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Oil & Gas Company Decision Making: Capital
Allocation, Budget and Long-Range Planning

Points to Address: Discussion of Company
Behaviors and Decision Making

A Key considerations for companies in making investment
decisions, including decisions on whether to develop
particular resources in the near term or postpone
development

A Key metrics including ROCE, NPV, IRR, consideration of
asset metrics versus portfolio metrics, and differences
between integrated vs non-integrated companies
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Annual Planning Cycle

Oil and gas companies follow a standardized process linking the annual Budget cycle to the
Long Range Plan and corporate Strategy
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Strategy, Planning and Positioning

Future of the World: Planning Scenarios
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Annual Planning Cycle
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Planning Cycle and Capital Allocation

Corporatetnput: Common AssumptionsE-)xternaI Environment
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Annual Planning Cycle
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Attracting Capital: The Project Approval Process

A Materiality, total capex exposure, full-cycle economics/metrics, are all considerations in
determining whether an IOC will position, or continue to invest, in a particular asset, basin,
country.

A Each project is disaggregated into fAdiscrete ir
Requests (PARS), creating a natural stage-gate for capital approval and allocation.

A APAR can extend beyond a single fiscal year budget, depending on scope of the work program.
Represents non-discretionary capex at the start of the budget year

A Each PAR has one or a series of associated Approval for Expenditure (AFE) documents for a specific
activity or capex element

A Sum of AFEs for a calendar year = capital Budget

A Each stage-gate creates an opportunity for the Company to continue, amend, suspend, or
exit/divest

AssetModellingand Decision Process: Materiality and GatpexExposure
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Business Control Architecture:

PAR => AFE => Budget
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Upstream Financial Metrics: Measuring Performance

A Growth .. Ability to manage the fi t bnp.o
I CAGR in Production and Reserves relative to target
I Quality of growth .. Where, how, consistent or not
I Plowback Rate. .. To show relative growth intentions between different regions

A Profitability .. Ability to manage the fi b o t lineodm
I Upstream Cash flows
i Upstream Net Income Absolute and fnAper boeo basis
I Upstream Production Costs

A Efficiency .. Ability to manage capital.
I Upstream ROCE
I Finding costs, F&D costs, Replacement Costs

A Cash Flow .. Ability to manage investment/re-investment in the portfolio.
I Financial Strategy (debt targets, debt/capital ratio, dividend requirements)
I Self-financing nature of portfolio (free cash flow versus capex: regional and global)

A Risk .. Ability to manage a diversified portfolio.
I Financial Risk: Debt-to-Capital ratio, financial flexibility
i New Source Risk: Thinner margin barrels dominating new source volumes
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Project Selection and Decision Metrics

Energy companies employ a variety of Benchmarks or Metrics to rank investment
opportunities and to allocate financial capital. Some of the more common include:

A Pay-out period; length of time required to recoup financial capital being placed at risk.
Simplest selection metric, important to firms with scarce capital resources. No reference to
project value after pay-out

A Internal Rate of Return; discount rate at which PV of costs = PV of revenues

A Net Present Value; PV of costs less PV of revenue flows (using discount rate reflecting cost
of capital, cost of borrowing, or other);

I NPV/boe; incorporates concept of investment efficiency

I NPV/Investment; incorporates assessment of return to the investment dollar. Also referred to as PVPI

A Recycle Ratio: Netback or profit per boe divided by F&D cost per boe. A measure of project
or corporate profitability (target >1)

A Discounted and Undiscounted Net Cash Flow Profiles; measure of availability of free cash
flow for follow on or alternative investments

A Maximum Negative Cash Flow Exposure: useful in situations where access to financial
capital is an issue. What is the maximum exposure being undertaken by the firm

A Net Booked Reserves; contribution of the projects to corporate value (based on bookable
reserves, amongst other measures)

A Capex/boe; cost per barrel of production capacity. Burdens the projects by the cost of
infrastructure, facilities, etc. Tends to favor less complex, more mature capex alternatives
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Project Metrics: Net Present Value

A Net Present Value (NPV): The estimated value of a project when all future net cash
fl ows are discounted to the present at an
NPV > 0, then the project is expected to deliver a return greater than the cost of
development, including a return on capital invested (accounted for in the discount
rate).

A Advantages:
I Time value at corporate rate included
I Can be calculated exactly

I Can accommodate risk
A NOTE: Above ground risk incorporated through discounting of costs and/or revenue flows,
NOT through use of alternative discount rates
i Useful for valuing projects
I Discount rate reflects corporate preference for opportunity cost of investment capital
(e.g., market interest rate, cost of equity capital, weighted average cost of capital (debt
and equity))

A Disadvantages:

i Difficult to rank projects. Significantly different capital and expenditure profiles can
deliver the same NPV, due to the effect of discounting.

A E.g., very |l arge cash flows in a future time peri
cash flows in forward years. This may not, however, have the same impact and value for the
company treasury
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Project Decision Variables: Internal Rate of Return

A Internal Rate of Return (IRR): The discount rate that equates all future cash inflows
to outflows at a point in time (usually the present)

A Advantages:
i Easy to understand.
i Incorporates time value
I Can be compared to a required minimum (or hurdle rate)
I Independent of magnitude of cash flows.

A Disadvantages:

I Multiple rates of return are possible in cases of material cash flow volatility (e.g., large
positive and negative swings over project life); uncomfortable for decision makers
looking for unique decision criteria

i Doesndt measure absolute worth of the project
I Not useful for single project analysis

I Implicit assumption that interim cash flow is invested at calculated IRR (issue for high
return projects) => overstates the true project value
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