
 

Master’s Thesis  

A case study on M&A motives within the U.S. 

upstream sector 

 
 
 
 
 
 
 
 
 
 
 
 
 

Master’s Thesis: CASCO1000U 

Summer 2018 

Supervisor: Daniel Wekke Probst 

Hand-in: 15th of May 2018 

 

Magnus Kjellén 59732 

Christian Bjork 10030 

Total STU Count: 191.900 

Total Pages: 108  

Copenhagen Business School 

 



Executive Summary  

Global mergers and acquisitions activity has exceeded the record streak of $3tn for four consecutive 

years. In 2017, $3.5tn of dealmaking was conducted, of which the United States accounted for 

approximately $1.5tn. Even though global mergers and acquisitions activity have slightly cooled down 

from previous years, U.S. mergers and acquisitions within the upstream sector climbed 30%, totaling 

$172.2bn during 2017. 

There has been a great amount of interest and activity within the oil and gas industry, in particular, 

within the U.S. unconventional sector, which has experienced tremendous development in the 

extraction of hydrocarbons from tight and shale formations. As a result, experts predict that the U.S. 

will become a net energy exporter by 2022, thus breaking the tradition of being a net importer since 

1953.  

This thesis sought out to uncover what underlying motives Noble Energy, Inc. had to acquire U.S.-based 

Clayton Williams Energy, Inc. in early 2017. In addition, a peer analysis was conducted to investigate to 

what extent the underlying motives uncovered could be generalized. To aid and complement the research 

objective, the thesis furthermore intended to explore and identify the most prominent factors affecting 

the U.S. E&P-sector.  

Macro-factors such as economic growth and political factors is believed to have significant influence 

on key value drivers such as the oil price. The competitive landscape is characterized by expressively 

low differentiation, thus the sector is dependent on low production costs and the ability to maintain 

margins. The valuation in form of a DCF and EVA model indicated that Noble Energy paid a price 

substantially above the underlying economic value of CWEI. Nonetheless, several strengths and 

opportunities that motivates the acquisition was uncovered. 
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1.0 Introduction 

Oil is the world’s most traded commodity both in terms of volume and value and thus highly 

interconnected with the world economy (Ghalayini, 2011). It is projected that the world economy 

will grow at a rate of 3.4% annually, almost doubling the world economy over the next 20 years. The 

growth is expected to require additional energy, i.e. the economic and industrial development is 

heavily dependent on cheaper fossil fuels such as oil and gas. Consequently, oil price movements is 

closely monitored by analysts, investors and policymakers as it has been proven to be a prominent 

factor driving economies (Deloitte, 2016).  

 

The exploration and production (E&P) of oil and gas is pivotal, as the upstream sector is the first part 

of the value chain, followed by the midstream and downstream sector. The most recent major 

development within the upstream sector has been referred to as “the U.S. shale revolution”, which 

was triggered by increasing oil prices during the start of the 21st century and technological 

advancements within horizontal drilling. This led to the possibility of extracting hydrocarbons that 

were previously non-extractable, causing supply to increase significantly.  

 

Opposed to the slightly reduced global mergers and acquisitions activity (EY, 2017), mergers and 

acquisitions within the U.S. upstream sector increased by 30%, constituting 2017 as the year with 

highest M&A activity in terms of value, since 2014 (Forbes, 2017).  Upon examination of recent 

transactions in the upstream sector, it was uncovered that the Permian Basin was the most prominent 

U.S. location for M&A’s during 2017. The $2.7bn acquisition of Clayton Williams Energy by Noble 

Energy in early 2017 resulted in Noble Energy becoming the second largest operator in the Southern 

Delaware Basin in the Permian Basin (Evaluate Energy, 2018). 

 

The 34% premium paid for Clayton Williams Energy along with the recent technological 

development within U.S. shale production and the complex characteristics of the oil and gas industry 

created an interest to further study the topic.   
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1.1 Problem Formulation 

The objective of this thesis is to uncover which possible motives Noble Energy had to acquire Clayton 

Williams Energy at a 34% premium. To answer the research question, the thesis will conduct a case 

study of the acquisition along with financial and strategic analysis. Moreover, to aid and complement 

the research question, three sub-questions are posed. 

 

 

Table 1: Research Questions (Compiled by authors, 2018) 

1.2 Structure of the paper  

The following section presents the methodology, which serves as a foundation for the conducted 

research. In addition, theory, limitations and delimitations are included in the section. Sequentially, 

an introduction to the oil & gas industry is accompanied with a discussion regarding industry-specific 

trends for M&A within upstream sector. A presentation of the case follows, which commences with 

introducing the acquirer, Noble Energy – followed by the target, Clayton Williams Energy. Moreover, 

a peer group is defined and presented. The strategic and financial analysis are connected and 

concluded with a SWOT-analysis, as the identification of strategic and financial drivers are critical 

for producing a sound valuation. The first part of the section depicts the components of cost of capital, 

followed by a forecast. The section ends with a valuation, where DCF and EVA-models are applied. 

Concluding the thesis is a discussion and conclusion, which answer the main research question. An 

overview of the thesis structure is presented below.   

 

 

Figure 1: Structure of the thesis (Compiled by authors, 2018) 
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2.0 Methodology  

This section describes the methodology used in this thesis to answer the research questions. The 

underlying framework for the methodology is the ‘research onion’, developed by (Saunders, Lewis, 

& Thronhill, 2016) The framework extensively depicts each step throughout a research process. The 

applied framework is displayed below and each layer is elaborated on separately.  

 

 

Figure 2: Research Onion (Saunders, et al. 2016) 

2.1 Research Philosophy 

The overreaching term research philosophy is concerned with the development and nature of 

knowledge in the research. The adopted philosophy includes certain assumptions about how the paper 

views the world, which underline the research strategy and method. Three different ways of 

perceiving research philosophy exist: epistemology, ontology and axiology. 

 

Ontology is concerned with the nature of reality, which may seem abstract and difficult to grasp. The 

term is related to the questions “what is the nature of reality” and what is the world like”. 

Epistemology, is concerned with key assumptions of what knowledge is considered legitimate and 

in the context of business studies, such assumptions could be made between numerical data and 

textual data, facts and interpretations and so on. In other words, epistemology refers to what is 

considered acceptable knowledge within the research. Depending on the diversity of knowledge 

constituted acceptable, varieties of methodological choices exist. It is important to understand the 

implications that different assumptions of epistemology bring, and the strengths and weaknesses of 

findings. Whilst the former two considerations discuss what and how to view knowledge, axiology 
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refers to values and ethics within the research. It is argued that axiological reasoning is present when 

researchers articulate their values as basis for their judgment of assumptions affecting their research 

process. Thus, the choice of philosophy and data collection reflects the values of the thesis (Saunders 

et al, 2016).  

 

Saunders et al (2016) presents five research philosophies; positivism, critical realism, interpretivism, 

post-modernism and pragmatism (Appendix A). Each philosophy has different assumptions of the 

terms previously elaborated on, grounded in this – positivism is deemed the most suitable 

philosophical stance for this paper. Positivism entails that the research must generate results that can 

be warranted as knowledge, producing law-like generalizations. Thus, the ontological position of the 

paper is that reality exists independently and that one true reality exists. Furthermore, as a positivist, 

one would try to be neutral and detached from the research to avoid influencing the data, therefore 

establishing the research as objective. Furthermore, the positivistic stance should ultimately create a 

thesis that arguably could be replicated and yield similar results. However, it should be noted that this 

belief is not applied to all context within the research – as qualitative methods and data is used 

throughout the paper, it could be argued that qualitative data analyzed contain to a certain degree 

interpretive perspective.  

 

2.2 Research Approach 

There are two generally accepted approaches to research; the deductive and inductive. This paper has 

taken an inductive approach, as the research question requires data analysis that will generate theory, 

i.e. theory follows data with an inductive approach. In contrast, the deductive approach usually bases 

research on pre-existing theory, followed by gathering of data to support formulated the hypothesis 

and is associated with quantitative methods (Saunders et al, 2016). Furthermore, the inductive 

approach suits the exploratory nature of this thesis, as it seeks to uncover what motivated NBL to 

acquire CWEI. However, positivism is often linked with deduction, as law-like generalizations is a 

cornerstone of the stance. To conclude, this thesis has taken an inductive approach – by reviewing 

and drawing conclusions from secondary data. Nonetheless, as the approaches overlap and contain 

elements of each other, deductive reasoning is also present throughout the thesis.  
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2.3 Methodological choices 

The thesis makes use of both quantitative and qualitative methods to answer the research question(s), 

i.e. mixed methods are applied. To gain industry-specific insights and develop theory to build a 

framework upon, qualitative data such as academic reports, journal articles and professional reports 

are used. Moreover, qualitative data serves as a compliment to the financial sections, which inevitably 

are of quantitative characteristics. Mixed methods should offset the limitations of each of the two 

methods, and is thus deemed appropriate for this paper (Saunders et al., 2016).  

 

2.4 Research Strategies  

As previously stated, this thesis has decided upon a single-case study as research strategy. The idea 

of a single-case study is to apply data and theory to a real-life setting, thus mixed methods is 

associated with the strategy. Furthermore, the strategy allows for answering the important “how’s” 

and “why’s” of the firm and its environment. Lastly, as the objective of this thesis is to study what 

motivated NBL to acquire CWEI, a single-case study enables further investigation and the discussion 

of possible motives for merger and acquisitions within the U.S. upstream sector. A case study has the 

ability to generate insights from in-depth study of a phenomenon. This is in line with the exploratory 

nature of the paper, as such research often commence with a broad focus that sequentially becomes 

narrower throughout the process (Saunders et al, 2016).  

 

2.5 Time Horizon 

As most research papers are constrained by time, the most widely applied time-horizon is the cross-

sectional (Saunders et al, 2016). Cross-sectional time-horizon refers to studying a particular 

phenomenon at a particular time, which is true for the research process of this thesis. The process of 

the thesis initiated in late 2017, and finalized May 2018.  

 

2.6 Data Collection   

The final ‘layer’ of the research onion framework is concerned with data collection, which is of 

importance as it influences the reliability and validity of the research. The nature of the thesis 

permits a wide use of secondary data from various sources, deemed sufficient to answer the 

research question. As a result, primary data has not been used. Nonetheless, the limitations of not 

applying primary data is acknowledged and elaborated upon in the delimitations section.   
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2.6.1 Secondary data 

As previously discussed, secondary data of quantitative and qualitative nature is used throughout the 

research – retrieved from a wide-range of sources; academic articles, financial statements, 

professional reports, books and various internet sources. A complete list over the used sources is 

found in the bibliography.  

 

2.7 Reliability and Validity  

According to Saunders et al (2016), the quality of the research is dependent on the reliability and 

validity of the data used. Reliability concerns replication and consistency of the data and is sometimes 

classified as internal and external. Internal reliability is concerned with ensuring consistency during 

data collection, where possible problems arise as researcher error and bias. As this thesis has a 

positivistic stance, it is argued for that researchers are detached and objective – thus reducing potential 

biases. However, as the thesis solely relies on secondary data, the risk of bias in the data is probable. 

This issue is mitigated by retrieving data from trustworthy sources; audited and publically financial 

statements, published books and academic articles and data from professional services such as S&P 

Capital IQ. External reliability refers to replication, thus – if the research was replicated by another 

researcher and yielded the same results, it would be considered reliable. Again, as the paper has a 

positivistic stance, objective views of the secondary data should yield somewhat similar results, 

regardless of who conducts it. Additionally, as the thesis applies generic financial statement models 

and ideas as DCF, EVA and DuPont, replication should yield similar results. However, as the generic 

financial models are dependent on subjective forecasts, the possibility of biases do exist. Validity 

refers to the appropriateness of the measures, accuracy of the results and generalizability of the 

findings (Saunders, et al 2016). With the aforementioned arguments, reliability and validity of the 

thesis is of sufficient quality.  

 

2.8 Limitations 

Limitations concern factors that cannot be controlled by the researches, and thus place restrictions on 

the thesis. In order to warrant objectivity, reliability and validity, the following outlined limitations 

have been taken into consideration.   
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The thesis is time-constrained in two ways; firstly by the deadline date for hand-in 15th of May 2018 

and secondly by availability of financial reports. As CWEI were acquired in the second quarter of 

2017, the last existing annual report considers the year of 2016.  

 

Perhaps the most significant constraint in this thesis concerns the type of data. This thesis is solely 

based on secondary data, which is prone to bias by the producing party. When examining financial 

data, it is crucial to consider potential bias – as the data represents the foundation for the financial 

analysis, peer benchmarking, cost of capital, forecast and consequently the valuation. Several annual 

reports are used throughout the thesis, however CWEI’s reports has been most extensively examined. 

As CWEI was a publicly traded company, traded on the New York Stock Exchange, published reports 

were subject to regulations and hefty diligence. Thus, biased is considered reduced, although it can 

never be completely erased. 

 

Finally, the choice of valuation methods impose limitations. No perfect valuation method exist, as 

the value is dependent on complex variables and uncertainties. Arguments for the chosen methods 

are provided in the theory section, under valuation.  

 

2.9 Delimitations 

In contrast to limitations, delimitations concern factors researchers has chosen not to pursue 

throughout the research process.  

 

As mentioned above, the thesis does not depend on on any primary data. The extensive available 

secondary data concerning the O&G industry was considered sufficient to answer the research 

question(s). Nevertheless, it is noted that company-specific information from analysts is likely to 

improve insights and understanding.  

 

Due to time-constraints, peers financial accounts have not been reformulated, which could have 

enabled a more extensive review of the peer group. It is noted that lack of reformulated financial 

statements might affect the benchmark comparisons, however the data retrieved from professional 

services are deemed reliable.   
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Koller (2010) argues that a short forecast period could lead to undervaluing a firm’s assets, thus a 

forecasting period of 10-15 years is recommended. However, as the volatility in the oil price makes 

it difficult to forecast for a sustained period, this thesis has applied a forecasting period of 5 years.  

 

The thesis did not use relative valuation in form of multiples, which could have provided additional 

indications on the accuracy of the performed valuation. Although an efficient tool, multiples can 

prove problematic if not carefully applied, as several factors are differs significantly from company 

to company, such as growth rate, capital structure and ROIC. Thus, multiples has the risk of being 

misleading. 

 

A through strategic and financial analysis of NBL would have generated further insights for motives 

of the acquisition, yet the time and page-constraint of the thesis did not permit an analysis of both 

acquirer and target.  

3.0 Theory  

3.1 Merger & Acquisitions 

Mergers and Acquisitions, commonly abbreviated M&A, is defined as the process of two firms 

combining their resources and assets. Although the two terms are used interchangeably, a distinction 

must be made between them two. The term ‘acquisition’ refers to the purchase of the total or a 

majority portion of another firm’s shares and thus assuming control of decision rights and sufficient 

ruling of the acquired firm. Conversely, the term ‘merger’ refers to an integration of two companies, 

i.e. the acquired firm is incorporated by the acquirer (merger by incorporation). Moreover, a merger 

transaction may result in a new legal entity (merger by union), conformed in joint efforts by the 

companies through the transfer of resources and assets to the new firm, loosening their separate legal 

identities. The term merger thus implies an integration of managerial functions, forming a single 

corporate structure (Dringoli, 2016) 

 

Often, mergers and acquisitions are categorized into three different categories: horizontal, vertical or 

conglomerate mergers, or integrations (Brealey, Stewart, & Allen, 2011). When a merger takes place 

between two firms that are in the same line of business, it is known as a horizontal integration. In 

case of a vertical integration, the firms can still be in the same line of business, however, at different 

stages of production. Naturally, this can include both backward and forward integration. A common 
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example is that the target firm operates as a supplier in the same industry as the acquirer. Lastly, a 

conglomerate integration is a merger where the target operates in an industry unrelated to the 

acquirers’ core business. However, activities such as marketing can often overlap (Pike and Neale, 

2009).  

 

It has been observed that M&A activity has a tendency to cluster in cycles, referred to as ‘waves’. 

The activity of mergers and acquisitions is perceived as cyclical due to distinct increases and 

reductions that has been observed in the number of transactions recorded through time (Kastrinaki & 

Stoneman, 2013). Since the turn of the century, over 50% of recorded M&A transactions in the US 

have occurred in one of four merger waves. McNamara et al. (2008) identified distinct performance 

implications depending on the timing of a transaction, in regards to a merger wave. Their study 

revealed that early movers, i.e. firms that completed deals within the first 15% of a wave, enjoyed a 

substantial difference in share prices compared to late movers. Late movers were proven to be 

punished by the market through bandwagon pressures, i.e. making them pay a premium on the 

transaction (McNamara, Haleblian, & Johnson Dykes, 2008). There are two competing hypotheses 

in what drives M&A activity, presented below.   

 

3.1.1 Neoclassical Hypothesis 

The neoclassical theory argues that M&A activity is driven by externalities in the operating 

environment, i.e. when an industry is exposed to shocks such as deregulations, volatility in 

commodity prices and technological advancements. The amplitude and length of period are therefore 

inevitably affected by to which extent multiple or a single industry is affected by the shock. 

Depending on the characteristics, some shocks are more persistent in their impact than others, e.g. 

the introduction of Internet versus specific financial deregulations directed towards a particular 

operating environment (DePamphilis, 2010). Regardless of the shock’s characteristics, the collective 

reaction of industry and non-industry participants is such that resources and assets are allocated in 

clusters, as managers compete for the new optimal structure of assets. Hardford (2005) elaborates on 

the matter by introducing the effects of capital liquidity on merger waves. In order for industry shocks 

to result in merger waves, a great reallocation of assets must occur. For M&A activity to form a 

cluster, the reallocation of assets requires sufficient capital to be present in form of liquidity and 

reductions of financial constraints.   
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3.1.2 Behavioral Hypothesis 

The behavioral hypothesis draws upon misevaluation theory and the available payment methods at 

hand. When stock valuations are considered high, managers seek to benefit from acquiring assets 

with a lower valuation using assumingly overvalued stocks to finance the deal. In order for the M&A 

activity to form clusters according to behavioral theory, valuations of comparable firms must increase 

at the same time in regards to their market-to-book or price-to-earnings ratio (P/E). The simultaneous 

increase in valuation of comparable firms enable the acquiring firm to issue fewer shares and thus 

can avoid diluting current earnings.  

 

3.1.3 Merger Waves 

It is important to anticipate merger waves because empirical evidence shows that stock markets 

reward firms that exploit early opportunities. Conversely, it punishes those who imitate anticipators 

(DePamphilis, 2010).  

 

3.1.3.1 Unrelated 

In the 1960’s, unrelated or conglomerate mergers, took place due to high stock valuation and 

intentions to create diversified firms. This wave spread across industries, however over half of the 

integrations occurred in either the aerospace or natural resources industries (forest, oil, etc). In 

hindsight, moving away from their core competencies often proved to be a bad idea for conglomerate 

firms of the 1960’s, but was at time deemed a good idea due to fears of maturing industries and new 

management literature (Weston & Weaver, 2001). 

 

3.1.3.2 Improve Efficiency    

During the 1980’s declining stock markets, junk bonds and financial innovations made many firms 

vulnerable to takeover bids. The high-risk financing alternatives available helped fuel the merger 

wave of the 1980’s, with the intention to improve the unrelated diversification M&As of the 1960’s 

(Weaver et al, 2001). This wave is also related to the behavioral hypothesis - as weak stock markets 

led to undervalued firms, and buyer’s being able to acquire firms for prices below their underlying 

value.  
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3.1.3.3 Industry Consolidation 

In contrast to the previous wave, the 1990’s brought rising stock market valuations, which in turn 

stimulated another takeover wave. Instead of focusing on achieving synergies - this wave focused on 

technology innovation, industry consolidation and increased global presence (Shleifer & Vishny, 

2003). 

 

3.1.4 Motives 

The shareholder theory states that firms should seek to maximize the wealth of the shareholders, thus 

constantly seek to exploit value-creating opportunities. Thus, two general motives for M&A are 

described below.  

 

If managers believe that the firm is undervalued, it implies skepticism towards the ability of capital 

markets to value firms correctly. In such cases, selling of divisions or assets of the target firm can 

result in a sum greater than the purchase price, known as “asset-stripping” (Pike & Neale, 2009).  

 

An alternative situation that could increase shareholders’ value is the belief that two enterprises could 

be worth more when merged than if operated as two separate entities. The equation of the assumption 

is depicted below. 

 

 𝑉𝑎 + 𝑏 >  𝑉𝑎 +  𝑉𝑏 

 

 

This notion is countered by the principle of value additivity - ‘’other things being equal, the combined 

present value of two entities is their separate present values added together” (Pick and Neale, p.558, 

2009) as it cannot be guaranteed that M&A will result in more effective utilization of assets. 

 

3.1.4.1 Consolidation 

Opportunities for consolidation regularly occur in industries with too many firms and too much 

capacity. Firms see possibilities to improve efficiency by combining assets and personnel, hence 

cutting operational costs (Brealey, et al. 2011).  
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Firms with a set of valuable assets but with unsuccessful management are targeted for acquisitions, 

with the intention of replacing the current management with a new efficient management team. It is 

crucial that the new management are able to implement necessary changes, while understanding the 

culture of the target firm - in order for such consolidation to be successful. This could be referred to 

as mismanagement and an agency problem, as a conflict between shareholders will to maximize value 

and management’s focus on their own job security and reinvestment, is present (DePamphilis, 2010). 

 

Relating back to vertical integration, where firms either integrate backward (e.g. acquiring a supplier) 

or forward (new outlets for acquirer’s products), presents a further motive for consolidation, namely 

taking (more) control of the value chain. This is another way of reducing competition (Pick and Neale, 

2009).  

 

3.1.4.2 Diversification 

Firms present in a mature industry could use diversification to shift their position into a more high 

growing market (DePamphilis, 2010). Cash-rich firms that operate in such industries could prefer to 

merge or acquire their way into growth opportunities instead of paying extra dividends. A further 

argument for such activities is lack of good investment opportunities, where managers redeploy their 

capital by conducting M&A financed by cash (Brealey et al, 2011). Diversification into new markets 

are also driven by the lack of expertise of the acquiring firm, as an M&A certainly can be faster and 

easier way of expanding than growing organically (Pick and Neale, 2009).  

 

Diversification may take form either in related or unrelated lines of business. It is argued that related 

diversification is more attractive for investors, due to the fact that it is cheaper for the investors to 

diversify themselves (Brealey et al, 2011).  

 

3.1.4.3 Synergies 

Perhaps the most common motive for M&A is to achieve synergies between the combined entities. 

This relates to the second possibility to enhance shareholders value, presented in the motives section. 

Managers believe that two enterprises will be worth more if merged than if operated as two separate 

entities, thus synergies are often expressed through the equation 1+1=3.  
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Economies of scale is the idea of spreading fixed costs over increasing production levels. Examples 

of such fixed costs are: depreciation, amortization, maintenance spending and interest expenses. As 

these costs cannot be altered in the short-term, they are considered fixed. This implies that firms with 

a high level of fixed costs relative to variable costs have higher earnings variability, as fixed costs 

decrease in line with increased production output levels and sales (DePamphilis, 2010). A natural 

goal for horizontal integrations is to achieve economies of scale. For conglomerate integrations, 

benefits of economies of scale are derived from sharing central services such accounting and financial 

control (Brealey et al, 2011).  

 

Economies of scope refers to the savings in form of cost-efficiency, achieved when using existing 

assets and/or skills to produce multiple products simultaneously (DePamphilis, 2010). Brealey et al 

(2011) argues that cost-efficiency can be achieved when two firms possess complementary resources, 

which should result in higher production when combined. This could for example be realized by 

conjoining marketing skills to sell a wide range of products, using engineering skills to produce a 

wide range of motors, or using technology to produce a wide range of services (DePamphilis, 2010).  

 

In addition to cost synergies, revenue synergies are attractive for both buyer and target firm, from an 

economical perspective. If the target firm holds a unique opportunity for the buyer to achieve revenue 

synergies, they should demand a substantial premium. On the other hand, the buyer could justify 

paying the premium with confidence that future revenues will offset the higher price paid.  

 

Financial synergies should yield is lowered cost of capital - the minimum return required by investors 

and lenders (DePamphilis, 2010). The combined firms are able to borrow at cheaper rates than the 

two entities would have been separately. This is assuming a well-functioning bond-market, in the 

sense that if firms merge and one fail; the other still guarantees the failed firms debt. Conversely, if 

the firms are separated and one fails, there is no possibility for bondholders to get their money back 

from the other firm. Hence, the increased guarantees makes the lenders demand a lower interest rate, 

as the risk is deemed lower (Brealey et al., 2011).  

 

Further theoretical arguments for a lowered cost of capital with help of M&As are co-insurance (i.e. 

the firms have uncorrelated cash flows), realization of financial economies of scale (i.e. due to lower 

securities and transactions costs) or better matching of investment opportunities. As mentioned in the 
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previous section, cash rich firms in mature industries may face a low range of investment 

opportunities, compared to a firm operating in a high-growth industry (whilst not having the excess 

cash to capture these opportunities). Hence, combining the two firms could result in a lower cost of 

capital - thus a higher possibility for investments to succeed (DePamphilis, 2010).  

 

3.1.4.4 Regulatory change 

It is suggested that M&A can be used as a tool to quickly adapt and adjust to regulatory changes in 

the competitive environment. Empirical evidence shows that M&A activity is significantly higher in 

deregulated industries than regulated ones (DePamphilis, 2010).  

 

3.1.4.5 Technology  

The continuous innovation within technology creates new products/services and in some instances 

even industries. As touched upon in section 4.1.6.3, rapid changes in technology could motivate larger 

firms in mature industries to acquire firms operating in different industries - to exploit new 

technologies and thus new products and services. M&A could be a faster and cheaper alternative than 

developing the resources and capabilities organically (DePamphilis, 2010).  

 

3.2 Valuation 

When evaluating a potential merger or acquisition, one needs to consider whether the transaction will 

generate an economic gain or not (Brealey et al., 2011). In order to assess economic gains, one must 

identify the standalone value and the potential strategic value of the targeted firm. Standalone value 

refers to assumption that the targeted firm will be operated in the same manner and asset base, thus 

implying that the financial statements of revenues and costs reflects the business value (DePamphilis, 

2010). Strategic value on the other hand, infers that there is a value of which can be realized by 

acquiring the targeted firm in form of synergies. A merger or acquisition generates synergies if the 

firms are worth more together than apart (Brealey, et al., 2011). Consequently, it is important to 

consider both strategic and standalone value when applying valuation methods to get an accurate 

estimate of the targeted firm’s true economic value and potential economic gain (Pike & Neale, 

2009).   

 

According to Petersen & Plenborg (2012), an ideal valuation should possess four distinct 

characteristics. Firstly, the valuation approach must yield a precise and unbiased estimate, thus 
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assuming forecasts with perfect hindsight. Secondly, the valuation must be derived from realistic 

assumptions. If the valuation is not based on realistic assumptions, it becomes biased and thus 

damages its credibility (DePamphilis, 2010). Precision (unbiased estimates) and realistic assumptions 

addresses accuracy and are referred to as value attributes. Moreover, a valuation approach should 

have low complexity and utilize inputs in form of easy accessed data, i.e. a valuation approach should 

be user friendly. Lastly, the output of the approach must be communicated in an understandable 

manner. User friendly and understandable output are referred to as user characteristics (Petersen & 

Plenborg, 2012).  

 

3.2.1 Budgeting & Forecasting  

Before formalizing estimates on future performance, one must determine how long the forecast period 

shall spread. According to literature, the explicit forecast period should be long enough for a target 

firm to reach a steady state. A steady state is characterized by a constant growth rate as the firm 

reinvests a portion of the operating profits each year. Moreover, a steady state implies a consistent 

rate of return on new and historic capital invested. The steady state thus result in a constant growth 

rate in free cash flow and a perpetual valuation approach can be applied to value the non-explicit 

(terminal) period (Koller, Goedhardt, & Wessels, 2010).  

 

When producing a forecast, it is important to identify and recognize relationships between strategic 

and financial value drivers. The first mentioned refers to operational initiatives that ultimately results 

in value creation, e.g. the launch of new products or successful penetration of unexploited markets. 

Consequently, strategic drivers are firm and industry specific. Financial value drivers reflects the 

firm’s performance and are thus closely related to value creation. It is pivotal to recognize the 

relationship between strategic and financial value drivers as strategic value drivers will affect 

financial drivers positively. Even though an increase in financial value drivers may not be value 

creating per se, it has a direct impact on cash flow and thus an indirect effect on firm value. Hence, a 

forecast template should include relevant financial value drivers that reflects the underlying 

economics of a firm. Secondly, one must consider the level of aggregation of financial value drivers, 

i.e. to what extent the financial drivers distinguish between different types of revenues/costs (Petersen 

& Plenborg, 2012). 
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3.2.2 Discounted Cash Flow Model (DCF) 

The DCF model is one of the most popular valuation approaches and is widely adopted by 

practitioners and academics. According to the DCF model, the value of a firm is the present value of 

all future cash flows. Consequently, the approach rests upon the subjective forecasts mentioned 

above, to approximate a firm’s ability to generate future cash flows. By discounting the estimated 

future cash flow, it is implied that the firm value is positively affected by greater cash flows and a 

lower discount rate (Petersen & Plenborg, 2012). Nonetheless, as the discounted cash flow model 

merely intends to estimate the market value of a firm, the true market value cannot be revealed until 

after the transaction has gone through (Brealey et al., 2011). 

 

The DCF model uses two distinct approaches to estimate equity value, the direct and sequential 

approach. The direct approach, uses Free Cash Flow to Equity (FCFE) and the cost of equity (𝑟𝑒) as 

a discount rate. After adjusting for non-operating assets (NOA), the direct approach estimates the 

value of the firm’s equity. Conversely, the sequential approach uses Free Cash Flow to Firm (FCFF) 

as income and the weighted average cost of capital (WACC) as discount rate. As a result, after 

adjusting NOA, it yields the value of the firm as a whole, i.e. Enterprise Value (Adamczyk & 

Zbroszczyk, 2017). The sequential approach has been applied in this thesis.  

 

3.2.3 Economic Value Added Model (EVA) 

Unlike the DCF model, the economic value added model (EVA) relies on accrual accounting data, 

opposed to cash flows. EVA estimates the operating profit after deducting all costs, including cost of 

the capital raised from investors. As a result, the EVA model measures a firm’s performance based 

on the excess wealth, i.e. residual income or economic profit, generated from funds invested into the 

business (Petersen & Plenborg, 2012). The EVA model allows the analyst to quantify a cost charge 

for invested capital (IC), and thus enables the analyst to assess whether the invested capital will 

generate the minimum return required. The residual income-based model recognizes the economic 

value added in absolute value, thus it holds a distinct advantage of including the scale of a firm 

(Brealey et al., 2011). 

 

3.2.4 Cost of Capital 

Defining cost of capital is vital, regardless of applied valuation method. The cost of capital reflects 

the minimum return shareholders expect for holding the shares of the firm and the cost of its debt 
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(DePamphilis, 2010). Therefore, the cost of capital can be used as a tool when considering a capital 

budgeting project - generally, if the project yields a higher return than the cost of capital, it should be 

undertaken.  

 

The most commonly used method to define the cost of capital is the weighted average cost of capital 

(WACC), which takes into account both the cost of equity and the cost of debt. As the cost of capital 

plays a central part in the valuation of a firm, it is crucial that the buyer apply a cost of capital that 

reflects the targets capital structure and risk. Another consideration when applying the cost of capital 

of the target, is that it might change when acquired by the buyer. Hence, the target’s future needs to 

carefully considered (Brealey, et al 2011). 
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4.0 Section 1 

 

 

 

4.1 Introduction to the Oil & Gas Industry 

The Oil and Gas industry (hereafter referred to as the O&G industry), is divided into three major 

sectors: upstream, midstream and downstream - an overview of the industry is displayed below. Oil 

is classified into either conventional or unconventional – however, in reality the classification refers 

to the method of extracting oil. Both will be described in the upstream section, as it is associated with 

the exploration and development of oil. Natural gas consists of methane, along with small amounts 

of hydrocarbon gas liquids and non-hydrocarbon gases. Oil and gas are bundled as an industry, due 

to the fact that operations of firms within the industry involves searching for, transporting and 

transforming both commodities (EIA, 2018).  

 

 

Figure 3: The Oil and Global O&G industry (Inkpen & Moffett, 2011) 
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4.1.1 Upstream 

The upstream sector is often referred to as the exploration and production sector (E&P). The activities 

of the sector includes searching for, recovering and producing crude oil and natural gas. As a resulat, 

substantial focus within this sector is put on locating reserves and how to design, construct and operate 

wells, to receive the greatest return on investment.  

 

Exploration activities involves obtaining permission to drill for oil and gas, given that the firm does 

not already own the acreage, and to conduct the necessary research within geology and geophysics 

with the objective to find oil and gas. Such findings are known as hydrocarbons – or reserves (Inkpen 

& Moffett, 2011). Despite severe research and technological advancements, there is always some 

level of ambiguity in the survey results presented by geologists. The only way to confirm the quantity 

and quality of the hydrocarbons is to drill an exploratory well. After the drilling, the well is fitted 

with piping to extract the oil to the surface. As the reserves hold little value while still in the 

subsurface, value is created by bringing the oil to the surface – hence the “production” part of E&P. 

The aim of production is to maximize the recovery of oil or gas from the subsurface. 

 

4.1.1.1 Conventional Oil 

The term conventional oil refers to the extraction and drilling for oil using traditional vertical drilling 

methods, thus using technology that exploit the natural pressure of an underground reservoir. In 

general, conventional oil is less costly to extract, as no specialized technology is required. 

Additionally, the fact that such oil requires small amount of processing before refining further 

establish the simplicity of extracting and selling conventional oil. As a consequence, the availability 

of conventional oil supplies are scarce – leading into research being deployed into finding new, 

unconventional ways of extracting oil (EIA, 2018).  

  

4.1.1.2 Unconventional Oil 

Unconventional oil refers to crude oil extracted by other types of drilling than the traditional vertical 

method. This is due to unconventional resources being more difficult to extract, since the reserves are 

confined in reservoirs where it is problematic for the oil and natural gas to be extracted through 

traditional vertical drilled wells. Thus, in contrast to conventional methods, unconventional methods 

are associated with horizontal drilling and fracking, which seeks to create cracks in the rocks holding 

the reserves by pumping water and chemicals down the well, allowing it flow to the surface. By 
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applying abovementioned method, oil such as shale oil and tight oil can be extracted with economic 

feasibility. This technological revolution of extracting oil has rubbed the world energy landscape, 

with the most notable example being the U.S. – which traditionally has been the world’s largest oil 

importer, now estimating to become a net exporter by the end of the decade. Due to the use of novel 

techniques and higher labor costs, unconventional oil is more costly to extract than conventional oil. 

As tight and shale oil production has little to no production history, projections regarding well 

productivity, drilling, completion and productions costs are uncertain. However, the recent vast 

technological advancements within drilling could well lead to reduced costs in the near future (EIA, 

2018). 

 

4.1.2 Midstream 

The midstream segment of the O&G industry involves activities such as transportation, marketing 

and storage of crude oil and natural gas. In other words, it provides a necessary link between the E&P 

sites and areas where consumers are situated. The transportation of oil and gas is typically conducted 

either by pipelines or by ships. It is argued that one of the many reasons for crude oil being an integral 

source of energy is the simplicity of transporting it (Inkpen & Moffett, 2011) 

 

4.1.3 Downstream 

The third sector of the industry is referred to as downstream, which includes oil refineries, distributors 

and retailers. Thus, the downstream segment is where the oil or gas is transformed into a product that 

is sold to the consumers, known as refining. Such products include gasoline, jet fuel, heating oil, 

asphalt, synthetic rubber etc. (Inkpen & Moffett, 2011). 

 

4.1.4 Industry Participants 

As outlined above, firms can operate throughout the three different sections of the value chain, either 

separately or completely. The O&G industry consist of thousands of firms with different sizes and 

capabilities. Below, a clarification of the main types of firms operating in the industry is presented 

(Inkpen & Moffett, 2011).   

 

 Independent – Firms described as independent generates its revenue from one of the 

aforementioned sectors. Commonly, independent firms operate either with upstream or 
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downstream activities. 

 

 Integrated Oil Company (IOC) – Companies present in all parts of the value chain are 

known as integrated. The term is usually associated with major firms such as BP, Exxon 

Mobil and ConocoPhillips.   

 

 International Oil Company (IOC) – This term is used for O&G companies that operate 

across borders. Thus, IOC’s compete globally and often conduct operations together with 

national oil companies in their home countries. For unknown reasons, international oil 

companies are abbreviated in the same manner as integrated oil companies.  

 

 Junior – Small O&G firms that produce between 500 and 10,000 oil equivalent b/d are 

known as juniors.  

 

 National Oil Company (NOC) – Government controlled O&G companies are formed to 

manage a nations hydrocarbon reserves. A large extent of NOC’s are owned partially by the 

state and partially by private investors. Examples of such NOC’s include Gazprom and 

Petrobas. Confusingly, some NOC’s solely operate in their home country, whereas some 

compete globally – thus, the boundaries between IOC’s and NOC’s are blurry.  

 

4.1.5 Oil Characteristics 

By comparing the density of oil and water, one is enabled to classify the oil into two different types 

depending on the density-ratio. The test is referred to as the American Petroleum Institute’s (API) 

Gravity test, which classifies the oil into either light or heavy. Light oil is considered more desirable 

as it contains a higher number of hydrocarbons, which eases the process of converting the oil into 

gasoline. In addition to the API Gravity Test, the sulfur content is used to further classify the oil into 

either sweet or sour. When oil has a sulfur content less than 0,5% it is considered sweet. Sweet oil is 

considered more desirable than the latter as sweet oil is easier to process into high-value products 

(IMC, 2011)  
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4.1.6 Oil Price 

The two key indicators allow investors and customers to price the different oil-classifications. The 

two dominating benchmarks for world oil prices are the West Texas Intermediate crude oil (WTI) 

from North America and its heavier and less sweet European counterpart, Brent. Over 300 types of 

crude oil exist and characteristics can vary noticeably (Dunn & Holloway, 2012). This notion leads 

to the complexity of pricing the commodity, which is explained below. Three factors affects the 

pricing of oil: the fundamental economic concept of supply and demand, the futures markets and its 

sentiment and lastly, geopolitical events.  

 

Oil is to a great extent traded in the over the market (OTC) and futures market. The difference between 

the two lies in the type of transaction contracts, where OTC allows for tailored contracts whilst futures 

are standardized contracts. The most widely used futures contracts are the New York Mercantile 

Exchange (NYMEX) for WTI and the Intercontinental Exchange (ICE) for Brent oil. The trading 

typically include hedging activities by consumers and producers, and speculation and arbitrage 

activities by financial institutions. According to the Chicago Mercantile Exchange, the majority of 

the trades are associated with speculation – as only 3% of the futures transactions result in the 

purchaser actually obtaining the commodity. Since 1983, future contracts has replaced forward 

contracts for the trading of WTI and as there is an absence of a forward market, pricing agencies 

essentially use the spot price of the NYMEX contract nearest to expire, known as formula pricing. 

One additional feature of the oil price that diminishes the supply and demand-effect is the market 

sentiment, i.e. the overall attitude of investors towards oil. In other words, the simple belief that the 

demand for oil will change has an effect on the price of the commodity. Thus, the assumption that 

WTI prices largely is determined in the futures market, is reasonable (Dunn & Holloway, 2012). 

 

Lastly, historically the oil price has been affected by geopolitical events and instability mainly 

affecting the supply side in OPEC as well as non-OPEC countries (EIA, 2018b). Figure 4 depicts 

certain geopolitical events and its influence on the oil price. As can be seen, low spare capacity drove 

the oil price to record levels – which is in line with the previous reasoning of supply forces effect.  
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Figure 4: Oil Price Movements 1970-2015 (EIA, 2018) 

Concluding this section, the oil price is determined by complex forces and associated with high 

uncertainty. Thus, this paper has chosen to rely on researching firm S&P Capital IQ to obtain 

information and forecasts of the oil price.  

 

4.2 M&A in the O&G Industry  

This section focuses on connecting existing theory of M&A with industry specific activity– with an 

explicit focus on the upstream U.S. sector. As previously explained, two schools of thought exist for 

M&A motives, the behavioral and the neoclassical hypothesis. In short, the first-mentioned theory 

relies on stock market values to explain M&A activity. As a result, firms with overvalued stocks tend 

to bid for undervalued ones. In contrast, the latter theory argues that economic or industrial shocks 

(primarily technological and regulatory) are sources of motivation for M&A. The idea is that firms 

react to such shocks by reallocating assets, through M&A (Hsu, Wright, & Zhu, 2017)  

 

4.2.1 M&A Trends in the Upstream Sector 

Exploration and production activities holds great importance within the O&G industry as finding 

reserves are vital in determining the value and ensure future operations (Hsu, et al, 2017). Naturally, 

as production commences – reserves diminish, therefore companies constantly explore for new 

reserves. Such operations are risky, however if successful it gives the benefit of being first movers in 

new territories. 

  

Firms that have not invested in exploration may choose to enter when discoveries are confirmed, 

which causes prices of the assets to rise (as uncertainties are reduced). Though the price increase 

could be significant, it can still be profitable to enter at a later stage, due to avoided exploration costs 
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and profit potential. Hence, strategic considerations can cause firms, especially international ones, to 

enter later to expand their reserves (Hsu, et al, 2017). As uncertainty is reduced as production 

commences, the value of the assets rapidly increases– therefore leading to more M&A activity in the 

sector. Thus, it can be argued that production and M&A activities in the upstream sector are positively 

associated with each other. This is line with the neoclassical hypothesis, as the shock of new 

discoveries of reserves provide incentives for firms to acquire assets by conducting M&A. Equally, 

it can be argued that higher commodity prices increase the value of the reserves and thus the assets. 

As the value of assets is strongly correlated with the enterprise value within the industry, firms are 

highly dependent on the changes in O&G prices. Thus, it is expected that M&A activity be positively 

correlated with changes in O&G prices. In contrast, this is line with the behavioral view of M&A 

activity in the O&G industry (Hsu, et al, 2017).  

  

The abovementioned raises the question: why would the firms who have obtained the reserves at the 

first stage, be willing to sell – if the reserves represent such a central part of their valuation? According 

to Hsu et al (2017), there are two possible explanations. First, it is likely that first movers were able 

to obtain a substantial amount of reserves at a low price. Hence, the increase in asset price means a 

higher return on investment if they sell. This phenomenon is referred to as “market timing” (Ng and 

Donker, 2013). The second explanation is associated with market liquidity, defined as the extent to 

which a market allows assets to be bought and sold at stable prices. As liquidity increases, firms have 

an easier time to borrow money to finance M&A activities. Further, the tightness of the debt market 

is usually measured by the interest rate spread between industrial rates and federal fund rates. The 

debt market tightens as the spread increases, thus making it tougher to obtain debt financing for M&A 

activity. This assumption is generally true; however, it is ambiguous if it can be applied to the O&G 

industry. E&P requires a great amount of capital expenditures as drilling is capital intensive. During 

times of a tight debt market, O&G firms may still need to drill – due to contractual obligations, 

regardless of favorable O&G prices. Thus, a way of financing drilling activities is to sell assets (Hsu, 

et al, 2017).  

  

Expanding the discussion regarding M&A motives in the O&G industry, it is argued that oil price 

shocks has affected international markets, which is justified as oil is the world’s most traded 

commodity (Ng & Donker, 2013). Hence, it is argued that the narrow firm-level (synergies) and 

managerial view (market timing) of motivations for M&A is not enough to describe the phenomenon 



25 

 

– instead broader economic forces needs to be considered. This is line with the neoclassical 

hypothesis of M&A motives. Examples of shocks in the industry could be deregulation, oil price 

shocks or structural alteration. 
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4.3 Sub-Conclusion Section 1 

 

 The O&G industry is divided into three segments: upstream, midstream and downstream. 

Furthermore, it consist of various players of different sizes and capabilities  

 

 Depending on the oil characteristics two universal dimensions to classify oil types exits: The 

degree of sulfur content (sweet or sour) and the level of hydrocarbon content (light or 

heavy).  

 

 The two dominant benchmarks for world oil prices are West Texas Intermediate crude oil 

(WTI) from North America and its European counterpart Brent crude oil.  

 

 The pricing mechanism of oil is complex and affected by factors such as: supply and 

demand, the futures market and global geopolitical events. 

 

 Two driving hypotheses regarding M&A motives are discussed; the neo-classical and 

behavioral theory. In short, the former relies on stock market values to explain M&A 

activity, whilst the latter argue that economic or industrial shocks (primarily technological 

and regulatory) causes M&A activity 

 

 In line with the neo-classical hypothesis, it can be argued that production and M&A 

activities in the upstream sector are positively associated with each other, as the shock of 

new discoveries of reserves provide incentives for firms to acquire assets by conducting 

M&A.  

 

 As asset value strongly correlates with firm value within the industry, firms are highly 

dependent on the change in O&G prices. As prices increase, so does company value – 

leading to an increase of M&A activity, in line with the behavioral hypothesis.  
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5.0 Section 2 

 

 

 

5.1 Case Description 

This section describes the acquirer (Noble Energy Inc), followed by a description of the target. 

(Clayton Williams Energy, Inc.). The purpose of this section is to provide a foundation for further 

analysis through the theories presented in theoretical section. The description of the acquirer and 

target reflects the companies up until the date of the bid, 13th of January 2017. Additionally, a strategic 

landscape is mapped out along with a defined peer group. 

 

5.1.1 Noble Energy, Inc. 

Noble Energy, Inc. (NBL) is an American firm operating in the upstream sector on a global scale, 

constituting them as an International Oil Company. NBL was founded in 1932 and has been traded 

on the New York Stock Exchange since 1980. The strategic cornerstones of the firm are elaborated 

upon below.  

 

Following the decision to increase their presence in the US onshore oil and horizontal drilling sector, 

NBL acquired Rosetta Resources, Inc. in 2015 and signed an agreement to acquire Clayton Williams 

Energy during 2017. The transactions resulted in a two billion barrels increase in reserves of oil 

equivalent in the Delaware Basin, along with 460 million barrels of the oil equivalent located in Eagle 

Ford. The east Mediterranean assets are located in Israel and Cyprus. Sales volumes in Eastern 

Mediterranean are growing at high speed, and more projects are undergoing – with the aim of 

achieving production levels comparable to the best onshore US plays. Additionally, NBL’s portfolio 

includes offshore assets in the Gulf of Mexico, Canada and West Africa. Noble has adapted an active 

approach to portfolio management, i.e. a strong strategical focus on acquisitions and divestment of 

properties. The strategy is therefore dependent on maintaining a great amount of financial flexibility 

(Noble Energy Inc, 2017). 
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5.1.1.1 Business and Properties 

NBL operates within the exploration and production sector of oil and gas, combining both 

unconventional methods in the U.S. and conventional methods on global offshore assets. NBL’s 

global operations and new ventures are depicted below:   

 

 

Figure 5: Overview of NBL's operations (Noble Energy Inc, 2017) 

Evidently, most of NBL’s operations are focused in the US. Approximately 75% of NBL’s capital is 

allocated to U.S. onshore development, whilst 20% of capital expenditures is represented by Eastern 

Mediterranean operations. The portfolio consists of crude oil, natural gas and natural gas liquids, both 

developed and undeveloped. Undeveloped reserves refers to leased acreage that have not been drilled 

to the extent that allows production to achieve commercial quantities of oil and gas (MineralWeb, 

2018). Below, Table 2 displays NBL’s proved reserves, as of 31th of December 2016.  
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Table 2: Noble proved O&G reserves (Noble Energy Inc, 2017) 

In terms of crude oil, NBL’s reserves are quite evenly divided between developed and undeveloped, 

totaling at 333.0 MMBbls (million barrels). On the other hand, natural gas liquids (NGL) reserves 

are too a great extent developed, in comparison to ‘regular’ natural gas. Total oil equivalents amount 

to 1437.0 MBOE, which is an increase from 2015 levels of 1421.0 MMBOE. The proved reserves 

are 68% US and 32% international – and the product mix constitutes 36% global liquids (crude oil 

and NGL’s), 29% international natural gas and 33% U.S. natural gas.  

 

 

Table 3: Noble proved reserves in the U.S. (Noble Energy Inc, 2017) 
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Table 4: Noble sales volumes in the U.S. (Noble Energy Inc, 2017) 

The above tables depicts the location of NBL’s reserves and regional sales volumes per day. It is 

evident that U.S. operations are focused in the DJ Basin, followed by Eagle Ford Shale. The graphs 

below show the weights of reserves at NBL’s U.S. onshore sites. The natural gas has been converted 

into MMBbls with a ratio of 6 to 1 (Noble Energy Inc, 2017).  

 

 

Figure 6: Hydrocarbon weights, DJ Basin (Noble Energy Inc, 2017) Figure 7: Hydrocarbon weights, Eagle Ford Shale (ibid) 
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Figure 8: Hydrocarbon weights, Permian Basin (ibid)  Figure 9: Hydrocarbon weights, Marcellus Shale (ibid) 

 

The graphs show that the Permian Basin mostly consists of oil reserves. Their largest site – DJ Basin, 

is evenly divided between oil and natural gas, whilst the Eagle Ford Shale is evenly divded between 

natural gas and NGL’s. Lastly, the Marcellus Shale site has an overweighing majority of natural gas 

reserves. As can be seen in figure 10 and 11 below, NBL has a strong focus in the DJ Basin.  

 

 

Figure 10: Overview of NBL's gross wells drilled or participated in, in the U.S. (Noble Energy Inc, 2017) 
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Figure 11: Overview of NBL's gross productive wells (Noble Energy Inc, 2017) 

 

Table 5 shows the development of production costs with corresponding region over the years 2014-

2016. Across all operating regions, NBL has managed to cut production costs – although realized 

prices for oil has dropped significantly since the oil price drop in 2014.  

 

 

Table 5: Noble O&G avg. realized prices & avg. production costs (Noble Energy Inc, 2017) 
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5.1.2 Clayton Williams Energy, Inc. 

This section will depict the firm from an historical perspective, followed by an analysis of its 

operations and financials. Clayton Williams Energy, Inc. (CWEI) was an American firm operating in 

the upstream sector within oil and gas in the United States, from 1991 to 2017. The firm also 

conducted midstream operations, however, on a much smaller scale than its core business within the 

upstream sector. The oil production consisted of light sweet crude oil (WTI), which was mainly sold 

at the NYMEX futures market through the major hub in Cushing, Oklahoma (CWEI, 2017).  

 

The firm went public in 1993, however, the governance of the firm maintained a high level of family 

ownership, with the founder, chairman and CEO, Clayton Williams, Jr. maintained 17.6%, up until 

2016. Additionally, a limited partnership named The Williams Children’s Partnership owned 17.3% 

of the common stock. The largest institutional owner of the stock was Ares Management – with a 

total of 42% of the shares (ibid).  

 

 

Figure 12: Overview of Clayton Williams shareholder structure (CWEI, 2017) 

5.1.2.1 Business and Properties 

CWEI’s portfolio of reserves was heavily weighted towards oil, which constituted 84% - while 16% 

of the reserves consisted of natural gas. The core area of exploration and production was Southern 

Reeves County, Texas – where the Permian Basin is located. (CWEI, 2017)The strategic focus of 

CWEI was on developmental horizontal drilling activities in prolific oil shale provinces and it held 

significant holdings in the southern Delaware Basin in the Permian Basin. Although the Delaware 

Basin was the main geographical focus, the company also held minor reserves in other areas. In 

addition, the company regularly searched for proven property acquisitions. On a year-to-year basis, 

investment capital could vary between developmental and exploratory activities; however, the long-

term goal was to create value for shareholders by growing oil and natural gas reserves (ibid). The sole 
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market focus was the United States, where all E&P and drilling activities were conducted, all assets 

located and all revenues stemmed from. 

 

CWEI’s properties consisted of oil and gas wells along with both developed and undeveloped 

leasehold acreage. As of 31 December 2016, CWEI had interests in 2726.0 gross oil and gas wells, 

while the leasehold interests amounted to 423,000 gross undeveloped acres. Table 6 depicts the 

estimated quantities of the proved reserves below.  

 

 

Table 6: Overview of CWEI’s proved reserves (CWEI, 2017) 

 

Table 7: Overview of CWEI's reserves by region (CWEI, 2017) 

Table 7 shows that CWEI’s reserves were highly concentrated within the Permian Basin Area, with 

the majority of sites located in the Delaware Basin. Information regarding ownership of productive 

wells within operating areas are presented.  

 



35 

 

 

Table 8: Overview of CWEI's wells 2014-2016 (CWEI, 2017) 

It appears that the number of wells, both gross and net, have diminished notably over the last two 

years. This is likely to be a result of the sever drop in oil prices, which negatively affect E&P 

activities. Additionally, CWEI’s weight towards oil becomes evident – as they had no productive gas 

wells during 2016. Sequentially, table 9 displays information of volumes, prices and production costs 

is disclosed below: 

 

 

Table 9: CWEI’s O&G production, avg. realized prices & avg. production costs 2014-2016 (Noble Energy Inc, 2017) 
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Regarding the volume, price and production costs data, it is worth noting that total production has 

declined since 2015, whilst oil production increased from 2014 to 2015. In line with lower production, 

oil prices had dropped significantly from 2014 to 2016. Nonetheless, the table shows a decline in 

average production cost over the years, despite lower production and prices.  

 

In addition to upstream activates, CWEI also operated within the midstream sector.  According to the 

annual report of 2016, ‘pipelines and other midstream facilities’ consisted of oil, gas and salt-water 

disposal pipelines totaling 423 miles, two wastewater-treating plants, one dehydration (purification) 

facility and multiple compression stations. As oil and gas often contains impurities, a purification 

process through the abovementioned facilities are necessary to make the products ready for 

distribution. ‘Salt water’, i.e. the water leftover from the purification process is a byproduct, which 

must thus be handled with caution and according to existing laws (Tech-Flo Consulting, 2018). 

Depicted below is the pipeline network its capacity as of 31th of December 2016.  

 

 

Table 10: Overview of CWEI's pipeline capacity (CWEI, 2017) 

5.1.2.2 Recent Developments  

In an attempt to mitigate the effect from the dramatic drop in oil prices in 2014, management 

undertook managerial actions to improve margins by reducing costs. However, the effects of the vast 

drop in oil price forced management to seek other strategic and financial alternatives for the firm.  

 

5.1.3 Peer Group 

The peer group is derived from the annual report of 2016, in which CWEI identified similar 

independent exploration and production companies of comparable size that operates in the same 

geographical area as CWEI (CWEI, 2017).  

 

5.1.3.1 Approach Resources, Inc. 

Approach Resources is a company specialized in the exploration, development, production and 

acquisition of unconventional oil and gas reserves in the greater Permian Basin (Midland Basin) in 



37 

 

West Texas. By the end of 2016, Approach Resources controlled over 123.000 acres in the Basin, 

estimated to contain proven reserves of 156.4 MMBoe of oil equivalent (32% oil, 30% NGL and 38% 

natural gas).  

  

The business strategy is based on concentrating their acreage to improve operating and recovery 

efficiency to reduce costs. Their strategic aim is to grow current reserves and production at an 

attractive rate of return by mainly develop and expanding current shale oil production through 

horizontal drilling. In addition, emphasis is put on cost efficiency to strengthen their balance sheet as 

they seek to achieve financial flexibility (Approach Resources Inc., 2017).  

 

Their current market consists of two buyers, whereas total sales stemmed for JP Energy Development 

and DCP Midstream LP, which account for 54% and 46% of the total sales respectively. Production 

levels during 2016 reached 4.5 MMBoe, the equivalent of 12.4 MBoe/d and revenues were 

approximately $90.3M (Approach Resources Inc., 2017). 

 

5.1.3.2 Callon Petroleum  

Callon Petroleum focuses on the acquisition and development of unconventional oil and gas in the 

Permian Basin. As of 2016, the company has geographically expanded their operations to include the 

Delaware Basin in addition to their main acreage in the Midland Basin. Callon Petroluem controls 

over 56.000 acres in the Permian Basin, estimated to contain proved reserves of 91.6 MMBoe of oil 

equivalent (78% oil, 22% natural gas, including NGLs).  

 

The business strategy is based on collecting data on subsurface geologic and technical data to further 

leverage the specialized knowledge through horizontal drilling. According to the annual report of 

2016, their objective is to horizontally drill on geographical location where hydrocarbons have 

previously been exploited by conventional vertical wells.  

 

Major customers include Enterprise Crude Oil LLC, Shell Trading Co. and Sunoco, which accounted 

for 43%, 18% and 16% of total sales in 2016 respectively. Annual production reached 5.573 MBoe, 

the equivalent of 15.227 Boe/d and revenues were approximately $201M (Callon Petroleum, 2017). 
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5.1.3.3 Carrizo Oil & Gas, Inc. 

Carizzo engages in the exploration, development and production of oil and gas primarily within the 

United States. U.S. operations are located in the Eagle Ford Shale (South Texas), the Delaware Basin 

(West Texas) and various locations throughout the Midwest region. Carizzo controls roughly 179.179 

net acres with a combined proven reserve estimated at 200.2 MMBoe of oil equivalent (64% oil, 12% 

liquefied natural gas and 24% natural gas). The majority stems from the Eagle Ford Shale region, 

however, the proven reserves of Delaware Basin increased significantly between 2015 and 2016, up 

from 1MMBoe to 11.7 MMBoe.  

 

The business strategy is based on opportunistic acquisitions of oil and gas properties. The company 

communicates a great focus on maintaining risk in form of exploitation of wells with levels of 

uncertainty by the utilizing advanced technologies such as 3D seismic and micro-seismic analysis.  

 

Shell Trading Co. is a major customer along with Flint Hills Resources LP, which accounts for 56% 

and 15% of the total sales respectively. Annual production during 2016 reached 9.423 MBoe, the 

equivalent of 42.276 Boe/d and revenues of $443.594M (Carrizo Oil & Gas, 2017). 

 

5.1.3.4 Contango Oil & Gas Co. 

Contango participates in the exploration, development, acquisition and production of oil and gas 

properties located both in- and offshore on the inlands of Texas and Wyoming and offshore in the 

Gulf of Mexico and the Texas Gulf Coast. Contango controlled a total acreage of 153.629 whereas 

approximately 115.000 acres are within the Texas region. The proven reserve consists mainly of 

natural gas, hence cubic feet is the main measurement. Regardless, the proven reserve is estimated at 

151.8 Bcfe of natural gas equivalent (105.1 Bcf of natural gas, 3.4MMBoe of crude oil and 4.4 

MMBbl of liquefied natural gas).  

 

The business strategy is based on the acquisition of both previously exploited and unexploited 

properties, however, their area of operating expertise resides in undeveloped properties. Since the 

merger of E&P company Crimson Exploration Inc. in 2013, Contango has focused on horizontal 

drilling mainly in the inland region of Texas and Wyoming.  
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Major customers include ConocoPhilips, Sunoco and Shell Trading Co., which accounted for 45.9%, 

14.2% and 10.6% of the total sales in 2016 respectively. Annual production in 2016 was estimated at 

10.626 MMcf of natural gas and 127 MBls of crude oil and revenues of approximately $78M 

(Contango Oil & Gas, 2017). 

 

5.1.3.5 Laredo Petroleum  

Laredo focuses on the acquisition, exploration, development and transportation of oil and gas within 

the Permian Basin. As of December 2016, Laredo controls 127.847 acres with an estimated proven 

reserve of 167.1 MMBoe of oil equivalent (47% oil, 27% natural gas and 26% liquefied natural gas.). 

In addition to upstream operations, Laredo engages in midstream and marketing through its subsidiary 

LMS.  

 

The business strategy is based on horizontal drilling of longer laterals, averaging approximately 

10.000 feet. However, conventional methods are not excluded from their current strategy. Laredo 

concentrates on drilling in multi-wells packages around established production corridors. The 

established corridors provide infrastructure and the flexibility and thus operational flexibility.  

 

Major customers are not disclosed, however, three customers accounted for 48.5%, 23% and 17% of 

the total sales of oil, natural gas and NGLs. Total revenues accounted for $597M whereas $426M 

stems from the sales of self-produced oil and gas products (Laredo Petroleum, 2017).  

 

5.2 Strategic Analysis 

This section begins with an external analysis by applying the PESTEL-framework. Sequentially, the 

industry is defined and the competitive landscaped is analyzed through Porter’s Five Forces. In 

addition, an internal analysis is conducted by applying the VRIO-framework with the objective to 

uncover potential competitive advantages of CWEI in relation its peers.  

 

5.2.1 Macro Perspective - PESTEL 

The PESTEL framework is applied to identify key external factors in the macro-environment that 

effect the O&G industry. By creating an understanding of critical macro-environmental elements, 

potential threats and opportunities within the strategic setting can be uncovered. Thus, this section 
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aims to identify key success factors, i.e. factors within a competitive environment that enables 

superior performance (Grant, 2013). 

  

5.2.1.1 Political 

As the O&G and energy sector at large over-encompasses numerous industries, governments, 

individuals and economies (Ghalayini, 2011), it becomes a clear strategic point in political and 

economic needs and discussions. The O&G industry is influenced by regulations on a national level 

but is in addition also compelled to comply with transnational regulations and interest groups. In 

recent years, multiple examples can be found where political entities have exerted their influence. In 

2012, the Argentinian president Cristina Fernández de Kirchner, announced that the government 

would seize a controlling stake in the nation’s largest oil company, YPF. A company, which at the 

time was majority owned by the Spanish energy company Repsol, with headquarters in Madrid, Spain 

(Romero & Minder, 2012). In 2006, the president of Bolivia ordered the military to occupy the 

country’s oil fields and seize foreign producers’ means of production (Prada, 2006). Numerous 

countries have nationalized oil productions during the second half of the 20th century. Protectionist 

policies such as resource nationalization intends to maximize government's’ bargaining power and 

extract the greatest amount of economic gains from its geographical territory (Wilson, 2015). In fact, 

the ten largest NOC’s currently account for roughly $2.3 trillion of state capital (World Bank , 2018). 

Protectionist policies occur in the western world as well, e.g. the territorial disputes between Russia, 

Norway, the U.S., Canada and Denmark concerning the geographic area of the Arctic Circle, which 

is believed to contain an eighth of the world’s untapped oil and a quarter gas reserves (The Economist, 

2014). Moreover, major oil producing countries such as Russia, Iran and Venezuela (OPEC, 2017) 

has been subject to sanctions by western powerhouses such as the EU and U.S. (Marquardt, 2018). 

Protectionist sanctions may affect globalization as trade conflicts intensifies, thus increasing the risk 

of E&P firms who operates in regions of conflict (Parry, 2013).  

 

Political instability has historically led to effects in supply and demand for energy. Geopolitical 

events such as the Arabic Spring of 2011 and the Libyan civil war affected the supply of European 

Brent oil, which caused the price of Brent oil to surge in relation to its American counterpart, WTI 

(Nquyen, 2013). 65,5% of the world’s proven oil reserves are located within the geographical region 

of the Middle East (OPEC, 2018). During recent years, geopolitical events has affected oil producing 

countries in the Middle East such as the Qatar diplomatic crisis of (Baker McKenzie, 2017), the 
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Syrian civil war, the uprising of terrorist entities such as ISIL (Matthews, 2015) and the latest political 

uprising against the Iranian government (CFR, 2018). 

 

Unlike most commodities, a large portion of supply is regulated by organizations such as OPEC in 

form of production quotas. An estimated 85.1% of the world’s proven crude oil reserves are located 

within The Organization of Petroleum-Exporting Countries’ control (OPEC, 2017)The organization 

currently has 14 members, which includes Saudi Arabia, Islamic Republic of Iran, Iraq, United Arab 

Emirates, Qatar, Nigeria and Venezuela. In perspective, among the list of the top ten largest oil 

producers in the world, five of them are currently members of OPEC (EIA, 2018). OPEC produces 

40% of the world’s crude oil and accounts for roughly 60% of the internationally traded petroleum. 

Due to the large market share, OPEC has the ability to affect global oil prices. By maintaining tight 

control of production targets, OPEC can exert influence over oil prices due to its large market share. 

As a result, spare capacity within OPEC is perceived as a strong indicator of the markets ability to 

respond to volatility in demand. Low production quotas have provided little cushion for fluctuations 

in supply in response to the rapidly increasing demand (EIA, 2018a). However, there are two distinct 

perceptions of OPEC, whereas some perceive the organization as a cartel, whose members through 

collusion extract monopolistic profits. On the other hand, some argue that the oil market is highly 

competitive, thus OPEC’s production quotas has little impact on global oil prices. The empirical 

evidence of the distinct views of OPEC has yielded conflicting results (Loutia, Mellios, & 

Andriosopoulos, 2016). Fattouh & Mahadeva (2015) has adapted a less static point of view, arguing 

that there is no single model that fits OPEC behavior as its pricing power varies over time depending 

on various variables such as market conditions and geopolitical events. Nonetheless, one can observe 

correlation between production quotas in Saudi Arabia (OPEC member) and the price of WTI (EIA, 

2018a) However, there are strong indications of a decrease in OPEC’s pricing power as new 

technological advancements has enabled non-OPEC members such as the U.S. and Canada to extract 

an increasing amount of unconventional oil (Worstall, 2017). In other words, there are empirical 

findings supporting both views of OPEC’s influence over oil prices. 

  

5.2.1.2 Economic & Social 

Oil is the world’s leading fuel, representing over a third of the global energy consumption (BP, 2017). 

Moreover, oil is the world’s most traded commodity in terms of both volume and value and is thus 

highly interconnected to the world economy (Ghalayini, 2011). The demand for energy consumption 
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is positively correlated with economic growth as it leads to greater investments, consumption and 

trade. Economic growth, as measured by GDP, is affected by multiple factors such as population 

growth, industrial activity and fiscal and/or monetary policies (EIA, 2018). 

Projections indicate a shift in economic power from traditional OECD-countries towards emerging 

economies in the APAC-region and Africa. The demand for energy is thus likely to expand as 

emerging economies and billions of people are expected to increase their living standards. Around 

half of the economic growth is estimated to stem from China and India alone. In addition, Africa is 

projected to account for half of the world’s increase in population over the course of 2035. It is 

projected that the world economy will grow at a rate of 3.4% annually, almost doubling the world 

economy over the next 20 years. The growth is expected to require additional energy, however, the 

increase is mitigated by a decrease in energy intensity. In other words, the energy used per unit of 

GDP is expected to decrease, resulting in an increase in energy demand by 30% opposed to the 

doubling in global GDP during the same period (BP , 2017).  

  

As mentioned, half of the economic growth is estimated to stem from China and India, whereas India 

is predicted to overtake the position as the main driver for energy demand and principal source of 

growth market for global energy by 2040. The high economic growth in regions such as APAC 

indicates a long-term shift of oil consumption as non-OECD countries is expected to account for two 

thirds of the increase in global energy demand while OECD energy demand is predicted to remain 

relatively unchanged over the same course (BP, 2018a). Figure 13 and 14 displays the shift in 

consumption of different geographical regions from 2016 to 2040. 

 

  

 Figure 13: Global energy consumption 2016 (BP, 2018)  Figure 14: Global energy consumption 2040 (BP, 2018) 
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5.2.1.4 Technical Factors 

The continuous technological advancements create uncertainty as new means of exploitation disrupts 

estimates of reserves. In perspective, for every barrel of oil consumed during the last 35 years, more 

than two new barrels have been discovered, doubling the global proven reserves (BP , 2017). New 

technological achievements have a great impact on the upstream oil industry, especially in North 

America. During the last decade, technological advancements has enabled further development 

within exploration and production of unconventional oil and natural gas. New drilling techniques 

such as horizontal drilling and hydraulic fracturing (fracking) has enabled additional exploitation of 

hydrocarbons, as new reserves has become economically feasible (Hefley & Wang, 2015). In 2017, 

OPEC estimated that 86% of US growth in liquids supply were derived from unconventional liquefied 

natural gas (LNG) such as tight and shale formations. In 2018, they estimate that the share is expected 

to rise to 94% (OPEC, 2018). According to IEA, the United States is projected to become a net energy 

exporter by 2022 as unconventional production increases, thus breaking the tradition since 1953 of 

being a net importer of energy (EIA, 2018).  

  

Countries that possess significant shale oil and gas reserves includes China, United Kingdom, 

Mexico, Australia, Argentina, Libya, Brazil and Poland. The technological advancements may be 

difficult to implement outside North America as high economic, workforce and geological standards 

are to be met. However, major players such as China has declared the target of producing 100 billion 

cubic meters of shale gas per year by 2020 (Deloitte, 2017). If the technology is proven to be 

transnationally transferable, it is likely that other companies outside North America will capitalize on 

the matter as they are better logistically located to export to the growing economies such as the APAC 

region. As mentioned in the previous section, energy consumption is highly correlated to economic 

growth. Non-OECD countries such as China and India is expected to account for half of the economic 

growth until 2040, making them lucrative markets. 

  

The industrial sector currently accounts for roughly half of the global energy consumption, including 

non-combusted use of fuel. The remainder is shared between residential and commercial building, 

which accounts for 29% of the consumption and lastly transportation, which accounts for 20%. As 

stated, the demand for energy is expected to rise globally, however, various trends have been observed 

and future consumption transitions is likely to occur. Approximately half of the increase in energy 

consumption is caused by a growing industrial sector, especially in emerging economies. The 
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consumption of non-combusted use of fuels such as petrochemicals and lubricants are expected to 

grow and increasingly become a significant part of the industrial energy demand. However, as 

economies develop they move towards less fuel dependent activities such as services instead 

production (BP, 2018).  

 

Opposed to the industrial sector, energy consumed by transportation is believed to have peaked in 

2017. Technological advancements and increased fuel economy standards are expected to have a 

negative impact on gasoline consumption. However, opposed to motor gasoline consumption, which 

is expected to decrease by 31% between 2017 and 2050, jet fuel is expected to more than double 

during the same period, as air transportation is predicted to outgrow aircraft energy efficiency. In 

addition to increased fuel economy standards, electric and plug-in hybrid electric cars are expected 

to grow from a 4% market share in 2017 to a 19% market share by 2050. Nonetheless, gasoline driven 

vehicles will remain the dominant vehicle type (EIA, 2018).  

  

The transport sector provides a tangible example of electrification and abandoning of fossil fuels, 

with exception for the aviation and long-haul sector. A similar trend of abandoning fossil fuel for 

renewables can be witnessed in other segments. Three quarters of the energy consumed by the 

industrial sector is used to process heat, however, only 10% of the heat is estimated to be electricity-

based. This is likely to change as social and political pressure has risen to shift towards less 

environmental harmful fuels. This has led to the development and improvement of renewable sources 

such as solar and geothermal energy. The pace of development cannot be determined with any 

precision but it is expected that renewables and electrification within the industrial and building sector 

will grow in the future (EIA, 2017a).  

 

5.2.1.5 Environmental 

The geographical location of operations is pivotal within the O&G industry as distances between 

exploitation activities, refineries and end market has a great impact on economic feasibility. In 

addition, the geographical characteristics such as the rock structure and landform are considered vital 

components to implement successful operations (IGS, 2017). Moreover, demand is influenced by 

trade agreements, which was to some extent explored in the political section of the PESTEL analysis. 
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From an environmental perspective, social and political pressures shift from carbon intense fossil 

fuels towards renewable sources has intensified in recent years. The entire energy sector is thus 

subject to political and economic interventions. The public opinion on the matter has grown 

tremendously, making climate change perceived as one of the world’s greatest threats, according to 

international polls. As a result, it has become one of the world’s leading political agendas (Friedman, 

2017). This has forced political entities to implement policies to promote ‘greener’ energy, mainly 

through pricing energy systems to reflect environmental costs and risks. The recent upsurge in social 

awareness has resulted in major environmental cost systems such as the Paris Climate Agreement, 

also known as the Paris Accord, sealed in 2015. A total of 175 states signed the agreement with the 

objective of reducing greenhouse gases and thus maintaining a global temperature rise in the 21st 

century well below 2 degrees Celsius in comparison to pre-industrial levels. To incentivize the 

transition in less economically developed countries, developed countries has agreed to earmark a 

collective minimum of $100Bn annually in supportive financing (UN, 2018).  

 

According to the International Monetary Fund (IMF), broad-based charges such as carbon tax are the 

most effective instrument to incentivize a transition to more environmental friendly alternative energy 

(IMF, 2018). Environmental taxation is a widely-adopted practice, whereas the over 5% of the 

OECD’s tax revenue is derived from environmental tax and accounts for 1.56% of its total GDP 

(OECD, 2018).  

 

5.2.1.6 Legal 

As has been discussed in the environmental and political section, policies undertaken are often 

formalized by legal frameworks, e.g. trade agreements, carbon emission taxes, regulations and 

governmental aid. The focus to improve energy efficiency and to price environmental costs appear to 

be one of the foremost goals of the modern policymakers as can be seen in actions such as the Paris 

Climate Accord. An example, which displays the pricing of environmental costs and risks, is the 

Deepwater Horizon Oil Explosion. In 2010, British Petroleum’s deep-water rig exploded in in the 

Gulf of Mexico. Government and U.S. federal officials, along with 384,000 individuals claims is 

forcing BP to be charged with penalties of an estimated $61,6bn (Financial Times, 2016).  

  

Legal factors and laws such as social protection and work regulations affect the O&G industry, as 

any other industry in developed countries. In addition, operational laws concerning exploitation and 
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production within the O&G industry have proven to be highly influenced by policymaking. As an 

example, the Keystone XL pipeline that stretches from Alberta in Canada to Texas in the U.S. was in 

2015 put on hold by former US President, Barack Obama who did not issue the necessary permit. In 

2017, the project was green-lighted by President Trump and is expected to carry 830.000 barrels of 

oil each day from Canada into the US (BBC, 2017).  

 

5.2.2 Industry Analysis - Porter’s Five Forces  

To create an understanding of the industry structure and the competitive interactions, Porter’s Five 

Forces framework is applied to investigate what competitive pressures may limit industry 

profitability. According to Michael Porter, competition for profits and industry attractiveness goes 

beyond direct rivalry to include a total of five competitive forces (Porter, 1979).  

 

This thesis will adapt the industry definition as such: Profit-driven oil and gas organizations, which 

operates within the exploration and production (upstream sector) within the United States. 

  

5.2.2.1 Power of Buyers 

Customers can capture value by demanding lower prices or better quality and play industry 

participants against each other. Buyers’ bargaining power is dependent on the number of buyers in 

the market, the level of differentiation of the product/service and if the switching costs associated 

with purchasing the good/service elsewhere (Porter, 1979). 

 

As previously stated, oil is the world’s most traded commodity in terms of both value and volume 

and represents over a third of the world’s energy consumption as it has multiple additional areas of 

application such as the production of plastics and asphalt. Nonetheless, the industrial sector accounts 

for approximately half of the oil consumption and is predicted to grow as more economies will 

experience industrialization and development. It is projected that the world economy will grow at a 

rate of 3,4% annually, almost doubling over the next 20 years. However, the U.S. is not expected to 

grow at the same rate. As outlined, the growth is expected to require additional energy. Most energy 

consumed by the industrial sector - three quarters, is used to process heat whereas only 10% of 

industrial heating is electricity based. In addition, oil is predicted to continue to be a major energy 

source within vital functions of societies such as transportation, buildings and infrastructure. The 
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current structures of critical societal functions in combination with the expected economic growth, is 

likely to preserve the prominence of oil and reduce price sensitivity among buyers. 

  

Depending on to which extent E&P companies has vertically integrated, the market of buyers 

generally consists of companies within the downstream segment who further processes the crude oil 

into various products for individual and industrial consumers. As a result, vertical integration may 

increase the bargaining power of buyers and put a cap on industry profitability as buyers seek to 

capture value. The effect is two-folded as vertical integration decreases the number of market 

participants, and thus reduces the competition among buyers as well as their dependency on externally 

purchased crude oil. However, if buyers’ bargaining power limits industry profitability too such an 

extent, it is likely that upstream companies will vertically integrate downwards and refine and 

distribute the oil and gas products themselves. Indeed, major oil companies have chosen to integrate 

vertically - either through acquisitions, joint ventures or organically, such as Exxon and Shell (Shell, 

2018). It is argued that different segments within the O&G industry require highly specialized 

knowledge and capabilities, which are difficult to develop and attain (Deloitte, 2015). Thus it is 

considered unlikely for either segments to vertically integrate. The extent of which specialized 

knowledge and capabilities are critical within the O&G segments is further supported by the failure 

rate of joint ventures. The clear majority of joint venture within the O&G industry survives less than 

5 years with a failure rate of approximately 70%, demonstrating how difficult it is to develop and 

attain specialized capabilities (EY, 2015).   

 

Oil and gas are perceived as standardized commodities, as they are reasonably interchangeable and 

can be bought or sold freely around the world (Hostrand, 2007). It is not possible to differentiate the 

‘products’ by branding or traditional marketing, thus focus is directed on the quality and price of the 

oil. Previously discussed in section 1, there are two major global benchmarks for oil, WTI and Brent. 

As the world’s most traded commodity with established global benchmarks, the market is assumed 

to be well informed and a clear information set regarding quality, quantity and price. According to 

Porter’s theoretical framework, a well-informed market in combination with a ‘product’ that is 

difficult to differentiate, buyers’ bargaining power should increase (Porter, 1979). In addition, there 

are very few switching costs associated with buying from another supplier due to the lack 

differentiation. However, to achieve higher bargaining power, one must assumingly purchase oil and 

gas in vast volumes, e.g. on a national level. 
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The geographical location may affect the bargaining power buyers as purchasing a commodity 

elsewhere is not economically viable for the market in question, i.e. suppliers enjoy geographic mono- 

or oligopoly. The U.S. market for oil accounts for roughly 20% of the world’s global consumption, 

which is greater than its national production level estimated at 15%, making the U.S. a net importer 

of oil and gas (EIA, 2018b). In addition to a strong demand for oil, average annual capital 

expenditures in form of pipelines, storage, rail transport and refining is estimated to be $78 billion 

each year in the US (API, 2017). As a result, the United States has the world’s most extensive 

infrastructure for transporting oil and natural gas (Klaas & Meinhardt, 2015), providing sufficient 

means to transport oil and gas to the market cost-efficiently and provide storage if prices are 

considered not economically viable. In other words, the strong demand and extensive infrastructure 

increases the suppliers bargaining power as it makes little sense for the buyers to purchase oil and 

natural gas elsewhere.  

  

5.2.2.2 Power of Suppliers  

Suppliers can limit profitability by demanding higher prices or lower quality and play market 

participants against each other. Suppliers’ bargaining power is dependent on supplier concentration 

and the industry’s switching cost in changing suppliers, i.e. to what extent the products supplied are 

differentiated or substitutable (Porter, 1979). 

  

As the upstream segment operates at the very beginning of the value chain, E&P-companies must 

rely on governmental and privately issued permission to exercise their operations in form of 

exploitation rights (World Bank, 2009). Therefore, legal and political obstacles must be overcome 

and licensing requirements must be met. Oil and gas resources in the U.S. are in general privately 

owned. As private property, individuals and companies have the right to explore and produce oil and 

natural gas underlying their property, alternatively give exploitation rights to another party - unless 

explicitly severed by other instruments. However, properties that holds exploitation potential are not 

solely privately-owned, as state and federal governments own a substantial portion. Private 

exploitation rights within E&P are often achieved through negotiations between involved parties; 

consequently, the bidding process is often confidential. If the exploitation rights are issued on public 

property, the bidding process is often transparent and awarded to companies that have a proven record 

of responsibility and based on highest bid (Thomson Reuters, 2016). As a result, if governments have 

monopoly over exploitation rights, the bargaining power of suppliers’ decreases as exploitation rights 
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are provided from only one source (Marketline, 2010). Resource nationalization and governmental 

involvement is considered unlikely in the U.S., as there is a strong political and cultural movement 

towards capitalism, thus opposing a great extent of governmental interference (Smith, 2007). 

However, referring back to the PESTEL analysis, social and political pressure in the U.S. to price 

environmental costs has risen.  

  

5.2.2.3 Substitutes 

Substitutes are comparable products that share similar function to the industry’s product by a different 

mean. The threat of substitutes is occasionally disregarded, as they appear to be non-competitive. The 

threat of substitutes is considered high if there is an attractive trade-off in terms of price-performance 

in combination with low switching costs for buyers (Porter, 1979). 

 

Due to technological advancements and political pressure to move away from traditional sources of 

energy to less environmentally harmful alternatives, renewable energy sources are expected grow in 

market share in OECD countries. Hence, this section will distinguish by renewable and non-

renewable energy as a substitute to oil and natural gas.  

 

5.2.2.3.1 Nuclear 

Nuclear power plants produce electricity through a process called fission, which is the process of 

splitting uranium atoms. The fission process heats up water to make steam, which turns turbines to 

produce electricity. Nuclear energy is considered extremely efficient as a pellet of uranium, the size 

of a small matchstick box, contains the equivalent energy as a ton of coal, 3 barrels of oil or 17.000 

cubic feet of natural gas. From an environmental point of view, the fission process does not combust, 

i.e. it does not burn any materials, which makes the process free from producing any greenhouse 

emissions. Nuclear energy supplies 12% of world's electricity and 20% of the energy in the United 

States (GE Power, 2018). With 99 of the world’s 435 nuclear reactors, the U.S. is one of the world’s 

largest producer of nuclear power (World Nuclear Association, 2018). 

  

From a social and political perspective, the effects of nuclear power are ambivalent. Even though 

nuclear energy is energy efficient and produces zero greenhouse emissions, the waste is radioactive 

and therefore requires safe storage for up to thousands of years (SKB, 2018). Moreover, as uranium 

has such a high content of energy, the public may perceive nuclear power with unease. As a result, 
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nuclear energy has become an incessant political matter in other OECD-countries. For example, in 

2010, the German government decided to fund multi-billion dollar subsidies for the nuclear power 

sector in Germany. However, after the disaster at the Fukoshima power plant of Japan in 2011, 

Germany decided to shut down all their nuclear power plants by 2022 (Stonington, 2016).  

 

5.2.2.3.2 Coal 

Coal is considered a profuse fuel source as it is cheap to produce and burn. However, it has been 

heavily criticized for producing a large amount of greenhouse emissions such as sulfur dioxide, 

carbon dioxide and various hazardous particulates, which forms smog and ashes. As a result, multiple 

governments have implemented environmental policies, exemplified by the Clean Air Act and Clean 

water Act (EIA, 2018b) in the United States, to price environmental costs.   

  

Coal is projected to remain the largest global source of energy over the next decades as demand in 

emerging economies is expected to increase, mainly in Asia. India is the current largest market for 

coal and accounts for roughly 10% of the global demand, however, along with industrialization, 

India’s demand for coal is projected to more than double by 2040. On the contrary, the demand for 

coal is expected to decrease significantly in OECD countries due to environmental policies, 

including the United States. However, in the U.S., developments in renewables and the availability 

of low-cost natural gas is the main reason for the decrease in coal consumption (BP, 2018).  

  

Renewables 

 

5.2.2.3.3 Hydroelectric 

Hydro is the largest renewable source of electricity in the US. Hydropower relies on the movement 

of water in large volumes, e.g. rivers or currents in the ocean. Consequently, hydropower facilities 

are not widely available inland but are mainly located on coastal lines or in areas with greater rivers. 

As it is fueled by water, there is no combustion resulting air pollution. Therefore, the U.S. government 

among others has chosen to subsidize means of production (DOE, 2014). Governmental approval and 

technological development has led to hydropower being the source of 7% of US electricity, 

accounting for 44% of generation from renewable energy at whole (EIA, 2018b).  
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5.2.2.3.4 Biomass 

Biomass is fuel based on organic material such as animal manure, human sewage, garbage and crops. 

Biomass can either be burnt solid or converted into liquid form, e.g. ethanol and biodiesel. When 

combusting, biomasses releases greenhouse emissions such as carbon dioxide. However, as plants 

capture almost the equivalent of carbon dioxide through photosynthesis through their lifetime, some 

argue that biomass is carbon-neutral (EIA, 2018b).  

 

5.2.2.3.5 Wind 

Wind is a relatively new and unexploited energy source in the US compared to other countries such 

as Denmark, where roughly half of the electricity generated stems from wind power (State of Green, 

2017). Producing electricity from wind power is a rather complex process and requires careful 

planning to account for frequency and wind speeds. One area that has proven to hold potential is 

offshore wind power in the U.S., where the first coastal turbine was launched in 2016 on the coast of 

Rhode Island. Multiple wind projects on the east coast of the U.S. is in the planning (EIA, 2018b) 

  

5.2.2.3.6 Solar 

In addition to being an infinite source of energy, solar power holds advantages such as not producing 

any greenhouse gases or pollution. Individual use by homeowners has gained popularity as an attempt 

to offset private electricity costs (EIA, 2018c)However, generating electricity on an industrial level 

has been proved economically unviable and difficult, thus only 6% of the renewable energy stems 

from solar power in the U.S. (EIA, 2018c).  

 

As shown, there are many substitutes for oil and gas, of which many holds distinct advantages and 

disadvantages. As the majority of energy is consumed by the industrial sector, the high costs of 

renewables and their dependency on natural conditions, reduces the threat of substitution in the near 

future. However, it is acknowledged that the threat is likely to increase along with technological 

advancements and investments in renewable infrastructure, which is currently promoted by political 

and social advocates.  

 

5.2.2.4 Threat of New Entries 

The threat of new entrants is determined by the advantages established by already established firms 

within an industry. New entrants bring new capabilities and seek to gain market share by putting 
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pressure on prices, costs and investments. As a result, when the threat of entry is high, incumbents 

must hold their prices down or boost investments to deter competition (Porter, 1979). 

 

The upstream segment is capital intense, as it requires great up-front investments as well as high level 

of operating costs. Global upstream investments for 2017 are estimated to have reached around $410 

billion, up 3% from 2016 but well below 2014 levels by 40% (Flowers, 2017). The estimate for 2018 

remains relatively unchanged as investments are expected to sustain levels around $400 billion 

(WoodMackenzie, 2017). The industry giant, Exxon, which recently announced that they would 

invest $50 billion over the next five years, of which a substantial portion will be within U.S. borders, 

demonstrate the capital intensity within the industry. During the first half of 2017, Exxon spent $4.3 

billion in the U.S. alone (Carroll, 2018). Not only do industry giants have access to necessary capital 

to cover initial investments, they also enjoy economy of scale to operate in low-margin periods. The 

recent volatility in oil prices have increased competition and forced a shift of focus to economy of 

scale as oil prices have oscillated between levels from above $100 to below $30 per barrel since 2014, 

pushing margins to the extreme (Deloitte, 2016).  

  

An additional factor that may increase the barriers to enter the industry is the political involvement 

and bureaucracy in form of regulations and local knowledge. As mentioned previously, exploitations 

rights may be difficult to obtain and may require an established network of private property holders. 

Furthermore, the upstream segment requires a great extent of specialized knowledge. The specialized 

knowledge and capabilities are difficult to develop and attain, thus increasing additional barriers to 

entry. 

 

5.2.2.5 Rivalry among competitors 

Direct rivalry has the strongest effect on industry profitability as it gravitates towards price 

competition as rivalries compete for the same customers. The extent of which profitability is 

transferred from the industry to the customers depends on the intensity and basis of which competition 

occurs, i.e. to which extent industry participants compete on different attributes (Porter, 1979). 

 

The presence of major well-integrated players such as Exxon, Chevron and ConocoPhilips intensifies 

the rivalry among the competitors (MarketLine, 2017). As the oil and gas products lacks 

differentiation, price becomes a significant mean to compete, thus transferring profitability directly 
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to the customers. Consequently, economy of scale is perceived as a pivotal tool to deter competition 

and survive potential price wars.  

 

The recent volatility in the price of WTI, which reached levels above $100 p/bbl in 2014 to today's 

(01/04/2018) lower levels of $63.47 p/bbl (Bloomberg, 2018) had tremendous effects on the E&P-

industry. The drop in revenues resulted in a vast increase in the industry consolidation pace in 2016. 

Consolidation reduces rivalry as it reduces the number of industry participants. However, 

consequence of consolidation is that companies grow larger and thus competition intensifies 

(MarketLine, 2017).  

 

Acquisitions in the upstream sector can be classified as broad and narrow – where the term broad 

include acquisitions of O&G properties, in contrast to narrow that refers to the traditional definition 

of M&A (Hsu, et al. 2017). To ensure and increase reserves, players in the industry have two choices; 

explore and drill to discover new reserves or to acquire reserves found by another player. IOC’s and 

other major industry participants enjoy the scale of economy to explore and produce at lower unit 

costs than small players. In addition, major oil companies have substantial larger budgets for 

acquisitions. Thus, as the competition for oil and gas properties and prospects is high – it is difficult 

for small players to compete, further intensifying competition.    

 

Although considered a prominent factor, rivalry within the industry is not solely based on scale. 

Smaller industry participants has chosen to compete on other dimensions such as specialization within 

certain geographical areas and technologies (Reuters, 2018). As competition is based on other 

attributes than price, the intensity is to some extent reduced. Nonetheless, the extraordinary growth 

in U.S. shale production has attracted attention, and resulted in new players trying to enter the sector 

– causing competition to increase. Overall, the intensity of rivalry is deemed high.  

  

5.2.3 Internal Analysis - VRIO 

The VRIO-framework seeks to uncover if CWEI holds any (sustainable) competitive advantages 

compared to its peers. Based on the findings in the external analysis, the identified internal resources 

and capabilities considered critical are technology, properties, production and pipelines.  
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5.2.3.1 Technology 

As became evident from the external analysis, technology plays an integral part in operational 

efficiency for firms – hence advancements in that area could prove to be a source of competitive 

advantage.  

 

Threshold technology within the sector usually concerns conventional drilling methods. However, 

from a peer group perspective, it is assumed that unconventional drilling methods are prerequisite to 

compete. Referring to the introduction of the industry, unconventional methods help to extract 

previously inaccessible hydrocarbons such as tight and shale oil. Firms may drill for tight oil at sites 

where conventional methods already has been used to its fullest extent, making unconventional 

methods the only way to keep extracting hydrocarbons. The Permian Basin, where CWEI holds most 

its properties have seen a significant rise in tight oil plays (Somarin, 2014). CWEI states that many 

fields in the Permian Basin have been profoundly exploited over the years, yet improved technology, 

e.g. horizontal drilling has enabled high levels of drilling and recompletion activities. As a result, 

some of the oldest and most exploited basins, which have been drilled upon since the turn of the 

century has been giving new life (Thermo Fischer, 2014).The difference of vertical and horizontal 

drilling is showed in figure 15.  

 

 

Figure 15: Horizontal drilling (Helms, 2017. Offshore Energy DK) 

As shown in figure 15, horizontal dimensions of the reservoir are more extensive than its vertical 

counterpart. Due to being technically extensive, horizontal drilling generally induces higher costs for 
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firms in comparison to conventional methods. However, as technology within unconventional 

methods develop with time, costs are likely to decrease (Somarin, 2014).  

 

Although horizontal drilling may allow firms within the peer group to drill for reserves at sites where 

conventional oil no longer can be extracted, technology to maximize well productivity could also be 

a source of competitive advantage. Exploration projects are identified by subjective analysis of 

seismic and geophysical data. In contrast, development projects are mostly based upon previous 

production surroundings (CWEI, 2017). After examining CWEI and its peers’ operations, it cannot 

be argued that CWEI holds a competitive advantage compared to its peers, in regards to technology.  

 

5.2.3.2 Oil and Gas Properties  

As mentioned previously, geographical scope, proven reserves and number of wells are some of the 

most prominent factors when evaluating thee peer groups’ properties. One could argue that the 

financial strength of a company within the upstream sector is heavily dependent on the quantity and 

quality of the reserves it produces. As it is difficult to inspect and quantify the reserves located in the 

deep underground, all valuations of such are based on estimates.  

 

From table 7 in the case description, it can be seen that CWEI held most of its reserves in the Permian 

Basin, located in West Texas and Southeastern New Mexico. More specifically, the majority of the 

reserves were located in the Delaware Basin. All the peers’ have properties that are located in the 

Permian Basin; hence the geographical scope is not a foundation for competitive advantage. It should 

be noted that although all peers are present in the Permian Basin, their properties are not exclusively 

located there. When examining the size of each peers’ acreages (not to be confused with actual 

reserves) it is important to understand the terminology used. Firms report their acreages in both gross 

and net. Gross acres refer to the amount of real estate that a firm has a working interest in, with at 

least one other company. Thus, net acres express a firm’s true interest and is calculated by multiplying 

the firm’s interest with gross acreage. This implies that if gross and net acreage are the same – the 

firm holds the complete working interest within the acreage. Table 11 depicts total acreages held by 

peers.  

 



56 

 

 

Table 11: Overview of Peer group's acreage 2016 (Compiled by authors, 2018) 

From the table above, it is clear that CWEI has the largest number of gross acres, within the peer 

group. However, there are operational and financial costs associated with operating on a larger 

geographical area. Upon further investigation, more acreage does not necessarily constitute more 

reserves as can be seen in figure 16. 

 

 

Figure 16: Overview of peer group's reserves in 2016 (Compiled by authors, 2018) 

It should be noted that CWEI suspended several drilling operations during late 2015 – which could 

prove to be the reason for the low reserves, in comparison to its peers. Firms within the peer group 

report wells differently as some do not disclose if the wells are oil or gas oriented, which would have 

been of interest. Furthermore, Carrizo does not differentiate between developed wells and wells in 

production. Thus, Carrizo have been excluded from wells comparison. Figure 17 below is concerned 

with development and exploratory wells and should not be confused with producing wells – which 
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will be compared in the sequent section “Production”. Thus, this table depicts the drilling activity for 

each firm, as productive wells are excluded since they are not a part of drilling activities.  

 

 

Figure 17: Overview of peer groups exploratory and development wells (Compiled by authors, 2018) 

Although CWEI suspended a substantial portion of its drilling activities, they conduct the second 

most drilling in the peer group in terms of number of wells, only trampled by Callon. It can also be 

noted that the trend shows that all firms have decreased their focus on drilling activities – as no one 

increased their number of wells from 2015 to 2016.  

 

5.2.3.3 Production 

Firms operating in the E&P-sector are evaluated on the volume of oil and gas they explore and 

produce. As previously explained, the produced oil and gas is what firms in the E&P sector sell. 

Hence, production levels are a good indicator of operational performance. This section aims to 

investigate whether CWEI holds a competitive advantage in regards to production in relation to its 

peers. Table 9 in the case presentation depicted CWEI’s production levels, average realized prices 

and average production costs. Cantango is excluded from the comparison as the previous section 

proved them to be heavily weighted towards natural gas in their portfolio.  
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Figure 18: Overview of peer group oil production (Compiled by authors, 2018) 

Figure 18 shows that CWEI has had quite stable production over the period, with a decline from 2015 

to 2016, producing 3623.0 MBbls This is in line with management focusing on reducing costs to 

mitigate the effects of decreasing oil prices. The overall production performance does not indicate 

any overreaching trends, as three out five has increased production levels quite significantly since 

2013, whilst CWEI and Approach displays a negative trend since 2014. Total oil equivalent 

production is depicted below, to investigate whether the inclusion of gas has any effect on CWEI’s 

production performance.  

 

 

Figure 19: Overview of peer group total oil equivalent production (Compiled by authors, 2018) 
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Figure 19 shows that CWEI, Approach and Contango follows similar behavior, from 2014 to 2015. 

This is line with CWEI’s and Approach’s weighting towards oil, as the trend is similar to the trend 

for oil production. Conversely, Carrizo and Laredo yield the highest production levels. The final 

comparison on production is related to average production cost per MBOE. As Contango does not 

disclose average production cost/MBOE – they are excluded from the comparison.  

 

 

Figure 20: Overview of peer group average production cost (Compiled by authors, 2018) 

Economies of scale implies that unit costs should decrease along with increased production. Hence, 

the lowered average production cost of Laredo is expected, in line with the increased production. 

Callon also expressed a slight increase in production and lowered cost. However, all peers have 

managed to decrease their costs, regardless of the stability in production levels.  

 

5.2.3.4 Pipelines 

As outlined in the company description, CWEI operates in the midstream sector – in addition to the 

upstream sector. Referring back to the introduction to the industry, midstream activities mainly 

consist of transportation of hydrocarbons, either by pipeline or by ships. Regardless of which type 

of hydrocarbon a firm produces, its value is dependent on which extent it can be commercialized. 

Thus, the costs of accessing the market must be considered – making the proximity and capacity of 

transportation a potential source of competitive advantage 
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Figure 21: Overview of peer group pipelines in miles (Compiled by authors, 2018) 

Examining the peers’ ownership of pipelines, it is evident that CWEI held substantial miles of 

pipeline, as well as Laredo being the only other peer holding any miles of pipeline. This implies 

higher risk for the rest of the peers’, since they are dependent on outsourcing transportation to third 

parties, which is likely to affect the availability and costs of transporting hydrocarbons to the market. 

 

5.2.3.5 Concluding Remarks - VRIO 

This section summarizes the abovementioned resources and test them through the VRIO-framework. 

The framework aims to uncover if CWEI holds any competitive advantages compared to its peers. 

As outlined in the external analysis, competition within the industry is intense and the product is very 

difficult to differentiate – thus, finding other sources of competitive advantage is imperative. The 

VRIO-framework argues that a company holds a competitive advantage if the resource in question is 

deemed valuable, rare, difficult to imitate and exploited by the organization (Barney, 1991).  

 

 

Table 12: VRIO-table (Compiled by authors, 2018) 
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In terms of technology, it appears that all peers operates has similar operational characteristics and 

conduct horizontal drilling to extract unconventional oil. Hence, no competitive advantage is deemed 

probable. Nonetheless, properties, production and pipelines provides indications of competitive 

advantages, which are elaborated upon below.  

 

It is established that CWEI held the largest number of gross acres and are only trumped by Carrizo 

when net acres are considered. Possessing a high amount of acres appears positive, as it intuitively 

implies greater reserves. However, as shown in the case of CWEI – it becomes evident that such a 

correlation do not exist as CWEI held the lowest amount of reserves within the peer group. 

Additionally, operating over a larger geographical area may imply higher operational costs. As 

previously mentioned, reserves constitute a substantial part of an upstream firm’s value, thus the 

amount of reserves cannot constitute a foundation for a competitive advantage for CWEI. A possible 

reason for the low amount of reserves is the aforementioned suspension of drilling that commenced 

in 2015. Therefore, the number of wells were examined and it was settled that CWEI held the second 

most wells within the peer group. Thus, the assumption that the low amount of reserves were caused 

by the lack of drilling, is rejected. Nonetheless, the negative trend of closing wells (displayed by all 

peers’) is an ambiguous indicator of operational performance – as it could display ability to efficiently 

downscale operations to prevent value destruction behavior in times of low margins. Overall, oil and 

gas properties did not constitute a competitive advantage for CWEI.  

 

Regarding production, CWEI displayed a negative trend in production of oil and total oil equivalents. 

As the trend was similar for oil and total oil equivalent, the effect of natural gas production to total 

production, is deemed low. Moreover, the examination of average production costs constituted that 

all peers’ had managed to decrease production costs since 2014. It is assumed that the lower 

production costs are caused by lowered activity in response to the vast drop in oil prices and not 

necessarily to technological advancements.  

 

An important ratio for E&P firms are reserves-to-production, as it specifies the remaining life-time 

of the reserves. This ratio is especially interesting for upstream companies, as they are dealing in a 

finite resource. The ratio for all peers’ are displayed below, and is expressed in terms of years. 
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Table 13: Overview of peer groups’ reserves-to-production ratio (Compiled by authors, 2018) 

As seen above, CWEI’s reserves-to-production ratio did not constitute a competitive advantage in 

relation to its peers. 

 

In terms of pipelines and other midstream facilities, the risk of unavailability and unforeseen costs of 

transportation are to some extent mitigated by owning substantial miles of pipeline. Additionally, as 

CWEI essentially only held reserves in the Permian Basin, the location of their pipelines matches the 

location of their production. Owning pipelines also provides the opportunity to capitalize on selling 

transportation to competitors. Overall, this thesis believes that pipelines constituted a competitive 

advantage for CWEI, as it fulfills all criteria according to the VRIO-framework.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Firms Reserves (MBOE) Production Reserves-to-Production (YRS)

CWEI 34754 4997 6,95

Approach 156377 4537 34,47

Callon 31580 5573 5,67

Carrizo 200163 15473 12,94

Contango 106350 4330 24,56

Laredo 167100 18149 9,21
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5.3 Sub-Conclusion Strategic Analysis 

 

Macro 

 The PESTEL-framework indicates a high level of dependence on political regulations, both 

transnational and transnational.   

 There is an evident correlation between GDP and oil consumption.  

 Two thirds of the increase of the demand for global energy will be accounted for by non-

OECD countries - hence a shift in oil consumption is likely to occur in the future. 

 Approximately half of the increase in energy consumption is caused by a growing industrial 

sector, especially in emerging economies. The consumption of non-combusted use of fuels 

such as petrochemicals and lubricants are expected to grow and increasingly become a 

significant part of the industrial energy demand. 

 Recent years has seen technological advancements within the industry – constituted by the 

rise of the unconventional sector. As a result, the US expects for the first time since 1953 to 

become a net energy exporter in 2022. 

 Social and political pressure regarding greenhouse gas emission has increased recently. This 

has resulted in both national and international environmental policies and taxation.  

 

Industry 

 The power struggle between buyers and suppliers is to some extent neutralized due to the lack 

of differentiation and branding of the commodity. Additionally, if either party is perceived as 

‘too profitable’, the threat of vertical integration is imminent.  

 Global competition from other sources of energy is expected to intensify. However, in the 

U.S. renewables is expected to grow and unlike non-OECD countries, the demand for coal is 

expected to decline. Hence, the threat of substitutes is considered moderate.  

 The barriers to enter the industry are deemed high. This is due to the high capital requirements, 

both up-front and operationally. In addition, the importance of specialized knowledge further 

increases the barriers to enter.  

 The high costs of renewables and their dependency on natural conditions, reduces the threat 

of substitution in the near future.  

 The degree of rivalry within the sector is deemed high, due to the lack of differentiation of 

the product and consolidation among industry participants.  



64 

 

5.4 Financial Analysis  

This section provides an overview of CWEI’s financial performance through the reformulation of its 

financial statements and the calculation of key financial ratios. The ratios are based on data collected 

through CWEI’s annual reports during the period 2011-2016. The availability of data, the continuity 

of the firm and the length of a typical business cycle established the examined period (Petersen & 

Plenborg, 2012). The thesis deemed the time period as suitable due to the timeliness of the acquisition 

and an indicated price stabilization after a volatile period due to the drastic drop in oil prices after the 

peak in 2014. As CWEI was acquired in 2017, the latest annual report to be published when the 

decision-making process were initiated, which was the annual report of 2016.  

 

In a later stage of the section, a selection of key ratios are benchmarked against the peer group 

presented in section 1. The financial ratios intends to support and complement the strategic analysis 

and serve as a foundation for production of a sound forecast and valuation of CWEI (Petersen & 

Plenborg, 2012) 

 

5.4.1 Accounting Quality 

As the main input for financial analysis, it is crucial to ensure that the financial statements and 

information used are of sufficient quality. As Clayton Williams Energy Inc. and its peer group are 

U.S.-based, they are obliged to confirm with U.S. generally accepted accounting principles (GAAP). 

As CWEI and the peer group have $10M or more in assets, have 500 or more shareholders and/or list 

their securities on an exchange, they are obliged to file annual corporate reports (Form 10-K) to the 

U.S. Securities and Exchange Commission for reviewing (SEC, 2010). In addition, external auditors 

have reviewed and approved the submitted financial statements and their complementary 

information: Grant Thornton LLP (Contango, Laredo Petroleum Inc.), KPMG LLP (Clayton 

Williams Energy Inc., Noble Energy Inc., Carizzo Oil & Gas Inc.), Ernst & Young LLP (Callon 

Petroleum) and Hein & Associates LLP/Moss Adams LLP (Approach Resources, Inc.). Hence, the 

financial statements are considered sufficient for the financial analysis conducted.  

 

5.4.2 Reformulated Statements  

The activities of a firm can be classified as either operating, financing or investing. As operating 

activities are the primary force behind value creation, it is beneficiary to isolate them from financing 

and investing activities. Additionally, a firm’s operations are considered more difficult to imitate by 
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competitors unlike its financial composition. Financial items on the contrary, conveys how the 

operations are financed. The determination of which activities to classify as operational is dependent 

on the characteristics of the firm in question (Petersen & Plenborg, 2012). Information on the process 

of reformulating the financial statements are presented below along with the analytical (reformulated) 

statements.   

 

5.4.3 Analytical Balance Sheet  

The combined investment in operations are denoted Invested capital or Net Operating Assets. 

Invested Capital is defined as the amount invested in operating activities of which requires a return 

(Petersen & Plenborg, 2012). The analytical balance sheet is shown in Appendix D.  

 

Net Working Capital is the excess of current operating assets over current operating liabilities. The 

effect of working capital is two-folded as companies need working capital to operate efficiently, 

however, it may also be costly to finance. In addition to affecting profitability and cash flow, it is 

common to finance current assets through current liabilities. Consequently, working capital becomes 

a critical component of liquidity and profitability analysis (Subramanyam & Wild, 2009). As this 

thesis reformulated the balance sheet to distinguish between operating and financing activities, focus 

was directed towards current operational assets and liabilities to uncover the Net (Operational) 

Working Capital.  

 

𝑁𝑒𝑡 (𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔) 𝑊𝑜𝑟𝑘𝑖𝑛𝑔 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 

=  𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐴𝑠𝑠𝑒𝑡𝑠 –  𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠  

 

Current Operating Assets are all the current assets necessary to operate the business (Koller, et al., 

2010). The items within CWEI’s balance sheet considered to be operating are: Inventory, Prepaids 

and Other, Deferred Tax Assets, Oil & Gas Sales Receivables along with Joint Interest Receivables 

and Receivables from Affiliates.  

 

In addition to Cash Equivalents, Derivatives were excluded, i.e. classified as financial items. As 

CWEI uses derivatives to hedge operational risk caused by fluctuations in commodity prices, they 

could arguably be perceived as a part of CWEI’s operations, however, financial hedges are considered 

a financial decision. As a result, potential gains/losses on derivatives are perceived as financial items. 
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Moreover, receivables from affiliates are recurrent and have inter-company characteristics. Hence, 

receivables from affiliates are classified as operating (Petersen & Plenborg, 2012).  

 

Current Operating Liabilities consists of the liabilities related to the operations of the firm (Koller 

et al., 2010). The items considered current operational liabilities are: Oil & Gas Sales Payables, Trade 

Payables and Payables from Affiliates.  

 

Although not specified in the annual report, current ‘Accrued Liabilities and Other’ was denoted as 

financial instruments and thus reclassified as a financial item. Moreover, commodity derivatives were 

excluded on the same basis as previously explained.  

 

 

Table 14: CWEI Operating net working capital (Reformulated Statement CWEI, 2016. Compiled by authors, 2018)  

Throughout the examined time-period, CWEI has had a relatively unstable net (operating) working 

capital, thus indicating a lack of an established, proven trade system. Moreover, the working capital 

appears to be negative with exception for 2012 and 2015, i.e. current liabilities exceeds current assets. 

The Oil and Gas industry overall, especially within the upstream segment, is characterized by low 

levels of working capital (PwC, 2015). A potential reason for the low (and negative) levels of working 

capital could be that oil is a highly standardized commodity with efficient markets, thus the products 
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can be sold and cash can be generated faster than vendors ought to be paid. Thus, vendor’s money 

could be used to finance growth (Stern NYU, 2018).  

 

Non-current Operating Assets in terms of Property Plant and Equipment (PP&E) consists of Oil and 

Gas Properties, Pipelines and other Midstream facilities, Contract Drilling Equipment and Other. In 

addition to PP&E, non-current assets consists of long-term investments.  

 

Long-term Investments are according to CWEI defined as the capital related to the drilling and 

completion of wells. Hence, it is classified as operating. The unspecified items named “Other” 

consisted of Field Equipment, facilities, Office Equipment, vehicles etc. according to the statement 

notes and thus considered to be operating.  

 

Non-current Operating Liabilities include Deferred Revenue, Deferred Income Taxes, Other and 

Asset retirement Obligations. 

 

Asset retirement obligations refers to the obligations associated with retiring an oil or gas asset, i.e. 

the future costs of dismantling and remove long-term assets such as plugging up oil wells etc. As a 

result, it was deemed suitable to classify the item as operating. The item denoted ‘Other’ was not 

specified in the annual reports, however, it is a small post averaging $0.63M annually. The item has 

assumingly been recognized as operating.   

 

Invested Capital represents the combined investments in operating activities. The main driver of 

invested capital appears to be increases in Oil & Gas properties with exception for 2016. As the 

business model focuses on E&P, investments made in oil and gas properties seems aligned and 

supportive to CWEI’s core operations. However, one must note that a significant portion is likely to 

be caused by externalities such as staggering oil prices. Additionally, a positive trend of investments 

in their core business items such as pipelines and equipment is visible.  

 

5.4.4 Analytical Income Statement 

Operating Revenues were generated by the sales of Oil & Gas, Midstream Services, Drilling rig 

services and gains on sales of assets (sale of acreage and wells). Additionally, Marketing Revenue is 
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a recurring item and was thus chosen to be viewed as an operational revenue rather than an 

extraordinary post.   

 

Operating Expenses consists of Exploration (Seismic and Other), Production, Midstream Services, 

Drilling Services, Loss on Sale of Assets and Marketing Expenses. The two latter were included due 

to above-mentioned reasons in Operating Revenues.  

 

Gross Profit appears to be relatively stable with exception for the performance recorded in 2015. 

Total operating expenses are somewhat static while revenues were heavily reduced in the year of 

2015. This is likely to be caused by the plummeting oil prices at the time. Even though exceptional 

low revenues characterized 2016, the large gain on sale of assets (Giddings Area) enabled CWEI to 

sustain a relatively high Gross Profit.  

 

NOPAT is an acronym for Net Operating Profit after Taxes. As the name implies, financial and non-

operating items have been separated to calculate the after-tax profit generated from the core 

operations of the business. The corporate tax rate in the United States have remained unchanged at 

40% during the entire examined time period, however, in 2018 it was drastically reduced to 27% 

(KPMG, 2018). In addition to all of its oil and gas assets being located in the United States, CWEI 

derives all of its sales revenue and conducts all of its E&P activities within its borders. Consequently, 

no alterations or adjustments were made to the tax rate when calculating the tax on financial items 

and operations.  

 

CWEI’s NOPAT is characterized by fluctuations with a notable drop in 2013 and negative levels in 

2015 and 2016. The drop in 2013 appears to be caused by a greater asset write-down, which was 

significantly greater than other years ($89.8M in impairment of property and equipment). 2015’s 

negative NOPAT is believed to be caused by low oil prices, which suppressed revenues. In addition, 

the lower oil prices forced CWEI to recognize impairments of $41.9M on property and equipment as 

a non-cash charge to earnings in addition to ‘regular’ impairments of $6.5M due to industry specific 

accounting rules. 2016 is characterized by low levels of revenue, which negatively affected NOPAT. 

It is possible that expanding (or maintaining) the level of operations was deprioritized in 2016 as the 

potential acquisition was being brokered.  
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Table 15: CWEI NOPAT (CWEI Reformulated Statements, 2016. Compiled by authors, 2018) 

Financial Items include Interest Expense, Gain (loss) on early extinguishment of long-term debt, 

Loss on change in fair value of common stock warrants, Gain (loss) on derivatives and Other. The 

last mentioned was unspecified in the annual reports, however, as it was originally a sub-item 

categorized along with other financial posts, e.g. derivatives and interest expense, it is treated as a 

financial item.  

 

Net financial Items appear to be relatively stable, however, in 2016, CWEI recorded a $230M loss in 

change in fair value on stock warrants issued as CWEI’s stock price soared 730% in 2016. In addition, 

as part of the refinancing in the beginning of the year, interest expenses were significantly higher than 

previous years at $93.7M. These two items appear to be the main drivers for the poor end-year results. 

Moreover, as the net financial items were significantly negative, the effect of the tax shield shifts 

from operating to financing items and hence skews NOPAT. To view the analytical income statement 

in full, please see Appendix E.   

 

5.4.5 Profitability Analysis  

Measuring a firm’s historical profitability is key as it plays a central part in defining future 

expectations and survival. A firm’s value is mainly determined by its ability to grow and ensuring a 

satisfactory level of return (Petersen & Plenborg, 2012). Consequently, this thesis seek to analyze 

how well CWEI utilizes its resources and identify potential value drivers and destroyers.  

 

5.4.5.1 ROIC 

Unlike other profitability measures such as return on equity or return on assets, which mixes operating 

performance with capital structure, ROIC is perceived as a strong analytical tool in terms of assessing 

performance as it solely focuses on operations. Return on invested capital (ROIC) therefore enables 

an understanding and the uncovering of drivers to a greater extent than traditional measurements 

(Petersen & Plenborg, 2012). There are multiple methods to calculate ROIC, however, this thesis will 

utilize the NOPAT and Invested Capital calculated in the analytical balance sheet and income 

statement: 

𝑅𝑂𝐼𝐶 =
𝑁𝑂𝑃𝐴𝑇

𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙
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Alterations to invested capital has been made since profit is measured over an entire year, whereas 

capital is only measured at one point in time. As a result, an average of beginning and ending invested 

capital have been applied not to over/underestimate ROIC (Koller et al. 2010). 

 

 

Table 16: CWEI ROIC calculation (CWEI Reformulated Statement, 2016. Compiled by authors, 2018) 

As table 16 depicts, a negative trend in ROIC can be observed. Invested capital experience moderate 

changes, making fluctuations in NOPAT the main cause for the decline. As previously discussed, the 

NOPAT in 2013 appears to be negatively affected by a greater asset write-down, ($89.8M in 

impairment of property and equipment). Moreover, 2015’s negative NOPAT is believed to stem from 

plummeting oil prices, which had additional effects as it forced CWEI to recognize impairments of 

property and equipment ($41.9M). The NOPAT in 2016 is believed to be a direct result of the low 

levels of revenue.  

 

 

Figure 22: Changes in production volumes, sales volumes and Realized oil prices, in percentage (Compiled by authors, 2018) 
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By dividing Oil & Gas Revenues with given Average Price Realized for each year, the volume of 

sales in barrels of oil equivalent was calculated. By comparing annual changes in realized prices of 

oil equivalents with changes in sales and production in terms of volumes, it is evident that the drop 

in revenues in 2015 is due to lowered oil prices and not the inability to produce and distribute the 

product to the market as they maintain high levels of production and sales. In 2016, it appears that 

the oil prices has stabilized to some extent, however, production has continued to decrease which 

further explains the low levels of revenue. This is aligned with management’s decision to scale down 

on E&P-activates in an attempt to reduce costs, which was discussed in previous section.  

 

5.4.5.2 (NOPAT) Profit Margin  

The profit margin describes the revenue and expense relation by calculating the operating income as 

a percentage of net revenue. In other words, it demonstrates the profit generated from each additional 

unit of net revenue (Koller et al., 2010). Based on the reformulated financial statements, the operating 

profit margin is calculated as follows:  

𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 =
𝑁𝑂𝑃𝐴𝑇

𝑁𝑒𝑡 𝑅𝑒𝑣𝑒𝑛𝑢𝑒
 

 

 

Table 17: CWEI Profit margin (Reformulated statements, 2016) 

A negative trend can be observed, however, it was to some extent anticipated due to the observation 

of greater impairments of 2013 and the low oil prices of 2015 and 2016. The ratio shows that in 

periods of high oil prices, CWEI were able to generate a profit of 11.51, 1.18 and 15.27 cents on each 

dollar of net revenue. However, in eras of lower oil prices, operating activity appear to be value 

destroying as CWEI loses 31.44 and 30.46 cents on each dollar of net revenue. This could be an 

underlying cause for the reduced production volumes of 2016, which was previously discussed.  

 

5.4.5.3 Turnover Rate  

The turnover rate expresses a firm’s ability to utilize invested capital, i.e. the sales revenue per for 

US dollar invested in in operations (Petersen & Plenborg, 2012).  

𝐴𝑠𝑠𝑒𝑡 𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑁𝑒𝑡 𝑅𝑒𝑣𝑒𝑛𝑢𝑒

𝐼𝑛𝑣𝑒𝑠𝑡𝑒𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙
 

Total Operating Income 423,05$     429,22$     468,46$     232,37$     289,41$     

NOPAT 48,71$      5,08$        71,55$      -73,05 $     -88,15 $     

Profit Margin 11,51% 1,18% 15,27% -31,44% -30,46%
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Table 18: CWEI Asset turnover (Reformulated statements, 2016) 

By dividing the number of days per year with the turnover rate (360/Turnover Rate), one can calculate 

how long invested capital is tied up. In 2012, reflecting the highest turnover, invested capital were 

tied up for two years and 151 days. In comparison, in 2015, invested capital was tied up for four years 

and 285 days.  

 

The profit margin and the turnover rate are aligned with the view of the competitive environment and 

industry characteristics described in the previous section. As the products are standardized, 

competition intensifies. As there is no means of differentiation, price becomes an increasingly 

important parameter. In order to attract capital to compete, high turnover rates are essential and 

achieved through cost controls and maintaining invested capital at minimum (Petersen & Plenborg, 

2012). It appears that CWEI, although maintaining invested capital at lower levels, failed to achieve 

cost control and thus achieve viable levels of Operating Income.   

 

5.4.6 Peer Benchmark 

By comparing key ratios with competitors, an assessment in terms of relative performance can be 

made. Relative performance enables one to create an understanding and uncover potential strengths 

and weaknesses of CWEI’s financial health and operations (Petersen & Plenborg, 2012). It was 

decided to exclude Contango from the peer analysis as they experienced a substantial change in their 

accounting procedures in 2015.  

 

5.4.6.1 Peer Group ROIC 

As the peers’ financial statements were not reformulated, a Du Pont Scheme (Credit Suisse , 2014) 

was used to estimate the peer groups ROIC and establish a benchmark.  
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Figure 23: Du Pont Scheme 

In comparison to its peers, CWEI is characterized by less volatility in their return on their invested 

capital. Laredo and Carizzo Oil stands out as their ROIC drop significantly in 2015. It was discovered 

that the drop was due to the fact that Laredo and Carizzo suffered major impairments on their 

property, roughly $2.4 billion and $1.2 billion respectively. Hence, it is arguable whether they reflect 

a fair comparison even though the peer group faced similar challenges when the price of oil dropped 

significantly. Nonetheless, it is evident that CWEI experiences less fluctuations.  

 

Notably, the peer group experiences a positive trend in 2016, when oil prices have stabilized. CWEI 

on the other hand, indicates a negative trend. This is to some extent explained by the drop in revenue 

during 2016. As was shown, production and sales in terms of volume declined significantly under the 

assumption that operations during the year was deprioritized.  

 

 

Figure 24: Peer group ROIC (Compiled by authors, 2018) 
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5.4.6.2 ROCE 

A prevalent tool of measurement within the upstream segment is Return on Capital Employed 

(ROCE). It is considered a reliable proxy for value as it provides an indication on capital productivity 

and operating efficiency (PWC, 2013).  

 

𝑅𝑂𝐶𝐸 =
𝐸𝐵𝐼𝑇

𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑
   

 

Whereas capital employed is computed by deducting current liabilities from a company’s total assets. 

 

 

Figure 25: Peer group ROCE (Compiled by authors, 2018) 

Due to composition of Capital Employed, the values of ROCE were marginally lower than ROIC but 

followed a very similar pattern. Nonetheless, CWEI appears more stable than its peers but indicates 

a negative trend after the stabilization of oil prices in 2016. Overall, the peer group appear to follow 

similar behaviors.   

 

5.4.6.3 Financial Risk 

Liquidity measures a firm’s ability to meet short-term obligations whereas leverage measures a firm’s 

on long-term obligations (Koller et al., 2010). Presented below are some standard liquidity ratios in 

relation to the peer group.  

 

-80,00%

-60,00%

-40,00%

-20,00%

0,00%

20,00%

40,00%

2012 2013 2014 2015 2016

ROCE 

Approach Resources, Inc. Callon Petroleum Company

Carrizo Oil & Gas, Inc. Laredo Petroleum, Inc.

Clayton Williams Energy, Inc.



75 

 

5.4.6.4 Current Ratio  

The current ratio enables the inspection of a firm’s ability to meet short-term obligations, i.e. a tool 

to examine liquidity (Petersen & Plenborg, 2012) 

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑅𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐴𝑠𝑠𝑒𝑡𝑠

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

 

According to experts, a current ratio below 1.0 indicates potential risk as the probability of running 

short of cash is present unless cash can be generated in a vaster pace (Gallo, 2015). CWEI’s current 

ratio appear stable on levels above 1.0 with exception for 2014, where the ratio dropped to 0.98. The 

year of 2016 is characterized by a significant rise in in the current ratio (9.57) as a large portion of 

cash was generated through issuance of stock warrants and other credit facilities.  

 

 

Figure 26: Peer group Current Ratio (Compiled by Authors, 2018) 

In comparison to its peers, CWEI appears to maintain a higher current ratio than the peer average. 

Notably, Callon Petroleum follows a very similar trend in 2016 as they also secured liquidity through 

a substantive credit facility. It is difficult to comment on whether or not CWEI has maintained a 

sufficient ratio as it remained stable at ‘minimum’ levels until 2016. However, in comparison to its 

peers, it appears that CWEI are more likely to meet short-term obligations.  

 

0,00

2,00

4,00

6,00

8,00

10,00

12,00

2012 2013 2014 2015 2016

Current Ratio

Approach Callon

Carizzo Laredo

Clayton Williams Energy, Inc.



76 

 

5.4.6.5 Interest Coverage Ratio (ICR) 

The interest coverage ratio is used to determine to what extent a firm is able to pay interest on its 

outstanding debt by dividing the firm’s EBIT with the firm’s the interest expenses.  

 

𝐼𝐶𝑅 =
𝐸𝐵𝐼𝑇

𝐼𝑛𝑡𝑒𝑟𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒
 

 

There are no benchmark of an appropriate ratio as it varies from industry to industry, and 

consequently, there is no common practice (Petersen & Plenborg, 2012). However, a rule of thumb 

is that a sufficient ratio is at least 2.0 (CFI, 2018). CWEI experienced sufficient levels during 2012 

and 2014 because of expressively higher EBIT than other years in the examined period. Moreover, 

an increasing trend in its ICR can be observed as interest expenses has steadily increased each year. 

In comparison to its peers, CWEI has had a significantly lower interest coverage ratio than the peer 

average in the time period 2012-2014. The year of 2015 is characterized by remarkably poor EBITs 

throughout the entire peer group, which is possibly caused by the plummeting oil prices. CWEI has 

managed to maintain some stability in ratio during 2015 (-1.82), well above the peer average of -

14.54. Nonetheless, CWEI has failed to achieve sufficient levels.  

 

 

Figure 27: Peer groups interest coverage ratio (Compiled by authors, 2018) 

5.4.6.6 Debt-to-Equity Ratio (Financial Gearing) 

The financial leverage of a firm, i.e. to the extent a firm uses debt financing, indicates negative effects 

on bottom line earnings due to higher interest expenses and thus pose a financial risk. The debt-to-
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equity ratio measures how much debt in comparison to equity a firm uses to finance its assets (Koller 

et al., 2010).  

 

 

        Figure 28: Peer group financial leverage in book value (ibid) 

CWEI’s capital structure maintains a constant level and an average leverage of 65% debt, which is 

greater than the peer average, thus indicating a greater long-term liquidity risk. The average financial 

leverage for the U.S. E&P sector is roughly 40% (Stern NYU, 2018), however the industry leverage 

is based on market values.  

 

 

Figure 29: Peer group financial leverage in market value (Compiled by authors, 2018) 

When computing the financial leverage using market values, CWEI appears more volatile than its 

peers. This is believed to be caused by volatility in their stock price and not so much due to changes 

in NIBD, which maintains fairly stable through the time period. Nonetheless, CWEI has the highest 

average market based leverage as well at 44.9% compared to the peer average of 37.6%.  
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5.5 Sub-Conclusion of Financial Analysis   

 

 Throughout the examined time-period, CWEI has had a relatively unstable net (operating) 

working capital and negative levels, which indicates a lack of an established, proven trade 

system. Although oil is a highly standardized commodity with efficient markets, it showed 

that CWEI may have insufficient current assets so settle current liabilities, which may 

require additional funding.  

 

 Net financial Items appear to be relatively stable, however, in 2016 major financial expenses 

were recorded due to a loss on in fair value of stock warrants earlier in the year. Moreover, 

increased interest expenses are observed due to the credit facility, which were issued to 

create additional funds.  

 

 The main driver of invested capital appears to be increases in Oil & Gas properties with 

exception for 2016. As the business model focuses on E&P, investments made in oil and gas 

properties seems aligned and supportive to CWEI’s core operations. However, one must 

note that the item is affected by externalities such as change in oil prices. 

 

 NOPAT is characterized by fluctuations with a notable drop in 2013 due to a larger 

impairment. Negative levels in 2015 and 2016 are believed to be caused by low oil prices 

and not the inability to produce and distribute the product to the market. 

 

 CWEI experienced lower ROIC than the peer average during the period of stable oil prices. 

Even though the ROIC was negative, the firm was able to maintain a higher level of ROIC 

in periods of low prices in comparison to its peers.  

 

 CWEI’s historically had a lower Interest Coverage Ratio than its peers, thus indicating 

difficulties to pay interest on its outstanding debt. The lower the interest coverage ratio, the 

higher the company's debt burden and the greater the possibility of bankruptcy or default.  

 

 Higher financial leverage than the peer average, which indicates long-term liquidity risk. 
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5.6 SWOT 

  

Figure 30: SWOT (Compiled by authors, 2018) 

6.0 Section 3 

 

6.1 Cost of Capital 

 

6.1.1 Capital Structure  

As calculated in the previous section, financial leverage is composed of market value of equity and 

net interest bearing debt. It is believed that CWEI’s financial leverage fluctuates over the examined 

time period due to volatility in its stock price. Moreover, it is has the highest financial leverage, 

averaging 44.9% compared to its peer average of 37.6%. An overview of the capital structure can be 

seen in figure 29. Due to a 730% increase during the period March 2016 to the end of fiscal year 2016 

in its stock price, its financial leverage drops significantly from a market value of equity-to-debt ratio 

of 67.1% to 20.0% even though substantial debt was issued.  

Strengths Weaknesses

High presence in attractive Permian Basin Negative and fluctated net working capital

Ownership of Pipelines Higher financial leverage than peer average,

indicating long-term liquidity risk

Low ICR, indicating difficulties paying interest 

on outstanding debt

Opportunities Threats 

Technological advancements, mainly associated Hefty increases in environmental regulations 

with horizontal drilling 

Increased usage of renewable energy 

US consumption of energy

Highly competitive industry 

Increased world demand
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6.1.2 Cost of Equity 

Cost of equity is determined by three variables; the risk-free rate of return, the market-wide risk 

premium and the company specific risk adjustment (beta). The most common model to estimate the 

cost of equity is referred to as to the capital asset pricing model (CAPM), which is applied in this 

thesis (Plenborg & Petersen, 2012).  

𝑟𝑒 =  𝑟𝑓 +  𝛽[𝐸(𝑟𝑚) − 𝑟𝑓]  

6.1.2.1 Risk-free rate 

To assess the risk-free rate, a government bond with a 10-year maturity was used. In specific, a 10-

year zero-coupon government bond known as STRIPS. STRIPS are considered reliable indicators as 

they make interim interest payments and is one of the most common proxy to the risk-free rate (Koller 

et al., 2010). As CWEI’s underlying cash flow is generated in USD, a US bond was chosen to avoid 

potential noise such as inflation. The 2016 risk-free interest was retrieved from the Bloomberg 

database on 10-year US governmental bonds of 2.27% (Bloomberg, 2018).  

 

6.1.2.2 The risk Premium  

Opposed to risk-free investments, the market risk premium represents the excess return demanded by 

investors to take on risk. There are no universally accepted method to calculate the market risk 

premium and the available methods requires extensive research (Koller et al., 2010). Due to time 

restrictions, this thesis will adapt the average market risk premium noted for the year 2016 in the 

U.S., which was retrieved from NYU Stern’s database (Stern NYU, 2018) and  KPMG’s (KPMG, 

2016), estimation of 6.25% and 6.0% respectively, giving an average MRP of 6.125%.  

 

6.1.3 Cost of Debt 

Based on CWEI’s annual report of 2016, the effective interest rate on debt was 2.5%. In addition, 

the corporate tax rate was 40%, giving a cost of debt displayed below. 

 

𝑟𝑑 = 2.50% ∗ (1 − 0.4) = 1.50% 

6.1.4 Beta  

The systematic risk of a firm is denoted beta, which represents to what extent the stock and the entire 

market move together. A regression analysis was conducted between the daily movements of the New 

York Stock Exchange and CWEI’s stock during the historical period of 01/01/2011- 31/12/2016, 
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which served as a foundation for the beta estimate (regression beta). Additionally, the average 

unlevered beta for the peer group was calculated based on the beta for the upstream sector in the US 

in 2016, which was retrieved from NYU Stern’s database (Stern NYU, 2018) and the peer group’s 

average financial leverage based on market values (S&P Capital IQ, 2018). Lastly, as historical betas 

of the peer group were proven difficult to obtain, current betas were applied which was retrieved from 

Bloomberg, which is an acknowledged limitation. The individual betas of the peer group was 

unlevered, which resulted in a peer average of 1.717. The applied beta represented an average of the 

abovementioned calculations, giving an estimated beta of 1.572.  

 

 

Table 19: Estimated levered beta based on peer group financial leverage 

 

Table 20: Estimated regression beta of CWEI 

 

Table 21: Estimated peer group unlevered beta 

 

 

Figure 31: Overview of beta calculations (Compiled by authors, 2018) 

US (Unlevered Beta) 0,950

D/E 0,604

Levered beta 1,524

Unlevered beta

Regression beta 1,47354275

D / EV 44,9 %

E / EV 55,1%

Tax rate 40%

D/E 0,82

unlevered beta 0,99

relevered beta 1,474

Regression beta

Peer group, Beta Bloomberg Levered beta 2018 Unlevered beta

Approach 3,42 2,10 1,10

Callon 0,76 0,47 0,52

Laredo 1,76 0,56 1,13

Carrizzo 2,570 0,68 1,53

Average 1,07

Capital Structure 0,60

Levered beta 1,717

Average beta

Industry beta 1,524

Peer group 1,717

Regression 1,474

Applied levered beta 1,572
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6.1.5 WACC 

The calculated weighted average cost of capital (WACC) is presented below.  

 

 

Figure 32: Overview of WACC (Compiled by authors, 2018) 

6.2 Forecasting 

 

6.2.1 Forecasting Period 

When deciding upon the length of the forecasting period, it is important that it is long enough for the 

firm to reach steady state. Koller et al (2010) argues that 10-15 years is reasonable length for a 

forecast. Shorter periods could result in undervaluation of a firm. Nevertheless, as this forecast 

concerns a firm operating in an industry highly dependent on prices of the commodities oil and gas, 

this paper argues that a forecasting period of five years is deemed reasonable. This is due to the 

difficulty in producing and obtaining reliable forecasts of oil price. Additionally, the backwards-

looking horizon of five years is believed to capture both a high and low within the industry, which 

thus perceived by the thesis as sufficient. To conclude, the explicit forecasting period stretches from 

2017-2021, whereas the terminal period commences in 2022. The terminal forecast period reflects 

everlasting growth, by using a perpetuity formula. Choosing the growth rate is fundamental for the 

forecast to be reliable. A common assumption is that no firm can outgrow the economy it operates in 

for prolonged periods – thus, the growth rate should be less or equal to that of the economy (Koller 

et al, 2010).  

 

As previously discussed, geographical obstacles may obstruct access to certain markets as they 

become economically unviable due to transportation costs and /or trade barriers. Due to the 

‘restriction’ to the global marketplace, global economic growth and especially driving regions such 

as the APAC and Africa are not considered likely alternatives. However, referring back to the 

strategic analysis, the U.S. is expected to become a net exporter of energy by 2022, i.e. their supply 

will exceed domestic demand due to new proven viable production means. As a result, this thesis 

WACC

AVG financial leverage 37,6 %

Unlevered equity 62,4 %

Rd 1,50%

Re 11,9%

WACC 7,98%
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predicts that excess oil will be exported to neighboring countries. Since the US has the world’s most 

extensive infrastructure to transport and store oil and gas products and an established trade system 

with its geographically neighboring countries, Mexico and Canada, a collective economic growth has 

been calculated for the region consisting of the three countries.  

 

According to OECD, long-term economic growth until 2040 is presented below:  

 

 

 

 

 

Table 22: Forecast of GDP growth (OECD, 2018) 

As a result, a growth rate of 2.45% is applied in the terminal period as it is believed to be a sufficient 

proxy reflecting the future economic state of which CWEI will operate within.  

 

6.2.2 Forecasting Method 

There are two generally accepted methods of designing a pro forma statement; the line item approach 

and the sales-driven approach. The first approach forecasts each accounting item without reference 

to expected level of activity, whilst the latter infers that accounting items are driven by sales. As the 

line item approach requires in-depth knowledge to predict how each item will develop – this paper 

favors the sales-driven approach (Petersen & Plenborg, 2012). The majority of items are driven 

directly or indirectly by revenues in this approach, however, some items are driven by the underlying 

assets and liabilities. (Koller et al, 2010) Nonetheless, this paper will make use of the sales-driven 

approach where suitable and forecast certain items with separate rates.  

6.2.3 Forecast Income Statement  

6.2.3.1 Revenues 

According to Koller et al (2010), there are two approaches to construct a revenue forecast, the top-

down approach or bottom-up approach. The top-down approach rests upon an estimation of revenues 

by sizing the total market, the firm’s market share of that market and forecasting prices. Unlike the 

top-down approach, the bottom-up approach rests upon the assumption of customer demand. In other 

words, by aggregating across the current customer base instead of the market as whole. Thus, it 

forecasts revenue from new customers in combination with revenue generated from existing ones.  

2017 2040

The U.S. 2,97% 1,82%

Mexico 2,74% 3,62%

Canada 1,96% 1,90%

Average 2,56% 2,45%
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As the O&G industry is relatively mature, it is assumed that the market grows slowly and is connected 

to economic growth and other long-term trends (Koller et al, 2010). However, as the U.S. upstream 

sector is constantly evolving as new players enters the industry and new technological advancements 

are made, it is difficult to assess CWEI’s current and future market share in relation to competitors’ 

capabilities and resources. Even though it is recommended to apply both approaches, this thesis will 

solely apply the bottom-up approach due to the abovementioned reason.  

 

As stated in the in previous sections, energy consumption and the consumption of oil and gas are 

expected to increase along with economic growth. Consequently, it is assumed that CWEI will be 

able to produce, market and sell the entire portion of retrieved hydrocarbons. This is further supported 

by the displayed relationship between production and sales volumes uncovered in the financial 

analysis and found in figure 22. 

 

As a result, the underlying drivers of revenue are set as the amount of oil equivalents produced and 

the price CWEI can realize.  

 

𝑅𝑒𝑣𝑒𝑛𝑢𝑒 = 𝑂𝑖𝑙 & 𝐺𝑎𝑠 𝑃𝑟𝑜𝑑𝑢𝑐𝑒𝑑, 𝐵𝑜𝑒 ∗ 𝑃𝑟𝑖𝑐𝑒 𝑜𝑓 𝑂𝑖𝑙 & 𝑔𝑎𝑠, $ 

 

6.2.3.2 Oil & Gas Production 

During the examined time period, oil production in terms of volume has been fairly stable until 

2016 when production levels decreased significantly. This is believed to be a consequence of 

management’s attempt to improve liquidity by cutting costs.  

 

As funding was secured through stock warrants and credit facilities, it is assumed that CWEI will 

return to prior years’ growth rate as the cash necessary to operate in the foreseeable future was 

secured. Since the years of 2014 and 2015 is characterized by a vast drop in oil prices, the historical 

period examined is considered an insufficient proxy for production growth. As a result, an average 

of CWEI’s annual oil production changes in the period between 2009-2015 (Appendix F) were 

believed to provide a more reasonable estimate of the forecasted production.  

 



85 

 

  

Figure 33: Changes in WTI Oil Price 2009-2018 (Bloomberg, 2018)  

6.2.3.3 Oil Price  

The other variable of CWEI’s revenue composition is the price they can charge for their oil (WTI). 

As the world’s most traded commodity, oil is a well-integrated commodity from an economical and 

societal perspective. Consequently, multiple organizations seek to predict future oil prices based on 

the various complex variables. Estimates on future oil prices was obtained by S&P Capital IQ and is 

presented below in USD:  

 

Figure 34: Forecasted Oil Price (S&P Capital IQ, 2018) 

 

6.2.3.4 Other Income 

Midstream Revenues - Forecasted as a percentage of Oil & Gas Revenue. 2016 was excluded from 

the average as the year is characterized by significantly low Oil & Gas Revenues, which causes the 

revenue structure to skew.  

 

Marketing Revenues – Represents the differentials between the price stated for WTI light sweet crude 

oil on the exchange and its related trading hub in Cushing, Oklahoma. Forecasted as a percentage of 

Oil & Gas Revenue. 2016 was excluded from the average as the year is characterized by significantly 

low Oil & Gas Revenues, which causes the revenue structure to skew.  
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Drilling Rig Services – Forecasted as a percentage of Oil & Gas Revenue. 2016 was excluded from 

the average as the year is characterized by significantly low Oil & Gas Revenues, which causes the 

revenue structure to skew.  

 

Gain (Loss) On Sale Of Assets – Is a recurring item and hence a part of the forecast. Forecasted as 

a percentage of Oil & Gas Revenue. 2016 was excluded from the average as the year is 

characterized by significantly low Oil & Gas Revenues in combination with the sale of substantial 

acreage in the Giddings Area, which causes the revenue structure to skew. In addition, the thesis 

believes that it the revenue will take a less percentage of Oil & Gas revenue than historically as 

substantial acreage has been divested.  

 

6.2.3.5 Operating Expenses  

Production Costs – Is forecasted in relation to the growth in total production as it is believed to be 

more closely related to production levels than actual achieved revenue and is thus expected to grow 

at the same rate as production.  

 

Exploration Costs – Forecasted as a percentage of Oil & Gas Revenue. 2011 was excluded from the 

average as the year is characterized by significantly high costs, which causes the cost structure to 

skew. In addition, due to the sale of Giddings Area in 2016, CWEI’s acreage is much more 

concentrated and thus exploration costs in form of seismic scanning is likely to take a minor 

percentage of Oil & Gas Revenue than historically.  

 

Other Operating Expenses – Consists of Marketing Costs and Loss on Sale of Assets and is 

forecasted as a percentage of Oil & Gas Revenue. However, it is believed that it will evolve in a 

slower pace and is thus assigned a lower percentage of Oil & Gas Revenue than historically.  

 

Depletion – Depletion costs include capitalized occurred costs associated with the development of 

oil and gas assets such as acquisition and exploring costs. Moreover, it capitalizes the cost concerned 

with the abandoning of assets such as closing rigs and backfilling wells.  During the examined period, 

depletion maintained steady levels, averaging roughly 33.5% of oil & gas revenue between 2011-

2014. The latter part of the period was excluded due to the great amount of asset retirement in 

combination with low revenues in the following years of 2015 and 2016. As depletion is associated 



87 

 

with costs such as exploration and backfilling wells, it seems unlikely that past cost structures are 

applicable in the forecast period as CWEI has gone from 96.6 to 7.8 net wells during the examined 

period. This is seen a strong indication that future costs in form of decommissioning costs has already 

been capitalized due to the closure of 92% of net wells since 2012. As a result, the forecasted cost 

structure of depletion as a percentage of Oil & Gas Revenue is written down by roughly 10% in 

comparison to the historical period to 23% as it assumed that CWEI would move towards previous 

levels as operations upsurges.   

 

General and administrative – Forecasted as a percentage of Oil & Gas Revenue. 

 

Impairments – are costs reflecting assets being written down to reflect their market value, when book 

values are deemed excessive. CWEI conduct impairment tests periodically and if the tests indicate a 

reduction of estimated useful life or future cash flows of the assets, an impairment may be necessary 

– as the carrying value may not be recoverable (CEWI, 2016). Suppressed commodity prices have 

impacted CWEI negatively, as substantial impairments of reserves (inventory) is noticed in 2015. As 

the oil price is expected to stabilize from the examined volatile time period, it is likely that 

impairments will decrease as book values are more likely to reflect true value accounted for in the 

books. . Forecasted as a percentage of Fixed Assets (Net PPE). However, it is believed that it will 

evolve in a slower pace and is thus assigned a lower percentage than historically.  

 

Depreciation – This item is generally forecasted in three ways; percentage of revenue, percentage of 

net PP&E or based on depreciation schedules. Koller (2010) recommends using the second method 

if capital expenditure is lumpy, which is the case for CWEI. As can be seen in Appendix G, CAPEX 

varies over the years and as depreciation is directly connected to a particular asset – it should increase 

only as an expenditure follows. If depreciation is tied to revenue, it is likely to grow incorrectly even 

if no capital expenditure have been made. Forecasted as a percentage of Fixed Assets (Net PPE).  

 

Income tax – The effective tax rate on operations was calculated by dividing operating tax paid with 

EBIT. The year of 2013 was excluded as the major impairment of roughly $89M resulted in a 

significantly lower EBIT in the historical period. In addition, the year of 2016 was excluded as the 

loss on issued stock warrants forced CWEI to recognize huge financial losses, which skewed taxes 

on operations due to the tax shield. Thus, an operating tax rate of approximately 37% was applied in 
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the year of 2017. As the tax rate changed in 2018 to 27%, a rate of 27% was applied for the remaining 

forecast period.  

 

Tax on Net Financial Items (Tax Shield) – As mentioned, the 27% rate was effective as of 2018 

instead of the previous corporate tax rate of 40%. Hence, a tax rate of 40% is applied in the year of 

2017 whereas the remaining period is characterized by a rate of 27%.  

 

Interest Expense & Financial Items – As interest expenses are directly tied to the assets/liabilities 

that generates the expense, an appropriate driver is net interest bearing debt. However, NIBD is a 

function of interest expenses and may thus lead to implementation issues. According to Koller (2010), 

interest expense should be forecasted as a function of last year’s total debt to avoid complexity. Thus, 

an average of the interest expenses based on prior year’s NIBD was applied. Non-recurring items 

such as Gain (loss) on early extinguishment of long-term debt and Loss on stock warrants was 

excluded from the forecast of Net financial Items.  

 

6.2.4 Forecasting - Balance Sheet  

As previously stated, the forecast approach applied is sales-driven, hence most items are directly or 

indirectly driven by revenue. Nevertheless, some items are driven by their underlying assets and 

liabilities, which are elaborated on below. When forecasting balance sheet items, the first issue to 

consider is whether to forecast them directly (in stocks) or indirectly by forecasting changes (in 

flows). This thesis has applied the stock approach, hence making forecasts based on items historical 

relation to revenue (Koller et al, 2010).  

 

6.2.4.1 Non-Current Assets  

Non-Current Assets, including Net PPE, has been forecasted based on historical levels as a percentage 

of revenue. As revenues dropped significantly in 2015 and 2016, they were excluded from the 

average. Consequently, it is assumed that CWEI will maintain levels of Net PPE in relation to the 

earlier part of the examined period, eventually returning levels of approximately 300% in relation to 

Oil & Gas Revenue.  

 

6.2.3 Free Cash Flow 

NOPAT is known as it was calculated in the reformulation of income statement earlier in this section.  
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Noncash Operating Expenses are recognized expenses on the formal income statement that has not 

resulted in any actual cash outflow. CWEI’s identified noncash expense is Depreciation & 

Amortization.  

 

Investments in Invested Capital represents the portion of gross cash plow back, i.e. the reinvestments 

in the business, which is necessary to maintain and grow operations. It consists of five primary 

segments:  

 

Change in Operating Working capital is investment made in the necessary components of a business 

such as operating cash, inventory and receivables. It was obtained in the previous section by 

subtracting (operating) current liabilities from (operating) current assets in the analytical balance 

sheet. Working capital fluctuates over the years and no clear trend can be established. In 2015, the 

main driver appear to be the settlement of trade and sales payables. As they were not canceled out 

against receivables, it had a negative impact on cash.  

 

Net Capital Expenditures, commonly abbreviated as CAPEX, is calculated by adding the net 

increase/decrease of long-term assets (PP&E) to the depreciation paid for the year (End book value 

– beginning book value + depreciation). With exception for 2016, investments in oil and gas 

properties appear to experience a steady increase along with contract drilling equipment. Depreciation 

appears to follow a similar pattern, the cost increases along with the assets. In 2016, the value of oil 

and gas properties were severely written down by almost a third in CWEI’s borrowing base under a 

revolving credit facility. In addition, a substantial sale of acreage in the Giddings Area was conducted. 

CAPEX can be forecasted as a percentage of revenue, however this method could result in unintended 

changes in capital turnover, i.e. PP&E to revenue (Koller et al, 2010). Hence, the three-step method 

below is applied, the first two steps has been elaborated on previously.  

 

1. Forecast net PP&E as a percentage of revenue 

2. Forecast depreciation as a percentage of net or gross PP&E  

3. Calculate CAPEX by summing the increase in net PP&E + depreciation  

 

 

 



90 

 

The forecasted free cash flow of CWEI is presented below. 

 

Table 23: Forecasted Free cash flow (Compiled by authors, 2018) 

6.3 Valuation 

According to the behavioral hypothesis, firms with inflated equity seek to acquire undervalued targets 

using overvalued stocks as a payment method. Consequently, value creation through M&A can occur 

by identifying undervalued assets and acquire them at a discount (Zenger, 2016). Hence, the thesis 

intends to further investigate the underlying value of CWEI as it seeks to uncover potential motives 

for the acquisition by Noble.    

 

6.3.1 DCF Model  

Based on the constructed forecast presented in the previous section, expected free cash flow was 

calculated and discounted by the calculated cost of capital (WACC). By adding the discounted value 

of the budgeting period (2017-2021) and the discounted terminal value (2022-perp.), the enterprise 

value was estimated. By subtracting the net bearing interest debt, the market value of equity was 

retrieved which was then divided by the number of outstanding shares to display a share price.  

 

 

 Figure 35: DCF-model reference case (Compiled by authors, 2018). 

Cash flow statement 2017e 2018e 2019e 2020e 2021e 2022e

NOPAT 75                              106                            121                            121                            120                            123                            

Depreciations -11                            -15                            -14                            -14                            -14                            -14                            

Impairments -29                            -41                            -12                            -12                            -13                            -13                            

Changes in net working capital -11                            -1                              0                               -0                              -0                              -0                              

Non-current operating receivables -128                          -                           -                           -                           -                           -                           

Cash flow from operations -104                          49                              95                              94                              93                              95                              

Investments PP&E -91                            -331                          157                            5                                7                                -4                              

Free cash flow to the firm -195                         -282                         252                           99                             100                           91                             

Changes in NIBD 123                           269                           -91                            15                             14                             22                             

Net financial expenses after tax -18                            -25                            -23                            -23                            -24                            -24                            

FCFE -90                            -38                            138                           91                             90                             89                             

Dividends 90                             38                             -138                         -91                            -90                            -89                            

Cash surplus 0 0 0 0 0 0

DCF-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

Free cash flow to the firm -195                       -282                        252                          99                   100                 91                                 

WACC 7,98% 7,98% 7,98% 7,98% 7,98% 7,98%

Discount factor 0,926 0,858 0,794 0,736 0,681

Discounted FCFF -180                       -242                        200                          73                   68                   

Discounted, budgeting period -82                          

Discounted, terminal period 1.120                     

Enterprise Value 1.039                     

NIBD 567                         

Market value of equity 471.640.873        Number of shares 17.629.338           

Market value per share 26,75

Budgeting period
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6.3.2 EVA Model 

To ensure an accurate valuation, the EVA model was applied to act as a ‘sanity check’ of the estimated 

value generated in the DCF model as the two models are theoretically similar (Petersen & Plenborg, 

2012). 

 

 

Figure 36: EVA-model reference case (Compiled by authors, 2018) 

 

 

Figure 37: Enterprise value from EVA-model (Compiled by authors, 2018) 

As be seen from above, the yielded results do not reflect market expectations. The share price until 

the day before the announcement was $103.65 in comparison to the calculated $26.75. As one must 

assume that the market has access to all relevant information, one must assume that the underlying 

estimations on future performance are incorrect (Koller et al, 2010). As a result, it is decided to further 

investigate the inputs and assumptions applied through a sensitivity analysis.  

 

6.3.3 Sensitivity Analysis  

To ensure the valuation’s validity, a sensitivity analysis is conducted to further examine the 

consequences of key value drivers. By performing a sensitivity analysis, an indication of the result’s 

plausibility can be formed as it provides insights on the assumptions of which the market price is 

EVA-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

NOPAT 74,9                         106,3                120,8                    120,5               119,8               122,7                            

Invested capital, primo 727,7                      997,5                1.385,5                1.254,7            1.276,4            1.296,5                         

WACC 7,98% 7,98% 7,98% 7,98% 7,98% 7,98%

Capital costs 58,07                      79,60                110,56                  100,12             101,86             103,46                          

EVA 16,80                      26,70                10,26                    20,40               17,93               19,26                            

Discount factor 0,93 0,86 0,79 0,74 0,68

Capital value EVA 15,6                         22,9                   8,1                         15,0                  12,2                  

Invested capital, primo 727,7                      

Capital value EVA budgeting period 73,8                         

Capital value EVA terminal period 237,3                      

Enterprise value 1.039                      

NIBD 567                          

Market value of equity 471.640.873         Number of shares 17.629.338         

Market value per share 26,75

Budgeting period

70%

7%

23%

Enterprise value Invested capital,
primo

Capital value EVA
budgeting period

Capital value EVA
terminal period
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based upon (Koller et al., 2010). This thesis have chosen to analyze the effects of WACC and the 

growth rate as they evidently relate to both the discounted budgeting and the terminal period. 

 

 

Table 24: Sensitivity analysis, WACC & growth (Compiled by authors, 2018) 

The reference case is based on a terminal growth rate of 2.45% and a 7.98% WACC. As can be seen 

from table 24 above, both the growth rate and WACC have significant impact on CWEI’s share price. 

A change of 0.5 percentage points in the WACC results in a 23.13% and -25.01% respectively in 

CWEI’s share price. By comparison, a change of 0.5 percentage points in the growth rate has an 

impact on the share’s price by 19.56% and -19.02% respectively.  

 

 

Figure 38: Terminal period growth vs. change in WACC (Compiled by authors, 2018) 

Drawing upon the relationship between the two variables and the share price, the estimated share 

price of 26.75 is significantly lower than the valuation performed by the market at 103.65. As 

previously argued, this indicates incorrect assumptions underlying the valuation, as the default 

assumption is that the market has access to all relevant information and is efficient, i.e. the market is 

right (Koller, et al., 2010).  

5,98% 6,48% 6,98% 7,48% 7,98% 8,48% 8,98% 9,48% 9,98%

0,95% 41,42 32,54 25,17 18,94 13,63 9,04 5,04 1,52 -1,59

1,45% 50,07 39,45 30,79 23,59 17,52 12,33 7,85 3,95 0,52

1,95% 60,89 47,90 37,53 29,08 22,05 16,13 11,07 6,70 2,89

2,45% 74,81 58,46 45,78 35,67 26,75 20,56 14,78 9,84 5,58

2,95% 93,39 72,06 56,10 43,73 33,86 25,80 19,11 13,47 8,65

3,45% 119,46 90,21 69,39 53,81 41,73 32,10 24,24 17,70 12,20

3,95% 158,65 115,67 87,12 66,79 51,59 39,79 30,39 22,71 16,33

WACC

G
ro

w
th
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As the forecast is considered well argued for and a sustainable growth rate cannot exceed long-term 

economic growth, focus is directed towards wrongdoings concerning the weighted average cost of 

capital. Since smaller companies are to a greater extent affected by economic and interest rate 

fluctuations, it may be difficult to properly assess CWEI’s cost of raising equity and debt capital. The 

applied peer beta was based on present day data and the noteworthy volatility in CWEI share price 

during the examined period shows indication of an ill-applied discount rate. As a result, it was decided 

to compute a new discount rate (WACC) based on the U.S. E&P industry average return on equity.    

 

 

 

 

 

Table 25: WACC (Compiled by authors, 2018) 

Although the oversimplification is acknowledged, an average industry (E&P) cost of equity of 8.76% 

has been applied when computing the WACC in the forecasting period, calculated to 6.03% (NYU 

Stern, 2018). It was decided to conduct a second valuation based on the new WACC.  

 

 

Figure 39: EVA-model with a WACC of 6.03% (Compiled by authors, 2018) 

 

 

 

 

Figure 40: Enterprise Value from EVA-model with a WACC of 6.03% (Compiled by authors, 2018) 

EVA-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

NOPAT 74,9                         106,3                120,8                    120,5               119,8               122,7                            

Invested capital, primo 727,7                      997,5                1.385,5                1.254,7            1.276,4            1.296,5                         

WACC 6,03% 6,03% 6,03% 6,03% 6,03% 6,03%

Capital costs 43,88                      60,15                83,54                    75,66               76,97               78,18                            

EVA 30,99                      46,15                37,27                    44,86               42,82               44,54                            

Discount factor 0,94 0,89 0,84 0,79 0,75

Capital value EVA 29,2                         41,1                   31,3                      35,5                  32,0                  

Invested capital, primo 727,7                      

Capital value EVA budgeting period 169,0                      

Capital value EVA terminal period 928,5                      

Enterprise value 1.825                      

NIBD 567                          

Market value of equity 1.257.992.392      Number of shares 17.629.338         

Market value per share 71,36

Budgeting period

WACC

AVG financial leverage 37,6 %

Unlevered equity 62,4 %

Rd 1,50%

Re 8,76%

WACC 6,03%
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Figure 41: DCF-model with a WACC of 6.03% (Compiled by authors, 2018) 

The valuation based on the lower WACC yields a more reasonable result as it better reflects the 

market’s valuation of CWEI. Nonetheless, the calculated enterprise value is still lower than what the 

market perceived it to be.  

 

6.3.4 Scenario Analysis  

The thesis has consistently sought to identify crucial factors, which affect CWEI’s performance. The 

main drivers identified are economic growth and the price of oil, which constitutes CWEI’s revenue 

equation in terms of volume of oil they can produce and the price they can charge per unit of volume. 

Additionally, as a significant portion of the estimated value stems from the terminal period, future 

economic growth has a great impact on the valuation. As production and economic growth is expected 

to fluctuate to a lesser extent, focus is directed towards oil price, which are deemed to be exposed to 

a higher degree of uncertainties.   

 

6.3.4.1 Oil Price  

As was elaborated upon in the beginning of the thesis, the pricing mechanism of oil is complex and 

affected by various economical and geopolitical factors. The great amount of uncertainty regarding 

future oil prices is thus of great importance when estimating CWEI’s future performance. Long-term 

estimates of oil prices are to be applied with precaution due to the abovementioned uncertainty. 

Nonetheless, oil prices until 2025 computed by professional services is presented below:    

 

 

DCF-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

Free cash flow to the firm -195                       -282                        252                          99                   100                 91                                 

WACC 6,03% 6,03% 6,03% 6,03% 6,03% 6,03%

Discount factor 0,943 0,889 0,839 0,791 0,746

Discounted FCFF -184                       -251                        211                          78                   74                   

Discounted, budgeting period -71                          

Discounted, terminal period 1.896                     

Enterprise Value 1.825                     

NIBD 567                         

Market value of equity 1.257.992.392     Number of shares 17.629.338           

Market value per share 71,36

Budgeting period
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Table 26: Oil forecast (S&P Capital IQ, 2018) 

 

 

Figure 42: DCF-model, high oil price scenario (Compiled by authors, 2018) 

 

Figure 43: DCF-model, low oil price scenario (Compiled by authors, 2018) 

The scenarios displayed above indicates that commodity prices has a significant impact on CWEI’s 

performance and valuation. A critical theme is the emphasis on controllability, i.e. to what extent 

performance is affected by externalities. Additionally, in regard to the valuation performed, the 

optimistic oil price scenario is the closest to realized market value. This could indicate that the market 

holds an optimistic view on future oil prices. 

 

6.4 The Transaction  

On January 16th 2017, Noble reached an agreement for a bid of around $2.7 billion in stock and cash 

to acquire CWEI. In addition, NBL intended to retire the outstanding debt of CWEI – which at 31th 

DCF-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

Free cash flow to the firm -288                       -309                        225                          174                 77                   117                              

WACC 6,03% 6,03% 6,03% 6,03% 6,03% 6,03%

Discount factor 0,943 0,889 0,839 0,791 0,746

Discounted FCFF -271                       -275                        189                          138                 57                   

Discounted, budgeting period -162                       

Discounted, terminal period 2.435                     

Enterprise Value 2.273                     

NIBD 567                         

Market value of equity 1.706.026.113     Number of shares 17.629.338           

Market value per share 96,77

Budgeting period

DCF-model Terminal period Growth

Reference case 2017e 2018e 2019e 2020e 2021e 2022e 2,45 %

Free cash flow to the firm -146                       -159                        210                          108                 -6                    73                                 

WACC 6,03% 6,03% 6,03% 6,03% 6,03% 6,03%

Discount factor 0,943 0,889 0,839 0,791 0,746

Discounted FCFF -138                       -141                        176                          85                   -4                    

Discounted, budgeting period -22                          

Discounted, terminal period 1.517                     

Enterprise Value 1.495                     

NIBD 567                         

Market value of equity 927.318.986        Number of shares 17.629.338           

Market value per share 52,60

Budgeting period
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of December 2016 amounted to $567 million, thus making the deal worth a total of $3,2 billion. 

Equally, the value of the transaction amounts to $139 per outstanding CWEI share – which represents 

a 34% premium paid by NBL, at the last date prior to the bid (13th of January 2017). Another 

perspective on the premium paid is to look at CWEI’s average closing share price the 30 days prior 

to the bid – in this case, the premium paid amounted to 21%. The shareholders of Noble were allowed 

to choose their preferred payment method (cash, stock or mixed), where approximately 2% chose 

NBL common stock, 87% cash and 8% a mix (Noble Energy, 2017) 

7.0 Discussion 

Referring to the theoretical section of the thesis, two main school of thoughts regarding M&A were 

presented: the behavioral and the neo-classical. According to the first mentioned, managers seek to 

benefit from acquiring lower valued assets using assumingly overvalued stocks to finance the deal. 

In other words, the driving hypothesis rests upon potential misvaluation and the payment available at 

hand. Although the major portion of the acquisition was financed with Noble stock, the valuation 

conducted indicated a significant overvaluation of CWEI’s stock. The unadjusted discount rate 

(WACC) of 7.98% yielded a share price of $26.75, almost a quarter of the market’s valuation. Upon 

further investigation, the sensitivity analysis indicated an incorrect applied discount rate. As a result, 

a new WACC was calculated using the average return on equity for the U.S. E&P-industry as an 

input, which yielded a WACC of 6.03%. Nonetheless, the fair value of CWEI’s stock was estimated 

at $71.35, slightly more than two thirds of the market’s valuation. Hence, it is deemed improbable 

that Noble sought to exchange overvalued stocks in return for CWEI’s undervalued assets. However, 

as a proper valuation of Noble was not conducted it cannot be confirmed. Nonetheless, according to 

the press release in connection with the public disclosure of the acquisition, it became evident that 

Clayton Williams Energy, Inc. was given the alternative to receive payment by Noble in either cash, 

Noble stocks or a mix of both. It is reasonable to assume that a proper investigation of the various 

payment methods at hand was conducted, which further discards the behavioral hypothesis driving 

the acquisition. 

 

Reserves holds a vital part in determining both the value and the future of the company. As production 

commences – reserves diminish, therefore companies constantly explore for new reserves. As 

calculated in the case presentation of NBL, their reserves-to- production ratio was estimated at 32.4 

years, i.e. ceteris paribus, Noble had enough reserves to sustain current production levels for at least 
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32.4 years. Even though Noble’s current business strategy roots itself in aggressive production 

growth, it is considered unlikely that the acquisition of CWEI is solely motivated to ensure sufficient 

reserves to secure operations for the foreseeable future. Additionally, the acquired proven reserves 

represent merely 2.42% in relation to Noble’s total proven reserves. Nonetheless, one must 

acknowledge that faster growth can be achieved through acquisitions rather than organic sources. 

Hsu et al. (2017) propose that major firms within the industry, such as NBL, may choose to acquire 

firms when reserves are confirmed, thus paying a premium as exploration costs are avoided. Although 

NBL operates within exploration, it may be a potential motive for the transaction as NBL’s business 

strategy is heavily reliant on growth by expanding their reserves through acquisitions. As uncovered 

in the external analysis, oil and gas lacks differentiation, thus price becomes a pivotal mean to 

compete. As was shown in the financial analysis through the Profit Margin (NOPAT), CWEI were 

able to generate a profit on each additional dollar of net revenue in periods of high oil price. However, 

in periods of substantially lower oil prices, CWEI destroyed value on each additional dollar of net 

revenue. The scenario analysis further demonstrated the significance of the oil price’s effect on the 

firm’s performance.  

 

Although experiencing a positive trend, CWEI indicates higher production costs in comparison to its 

peers. CWEI’s cost per barrel has continuously decreased in the examined period from $16.69 per 

barrel in 2012 to $11.68 per barrel in 2016, thus indicating improved operating efficiency. However, 

when compared to NBL’s average cost per barrel of $3.57 (2016), it becomes evident that NBL is 

likely to better utilize the acreage and extract hydrocarbons more cost-efficiently. It is believed that 

Noble have access to necessary capital to cover initial investments, in addition they can operate in 

low-margin periods, as can be seen in the difference in average cost per barrel produced.  

 

The valuation was conducted from a stand-alone perspective, i.e. the value was calculated based on 

CWEI’s conditions up on the announcement of acquisition, consequently possible advantages of 

which an acquisition would imply was excluded. In other words, one must consider potential 

synergies that could considerably increase the value of the two enterprises if merged opposed to two 

separate entities. Hence, the thesis seeks to uncover potential synergies of both financial and 

operational characteristics based on the analyses conducted.  
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At the time of the transaction, Noble held 40.000 net acreage and 82.0 MMBOE of reserves in the 

Permian Basin. The acquisition of CWEI realized additional net developed acreage of approximately 

63,720 and 34.754 MMBOE of proven reserves for NBL. As discussed above, it is considered 

unlikely that NBL acquired the assets to secure future production. However, one of the most 

recognizable forms of synergy is economy of scale, i.e. the ability to spread fixed costs such as 

depreciation, amortization and interest expenses over increasing production levels thus reducing per 

unit costs. Additionally, additional cost synergies are likely to be realized as various transaction costs 

in terms of credit facilities and brokerage fees on financial instruments (derivatives) are to be reduced 

when merged into one entity.   

 

A potentially overlooked asset of CWEI, is its established network of pipelines in the area. Although 

it can be perceived solely as source of revenue, it enables the internalization of midstream activities 

in the Permian Basin. CWEI’s pipeline network operates on a capacity reflecting their production 

levels, thus leaving spare capacity to potentially integrate NBL’s existing production in the Permian 

Basin with CWEI’s pipeline. Consequently, improved operational efficiency along with financial 

synergies in form of cost reductions are enabled as the integration reduces the NBL’s dependency on 

external logistical solutions. . This is aligned with the consolidation motive as NBL is able to exert 

more control over the value chain. In addition, as the disposal of byproducts is mandatory by law, 

achieving independence from third parties in terms of disposal waste such as ‘salt water’ could 

mitigate operational risks in form of potential bottlenecks. 

 

Firms with uncorrelated cash flows (co-insurance) may have a positive impact on cost of capital. 

Along with the unconventional sector, NBL operates in the more mature, conventional extraction of 

hydrocarbons, which may indicate a lower degree of investments opportunities. Conversely, CWEI 

operates within novel unconventional extraction, a sector that is currently experiencing substantial 

growth and is thus more likely to better match investment opportunities. As the financial analysis 

indicates, CWEI is lacking the finances to capture potential investment opportunities. Thus, the 

combined firms could be able to borrow at cheaper rates than the two entities would have been 

separately due to the uncorrelated cash flows. Moreover, further inspection of Noble’s portfolio of 

hydrocarbons shows that it is significantly natural gas heavy as oil merely represents 23% of the total 

portfolio. Conversely, CWEI’s portfolio is oil heavy, constituting approximately 84% of its total 

portfolio. Hence, the acquisition can be viewed as an attempt to mitigate operational and financial 
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risks. As outlined in the neoclassical hypothesis, M&A occur to find a new optimal structure of assets 

after an industrial shock has occurred.  

 

As been mentioned, the O&G industry require highly specialized knowledge and capabilities which 

are difficult to develop and attain, thus it is considered problematic for each sector (Up-, mid- and 

downstream) to vertically integrate. As the acquisition is of horizontal characteristic, i.e. both firms 

operate within the E&P-sector, it is believed to considerably increase the chance of successfully 

transferring knowledge from one party to another. Given CWEI’s recent performance and financial 

health, it is possible that CWEI awoke interest as a target due to its assumingly valuable assets but 

unsuccessful management. Given NBL’s international presence and sheer size, operational 

knowledge and access to resources are assumed to excel. Thus, creating possible cost and revenue 

synergies, which may further justify the premium paid by NBL. Consequently, the assumingly more 

knowledgeable management is expected to have indirect positive effects on inputs as processes are 

streamlined and headcounts are reduced.  

 

The above-mentioned synergies provide company specific motives for acquiring CWEI. However, it 

is sensible to further explore potential motives for Noble to expand their presence in in the 

geographical area of the Permian Basin and their presence in the U.S. shale industry.  

 

OPEC estimated that 86% of US growth in liquids supply were derived from unconventional liquefied 

natural gas (LNG) such as tight and shale formations in 2017. In 2018, they estimate that the share is 

expected to rise to 94% (OPEC, 2018). As CWEI’s portfolio is heavily weighted towards oil, it is 

uncertain if NBL would enjoy comparable amount of growth. Nonetheless, as have been discussed, 

there appear to be significant developments in the field of extracting both oil and natural gas from 

shale and tight formations in the U.S. This is aligned with IEA’s projections of the U.S. breaking an 

almost 70-year tradition of being a net import of energy.  

 

Although the North American region is projected to experience moderate economic growth, other 

geographical regions could provide more attractive markets as the higher economic growth rates are 

expected to require greater quantities of cheaper, non-renewable fuels. In addition, renewables are 

expected to gain market share in the US along with other OECD countries, as the social and political 

pressure intensifies. However, there are certain refined products that are expected to significantly 
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grow in demand over the foreseeable future; industrial lubricant, petrochemicals and jet fuel. The 

shale oil extracted by CWEI is sold as WTI on the major trading hub in Cushing, Oklahoma. WTI is 

characterized as light and sweet, i.e. it contains a higher number of hydrocarbons and lower degree 

of sulfur, which eases the process of converting the oil into high-value products. The consumption of 

non-combusted use of fuels such as petrochemicals and lubricants are expected to grow and 

increasingly become a significant part of the industrial energy demand. Thus, the acquisition may 

enable NBL to further penetrate new, more profitable markets.  

 

For an acquisition to be completed, both parties must come to an agreement. Although the presented 

motives to some extent explains why NBL sought to acquire CWEI, it does not explain why CWEI 

accepted the offer to be consumed.    

 

According to Ng and Donker (2013), targets within the O&G industry are willing to sell based on 

market timing, while acquirers are motivated by expanding their reserves. As previously mentioned, 

it is not likely that NBL acquired CWEI to secure sufficient reserves for future operations. As was 

uncovered in the financial analysis, CWEI failed to create value from its operations in 2015 and 2016. 

The negative ROIC and NOPAT margin indicates value destructing behavior if operations were to 

continue on historical levels. However, upon further investigation it was revealed that drop in NOPAT 

was caused by significant impairments realized in 2015 due to the plummeting oil prices and 

suppressed revenues in 2016 in an attempt to achieve cost-efficiency. In other words, value-

destroying behavior is seen as temporary rather than permanent. In terms of meeting short-term 

obligations, the current ratio indicated hazardous levels along with an increasingly insufficient ability 

to pay interest on its outstanding debt (ICR). Although cash was secured in form of debt issuance and 

thus securing its ability to meet short-term obligations, it negatively affected its ability to meet interest 

expenses. 

 

Drawing upon the operational and financial analysis of the peer group, similar characteristics and 

behavior can be observed. From an operational point of view, none of the companies within the peer 

group had a lower cost per barrel than Noble. Thus supporting the importance of scale as mean to 

compete as the products lacks differentiation. Although the average unit cost varies considerably 

within the peer group, all except Carrizo has managed to reduce their cost per barrel during the 

examined period. It can therefore be argued that the entire peer group are to a greater extent dependent 
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on high oil prices thus less likely to efficiently operate in periods of low margins than NBL. This is 

supported by the negative ROIC in the period of 2015 and 2016, which characterizes the entire peer 

group. This infers comparable synergy cost and revenue opportunities as in the case of CWEI, i.e. a 

premium can to some extent be justified as future revenues will assumingly offset the higher price 

paid.  

8.0 Conclusion 

This thesis sought out to uncover what underlying motives NBL had to acquire CWEI in early 2017. 

In addition, a peer analysis was conducted to investigate to what extent the underlying motives 

uncovered in the case study could be generalized. To aid and complement the research objective, the 

thesis furthermore intended to explore and identify the most prominent factors affecting the U.S. 

E&P-sector.  

 

From the external analysis it became evident that some of the most prominent macro-factors affecting 

the industry are economic growth and industrial development. In addition to the demand side, 

technological advancements along with political factors are believed to have a substantial effect on 

supply. Although the fundamental economic concept of supply and demand does not fully capture 

the complex pricing mechanism of oil, the abovementioned factors are considered to have significant 

influence on oil prices.  

 

The competitive landscape is characterized by low differentiation and a well-informed market, thus 

rivalry is considered high. As a result, means to compete within the U.S. E&P-sector is heavily 

dependent on low production costs and the ability to maintain margins. As the price of oil has a direct 

impact on the industry participants’ revenue, it is crucial to maintain financial and operational 

flexibility to endure price shocks.  

 

The conducted valuation of CWEI yielded a share price of $71.36 in comparison to the market value 

of $103.65 at the date of the bid, i.e. this thesis believes that the market overvalued CWEI. 

Furthermore, the 34% premium paid by NBL constituted a price of $139.0 per share. In relation to 

the computed fair value of CWEI through the DCF and EVA model, the price paid represents a 

premium of 94.8%. As a result, the thesis disregards undervalued assets as a motive for the acquisition 

and as a source of value creation for NBL.  
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The strategic and financial analysis uncovered possible motives for NBL to acquire CWEI. It is likely 

that the acquisition enabled NBL to expand their presence in the unconventional sector at a faster 

pace than if they were to grow organically. It is argued that NBL could achieve economy of scale and 

thus further reduce unit costs. Additional cost synergies are assumed to be realized as transactions 

costs are reduced and processes streamlined. Overall, it is believed that NBL will utilize the acreage 

in the Permian Basin more efficiently than its previous owner, CWEI. The internal analysis identified 

CWEI’s extensive pipeline network as a source of synergies as it enables internalization of midstream 

activities. Moreover, NBL’s existing operations in the Permian Basin is believed to benefit from the 

pipeline network, thus amplifying the effects. 

 

The peer review indicated comparable operational and financial behavior throughout the examined 

time period. Hence, similar motives for acquisition can be observed within the peer group. However, 

the findings cannot be generalized due to the small sample size.  

 

To conclude, the U.S. unconventional sector holds an exciting future and is believed to continue to 

grow along with technological advancements. Even though the price paid by NBL is believed to be 

above the underlying economic value of CWEI, several strengths and opportunities that motivates 

the acquisition was uncovered. Given the considerations, the acquisition is believed to generate value 

in the long run, hence only time can tell if the premium paid was justified.  
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10.0 Appendices  

Appendix A – Comparison of Research Philosophies  
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Appendix B - CWEI Consolidated Balance Sheet 

 

 

Clayton Williams Consolidated Balance Sheet

2011 2012 2013 2014 2015 2016

CURRENT ASSETS

Cash and cash equivalents 17,525$          10,726$         26,623$         28,016$          7,780$            573,025$          

Accounts receivable:

Oil and gas sales 41,282$          32,371$         39,268$         36,526$          16,660$          18,752$            

Joint interest and other 14,517$          16,767$         17,121$         14,550$          3,661$            4,148$              

Affiliates 0,990$            0,353$           0,264$           0,322$            0,260$            0,258$              

Inventory 44,868$          41,703$         39,183$         42,087$          31,455$          25,781$            

Deferred income taxes 8,948$            8,560$           7,581$           6,911$            6,526$            6,520$              

Prepaids and other 14,813$          6,495$           5,753$           4,208$            2,463$            2,702$              

Fair value of derivatives -$               7,495$           2,518$           

total current assets 142,943$        124,470$       138,311$       132,620$        68,805$          631,186$          

PROPERTY AND EQUIPMENT

Oil and gas properties, successful efforts method 2.103,085$     2.570,803$    2.403,277$    2.684,913$     2.585,502$     1.717,209$       

Pipelines and other midstream facilities 26,040$          49,839$         54,800$         59,542$          60,120$          63,228$            

Contract drilling equipment 75,956$          91,163$         96,270$         122,751$        123,876$        118,256$          

Other 19,134$          20,245$         20,620$         20,915$          19,371$          20,822$            

Less accumulated depreciation, depletion and amortization -1.156,664 $   -1.311,692 $  -1.375,860 $   -1.539,237 $    -1.587,585 $    -1.063,379 $      

  Net Property, Plant & Equipment 1.067,551$     1.420,358$    1.199,107$    1.348,884$     1.201,284$     856,136$          

OTHER ASSETS

Investments and other (non-current) 4,133$            15,261$         16,534$         16,669$          15,051$          7,317$              

Fair value of derivatives -$               4,236$           -$               -$                -$                -$                  

Debt issue costs, net (non-current) 11,644$          10,259$         12,785$         12,712$          9,629$            -$                  

total other non-current assets 15,777$          29,756$         29,319$         29,381$          24,680$          7,317$              

Total Assets 1.226,271$  1.574,584$ 1.366,737$  1.510,885$  1.294,769$   1.494,639$    
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(CWEI Annual Reports, 2012, 2013, 2014, 2015, 2016, 2017) 

 

 

 

 

 

 

 

 

 

 

 

 

CURRENT LIABILITIES

Accounts payable:

Trade 98,645$          73,026$         75,872$         93,650$          29,197$          44,809$            

Oil and gas sales 37,409$          32,146$         37,834$         41,328$          19,490$          20,862$            

Affiliates 1,501$            0,164$           0,874$           0,717$            0,383$            0,252$              

Fair value of commodity derivatives 5,633$            -$              0,208$           -$                -$                12,895$            

Accrued liabilities and other 13,042$          15,578$         21,607$         20,658$          16,669$          27,948$            

Total Current Liabilties 156,230$     120,914$    136,395$     156,353$      65,739$        106,766$        

NON-CURRENT LIABILITIES

Long-term debt 529,535$        809,585$       639,638$       704,696$        749,759$        847,995$          

Fair value of common stock warrants -$               -$              -$               -$                -$                246,743$          

Deferred income taxes 134,209$        155,830$       140,809$       164,599$        108,996$        76,590$            

Asset retirement obligations 40,794$          51,477$         49,981$         45,697$          48,728$          47,223$            

Accrued compensation under non-equity award plans 20,757$          20,058$         15,469$         17,866$          16,254$          4,655$              

Deferred revenue from volumetric production payment and other -$               37,184$         29,770$         23,129$          5,470$            4,136$              

Fair value of derivatives 0,494$            -$              -$               -$                -$                -$                  

Other 0,751$            0,920$           0,892$           0,751$            0,225$            -$                  

Total Liabilties 726,540$     1.075,054$ 876,559$     956,738$      929,432$      1.227,342$    

726,540$        1.075,054$    876,559$       956,738$        929,432$        1.227,342$       

-$               -$              -$               -$                -$                -$                  

SHAREHOLDER'S EQUITY

Preferred stock,

Common stock,  $           1,216  $          1,216  $           1,216  $           1,216  $            1,216  $             1,763 

Additional paid-in capital  $       152,515  $      152,527  $       152,556  $       152,686  $        152,686  $         305,223 

Retained earnings (accumulated deficit)  $       189,770  $      224,873  $       200,011  $       243,892  $        145,696  $        -146,455 

Total Equity 343,501$     378,616$    353,783$     397,794$      299,598$      160,531$        

Total Liabilities + Equity 1.226,271$     1.574,584$    1.366,737$    1.510,885$     1.294,769$     1.494,639$       
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Appendix C - CWEI Consolidated Income Statement  

 

(Compiled by authors, 2018) 

 

 

 

 

Clayton Williams Consolidated Income Statement

Income Statement 2011 2012 2013 2014 2015 2016

REVENUES

Oil & Gas Revenues 405,216$   403,143$   399,950$   418,330$   217,485$   160,331$   

Midstream Revenues 1,408$       1,974$       4,965$       6,705$       6,122$       5,688$       

Drilling rig services 4,060$       15,858$     17,812$     28,028$     0,023$       -$          

Other Operating Revenue

Gain (Loss) On Sale Of Assets 15,744$     1,496$       4,467$       11,685$     8,718$       123,392$   

Marketing Revenue -$          0,581$       2,021$       3,708$       0,024$       -$          

Total Revenues 426,428$   423,052$   429,215$   468,456$   232,372$   289,411$   

COSTS AND EXPENSES

Production -101,099 $ -124,950 $ -108,405 $ -105,296 $ -87,557 $   -70,920 $   

Exploration

Abandonment and Impairment -20,840 $   -4,222 $     -5,887 $     -20,647 $   -6,509 $     -3,536 $     

Seismic and Other -5,363 $     -11,591 $   -3,906 $     -2,314 $     -1,318 $     -0,925 $     

Midstream Services -1,039 $     -1,228 $     -1,816 $     -2,212 $     -1,688 $     -2,173 $     

Drilling Rig Services -5,064 $     -17,423 $   -16,290 $   -19,232 $   -5,238 $     -3,938 $     

Depreciation, depletion and amortization-104,880 $ -142,687 $ -150,902 $ -154,356 $ -162,262 $ -145,614 $ 

Impairment of property and equipment-10,355 $   -5,944 $     -89,811 $   -12,027 $   -41,917 $   -7,593 $     

Accretion of asset retirement obligations-2,757 $     -3,696 $     -4,203 $     -3,662 $     -3,945 $     -4,364 $     

General and administrative -41,560 $   -30,485 $   -33,279 $   -34,524 $   -22,788 $   -22,988 $   

Other operating expenses

Loss on Sale of Assets -0,945 $     -0,523 $     -1,233 $     -2,511 $     -1,355 $     -3,152 $     

Marketing Expense -$          -$          -0,658 $     -$          -0,849 $     -0,440 $     

Impairment of Inventory -0,721 $     -0,510 $     -0,210 $     -0,036 $     -10,381 $   -1,454 $     

Total Costs and Expenses -294,623 $ -343,259 $ -416,600 $ -356,817 $ -345,807 $ -267,097 $ 

Operating Income (Loss) 131,805$   79,793$     12,615$     111,639$   -113,435 $ 22,314$     

Other Income (expense)

Interest expense (income) -32,919 $   -38,664 $   -43,079 $   -50,907 $   -54,422 $   -93,693 $   

Gain on early extinguishment of long-term debt-5,501 $     -$          -$          -$          -$          3,967$       

Loss on change in fair value of common stock warrants-$          -$          -$          -$          -$          -229,980 $ 

Gain (loss) on derivatives 47,027$     14,448$     -8,731 $     4,789$       12,519$     -20,289 $   

Impairment of investments and other 3,047$       2,003$       -4,797 $     

Other 5,553$       1,534$       1,905$       

Total other income (expense) 14,160$     -22,682 $   -49,905 $   -43,071 $   -39,900 $   -344,792 $ 

Income before Income Tax 145,97$     57,11$       -37,29 $     68,57$       -153,34 $   -322,48 $   

Income tax (expense) benefit -52,142 -22,008 12,428 -24,687 55,139 30,327

Net Income (loss) 93,82$       35,10$       -24,86 $     43,88$       -98,20 $     -292,15 $   
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Appendix D - CWEI Analytical Balance Sheet 

 

(Compiled by authors, 2018) 

2011 2012 2013 2014 2015 2016

Non-current Assets

Oil and gas properties, successful efforts method 2.103,09$   2.570,80$   2.403,28$   2.684,91$   2.585,50$   1.717,21$   

Pipelines and other midstream facilities 26,04$        49,84$        54,80$        59,54$        60,12$        63,23$        

Contract drilling equipment 75,96$        91,16$        96,27$        122,75$      123,88$      118,26$      

Other 19,13$        20,25$        20,62$        20,92$        19,37$        20,82$        

Less accumulated depreciation, depletion and amortization -1.156,66 $ -1.311,69 $ -1.375,86 $ -1.539,24 $ -1.587,59 $ -1.063,38 $ 

  Net Property, Plant & Equipment 1.067,55$   1.420,36$   1.199,11$   1.348,88$   1.201,28$   856,14$      

Investments and other (non-current) 4,13$          15,26$        16,53$        16,67$        15,05$        7,32$          

Non-current Assets  (oper.) 1.071,68$   1.435,62$   1.215,64$   1.365,55$   1.216,34$   863,45$      

Non-Current Liabilties

Deferred income taxes 134,21$      155,83$      140,81$      164,60$      109,00$      76,59$        

Deferred revenue from volumetric production payment and other -$           37,18$        29,77$        23,13$        5,47$          4,14$          

Other 0,75$          0,92$          0,89$          0,75$          0,23$          -$           

Asset retirement obligations (non-current) 40,79$        51,48$        49,98$        45,70$        48,73$        47,22$        

Non-Current Liabilties (oper.) 175,75$      245,41$      221,45$      234,18$      163,42$      127,95$      

Net Working Capital

Accounts receivable:

Oil and gas sales 41,28$        32,37$        39,27$        36,53$        16,66$        18,75$        

Joint interest and other 14,52$        16,77$        17,12$        14,55$        3,66$          4,15$          

Affiliates 0,99$          0,35$          0,26$          0,32$          0,26$          0,26$          

Inventory 44,87$        41,70$        39,18$        42,09$        31,46$        25,78$        

Prepaids and other 14,81$        6,50$          5,75$          4,21$          2,46$          2,70$          

Deferred income taxes 8,95$          8,56$          7,58$          6,91$          6,53$          6,52$          

Current assets  (oper.) 125,42$      106,25$      109,17$      104,60$      61,03$        58,16$        

Total Assets  (oper.) 1.197,10$   1.541,87$   1.324,81$   1.470,16$   1.277,36$   921,61$      

Current liabilties

Accounts payable:

Trade 98,65$        73,03$        75,87$        93,65$        29,20$        44,81$        

Oil and gas sales 37,41$        32,15$        37,83$        41,33$        19,49$        20,86$        

Affiliates 1,50$          0,16$          0,87$          0,72$          0,38$          0,25$          

Current liabilties  (oper.) 137,56$      105,34$      114,58$      135,70$      49,07$        65,92$        

Operating Net Working Capital -12,14 $      0,91$          -5,41 $        -31,09 $      11,96$        -7,76 $        

Invested Capital 883,79$      1.191,12$   988,78$      1.100,29$   1.064,87$   727,74$      

Interest bearing debt

Fair value of commodity derivatives (current) 5,63$          -$           0,21$          -$           -$           12,90$        

Accrued liabilities and other (current) 13,04$        15,58$        21,61$        20,66$        16,67$        27,95$        

Long-term debt 529,54$      809,59$      639,64$      704,70$      749,76$      848,00$      

Fair value of common stock warrants -$           -$           -$           -$           -$           246,74$      

Accrued compensation under non-equity award plans 20,76$        20,06$        15,47$        17,87$        16,25$        4,66$          

Fair value of derivatives 0,49$          -$           -$           -$           -$           -$           

interest bearing debt 569,46$      845,22$      676,92$      743,22$      782,68$      1.140,24$   

Interest bearing assets

Fair value of derivatives (non-current) -$           4,24$          -$           -$           -$           -$           

Debt issue costs, net (non-current) 11,64$        10,26$        12,79$        12,71$        9,63$          -$           

Fair value of derivatives -$           7,50$          2,52$          

Cash and cash equivalents 17,53$        10,73$        26,62$        28,02$        7,78$          573,03$      

Interest bearing assets 29,17$        32,72$        41,93$        40,73$        17,41$        573,03$      

NIBD 540,29$      812,51$      635,00$      702,49$      765,27$      567,21$      

Total Equity 343,50$      378,62$      353,78$      397,79$      299,60$      160,53$      

Invested Capital 883,79$      1.191,12$   988,78$      1.100,29$   1.064,87$   727,74$      
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Appendix E – CWEI Analytical Income Statement 

 

(Compiled by authors, 2018) 

Income Statement 2011 2012 2013 2014 2015 2016

REVENUES

Oil & Gas Revenues 405,216$  403,143$  399,950$  418,330$  217,485$  160,331$  

Midstream Revenues 1,408$      1,974$      4,965$      6,705$      6,122$      5,688$      

Drilling rig services 4,060$      15,858$    17,812$    28,028$    0,023$      -$         

Other Operating Revenue

Gain (Loss) On Sale Of Assets 15,744$    1,496$      4,467$      11,685$    8,718$      123,392$  

Marketing Revenue -$         0,581$      2,021$      3,708$      0,024$      -$         

Total Operating Income 426,428$  423,052$  429,215$  468,456$  232,372$  289,411$  

Operating Expenses

Production -101,099 $ -124,950 $ -108,405 $ -105,296 $ -87,557 $   -70,920 $   

Exploration

Seismic and Other -5,363 $     -11,591 $   -3,906 $     -2,314 $     -1,318 $     -0,925 $     

Midstream Services -1,039 $     -1,228 $     -1,816 $     -2,212 $     -1,688 $     -2,173 $     

Drilling Rig Services -5,064 $     -17,423 $   -16,290 $   -19,232 $   -5,238 $     -3,938 $     

Other operating expenses

Loss on Sale of Assets -0,945 $     -0,523 $     -1,233 $     -2,511 $     -1,355 $     -3,152 $     

Marketing Expense -$         -$         -0,658 $     -$         -0,849 $     -0,440 $     

Total Operating Expenses -113,510 $ -155,715 $ -132,308 $ -131,565 $ -98,005 $   -81,548 $   

Gross Profit 312,92$    267,34$    296,91$    336,89$    134,37$    207,86$    

General and administrative -41,560 $   -30,485 $   -33,279 $   -34,524 $   -22,788 $   -22,988 $   

EBITDA 271,36$    236,85$    263,63$    302,37$    111,58$    184,88$    

Depreciation & Amortization

Depreciation, depletion and amortization -104,880 $ -142,687 $ -150,902 $ -154,356 $ -162,262 $ -145,614 $ 

Impairment

Impairment of property and equipment -10,355 $   -5,944 $     -89,811 $   -12,027 $   -41,917 $   -7,593 $     

Impairment of Inventory -0,721 $     -0,510 $     -0,210 $     -0,036 $     -10,381 $   -1,454 $     

Abandonment and Impairment -20,840 $   -4,222 $     -5,887 $     -20,647 $   -6,509 $     -3,536 $     

Impairment of investments and other 3,047$      2,003$      -4,797 $     

Accretion of asset retirement obligations -2,757 $     -3,696 $     -4,203 $     -3,662 $     -3,945 $     -4,364 $     

EBIT 131,81$    79,79$      12,62$      114,69$    -111,43 $   17,52$      

Income tax (expense) benefit -46,48 $     -31,08 $     -7,53 $      -43,13 $     38,38$      -105,67 $   

NOPAT 85,33$      48,71$      5,08$        71,55$      -73,05 $     -88,15 $     

-

Result after extraordinary items 85,33$      48,71$      5,08$        71,55$      -73,05 $     -88,15 $     

Financial Items

Other Income (expense)

Interest expense (income) -32,919 $   -38,664 $   -43,079 $   -50,907 $   -54,422 $   -93,693 $   

Gain (loss) on early extinguishment of long-term debt -5,501 $     -$         -$         -$         -$         3,967$      

Loss on change in fair value of common stock warrants -$         -$         -$         -$         -$         -229,980 $ 

Gain (loss) on derivatives 47,027$    14,448$    -8,731 $     4,789$      12,519$    -20,289 $   

Other 5,553$      1,534$      1,905$      - - -

Net financial items before tax 14,16$      -22,68 $     -49,91 $     -46,12 $     -41,90 $     -340,00 $   

Tax Shield -5,66 $      9,07$        19,96$      18,45$      16,76$      136,00$    

Net financial items after tax 8,50$        -13,61 $     -29,94 $     -27,67 $     -25,14 $     -204,00 $   

Result after tax 93,82$      35,10$      -24,86 $     43,88$      -98,20 $     -292,15 $   

Tax shield

Marginal tax rate 40% 40% 40% 40% 40% 40%

Tax from accounts -52,142 -22,008 12,428 -24,687 55,139 30,327

Net financial items before tax 14,16$      -22,68 $     -49,91 $     -46,12 $     -41,90 $     -340,00 $   

Tax shield 5,66$        -9,07 $      -19,96 $     -18,45 $     -16,76 $     -136,00 $   

Tax on operations -46,48 $     -31,08 $     -7,53 $      -43,13 $     38,38$      -105,67 $   

Net Income (loss) 93,823 35,103 -24,862 43,881 -98,196 -292,151

Clayton Williams - Analytical Income Statement
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Appendix F - Historical Oil Production and Growth rate, CWEI 

 

(Compiled by authors, 2018) 

 

Appendix G – Pro forma income statement, balance sheet and free cash flow statement 

 

 

 

 

 

Terminal Period

Forecasting 2012 2013 2014 2015 2016 Average 2017e 2018e 2019e 2020e 2021e 2022e

Financial value drivers

Growth Driver

2,45 %

Other Income / Oil & Gas Revenue 5% 7,3% 12% 6,8% 81% 8% 8% 8% 8% 8% 8% 7,8 %

Cost driver 0,0 %

Production 31% 27% 25% 40% 44% 28% 28% 28% 28% 28% 28% 27,8 %

Depletion/ Oil & Gas Revenue 33% 34% 34% 68% 82% 23% 23% 23% 23% 23% 23% 23,0 %

Exploraion/ Oil & Gas Revenue 3% 1% 1% 1% 1% 1% 1% 1% 1% 1% 1% 1,1 %

Other expenses/ Oil & Gas Revenue 4% 4% 5% 2% 2% 2% 2% 2% 2% 2% 2% 1,8 %

Total operating expenses ships/freight income 0% 1% 1% 2% 4% 2% 2% 2% 2% 2% 2% 1,8 %

General & Admin./ Oil & Gas Revenue 8% 8% 8% 10% 14% 8% 8% 8% 8% 8% 8% 8,0 %

EBITDA margin 26% 32% 38% -16% 34% 23% 47% 52% 50% 49% 48% 45%

Depreciations/Non-current operating assets 1% 1% 1% 1% 2% 1% 1% 1% 1% 1% 1% 1%

Impairment 1,0% 8,2% 2,4% 5,0% 3% 1% 3% 3% 1% 1% 1% 1%

EBIT margin 20% 3% 27% -51% 11% 2% 34% 37% 43% 43% 42% 42%

Tax on operations -39% -60% -38% -34% -603% -37% -27% -27% -27% -27% -27% -27%

Tax on net financial items 40% 40% 40% 40% 40% 40% -27% -27% -27% -27% -27% -27%

NOPAT margin 12% 1% 17% -34% -55% -12% 25% 27% 32% 31% 30% 28%

ROIC before tax (primo) ROIC before tax 14,09% 14,60% 11,95% 13,16% 12,86% 12,97%

ROIC after tax (primo) ROIC after tax 7,51% 7,67% 9,63% 9,44% 9,24% 9,24%

Invested capital turnover (primo) 0,01    0,34      0,42        0,20      0,15      Invested capital turnover(primo) 0,42     0,39      0,28     0,31     0,31     0,31                

Profit margin before tax 19,79% 3,15% 27,42% -51,24% 10,93% Profit before tax 31% 35% 40% 39% 39% 39%

Profit margin after tax 12,08% 1,27% 17,10% -33,59% -54,98% Profit after tax 25% 27% 32% 31% 30% 30%

Share price 26,75  26,75   

Pro forma income statement, balance sheet and Free cash flow statement

Historical Period Budgeting Period

Investement drivers

856                                                                 982      1.365    1.235   1.256   1.276   1.307              

15                                                                   11        15         14        14        14        14                   

22                                                                   29        41         12        12        13        13                   

7                                                                     12        17         16        17        17        17                   

942      1.309    1.209   1.230   1.249   1.279              

CAPEX -91       -331      157      5          7          -4                    

Total fixed assets/ Oil & Gas Revenue 352% 300% 322% 552% 534% 324,9% 325% 325% 300% 300% 300% 300%

Total other non-current assets/ Oil & Gas Revenue 4% 4% 4% 7% 5% 4,0% 4% 4% 4% 4% 4% 4%

Net working capital/ Oil & Gas Revenue 0% -1% -7% 5% -5% 1,0% 1% 1% 1% 1% 1% 1%

Financing drivers

Total non-interest bearing debt/Invested capital 21% 22% 21% 15% 18% 19,4% 19% 19% 19% 19% 19% 19%

NIBD/Invested capital 68% 64% 64% 72% 77,94% 69% 69% 69% 69% 69% 69% 69%

Interest rate -2,1 % -4,3 % -3,6 % -4,4 % -3,6% -3,6 % -3,6 % -3,6 % -3,6 % -3,6 % -3,6 %
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Pro Forma Income statement - Referance case 2012 2013 2014 2015 2016 2017e 2018e 2019e 2020e 2021e 2022e

Gas & Oil 403,14  399,95     418,33  217,49      160,33    302,42                                                          389,86    381,84     388,46     394,57    404,23    

Other (Midstream, Marketing, Gain on Assets,Drilling19,91      29,27        50,13      14,89          129,08      23,50                                                              30,30        29,67        30,19        30,66        31,41        

Total income 423,05  429,22     468,46  232,37      289,41    325,92                                                          420,15    411,52     418,65     425,23    435,65      

-           

Production 124,95    108,41      105,30    87,56          70,92        74,92                                                              79,16        83,63        88,35        93,34        95,62        

% 0,31      0,27         0,25      0,40          0,44        0,25                                                              0,20        0,22         0,23         0,24        0,22        

Depletion 133,49    137,30      142,54    147,43        130,99      69,56                                                              89,67        87,82        89,35        90,75        92,97        

Exploration 11,59      3,91          2,31        1,32            0,93          3,38                                                                4,36          4,27          4,34          4,41          4,52          

Drilling 17,42      16,29        19,23      5,24            3,94          5,40                                                                6,96          6,82          6,94          7,05          7,22          

Other (Loss on Assets & Marketing) 1,75        3,71          4,72        3,89            5,77          5,40                                                                6,96          6,82          6,94          7,05          7,22          

Gross profit 133,85  159,61     194,35  -13,07       76,88      167,26                                                          233,05    222,16     222,74     222,64    228,09    

% 0,33      0,40         0,46      -0,06         0,48        0,55                                                              0,60        0,58         0,57         0,56        0,56        

General & Admin. 30,49      33,28        34,52      22,79          22,99        24,33                                                              31,36        30,72        31,25        31,74        32,52        

Result from joint venture companies -          -            -         -             -           -                                                                 -           -            -            -           -           

EBITDA 103,36  126,33     159,82  -35,85       53,89      142,93                                                          201,69    191,44     191,49     190,90    195,57    

% 0,26      0,32         0,38      -0,16         0,34        0,47                                                              0,52        0,50         0,49         0,48        0,45        

Depreciations 9,20        13,61        11,81      14,83          14,63        10,88                                                              15,12        13,68        13,91        14,13        14,48        

Impairments 14,37      100,11      33,33      60,75          21,74        29,47                                                              40,95        12,26        12,48        12,67        12,98        

EBIT 79,79     12,62       114,69  -111,43     17,52      102,57                                                          145,62    165,50     165,10     164,09    168,11    

% 0,20      0,03         0,27      -0,51         0,11        0,34                                                              0,37        0,43         0,43         0,42        0,39        

Tax on operations -31,08     -7,53         -43,13    38,38          -105,67    -27,69                                                            -39,32      -44,69       -44,58       -44,31      -45,39      

NOPAT 48,71     5,08         71,55    -73,05       -88,15     74,88                                                            106,30    120,82     120,52     119,79    122,72    

% 0,12      0,01         0,17      -0,34         -0,55       0,23                                                              0,25        0,29         0,29         0,28        0,28        

-          -            -         -             -           

Result after extraordinary posts 48,71     5,08         71,55    -73,05       -88,15     74,88                                                            106,30    120,82     120,52     119,79    122,72    

Gain (loss) on exting. Of Debt, Loss on Stock Warrants & Other1,53        1,91          -         -             -226,01    

Interest Expense -38,66     -43,08       -50,91    -54,42        -93,69      

Gain (loss) on Derivatives 14,45      -8,73         4,79        12,52          -20,29      

Net financial items before tax -22,68   -49,91      -46,12   -41,90       -340,00   -24,95                                                           -34,65     -31,38      -31,93      -32,43     -33,22     

Tax on net financial items (tax shield) 9,07        19,96        18,45      16,76          136,00      6,74                                                                9,36          8,47          8,62          8,76          8,97          

Net financial items after tax -13,61     -29,94       -27,67    -25,14        -204,00    -18,21                                                            -25,30      -22,91       -23,31       -23,67      -24,25      

Net profit for the year 35,10     -24,86      43,88    -98,20       -292,15   56,67                                                            81,01      97,91       97,22       96,12      98,47      

% 0,09      -0,06       0,10      -0,45         -1,82       0,17                                                              0,19        0,24         0,23         0,23        0,23        
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INVESTED CAPITAL - Balance Referance case 2012 2013 2014 2015 2016 2017e 2018e 2019e 2020e 2021e 2022e

Assets

Oil & Gas Properties

Pipelines & Midstream

Contract Drilling Equip.

Other

Total fixed assets (Net PPE) 1.420,36   1.199,11   1.348,88   1.201,28   856,14    982,44                                                          1.364,91   1.234,55   1.255,94   1.275,68   1.306,94   

Investments & Other (non-current 15,26          16,53          16,67          15,05          7,32          

Total other non-current assets 15,26        16,53        16,67        15,05        7,32         12,00                                                            16,67        16,33        16,61        16,87        17,29        

Total non-current operating assets 1.435,62   1.215,64   1.365,55   1.216,34   863,45    994,44                                                          1.381,58   1.250,87   1.272,55   1.292,56   1.324,22   

Deferred Revenue 37,18          29,77          23,13          5,47            4,14          

Deferred Tax 155,83        140,81        164,60        109,00        76,59        

Asset Retirment + Other 52,40          50,87          46,45          48,95          47,22        

Total non-interest bearing debt 245,41      221,45      234,18      163,42      127,95    

Net working capital

Inventory & Prepaids 48,20          44,94          46,30          33,92          28,48        

Trade receivables and other receivables 49,49          56,65          51,40          20,58          23,16        

Deferred Tax 8,56            7,58            6,91            6,53            6,52          

Current assets 106,25      109,17      104,60      61,03        58,16      

Total assets 1.541,87   1.324,81   1.470,16   1.277,36   921,61    

Accounts payables 105,34        114,58        135,70        49,07          65,92        

Current liabilties 105,34      114,58      135,70      49,07        65,92      

Net-working capital 0,91           -5,41         -31,09       11,96        -7,76       3,02                                                               3,90           3,82           3,88           3,95           4,04           

Invested Capital 1.191,12   988,78      1.100,29   1.064,87   727,74    997,46                                                          1.385,48   1.254,69   1.276,43   1.296,50   1.328,27   

Equity, primo 160,53                                                          307,05      426,49      386,23      392,92      399,10      

Netto resultat 56,67                                                            81,01        97,91        97,22        96,12        98,47        

Dividend 89,85                                                              38,44          -138,17      -90,52        -89,94        -88,69        

Total equity 378,62      353,78      397,79      299,60      160,53    307,05                                                            426,49        386,23        392,92        399,10        408,88        

Interest bearing debt

Accrued compensation under non-equity award plans 20 15 18 16 5

Long-term debt 810 640 705 750 848

Fair Value of Stock Warrans 0 0 0 0 247

Financial derivatives, non-current 0 0 0 0 0

Financial derivatives, current 0 0 0 0 13

Accrued Liaiblties and Other 16 22 21 17 28

0 0 0 0 0

Total interest bearing debt 845 677 743 783 1.140

Interest bearing assets

Fair value of derivatives (non-current) 4 0 0 0 0

Debt Issue Costs 10 13 13 10 0

Fair value of derivatives 7 3 0 0 0

Cash and cash equivalents 11 27 28 8 573

Total interest bearing assets 33 42 41 17 573

NIBD 812,51      635,00      702,49      765,27      567,21    690                                                                959            868            884            897            919            

INVESTED CAPITAL 1.191 989 1.100 1.065 728 997,46 1.385 1.255 1.276 1.296,50 1.328
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(Compiled by authors, 2018) 

 

Appendix H – CWEI CAPM 

 

(Compiled by authors, 2018) 

Cash flow statement 2017e 2018e 2019e 2020e 2021e 2022e

NOPAT 75                              106                            121                            121                            120                            123                            

Depreciations -11                            -15                            -14                            -14                            -14                            -14                            

Impairments -29                            -41                            -12                            -12                            -13                            -13                            

Changes in net working capital -11                            -1                              0                               -0                              -0                              -0                              

Non-current operating receivables -128                          -                           -                           -                           -                           -                           

Cash flow from operations -104                          49                              95                              94                              93                              95                              

Investments PP&E -91                            -331                          157                            5                                7                                -4                              

Free cash flow to the firm -195                         -282                         252                           99                             100                           91                             

Changes in NIBD 123                           269                           -91                            15                             14                             22                             

Net financial expenses after tax -18                            -25                            -23                            -23                            -24                            -24                            

FCFE -90                            -38                            138                           91                             90                             89                             

Dividends 90                             38                             -138                         -91                            -90                            -89                            

Cash surplus 0 0 0 0 0 0

Cost of Capital 
CAPM

Rf 2,27%

Beta 1,57

Market risk premium 6,125 %

Liquidity premium

Return on equity 11,90 %
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Appendix I – Beta Calculations Peer Group

 

Approach
Share price

N
o. of shares

M
arket value of EQ

N
IBD

N
IBD/EQ

Financial leverage
Avg. Financial leverage

2011
933,27m

m
43,50m

m
0,05

4,5 %

2012
970,75m

m
105,23m

m
0,11

9,8 %

2013
749,41m

m
191,24m

m
0,26

20,3 %

2014
252,76m

m
390,88m

m
1,55

60,7 %

2015
71,17m

m
495,99m

m
6,97

87,5 %

2016
134,78m

m
498,33m

m
3,70

78,7 %

2,10
44%

Callon 
Share price

N
o. of shares

M
arket value of EQ

N
IBD

N
IBD/EQ

Financial leverage
Avg. Financial leverage

2011
195,80m

m
81,55m

m
0,42

29,4 %

2012
187,06m

m
119,53m

m
0,64

39,0 %

2013
264,11m

m
72,74m

m
0,28

21,6 %

2014
300,98m

m
320,61m

m
1,07

51,6 %

2015
653,15m

m
327,34m

m
0,50

33,4 %

2016
3090,01m

m
-262,77m

m
-0,09

-9,3 %

0,47
28%

Laredo
Share price

N
o. of shares

M
arket value of EQ

N
IBD

N
IBD/EQ

Financial leverage
Avg. Financial leverage

2011
2846,06m

m
608,96m

m
0,21

17,6 %

2012
2328,67m

m
1183,54m

m
0,51

33,7 %

2013
3949,58m

m
853,39m

m
0,22

17,8 %

2014
1463,67m

m
1750,13m

m
1,20

54,5 %

2015
1687,55m

m
1385,07m

m
0,82

45,1 %

2016
3365,89m

m
1321,24m

m
0,39

28,2 %

0,56
32,8 %

Carrizzo
0,00

0,00
0,00

0,00
0,00

0,00
Avg. Financial leverage

2011
1038,48m

m
685,09m

m
0,66

39,7 %

2012
838,58m

m
915,71m

m
1,09

52,2 %

2013
2033,50m

m
742,81m

m
0,37

26,8 %

2014
1917,59m

m
1340,51m

m
0,70

41,1 %

2015
1725,29m

m
1193,10m

m
0,69

40,9 %

2016
2432,58m

m
1321,22m

m
0,54

35,2 %

0,68
39,3 %

Clayton W
illiam

s Energy
Share price

N
o. of shares

M
arket value of EQ

N
IBD

N
IBD/EQ

Financial leverage
Avg. Financial leverage

2011
922,93m

m
512,01m

m
0,55

35,7 %

2012
486,56m

m
798,86m

m
1,64

62,1 %

2013
996,92m

m
613,02m

m
0,61

38,1 %

2014
776,45m

m
676,68m

m
0,87

46,6 %

2015
359,87m

m
734,63m

m
2,04

67,1 %

2016
2086,27m

m
521,71m

m
0,25

20,0 %

0,92
44,9 %

A
verage financial leverage peer group

37,6 %
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Appendix J - Regression NYSE & CWEI 
 

 

 

 

(Compiled by authors, 2018) 

 

 

 

 

 

 

 

 

 

 

 

 

 

Regression Analysis

Variance 0,000099

Covariance 0,000146

Regression Beta 1,473543
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Appendix K – ROIC vs WACC 
 

 

(Compiled by authors, 2018) 

 


