
Spreadsheet Credit Analysis does not work in the Oil & Gas Industry

The oil and gas exploration industry (not the refining and marketing bit), more than any other 

industry, is full of perils for the analyst who enters the financials of a company in a spreadsheet, 

calculates some ratios and jumps to conclusions.  This works for a while when oil prices trend up 

but reveals itself to be inadequate once the price cycle turns.

Before going into the details of analyzing the creditworthiness of oil and gas exploration 

companies, let us look at the salient issues of oil and gas industry accounting.  The biggest item 

on the asset side of the balance sheet of an exploration company, among companies who file as 

per US standards is Properties, Plant and Equipment (PPE).  Oil industry accounting standards 

permit the reporting of PPE using one of the two following methods- full cost method and 

successful effort method.  In the case of the full cost method, all exploration costs are 

capitalized whether the exploration projects are successful or unsuccessful.  This capitalized cost 

is amortised as over a period of time.  In the successful effort accounting, expenditures for 

successful projects are capitalized and amortised as the reserves are produced.  Unsuccessful 

efforts are immediately expensed.  The rationale for full cost accounting is that success and 

failure in locating reserves is part and parcel of the business.  That is, to locate X amount of 

reserves Y amount of resources must be expended and hence Y must be capitalized and written 

down as the X, over many years, is produced.   There are two fatal flaws with this assertion. 

Firstly, this ignores differences between two companies, one of which has a superior seismic 

technology and detects dry wells at a higher rate before expending resources and another 

company, which does not have that technology and hence must expend resources before 

finding out that the prospect was a dud.  Secondly, as one prospects in tougher and tougher 

areas such as deep seas or in places without strong property rights (making the chances of 



expropriation higher), the old calculation from historical data of deploying X amount of 

resources to obtain Y amount of proven reserves might not apply.  So, if an analyst used the 

historical data, he might overstate future return on capital employed.   Most of the big 

integrated oil companies use the successful effort method and hence the full cost method might 

soon find its way to the museum of accounting standards.

However, while the successful effort method becomes more and more commonplace, the 

weaknesses of the method cannot be ignored by a credit analyst.  The biggest weakness was 

pointed out by dissenting board members while SFAS 19- “Financial Accounting and Reporting 

by Oil and Gas Producing Companies” was prepared.  The point raised by the dissenting board 

members was there was no necessary correlation between finding costs and value of reserves 

found.  So, they suggested that conceptually is makes sense to account for mineral reserves at 

fair value in the financial statements.  Theoretically, it is possible for company A to spend X 

dollars to procure a unit of reserve while company B spends Y dollars to procure a unit of 

reserve.   If those reserves are of identical quality, both companies A and B should state the 

same amount of assets on their balance sheet.  However, if company A was less productive and 

spent more to acquire its successful finds, it would have a higher amount of assets.  So, 

theoretically, once a company finds reserves, if it keeps spending higher and higher amounts, it 

will have higher amounts of assets and shareholders’ equity.    If the equity is overstated, so is 

the cover available for creditors.   We find it paradoxical to value the assets based on costs of 

successful efforts.  Of course, the higher asset valuation would make its effect felt through 

higher depreciation and depletion costs and lower profitability- but that happens over a period 

of time and does not assist the credit analyst from taking a call on asset valuation under multiple 

crude price scenarios.



If a company’s earnings from its assets are likely to fall, the assets are said to be impaired and 

the company is supposed to take a write down of assets so that their values are stated at levels 

where returns from their usage is equal to the cost of capital.  The successful effort accounting 

papers over this issue.   Most of the companies seemed to take a discretionary view on what 

amount of impairment charges to take- many stated that the impairment charges on PP&E is 

linked to the management view on low oil prices persisting for extended periods.  Companies 

were more forthcoming in taking impairment charges if the proven reserves were expected to 

be less than originally thought.   On the 2nd of January 2008, the West Texas Intermediate crude 

prices were quoting at $ 99.63 a barrel.  By the end of the year the crude prices were a third of 

that.   Yet, the big companies took differing amounts of impairment charges for their exploration 

assets.  Exxon Mobil mentioned in its 2008 annual report “in general, the corporation does not 

view temporarily low oil and gas prices as a trigger event for conducting impairment tests”. 

Chevron did not take impairment charges in 2008 on its PP&E account.     Shell had negligible 

impairments costs on its exploration assets.  BP took an impairment charge of $ 1 billion on its 

exploration assets.  ConocoPhillips took an impairment charge of $ 34.1 billion in 2008.  Of this, 

$ 7.4 billion was linked to the fall in value of its investment in 2004 in Russian oil company Lukoil 

and about $ 25 billion was related to writedown of goodwill in the merger between Concoco 

and Phillips.    That brings to mind another contradiction.  If one held oil investments in the form 

of quoted equity, the value of the assets would fall with market conditions.  If the oil 

investments are held as PP&E under the successful effort method, one had wide discretionary 

rights.   What then is the correct value of assets on an oil explorer’s balance sheet?

Chesapeake’s Full Cost Method of Accounting leads to an outsized Balance Sheet

Chesapeake Energy is one of the largest producers of natural gas in the US.  For its gas 

exploration activities, Chesapeake uses the full cost method under which all costs associated 



with acquiring a property for drilling, exploration and development activities are fully 

capitalized.  This capitalized item is depreciated at the rate at which gas is drilled out from a 

find.  Because of the use of the full cost method, an analyst cannot estimate what is the likely 

cash generation ability of the properties.  Full cost method is no different from a bank showing 

its performing and non performing assets together, without writing down the non performing 

ones.  So, merely because the 2008 annual report stated that the company’s capitalized gas 

properties were for $28.3 billion and its debt was $14.2 billion, one cannot say that the debt 

equity ratio was around 1:1.  Actual debt equity ratio was larger on account of the lower real 

equity due to the lower real value of assets. Chesapeake’s leveraged balance sheet means the 

company is very vulnerable if gas prices fall precipitously.   

Back of the Envelope calculation of Asset Values of an Oil Exploring Company

Obviously, we don’t have a full fledged answer for such a complex topic.  However, we have 

some rough thoughts which build on the fair value concept which the dissenters in the board 

creating SFAS 19 thought necessary.  So, our back of the envelope calculation of the net asset 

value (not including current assets) of an oil exploring company would be

PP&E assets= value of proven reserves + value of unproven reserves + value of drilling rights - 

- adjustments for potential trouble such as expropriation/security problems in troubled regions

- Clean up costs for matters such as environmental issues

Value of Proven reserves = Quantity of proven reserves * (different unit price scenarios post 

extraction costs and other costs such as royalties etc)

Value of unproven reserves = same method as above except one would try out various 

quantities of reserves (how low can it be is a question that needs to be answered)



Drilling rights can be valued at fair value if it can be sold.  Else considering the high risk nature of 

the business, from a creditor’s viewpoint, zero.

Adjustments for potential trouble depend on where the exploration resources are located.

On the current asset side, the use of the concept of “replacement cost profit” removes the 

potential reduction in value from carrying stocks.  Most oil companies disclose replacement 

cost.  This is particularly relevant in an environment of sharply falling crude prices, when the 

inventory can sharply loose value.  Also the quantity stocked can vary significantly unlike in 

other businesses.


	Spreadsheet Credit Analysis does not work in the Oil & Gas Industry
	Chesapeake’s Full Cost Method of Accounting leads to an outsized Balance Sheet
	Back of the Envelope calculation of Asset Values of an Oil Exploring Company


