 31, 2004. Based upon an analysis utilizing the actual interest
rate in effect and balances outstanding as of December 31, 2004 and assuming a 10% increase in interest rates and no changes in the amount
of debt outstanding, the potential effect on interest expense for 2005 is approximately $300,000.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Information concerning this Item begins on page 41.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

As of the end of the period covered by this report, we carried out an evaluation, under the supervision and with the participation of our
management, including our Chief Executive Officer and Chief Financial Officer, of the effectiveness of the disclosure controls and procedures
pursuant to Rule 13a-15 of the Securities Exchange Act of 1934, as amended (the “Exchange Act”). Based upon that evaluation, the Chief
Executive Officer and Chief Financial Officer concluded that our disclosure controls and procedures are effective, in all material respects, with
respect to the recording, processing, summarizing and reporting, within the time periods specified in the Securities and Exchange Commission’s
rules and forms, of information required to be disclosed by us in the reports that we file or submit under the Exchange Act. There have been no
significant changes in our internal control over financial reporting during the period covered by this report that have materially affected, or are
reasonably likely to materially affect, our internal control over financial reporting.



Management’s Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reporting, and for performing an
assessment of the effectiveness of internal control over financial reporting as of December 31, 2004. Internal control over financial reporting is
a process designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements
for external purposes in accordance with generally accepted accounting principles. Our system of internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with authorizations of management and directors of the Company; and (iii) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the Company’s assets that could have a
material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Projections of any evaluation
of effectiveness to future periods are subject to risk that controls may become inadequate because of changes in conditions, or that the degree
of compliance with the policies or procedures may deteriorate.

Management performed an assessment of the effectiveness of our internal control over financial reporting as of December 31, 2004 based
upon criteria in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
("COSO”). Based on our assessment, management believes that our internal control over financial reporting was effective as of December 31,
2004 based on these criteria.

Our management’s assessment of the effectiveness of the Company’s internal control over financial reporting as of December 31, 2004 has
been audited by Ernst & Young LLR, our independent registered public accounting firm, as stated in their report below.

March 2, 2005

/s/ Charles T. Goodson
Charles T. Goodson
Chairman and

Chief Executive Officer

/s/ Michael O. Aldridge
Michael O. Aldridge

Senior Vice President and Chief Financial Officer
Report of Independent Registered Public Accounting Firm on Internal Control Over Financial Reporting

The Board of Directors and Shareholders
PetroQuest Energy, Inc.

We have audited management’s assessment, included in the accompanying Management’s Report on Internal Control Over Financial
Reporting, that PetroQuest Energy, Inc. maintained effective internal control over financial reporting as of December 31, 2004, based on criteria
established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(the COSO criteria). PetroQuest Energy, Inc.’s management is responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effectiveness of the Company’s internal control over financial reporting 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 effective internal control over financial reporting
was maintained in all material respects. Our audit included obtaining an understanding of internal control over financial reporting, evaluating
management’s assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A
company’s internal control over financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the Company; (2) provide reasonable assurance
that transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the Company are being made only in accordance with authorizations of management and
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directors of the Company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the Company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or
that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that PetroQuest Energy, Inc. maintained effective internal control over financial reporting as of
December 31, 2004, is fairly stated, in all material respects, based on the COSO criteria. Also, in our opinion, PetroQuest Energy, Inc.
maintained, in all material respects, effective internal control over financial reporting as of December 31, 2004, based on the COSO criteria.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), the accompanying
consolidated balance sheets of PetroQuest Energy, Inc. as of December 31, 2004 and 2003, and the related consolidated statements of income,
shareholders’ equity, and cash flows for each of the three years in the period ended December 31, 2004 of PetroQuest Energy, Inc. and our
report dated March 2, 2005 expressed an unqualified opinion thereon.

/s/ Ernst & Young LLP
New Orleans, Louisiana

March 2, 2005

ITEM 9B. OTHER INFORMATION

Ralph J. Daigle, our vice-chairman of the board, has notified us of his intention to retire from all positions effective
March 31, 2005.

PART Il

ITEMS 10, 11,12, 13 & 14

For information concerning Item 10. Directors and Executive Officers of the Registrant, Item 11. Executive Compensation, Iltem 12. Security
Ownership of Certain Beneficial Owners and Management, Item 13. Certain Relationships and Related Transactions and Item 14. Principal
Accounting Fees and Services, see the definitive Proxy Statement of PetroQuest Energy, Inc. relating to the Annual Meeting of Stockholders to be
held May 12, 2005, which will be filed with the Securities and Exchange Commission and is incorporated herein by reference.

PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(@) 1. FINANCIAL STATEMENTS

The following financial statements of the Company and the Report of the Company’s Independent Registered Public Accounting Firm thereon
are included on pages 41 through 57 of this Form 10-K:

Report of Independent Registered Public Accounting Firm

Consolidated Balance Sheets as of December 31, 2004 and 2003

Consolidated Statements of Income for the three years ended December 31, 2004
Consolidated Statements of Stockholder’s Equity for the three years ended December 31, 2004
Consolidated Statements of Cash Flows for the three years ended December 31, 2004

Notes to Consolidated Financial Statements

2. FINANCIAL STATEMENT SCHEDULES:

All schedules are omitted because the required information is inapplicable or the information is presented in the Financial Statements or the
notes thereto.



3. EXHIBITS:
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Plan and Agreement of Merger by and among Optima Petroleum Corporation, Optima Energy (U.S.) Corporation, its wholly-owned
subsidiary, and Goodson Exploration Company, NAB financial L.L.C., Dexco Energy, Inc., American Explorer, L.L.C. (incorporated
herein by reference to Appendix G of the Proxy Statement on Schedule 14A filed July 22, 1998).

Certificate of Incorporation of the Company (incorporated herein by reference to Exhibit 4.1 to Form 8-K dated September 16, 1998)
Bylaws of the Company (incorporated herein by reference to Exhibit 4.2 to Form 8-K dated September 16, 1998).

Certificate of Domestication of Optima Petroleum Corporation (incorporated herein by reference to Exhibit 4.4 to Form 8-K dated
September 16, 1998).

Certificate of Designations, Preferences, Limitations And Relative Rights of The Series a Junior Participating Preferred Stock of PetroQuest
Energy, Inc. (incorporated herein by reference to Exhibit A of the Rights Agreement attached as Exhibit 1 to Form 8-A filed November
9, 2001).

Warrant to Purchase Common Shares of PetroQuest Energy, Inc. (incorporated by reference to Exhibit 4.1 to Form 8-K filed December
29, 2003).

Rights Agreement dated as of November 7, 2001 between PetroQuest Energy, Inc. and American Stock Transfer & Trust Company, as
Rights Agent, including exhibits thereto (incorporated herein by reference to Exhibit 1 to Form 8-A filed November 9, 2001).

Form of Rights Certificate (incorporated herein by reference to Exhibit C of the Rights Agreement attached as Exhibit 1 to Form 8-A filed
November 9, 2001).

PetroQuest Energy, Inc. 1998 Incentive Plan, as amended and restated effective December 1, 2000 (incorporated herein by reference
to Appendix A to Proxy Statement on Schedule 14A filed April 20, 2001).

Amended and Restated Credit Agreement, dated as of May 14, 2003, by and between PetroQuest Energy, LLC, PetroQuest Energy,
Inc., Bank One, NA, Banc One Capital Markets, Inc., and certain other Lenders (incorporated herein by reference to Exhibit 10.1 to
Form 10-Q filed August 13, 2003).

Guaranty dated May 14, 2003, between PetroQuest Energy, Inc. and Bank One, NA, as Agent for the Lenders (incorporated herein by
reference to Exhibit 10.2 to Form 10-Q filed August 13, 2003).

First Amendment to Amended and Restated Credit Agreement dated as of November 6, 2003, by and among PetroQuest Energy,
L.L.C., PetroQuest Energy, Inc.; Bank One, N.A., and Union Bank of California, N.A. (incorporated herein by reference to Exhibit 10.4
to Form 10-Q fi