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* No one predicted the 50% price fall occuring
since last June

 Preparc for a difficult situation
— Bring costs under control
— Revise 2015 price forecasts

— smaller service firms incur financial stress

E 3 A PALE T = 2 10

In 1999, The Economist magazine forecasts $5 price
In 2008, Goldman Sachs predicted $200

Onc year ago:
— Standard Chartered Bank predicted $105 for 2015.
— The IMF forecast $85 for 2015

Recently, US EIA predict is next year’s prices at $68

2B A EEFESR
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» Goldman Sachs in 2008 predicted $200

» The Economist magazine in 1999 with forccasts
of a $5 price

>~ E S A Bt PAE T S 2 24

 Moody’s credit agency believes
— If oil prices average $75 through 2015

* Then US exploration and production companies can be
expected to cut their spending by a fifth.

— If the average price were to go below $60
* Then operators could cut capital expenditure by up to 40%.

SR PHAAREFES
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It also eventually rekindle higher prices

— as exploration plummets and shortages of supply

appear.

» The question is when.

P 2B TN AEREFRS

£

H Drillingdown §EHEBTE
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Q.

The sideways years

. Hlndmght is sharpest aﬁer a crash.

« Of course { el v e scared the
Saudis into keepmg the taps open wide;

* of course countrics desperate for petrodollars,
from to Russia, must follow suit;

» of course with the global economy inching
along, the oil price had to drop from $110 to
$50 per barrel in just a few months.

£8P b AEHF L

@ It is not correspondingly obvious
what o1l will do next.

E - BT PASIE-S =8 S
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Assume that after the great © <2 o 207 prices travel
sideways, moving in a band between say, $45 $65 per
barrel for five years.

Such a nothing could be quite something. The structure of
the o1l industry would have to change.

The broad implications are obvious: companies with the
highest quality — that 1s, lowest cost — assets pull ahead.
High cost producers downsize, sell out or fail.

Refining becomes an attractive business relative to
production.

Consolidation helps cut costs but investment spending 1n oil
exploration and production would steadily dwindle,
squeezing the weaker o1l services companies brutally.

E2B b REEES

» For investors and companies, the main effect of
a half decade of flat oil prices would be a sharp
shift in focus, from earnings growth to the
power of capital.

» The balance sheet would ascend to the place of
honour held, until recently, by the income
statement.

P 28T AEEFLS
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Lessons from history

» History does not tell us how long the current
price fall will last. But it docs show that it will
not necessarily be short.

o In the three major oil price crashes over the past

three decades, cach recovery came sooner than
the previous one.

» The longest of the three, the 1980s-1990s fall,
most closely resembles the current situation.

23 F A mEkFEERN

» Inthe US, the world’s largest o1l consumer, the 1980s
saw electricity generation moving towards cheaper
coal, nuclear power and eventually natural gas.

Demand for oil fell just as new supply from Alaska
and the North Sea came on stream.

O1l prices entered a bear market that lasted more than
a decade.

Saudi Arabia and Opec, the producers’ cartel, tried to
support the price, reducing production from 10m
barrels per day in 1981 to 2m in 1985.

When the cuts had little effect, the Saudis changed
tack and doubled production hoping that the o1l

market would find the bottom.
> 2B b b A R F L
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e Then, as in 2014, Saudi Arabia broke away
from discussions with its cartel members. One
key difference was Russia’s inability to
maintain its own oil production volumes in the
late 1980s, as the Communist regime came to
an end — its volumes fell and offsct Saudi
Arabia’s doubling of its own production.

P e B PARE T = 2 S

The next two crashes were blips by comparison. In
1998-99, the repercussions of the Asian financial crisis
and the potential for global economic contagion
worried investors.

Between November 1996 and the end of 1998 the o1l
price dropped 60 per cent to $11.

The industry responded with a wave of mergers. In
Europe, ENI, the Italian state o1l company, acquired
British Borneo, [.asmo and eventually Fortum 1n 2002.

In France, Total combined with Elf. In the US when

- bought Amoco (and later Arco), (v grabbed
Texaco and o7 merged with Mobil over the space
of a year.

P 2E b AEEFERS
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» Between 2001 and 2007, O |
iripled against a background of hmlted 011 1ndushy
investment in production.

» When global economies suffered a sharp credit
shock 1n 2008, many believed that the
transformation wrought by the Chinese economic
miracle would support o1l prices.

» And after a violent correction it did. The $145 per
barrel peak of 2008 was not reclaimed, but $100 o1l
was back by 2011.

E S A PALE S =5 30

Companies, with an additional push from low borrowing
costs, responded with a sustalned surge of investment.
Darlng projects from ¢ ~ to the South Atlantic
charged ahead. Buoyant prlces rewarded risk takers.

» Bemstein Research notes that, since 2000, o1l companies
consistently saw an increase in the oil price following the
final investment decision on their respective upstream
projects.

* So by the time projects which were sanctioned between
2004 and 2011 started producing, average oil prices had
risen $18 per barrel. But by 2016-17 the oil industry might
be facing a very different scenario.

* Heavy investment eroded returns on capital. Higher prices
hid the tenuous nature of many projects. With o1l below $50,
there 1s nowhere to hide.

E LA PALE-E =2 S04
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How it will look in 2020

The lesson 1n 2020 will be clear: those who entered the
sideways years with clean balance sheets were able to
survive and even prosper. The point may seem obvious.

But in the years before 2014 there were big changes in the
way oil companies were financed, leaving the industry
unprepared for an extended period of low prices.

Ultra-low interest rates after the financial crisis led to
msatiable demand for income from investors.

O1l and gas companies financed their exploration and
investment with equity in previous oil booms, but the
temptation to use high-yield bonds instead proved too much.

£8P A RERELR

High cost of oil
Qil consumption as % of world GDP Qil price (S/barrel)
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Sources: Workd Bank: EIA; Bloomberg FT calculations
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For most countries oil is a
significant cost. This expenditure
can act as a drag on economic
growth when the oil price as a
proportion of GDP rises too high.
Over the past three decades, the
upper limit for oil prices has come
when the value of oil
consumption has reached about
five per cent of world GDP.

FT graphic




Qil price recovery from previous crashes

Number of months from peak price

Sources: Bloomberg. FT Calculations.
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Since the early 1980s oil prices
have proved resilient. However,
price rebounds have sometimes
taken years. Indeed, oil remains
below its all-time nominal peak of
$145 per barrel set in 2008. As
the price history in the 1980s
shows, it would be hasty to
assume the rebound in the oil
price will come quickly

FT graphic

Leverage has increased since the 2008 price collapse

Total net debt (Sbn) Net debt/ebitda

2008 201" 2008

"Net debt a1 second quarter, annualised ebinda with adjustment of 15% down for oll price decline
Sources: S&P Capital )& FT Calculations

2008

%
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Oil companies could not resist the
lure of ultra-low interest rates
which followed the 2008 global
financial crisis and have increased
their leverage markedly. The
decline in revenues coupled with
their more bloated balance sheets
could hurt them in the years
following the great oil spill of
2014. An FT analysis of a
representative set of 135
international oil companies reveal
how leverage has increased since
2008.

FT graphic

AR S % 2 S




@

Dividend cover of major oil and gas producers

Ratio
Chevron Exxon
S—
'"-——\
~—
Total
Royal Dutch Shell
20m 12 13 14

Devidend cover: caloulated a5 net earnings / dividends paid
Source: Bloomberg

Though oil prices soared after the
2008 crisis, the major oil groups
struggled to grow their earnings
faster than dividends as their
operating costs rose. Note that
these companies did their best to
maintain dividends to
shareholders. As a result, the
ratio of earnings to dividends slid
steadily in the period up to the
end of 2014

FT graphic
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European oil services expansion

Compound annual growth rate, 2009-14 (%)

-40 -20 o 20 40
Operating capacity Net debt
has grown to all Net debt/ebitda
time highs Net debt/equity
Property plant and equipment
Headcount
Goodwill

Asset turnover
Over same period

profitability has C"P’"
diminished Ebitda/head

Return on average capital employed
Free cash flow

Aggregation of Techeip, Saipem, Subsea 7. SBM Offsthore, Aker, Petrofac, Vallourex and Tenaris
Source: Bernstein

2B v aaAERFRE

Between 2009 and 2014
European oil services companies
expanded very quickly. While
headcount and leverage rose at
impressive rates, their returns on
capital invested fell. Now that
their customers are curtailing
spending, the oil service industry
is suffering badly.

FT graphic




The losers

— During a half decade of $50 oil, the most indebted
exploration companies would be expected to return to
the capital markets, seeking the funding to complete key
projects.

— Those could not generate enough cash flow when oil
was at $90 per barrel to cover financing needs suggests
that at $50, it would spend much of the next half decade
retrenching, selling assets and asking for support.

— Another victim of over expansion such "= s | It will
have to survive a sustained price drop without
government support.

” 2B b AN ERFES

» Companies in higher cost oil regions, such as the
North Sea where production has been in decline for
years, will also struggle.

» An increase in capital spending — up nearly three
times in the five years to 2014 — was compounded by
higher UK upstream production taxes, as well as fewer
and smaller discoveries. Taxes doubled to 60 per cent
between 2000 and 2014. Five years of o1l prices
bouncing between $50 and $60 per barrel would add
pressure to smaller explorers and producers 1n the
region, such the UK s~ ucs, and the city of
Aberdeen, the headquarters for the North Sea o1l
services 1ndustry

” 2B P REEES
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The biggest losers

» The biggest losers of all could be the o1l service companies.

— In the US shares in the sector, fell by 43 per cent in 2014. Deep
water drillers, such as Transocean, were hit hard; its share price
fell 60 per cent.

— Rental rates for their rigs, which cost as much as $650m each,
fell by a third in 2014 as companies delayed their offshore
projects. In an era of $50 oil, financing new rigs could become
difficult. European oil services groups will see particularly hard
times because they are loaded with debt.

— Between 2009 and 2014, net debt grew at an annual rate of 38
per cent for European oil service companies, such as Italy’s

- and Norway’s Subsea 7.

— Headcount jumped by a third as returns on average capital
employed declined by two-thirds: the companies expanded at the
cost of profitability.

E 3 A PALE T = 2 10

« The compaies that is stable:

— Those companies that take early and radical action
to raise capital, via assel sales or equily issuance,
would stay in control of their fates through the
sideways years.

» The companics that 1s struggling

— Those who find it difficult to accept the lower
values of their assets imposed by oil at $50 per
barrel will struggle.

2B b AN REFES
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The winners

* The relative winners over the sideways years are
likely to be the integrated international oil companies
such as Exxon and Shell.

e These companies have been under investor pressure to
increase their returns on capital employed since 2013
and as a result had begun to cut costs and postpone
spending before the o1l price fall.

e Exxon, Shell and Chevron, three of the largest listed
integrated companies, have strong balance sheets, with
net debt near or just below one times ebitds

23 FaadBREFRE

» As the o1l industry added leverage, it also paid out
more of its earnings as dividends and these groups
should be able to continue that.

» The coverage ratio (net earnings as a proportion of

dividends) of the biggest western oil companies
peaked in 2010.

» Nevertheless the ability of the integrated groups to
divest assets to raise capital and borrow cheaply
means they could withstand the contraction in
operating cash flow.

2B TN AEREFERS
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In future, look to the past

* When looking to the future, think about hindsight. In five
years' time, which companies will know that they got it right:
— Those that saw $50 oil as a floor and assumed a return to $1007?

— Or those who planned for $50 oil to last years, organised their
finances accordingly, and so could treat anything more than that as
an unexpected bonus?

» As things stand, it makes sense to back the latter.
— The industry is secking to compensate for previous optimism
about the oil price.
— Sticking with higher costs or expensive investments is a bet that
past prices will return.
— Plenty of people have regretted making that mistake; more will do
so in the future.

E 3 A PALE T = 2 10

To invest selectively 1n attractive
projects at low prices

* Look to the balance sheets and the asset quality.

» Companics, large or small, that can take
advantage of others’ weakness to invest
sclectively 1n attractive projects at low prices
will emerge as the winners, whether oil returns
to $100 per barrel or stays at $50.

” Z2B b A REFEES
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