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Abstract

The objective of this valuation thesis is to estimate an enterprise value for Odfjell Well Services
(OWS). OWS is a division of Odfjell Drilling (ODL) that went public on the Oslo Stock
Exchange in the fall of 2013. OWS is a part of the oilfield services industry and is an
international provider of Well Services. Their main market segments are Tubular Running
Services, Rental, and Well Intervention.

An external analysis uncovers that the oilfield service industry is an attractive industry with
prospects of excess returns. Whereas the internal analysis reveals that OWS is operating its
resources and capabilities to capture value with a focus on quality. It is a capital intensive
industry that is currently in a downturn. However, oil prices and investments are forecasted to

bounce back starting from 2016.

The financial statement analysis exposes how OWS has generated high profits and margins.
Whereas both the profitability- and liquidity analysis reveals that OWS is on par or above the
peer group average in every category. Historic accounting data, together with the findings in

the strategic analysis serves as the foundation for the cash flow forecasts.

The Discounted Cash Flow (DCF) model serves as the main valuation model. While the
comparative company- and preceding transaction analysis complements the DCF model. A
Monte-Carlo simulation shows that the enterprise value estimate is very sensitive to changes in
the underlying variables.

The complementary valuations implies an enterprise value between USD 415M and USD
527M. A Monte-Carlo sensitivity analysis estimates the enterprise value, within 95% certainty,
to be in the range of USD 322M and USD 619M. The DCF, which has been the main valuation
model for this thesis, estimates OWS enterprise value at USD 457M.



Preface

This master thesis is the culmination of five years of study. We chose to write a valuation thesis
based on the applied finance specialization of our master programme at the University of

Stavanger.

We agreed on a petroleum related valuation, as we are both from a city where the oil industry
dominates the local economy. We also found the cyclical part of the industry quite exciting,
how firms operate differently with respect to the volatility of oil prices. We got an intriguing
opportunity to write our thesis for OWS in a time were the oil service industry is facing a slow-

down in the demand for their services.

OWS is a division of a public company, but there is no market price for debt or equity for OWS.
This pose a new challenge compared to the valuations we performed during our master
program, which focused solely on publically listed companies. This thesis has given us the
opportunity to put theory into practice, and we would like to thank OWS for giving us the

opportunity to base our thesis on their company.
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1 INTRODUCTION

1.1 PURPOSE

The purpose of this thesis is to apply the knowledge gained throughout five years of study. The
valuation thesis is a summary of what we have learned during our studies. The choice of
industry is linked to the regions history, and our personal ties to the oil service industry. The oil
service industry is complex and is currently in a downward business cycle. These factors all

contribute to making the process of writing of a valuation thesis exciting, difficult and fun.

1.2 PROBLEM STATEMENT
The goal of this thesis is to estimate the value of Odfjell Well Services (OWS), a division within

Odfjell Drilling, by applying different valuation methods. The problem statement is as follows:

“What is the enterprise value of OWS at the beginning of 2015?”

1.3 MODELS, THEORY, AND DATA

A cooperation with the administration of OWS has enabled this valuation. OWS has opened
their books, and shared the information necessary to complete the valuation. This is mainly
historic accounting data, and value chain. They have not disclosed information on future

earnings.

Sources are internal financial reports, year- and quarterly investor reports, market data from
banks and public organizations, theory from academic books, articles, and financial literature.
The most important source is the confidential accounting data and information regarding value

chain given by OWS.

Generally, and especially in economics, articles and literature sources can be biased. Filtering
biased sources and writing is vital for any thesis. A biased source can manipulate assumptions
that can affect the results. In search of unbiased data, it was important asking the critical

questions: is the source or data biased?



131 PESTEL
PESTEL is an acronym for Political, Economical, Sociocultural, Environmental, and Legal
factors that affect the entire petroleum industry. This analysis reveals macro factors that directly

and indirectly affects the operations of OWS.

1.3.2 PORTER’S FIVE FORCES
Porter’s five forces is a strategic tool to identify an
industry’s attractiveness concerning profitability and /

Rivalry among

competition. The model is explained in Figure 1.1. x,,;,.;_ng P ——
ol suppllers competitors of buyers

The five forces analysis helps identify an industry’s

weaknesses and strengths.

Threat of substitute
products or services

Figure 1.1: Porter's five forces

Source: Johnson & Scholes (2011)

1.3.3 VRIO Analysis

VRIO is an acronym for Value, Rarity, Imitability, and Organization. It is an analysis were the
main internal resources and capabilities of a company is analysed. It will help to determine if
the resources and capabilities of OWS will give a competitive advantage, by asking following

questions:

e Isthe resource valuable? (Value): Does the resource or capability give the company the

possibility to utilize an external opportunity, and/or neutralize an external threat?
e s the resource rare? (Rarity): is the resources rare among competitors?

e s the resource imitable? (Imitability): Is there a big cost or disadvantage by trying to

obtain the resource or capability?

e s the resource utilized correctly? (Organization): Is the company organized in such a

way, that it can take advantage of the resources and capabilities?



1.3.4 Financial Statement analysis

This section analyses OWS historic accounting data and compares it to a selected peer group.
The breakdown of the data is based on the DuPont model. The model is illustrated in appendix
4.3.

135 SWOT
SWOT is an acronym for Strengths, Weaknesses, Opportunities, and Threats. Strengths and
weaknesses are internal, while opportunities and threats are external. The SWOT analysis

summarizes the strategic- and financial analysis of OWS.

1.3.6 Discounted Cash Flow Analysis

The Discounted Cash Flow model is a fundamental valuation method used in finance to value
a company, business, division, or an asset. This is done by using the principles of time value of
money; where all future free cash flows are estimated and discounted back with a discount rate
to get their present value (PV). Summarizing all present values results in the net present value
(NPV). The analysis result can be expressed in two ways: Enterprise Value (EV) and Value of

equity. The Enterprise Value is used.

The value is determined by forecasting the next five years of the free cash flow (FCFF), and
then adding the Terminal Value (TV) to determine enterprise value. The FCFF is discounted

with a weighted average cost of capital (WACC). FCFF is calculated by following formula:®
FCFF = NOPLAT + Depreciation — ANWC — CAPEX

The Terminal Value (TV) is estimated using the Gordon’s growth formula. The formula
assumes a steady state in the projected period, where it will have a constant growth rate forever.?
After obtaining both FCFF and Terminal Value, we can find the enterprise value:®

FCFFn* (1+ g)
WACC — g

Terminal Value (TV) =

n FCFFy TV
1=1(1+wacc)l  (1+waco)r

Enterprise Value (EV) =

! Plenborg & Peterson (2012). Financial Statement Analysis, p. 176
2 Rosenbaum, J. & Pearl, J. (2013). Investment Banking. Wiley. p. 132
3 Plenborg & Peterson (2012). Financial Statement Analysis, p. 216



1.3.7 Comparative Company Analysis (CCA)

Comparative Company Analysis is a widely used valuation tool by investment banks when
valuing a company, business, division, or an asset. This valuation technique establishes a
trading multiple based on a selected peer group. The multiple is then be used together with
accounting data to establish an estimated value of a company. This thesis will focus on the
Enterprise Value/Earnings before Interest Taxes Depreciation and Amortization (EV/EBITDA)
multiple, but the Price / Earnings (P/E) and Price / Book (P/B) is also analysed.

Companies that share the same business characteristics and financial profiles will usually serve

as a good comparable. Rosenbaum & Pearl divide these characteristics into key traits:*

Business Profile Financial Profile
Sector Size
Products and Services Proficabilicy
Customers and End Markets Growth Profle
Distribution Channels Return on Investment
Geography Credit Profle

Table 1.1: Business- and Financial Profile

Source: Rosenbaum & Pearl

1.3.8 Precedent Transaction Analysis (PTA)

The PTA looks on recent transactions in the oilfield services industry. Preferably, transactions
featuring companies with similar financial structure and risk profile. In reality, it is hard to find
a perfect match for the analysis. The PTA gives insight into sales multiples of companies within
the oilfield services in recent years. It is expected that the PTA analysis yields a higher valuation
multiple then the CCA analysis because buyers usually pay a control premium when acquiring
a company. They do so to realize synergies or gain market share. The PTA gives an estimate of

what buyers are willing to pay for companies, instead of implied market values.

1.3.9 Sensitivity analysis
The value estimate from the DCF valuation is based on subjective assumptions. Assumptions
that are forward-looking, and might not always hold true. A sensitivity analysis is a good way

for an analyst to stress-test different input variables. In reality, assumptions can and will often

4 Rosenbaum, J. & Pearl, J. (2013). Investment Banking. Wiley. p. 16



change over time, because the future is impossible to predict with any certainty. The forecast

assumptions will be stress-tested, utilizing a Monte-Carlo simulation, to see how the different

variables affect the enterprise value of OWS.

1.4 LIMITATIONS

©)

OWS is not publicly listed. The Financial data and information is mostly used from
OWS’ financial database.

The last data used is the financial data from 2014 (Q4), for peers and OWS.
There are only analyses of relevant geographic areas.

There was no detailed segment data to predict better growth.



1.5 THESIS STRUCTURE

The following template explains the structure of the thesis. A strategic- and financial analysis
of the current market situation and the historic accounting data will serve as the benchmark for
the forecast period. Before arriving at a value, the cost of capital is analysed. The Precedent
Transaction- and Comparable Company Analyses serves as complements to the Discounted
Cash Flow model. The estimated enterprise value is stress-tested using a Monte-Carlo

simulation.

Introduction

. Financial
Strateg‘lc Statement
Analysis Analysis

Data: Financial
Statements, Investor
Reports, Market Data

Theory: Articles,
Textbooks, Scientific
Literature

| Assumptions and Forecasts |

Sensitivity
Analysis

Discussion

Figure 1.2: Thesis structure



2 ORGANISATIONAL OVERVIEW

2.1 OVERVIEW

Odfjell Well Services (OWS) is a division within the Odfjell Drilling group (ODL). The
management and board of directors are the same for both. Although ODL is not the target of
this thesis, it does share history and management with OWS. The overview gives an

introduction to OWS and the oil service industry, followed by an introduction of ODL.

2.2 ODFJELL WELL SERVICES

International presence - OWS
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Figure 2.1: OWS International Presence

OWS company presentation

OWS history dates back to 1982. Today they have operations in Europe, the Middle East, South
East Asia, and South America with over 500 employees. The company is a leading service

provider for the oil and gas industry.



2.2.1 Market Segments
OWS administration divides operations into three segments: Rental, Tubular Running Service,
and Well Intervention. The market segments are mainly offshore.

Well Intervention Services

This segment involves operations carried out on an oil or gas well, both during, or at the end of
its productive life. Within this segment, OWS offers Wellbore Clean-Up, Fishing & Remedial,
and Casing Exit.

Wellbore Clean-Up involves the removal of drilling fluid residue from the well. Fishing &
Remedial is the process of recovering equipment lost in the oil- or gas well. Casing exit involves
performing a complex change in drilling direction. The efficiency of Wellbore Clean-Up is
reliant on the clean-up tools. OWS offers next generation equipment for this purpose.® Fishing
& Remedial hinges on expertise. The system OWS uses for casing exit is the “One trip Milling-
Window System”.° It allows for a faster completion of the exit, saving time and money, and

increasing efficiency.

Rental

The Rental segment rents drilling equipment to E&P companies. OWS provides the highest
quality drilling equipment.’ Rental categories are downhole equipment, tubular handling
equipment, tubulars, well intervention products, and wellbore clean-up tools. OWS
administration prides itself on a large product range and inventory, which results in fast
servicing of orders. It saves both time and resources for OWS’ customers. OWS is one of the

largest service providers of services of downhole equipment.

Tubular Running Services

Tubular is a general term for oilfield pipes. OWS offers Casings and Tubings. Tubing is a

removable pipe that connects a completed well to the surface. These pipers vary in diameter,

5 OWS homepage. Well Intervention Services. Wellbore Clean Up.
6 OWS homepage. Well intervention services. Casing Exit.
7 OWS homepage. Rental Services.



and they carry produced fluids to the surface. Casing is a steel pipe installed in the well to
prevent a wellbore collapse and fluid leakage between the outside environment and the well.
OWS claims to have one of the safest and most efficient Tubular Running Services.® They use
radio-controlled, remote-operated tubular technology.® OWS have a patent on high-torque tong
system, which are remotely operated.!® OWS is one of the largest service companies within

Tubular Running Services

2.2.1 Geographic Locations
OWS operates in five regions: The Norwegian Continental Shelf (NCS), Europe, Middle East,
Asia, and Africa. The regions have different market prospects on investment, discoveries, and

demand for oil services.

The Norwegian Continental Shelf (NCS)

The NCS is an offshore area within Norwegian borders. The offshore area is 6.5 times the size
of Norway, but less than half of the area is open for petroleum extraction. ** The open area in
the NCS are rich in oil and gas. The NCS consist of the Barents Sea, the Norwegian Sea, and
the North Sea. The Norwegian Petroleum Department (NPD) estimated, in 2015, a total
recoverable petroleum resource of 14.1 billion sm? including the 6.4 billion sm?® that has been
sold and delivered. *2 The remaining 7.7 billion sm® is an assessment from current reserves,
undiscovered resources, contingent resources in findings and current fields. That means over
half of the petroleum resources are still left in the NCS. The geographic market still stands

strong.

The average water depth in the Barents Sea, North Sea and the Norwegian Sea is 230m, 94m,
and, 1600m respectively. The water depth combined with rough sea, makes NCS a hard

segment to operate in, as it requires more specialized competence and tools.

8 Odfjell well services. Tubular Running Services.

9 Odfjell well services. Tubular Running Services.

10 Odfjell well services. Tubular Running Services.

11 Norwegian Petroleum Directorate. (2013). Resource report.

12 Norwegian Petroleum Directorate. (2014) Resource report and analysis.



Middle East

The Middle East is a region centred in the western Asia and Egypt and contains 18 countries.
The top oil exporters in this region are Saudi Arabia, Irag, and Iran. Petroleum exports
accounted for 85% of total Saudi Arabia’s export in 2013.1® Saudi Arabia is the second highest
producer of oil after USA with an 11.7M barrel production per day in 2013. Middle East
countries are dependent on revenue from petroleum exports to balance their state budgets. Any

cut in government spending can cause more civil unrest.'*

Corruption is a big problem in the Middle East; five Arab states tops the most corrupt list.?®
Challenges in the region includes political corruption, unstable government, unstable security
situations, and armed conflicts. The political corruption is the most difficult problem, mainly
because petroleum resources are country assets. Iran, Iraq, Syria, and Azerbaijan are examples
of some of the most corrupt countries in the world. Saudi Arabia is one of the least corrupt

countries in the Middle East and it ranks 55/175 in corruption.

South-East Asia

The petroleum industry in South-East Asia is not transparent. Problems in this region are
corruption. OWS operations are in Thailand and Vietnam; both ranks 85/175 and 119/175 in

corruption.

Africa

OWS operations are in Kenya, North-, and South Sudan. Problems in these countries are
corruption, war, instability, and civil unrest. South Sudan is the among the top ten highest risk
countries in the world.® Civil unrest has been going on for 18 years; it is the longest ongoing

civil war in the world. The country ranks 171/175 in corruption.

13 The U.S. Energy Information Administration. (n.d) Saudi Arabia analysis.
1 Evercore ISI. (2015). Global E&P Spending Outlooks.

BTransparency International. (2014). Corruption perception index.

16 Verisk Maple Croft. (2015). Political Violence Index.
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Europe (excluding Norway)

OWS operations are mainly in UK, Netherlands, and Romania. Europe in general does not
suffer from corruption in the same degree as the Middle East, Africa, and Asia. Europe does
however suffer from an economic slowdown, the countries in the Eurozone has taken up a lot
of debt, and in fact, almost all European countries has increased government debt and is at an
all-time high. Many of the European countries have utilized an expansive monetary policy, by
turning down interest rates to counter act low inflation (deflation) and to increase economic

growth. Europe is a stable geographic segment to invest in, especially in the Western Europe.

2.2.2  Organizational structure — OWS

The organizational structure of OWS is similar to that of ODL. An Executive Vice President is
in charge of the company. OWS has divided its operations into geographical segments, with a
Vice President in charge of each area. The organization has support staffs that operate across

the geographical segments.

On paper, OWS does not own the equipment they deliver to customers. A legal company with
offices in Bermuda called Odfjell Partner Invest (OPI) is legal owner of the equipment and it

rents/sells equipment to OWS.

2.3 BUSINESS STRATEGY

OWS has developed an overall business strategy that encompasses their different market
segments. When doing a valuation it is important to understand the business goals and strategy
of the company. This thesis will conduct an internal and external analysis of OWS and the

market in which it operates. The following business strategy is cited from OWS management:

Chosen for experience and expertise. As part of its strategic objective, OWS will be
recognized as: An employer of choice, having competent and creative employees. A
true international well service company providing world class customer service. The
safest and most efficient provider of well services within its product lines, meeting the

highest quality standards. A preferred partner for internal and strategic external clients.

Talks with OWS also revealed that they emphasize a high-assortment strategy. They believe it
is vital to keep a large inventory at strategically located bases within their operating areas, to

quickly serve their customers.
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2.4 OIL SERVICE INDUSTRY
It is normal to divide the oil

industry into three main segments:

upstream, midstream, and
. Upstream Midstream Downstream
downstream. OWS is a part of the
*E&P companies eProcessing eRefining
offshore upstream industry. The oil *0il service eTransportation eMarketing

industry

services industry is dependent on

the E&P investments from
operators, which again relies on the
current oil price. This relationship is
explained further in the strategiC Figure 2.2: Value chain oil and gas industry

analysis of OWS. Source: Created by author

The industry is highly competitive!” and all the companies are price-takers.'® The offshore
industry is demanding, compared to the land based industry. It is a capital-intensive business
and requires advanced technology to drill wells in ultra-deep water, and meet the challenges of

the varying climate at sea.

2.5 ODFJELL DRILLING GROUP

ODL has 40 years of experience in offshore and deep-water markets. The group consists of a
MODU?° segment, a Well Services segment, and a Drilling & Technology segment. ODL has
3 100%° employees and operate in over 20 countries around the globe.

25.1 History

ODL can trace its roots back to the early 1900s and the start-up of the shipping company Odfjell
AJS. As the activity on the Norwegian Continental Shelf started increasing in the late 1960s,
the Odfjell family ordered the construction of a semisubmersible drilling rig. Delivered in 1974,
the rig started drilling operations on contract with ELF. This marked the breakthrough, and the

17 www.statoil.com

18 Only OPEC can influence prices, see five forces analysis
1% Mobile Offshore Drilling Units

202013 numbers
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beginning of ODL. Over the years, the company has expanded operations across the world.

Recently ODL have focused on renewing its fleet, with a focus on UDW capable rigs.?

In 2013, ODL entered into an IPO and went public on the Oslo Stock exchange. ODL has had
a rapid decline in market value. The market value went from NOK 8.0B to NOK 1.4B in the
period between the IPO and at the time of writing.??

2.5.2 Organisational structure

ODL divides operations into three segments:

MODU, D&T, and OWS. In the MODU e
Lieungh
segment, ODL operates drilling units, both ( 1 -
MODU Well Services Teu:;':;fozy
OwnEd by the group and by CUStomerS' They EVP Tommy Johnsen EVP Per Lund EVP Kurt M. Fiell

currently have three harsh environment

Rental Services

semisubmersible rigs, two of which have
UDW capabilities. The group also have a
40% interest in two sixth-generation drill el

ships, also with UDW capabilities. Drilling

& technology offers production drilling and F/9ure 2:3: Organisational structure ODL

Source: ODL prospectus / created by author

well completion on client’s rigs. They
provide engineering services like design, project management, and operational support. Odfjell

Well Services (OWS) provides Tubular Running Services, Rental, and Well Intervention.

2.5.3 Board of directors and management — Odfjell Drilling

The board of directors consist of members that jointly oversee company activities. The board
of Odfjell drilling consists of five members: Carl-Erik Haavaldsen, Helene Odfjell, Bengt Lie
Hansen, Henry H. Hamilton 111, and Kirk L. Davis. A short summary of the board members

follows:

Carl-Erik Haavaldsen (born 1951) is the chairman of the board. He has held several executive
positions in companies within shipping and commercial- and investment banking. He has

served as chairman since 2013.

21 Ultra Deep-Water
2220.03.15
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Helene Odfjell (born 1965) was elected director in 2013. She controls 70% of the shares in
ODL. She is the daughter of Abraham Odfjell, who owned ODL until he left the company to
his daughters Helene and Marianne Odfjell in 2007. Marianne Odfjell sold her share of ODL

when the company went public in 2013.

Bengt Lie Hansen (born 1948) has 38 years of experience from the oil and gas industry. He has
previously held positions in the Ministry of Petroleum and Energy, Statoil, Norsk Hydro, and

Deminex Norway. He was elected director in 2013.

Henry H. Hamilton 111 (born 1959) was elected director in September 2013. He is currently
chairman of TGS-Nopec, where he previously served as CEO. He has also held positions in
Shell Offshore and Schlumberger.

Kirk L. Davis (born 1953) was elected director in 2007 and is a chartered accountant of

Bermuda. He is currently President and Director of Pin High Limited.

254 OWNERSHIP

ODL entered into an IPO in 2013, where they offered up 28% of the shares for sale. ODL owns
0.46% of its own shares because of a buy-back program initiated in September 2014. Helene
Odfjell, through Odfjell Partners LTD, owns 71% and have majority control of the company.
Other shareholders own the remaining 1%, where the CEO owns 0.48%.

ODL owns stakes in other companies through joint ventures. They hold a 50% ownership in
Odfjell Galvéo B.V, a joint venture with Galvéo Oil and Gas Holding B.V, for the construction
of a drillship in Brazil. The group also have 50% ownership interest in Ross Holding AS, which
is the parent company of Ross Offshore AS. The joint venture came together after ODL sold
Odfjell Well Management AS to Ross Offshore AS in 2011. Ross Offshore is a well and
reservoir management services provider. The group has a 50% ownership interest in PSW
Group AS, another subsea and well service provider. At last, a 40% ownership in Deep Sea
Metro LTD. A joint venture with Metro Exploration, to buy two drill ships named Deepsea

Metro I, and Deepsea Metro 1.
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2.6 DEFINING PEERS
The reason for using comparable companies in this thesis is to analyse the historic results of
OWS. Peers will serve as a baseline for the strategic- and financial analysis. They also play a

part in the comparative valuation.

When choosing peers, it is important to choose companies based on similar business- and
financial profile. When the business- and financial profiles are similar, the risk and future
prospect should be similar as well. Business profile includes sector, products & services,
customers & end markets, distribution channels, and geography. While financial profile

includes size, profitability, growth profile, return on investment, and credit profile.

OWS offers similar products and services to the same customers and markets as the peer group.
They operate in similar geographic segments and have a similar distribution. OWS is a large
division within ODL. % There is no market value for OWS. It has historic EBITDA margins
ranging from 43-44%, low leverage, and excess returns. It would be impossible to find a peer

with exactly the same financial profile.

To be able to analyse the comparable companies, they must have available public financial data.
This means that only publicly listed companies were candidates. For the analysis to be
insightful, preferably four years of data was required. OWS had four years available financial
data.

The selected peers are Frank’s International, Weatherford, Superior Energy Services, and
Archer. They all operate in the offshore industry as pure plays and with similar risks and future
prospects. They are all publicly listed international companies with more than four years of
financial data. The exception is Superior Energy Services, which has undergone major changes
between 2011 and 2012, for this reason only data from 2012 and onwards is eligible. A short

introduction to each company in the peer group follows.

23 The definition of size varies by country. Personnel in AUS, US, and EU consider it Large.
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Frank’s International (FI)

OWS management considers Frank’s International their main competitor. They provide very
similar services to that of OWS, mainly Tubular Running Services. FI operates in the same
markets as OWS; with the exception of the United States. FI has 4,800 employees worldwide.
It has a similar financial structure to OWS with low leverage, and high EBITDA margins. Fl is
listed on the New York Stock Exchange (NYSE).

Weatherford (WFT)

Together with FI, WFT is the main competitor of OWS on the NCS. This is the largest company
in the peer group with 56,000 employees worldwide. WFT deliver equipment and services used

in drilling and completion of wells. The company is listed on the NYSE.

Superior Energy Services (SPN)

SPN is a worldwide provider of oil & gas services. They have 14,300 employees. The main
segments of SPN are Drilling Products and Services, Onshore Completion & Work-over
Services, Production services, and Subsea & Technical solutions. Due to large acquisitions, the
availability of relevant financial data for SPN begins from 2012 and onwards. SPN is listed on
the NYSE.

Archer (archer)

Archer is a global oilfield service company with over 40 years of experience. They currently
employ over 8,000 people worldwide. Their main operations involve production optimization,
well integrity and intervention, and decommissioning. Archer is listed on the Oslo Stock

Exchange.

16



3 STRATEGIC ANALYSIS

The strategic analysis is divided into two sections: external- and internal analysis. The external
analysis are external factors that the division has little or no control over. The internal analysis
are internal factors that the firm has control over.

External Analysis

The external analysis started with a PESTEL analysis to analyse the macro-environment, which
is followed by Porter’s five forces to evaluate the industry environment. Analysing the external

factors are important in terms of profitability and risk.

3.1 PESTEL ANALYSIS

The PESTEL analysis is a strategic tool for a company or a division to help understand their
external environment — it is an analysis of the macro-environment. A PESTEL?* analysis

consists of six categories:

3.1.1 Political factors

The political aspect has a great influence on the petroleum industry. Countries are the primary
owners of petroleum resources around the world. Government control can severely affect a
company’s ability to do business. Controlling petroleum resources allows countries to sell
petroleum concessions, which is a contractual right to explore or develop natural resources
within a specified area and time. Naturally, this means that governments can favour national

firms and exclude others within its borders.

Political risks can reduce investments in countries facing political instability, even if the current
political atmosphere is favourable. Political risks involves corruption, war, terrorism,
instability, and changes in regulations. These are common occurrences in oil rich countries

around the world.

It is also possible that world leaders can pass acts to stimulate alternative energy sources, such
as nuclear, wind, or solar power, to counteract climate changes.?® Environmental treaties and

agreements between countries can reduce the demand for oil and increase the cost of

24 political, Economic, Social, Technological, Environmental and Legal
25 The current climate change that is affecting the world now is the global warming.
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production. The most recent environmental agreement was between the US and China, where
the U.S. pledged to reduce emissions by 17% within 2020 and by 28% within 2025. China
pledged to increase the use of zero-emission energy sources to 20% by 2030.2° The Kyoto
Protocol is an example of an international treaty that formally binds participating countries to
reduce greenhouse gas emissions. The oil- and gas industry are at the mercy of a changing

political landscape.

3.1.2 Economic factors
This section will discuss the most important factors: price of oil and gas, E&P at global- and

geographic level, and the industry cycle.

Oil prices

There are dozens of different types of crude oil extracted around the globe; each one is unique
and has different properties. They differ by the composition of the four main hydrocarbons
found within. Most of the crude oils are benchmarked to Brent Blend, West Texas Intermediate
(WTI), or Dubai/Oman. See appendix 3.1 for a detailed map over benchmarks.

Brent Blend makes up around 2/3 of all crude oil contracts. It is the most quoted benchmark.
WTI refers to oil extracted within the United States. Brent Blend is the oil extracted in the North
Sea, UK, and Norway. Dubai/Oman refers to the Middle Eastern crude oil, which is a lower
grade than Brent Blend and WTI.

There is a spread in the pricing between the different benchmarks; this spread is due to
transportation costs and different supply/demand equilibrium. The price spreads between the
crude oils in 2015 are small, and the price correlation is high. 2" The different crude oil prices
affects the E&P capital expenditure the same way. For analysis purposes, crude oils are
analysed under one benchmark: Brent Crude.

The price of crude oil is highly important to the oil industry. In recent years, the oil price has
been historically high, starting its ascent at the end of the financial crisis of 2007-08. In July
2014, almost five years after the last big decline, a sharp drop in price of around 47% occurred.

26 The Guardian. (2014). “China and U.S. make carbon pledge”.
27 Cunningham, N. (2015). The vanishing WTI/Brent Spread.
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The price drop is illustrated in appendix 3.2. The International Monetary Fund (IMF) analysed
the price drop:

July to October 2014, IMF estimated the decline from $105 to $82 per barrel was mostly
attributed to a global decline in the demand for oil. The IMF model estimated the decline was

attributable to a 96% weakening of global demand, and only 4% because of global supply.?®

October 2014 to January 2015, the IMF estimated that the decline from $82 to $50 per barrel
originated from an oversupply of 0il.?° The increased production of US shale oil is the main
cause of the current oversupply. The shale oil production has thrived on the high price of oil,
and has seen high growth in recent years. The production at the time of writing is causing an
oversupply of roughly 2 million barrels per day, with the oil price below USD 50 per barrel. *
The US shale production requires large capital expenditures. Bernstein’s research done in
October 2014, estimated that 1/3 of shale production would not be profitable to produce if prices
fell under USD 80 per barrel. 3 In Table 3.1 a price forecast from different banks and
organizations indicates a future price lower than USD 80 per barrel. Even though the price of
oil has dropped, US shale oil production will not slow down in the first half of 2015, because
of hedged production volumes.®2 The oversupply cannot last indefinitely, and production with

a high breakeven price, such as shale oil, will eventually slow down.

Normally when the market has seen a drop in the oil price, OPEC has intervened and cut
production to keep prices up. As most oil-producing firms are price takers, they tend to keep
their supply as high as possible because reducing their supply will not be enough to change
market prices. OPEC, on the other hand, set production targets within the organisation and since
they control much of the world’s oil production, they can influence market prices by changing
their joint supply of crude oil. The power that OPEC has over market prices depends on the
amount of crude oil supplied by non-OPEC countries. As supply from non-OPEC countries go
down, OPEC will have to increase their supply to maintain the supply / demand equilibrium of
crude oil; often referred to as the “call on OPEC”.>® The higher the call on OPEC, the more

28 Zumbrun, J. (2015). Supply or Demand? The IMF breaks down the collapse of oil prices.
2% Zumbrun, J. (2015). Supply or Demand? The IMF breaks down the collapse of oil prices.
30 DNB. (Jan 2015) DNB Oil Market Report

31 Reuters. (Oct. 2014) Breakeven oil prices for U.S. shale: analyst estimates.

32 DNB. (Jan 2015). Oil Market Update 2015

33 U.S. Energy Information Administration (n.d). What drives crude oil prices?
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influence the organisation have over market prices. OPEC decided not to cut production at their

meeting in November 2014.34

Bloomberg reported, in April 2015, different forecasts on the price of oil for 2015 and 2016. A
summary is located below in Table 3.1. The consensus is an increase in the price of oil. It is
also visible in t