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n this paper we present an index that measures how ‘Supermajors’
as a group have been performing over the years in developing
their reserves. The index indicates that recent efforts by industry

players to decrease their costs have had some impact in reducing the
cost of their development activities. However, the index is still relatively
high in the historic context even though it is around the levels seen in
2013. More actions are needed not only to reduce the cost of developing
new assets and meet future demand but also to address the structural
cost problem of the industry.

Why we are Looking at Development Cost?
The collapse in oil price since mid-2014 has affected the oil and gas
industry more deeply than many industry participants anticipated
originally. Corporate earnings have fallen sharply, investments in new
projects have been cut significantly, and the industry has experienced
widespread job losses. This ‘lower for longer’ oil price environment
has forced oil and gas companies to look hard at their cost structures
that escalated dramatically in the years preceding the collapse of the
oil price.

The industry has taken a number of steps to reduce costs and survive
this prolonged slump in prices. These steps include cutting exploration
investments, reducing operating costs through improved efficiency and
productivity gains, standardizing and simplifying processes and design
to reduce the costs of developing assets. These steps have generated
significant cost savings for the industry. For example, Statoil recently
reported a 20% reduction in the estimated development cost of its
Johan Sverdrup oil field and BP reported more than a 50% reduction
in the development cost estimate of its Mad Dog Phase 2 project in the
Gulf of Mexico.

In spite of these cost savings, a recent study by Wood Mackenzie
suggests that as much as four million barrels per day of production
required to meet demand by 2025 would be unsustainable if Brent
price remains below $85 per barrel.

Furthermore, there are concerns in the industry about the sustainability
of the cost reductions achieved over the last couple of years. A significant
part of the industry’s cost reduction was achieved because oil services
companies offered deep rate cuts in order to keep their businesses going
during this downturn. There is a good chance that these rate cuts would

be reversed when the market improves and operators begin to invest
more. Many industry observers argue that most of the recent cost
savings would be lost when investment activity in the industry picks
up in line with improved market conditions.

More actions are clearly needed not only to reduce the cost of developing
new assets and meet future demand, but also to address the structural
cost problem of the industry. Therefore, cost reduction will remain the
focus of the industry over the coming months and years.

Of the three major cost categories (exploration, development and
operating costs) reported by the oil and gas companies, development
cost is the most significant, accounting for more than 55% of these
costs on average between 2009 and 2015 (see chart 1).

Sustainable reduction in development cost is therefore crucial to
achieving lower breakeven prices and ensuring that projects remain
feasible during periods of adverse price swings. In turn, this not only
ensures a stream of stable and sustainable cash flows in a low oil price
environment but also allows the company to capitalize on price upswings.
Despite the importance of development cost on a company’s bottom
line, the industry currently lacks a widely accepted measure for tracking
the efficiency of a company’s development costs. Industry analysts
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The ‘lower for longer’ oil price environment has forced oil and gas companies to look hard at their cost structures.
Despite development costs accounting for more than 50% of total costs, the industry currently lacks a widely accepted

measure for assessing efficiency in this area.
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Chart 1: Cost distribution of ‘Supermajors’ as a group
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*‘Supermajors’ group consists of Shell, BP, Total, ENI, Chevron,
ExxonMobil and ConocoPhillips. Production costs reported in the ‘Costs

Incurred’ statement have been taken as a proxy for operating costs.
Production cost data do not include production tax.



and observers typically look at ‘Finding and Development’ (F&D) cost
to measure how efficient a company is in replacing its reserves.

While this measure serves as a reasonable proxy to estimate the overall
cost of replacing reserves, it does not provide a good picture of how
efficient a company is in developing its assets and monetizing its
reserves. There are several reasons for this.

In order to understand how efficient a company is in developing its
reserves, one needs to compare the development costs incurred with
the changes in ‘Proved Developed’ reserves. F&D cost does not capture
these changes adequately.

On the cost side, as well as development cost, the numerator includes
both exploration cost and acquisition cost associated with unproved
properties. For a given amount of reserves, this would underestimate
the development cost efficiency of a company.

Even if we exclude exploration and acquisition costs, F&D costs focuses
on proved reserves, which is the sum of proved undeveloped and proved
developed reserves. Since proved reserves volumes would be higher
than proved developed volumes, F&D costs would overestimate the
development cost efficiency of a company for a given amount of
development cost.

Supermajors’ Cost Index
Our proprietary method of measuring this efficiency addresses these
limitations. Based on our method, we have developed a cost index to
measure the development cost efficiency for the industry’s Supermajors:
BP, Shell, ENI, Chevron, ExxonMobil, Total and ConocoPhillips.

As industry leaders, these companies often set the tone for the rest of
industry in many key aspects, ranging from reducing the cost of major
development projects via design and process simplifications to leading
(or postponing) the exploration and development activities in challenging
frontier basins. Therefore, movement in this ‘Supermajors’ Cost Index’
would provide us with valuable information about how efficient the key

players in this industry are in developing and monetizing their reserves.
This in turn sets an important benchmark for the rest of the industry.

Furthermore, changes in this index would also give us crucial information
about the underlying cost pressure that these firms and by extension
the industry as a whole are facing. A rising index in this case would
typically highlight increasing cost pressure across the industry and can
be used to prompt industry-wide actions to prevent recurrence of
runaway cost escalations, as has on occasion been seen in the past. On
the other hand, a falling index would indicate easing of cost pressure
and how successful various cost reduction measures have been in
bringing costs down to a more sustainable level.

Our ‘Supermajors’ Cost Index’ suggests that development cost per
barrel of oil equivalent (BOE) for Supermajors as a group increased
by a staggering 66% between 2011 and 2015. However, the index
after reaching its peak in 2014, declined by around 17% in 2015
(see chart 2). This indicates that efforts by industry players to decrease
their costs have had some impact in reducing the cost of their
development activities.

Chart 2: Supermajors’ Cost Index – evolution of development costs

*Supermajors group consists of Shell, BP, Total, ENI, Chevron,
ExxonMobil and ConocoPhillips.
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The index is still relatively high in the historic context though it is
lower than the levels seen in 2013. Nevertheless, further actions are
urgently needed to bring costs down to more sustainable levels.

Considerable variations exist within this group. Among the seven
companies analyzed between 2011 and 2015, we found that ENI’s
performance improved the most (see chart 3). We estimate that its
development cost efficiency improved by 32% between 2011 and 2015.
Although Chevron’s development cost efficiency improved by 6%
during this period, at the end 2015, it was still 25% higher than its peer
group average.

ExxonMobil’s development cost also improved during this period.
While the development cost per BOE for Supermajors as a group went
up by 66% between 2011 and 2015, ExxonMobil’s cost went down by
5%. As a result, by the end of 2015, ExxonMobil had the lowest
development cost per BOE among its peers.

On the other hand, Shell’s development cost efficiency deteriorated
during this period. As a result, by the end of 2015, it’s development
cost per BOE was more than 50% higher than the industry average.
We estimate that Shell’s development cost per BOE was $27.80 in
2015 while it was $18.39 for Supermajors as a group.

Development cost efficiency also declined between 2011 and 2015 for
both Total and BP. Our estimates show that by the end of 2015, Total’s
development cost per BOE was approximately 21% higher than its
peer group average. However, although BP’s development cost per
BOE more than doubled during this period, it is still lower than its peer
group average.

ExxonMobil and ENI were the best performers again when we
analyzed how these companies performed between 2014 and
2015 (see chart 4). Compared to 2014, ExxonMobil and ENIs’
development cost efficiency improved by more than 35% and 33%
respectively in 2015. Total’s development cost efficiency also
improved during this period, while Shell and BP’s development cost
efficiency deteriorated.

Looking ahead, we expect the Supermajors’ cost index to continue to
drop in 2016 as development costs continue to fall further in 2016.
This will be reflected in our next update once these companies have
published their annual reports for 2016.

Making Costs More Sustainable
As our index has shown, various cost reduction measures that industry
players have undertaken over the last year or so have undoubtedly
reduced the cost of developing assets. While operators remain confident
about further cost deflation in 2017 and beyond, oil services companies
and as well as many industry observers expect costs to go up as demand
for services improves.

So, will costs inevitably escalate as predicted? The answer depends on
a number of factors and the scenarios that will eventually materialize.
Oil and gas companies’ appetite for new investment are likely to remain
subdued given that prices are expected to remain below $60 over the
next year or so. In addition, the continuation of the current low-price
environment in 2017 means that cost reduction will remain a key
priority for the industry.

At the same time, some of the subsectors, such as offshore oil rigs are
suffering from both low utilization and oversupply of rigs. As a result,
the rates offered by services companies are likely to remain at current
suppressed levels in 2017.

However, looking beyond 2017, operators will eventually have to
increase their investment activities (both in terms of developing assets
and finding new reserves) in order to replace their depleting reserves.
This would invariably increase the demand for services, putting upward
pressure on rates and consequently on costs. Given that a significant
part of the cost savings achieved in recent years came from the fall in
suppliers’ rates, there is a genuine concern among industry participants
regarding the sustainability of these cost reductions.

To be clear, not all cost savings would be lost if suppliers’ rates go up.
A number of cost-saving measures such as optimizing logistics and
production operations, simplifying processes, adopting lower cost

Chart 3: Supermajors’ Development Cost per BOE – 2011 vs 2015

*Three-year weighted average Development Cost per BOE,
measured in US $.
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Chart 4: Changes in Development Cost between 2014 and 2015 (%)

*Negative percentage reflects reduction in development cost per BOE
and therefore, improvement in development cost efficiency.
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drilling techniques, and so on, are not dependent on third party
rates. These measures will continue to help the industry keep a check
on costs.

Nevertheless, as the era of ‘peak supply’ gets replaced by ‘peak demand’
it is clear that too many projects are still unsustainable at prices below
$60 per barrel. And there is very little room left (if any) to drive third-
party rates even lower to improve the commercial viability of these
projects. A new approach is therefore needed in order to make the
industry truly sustainable around the $60 price mark.

We believe that the industry needs to take a more long-term view in
order to address its structural cost problems and make cost savings
more sustainable. Not only do we need greater collaboration between
operators and service providers, but we also need oil services companies
to be incentivized appropriately to find innovative ways to cut costs.

This type of approach is quite common in the construction and car
industries. In these industries, the customers work with their preferred
supplier from an early stage to find innovative ways to reduce project
costs. Suppliers are incentivized to find innovative cost saving solutions
because they receive a share of the cost savings as ‘bonuses’. There
are plenty of examples of how this kind of collaborative and incentivized
agreements has resulted in significant cost savings for these industries.

Of course, by sharing the some of the cost savings with the contractors,
operators won’t be able to internalize 100% of the achieved cost savings.
This may seem somewhat counterintuitive to many. But this is where
the industry needs to take a longer term view, beyond the current quarter
or year, in order to fully appreciate the benefits of this kind of approach.

In the short term, operators may be able to achieve more cost
savings by driving down already suppressed third-party rates even
further. In such instances, rates would invariably go up when activities

pick up and the cost savings achieved during this period would be lost.
On the other hand, cost reductions achieved through appropriate
incentive mechanisms and collaborative working agreements
would be more sustainable and less susceptible to upticks in
investment activities.

In this low oil price environment where further cost savings are necessary
to make many of the projects commercially viable, we believe that the
industry stands to gain more from collaborative and incentivized
working agreements rather than focusing on short term cost savings
and fluctuating between periods of cost deflation and escalation.

Some oil and gas players have already taken steps towards this approach
and started to involve their preferred suppliers from an early stage. For
example, BP, Rosneft and Schlumberger have recently reached an
agreement to collaborate on seismic research to improve ‘the efficiency
of exploration, appraisal and field development’ activities.

Whatever form it takes, collaboration with appropriate incentive structure
would be the key to prevent the recurrence of the runaway cost
escalations of the past and to make the industry’s activities more resilient
to adverse price movements.
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