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HOW WILL THE OGA’S SECR TEST AFFECT OIL & GAS COMPANIES? 

Assessing Satisfactory Returns in 
the Oil and Gas sector

The Oil and Gas Authority (OGA) recently consulted on its approach to 
assessing whether North Sea projects offer a “satisfactory expected 
commercial return”, or SECR. We explain in this paper that the OGA’s 
proposed approach differs to that applied internally by many companies 
in the sector, and may result in returns that they consider insufficient. 
This could have unintended consequences for the OGA’s objective of 
promoting investment in the sector. 

The OGA’s approach will mean that it is important for companies to ensure that they rely upon forecasts 

which are a central measure of expectations. It may therefore be appropriate to adjust projections to 

account for downside risks, but there is a risk that some companies will do this in a way that seeks to 

‘game’ the analysis.

Introduction
The OGA regulates the UK oil and gas industry with the aim 

of maximising the economic recovery of the UK’s oil and gas 

resources. It also seeks to promote investment into the sector. 

The OGA is considering its approach to assessing whether 

North Sea projects offer a SECR. It will not compel companies 

to carry out all projects offering a satisfactory return but may 

require them to sell assets or relinquish licences where they 

choose not to progress such projects.

In December 2017, the OGA published a consultation 

document which sets out its views on how the SECR test might 

be applied. In short, the returns generated by a project are 

considered satisfactory if two conditions are met. 

First, the net present value (NPV) of the project’s expected 

cash flows must be positive when discounted at the suggested 

rate (being an estimate of the weighted average cost of capital, 

or WACC, for the sector). This test is meant to confirm that the 

project has value. The OGA presents two WACC ranges to be 

used in performing this calculation: 

• 6.9% to 8.3% for exploration and production (E&P) projects; 

and

• 4.9% to 7.2% for infrastructure projects. 
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Second, recognising that capital constraints may not allow 

investment in all projects with a positive NPV, the OGA 

suggests that projects should only be deemed to offer a 

satisfactory return if the value of cash flows generated exceeds 

the required investment by a sufficient margin. This margin is 

referred to as the ‘discounted profitability index’ or DPI, and 

the OGA suggests that it should be at least 20% to 30%. 

Assessing a WACC can be 
challenging
The OGA has not set out the calculations that it or its advisers 

performed in order to arrive at the WACCs it has proposed, and 

it is not clear how the OGA would determine which WACC to 

apply within each range. 

Without going into the detail, the approach usually used 

to assess a WACC requires there to be quoted companies 

that operate in the relevant sector. While there are quoted 

companies that focus on E&P activities in the North Sea, 

there are no quoted companies that invest only in North Sea 

infrastructure, which makes it more difficult to calculate 

WACCs for this sector. Listed infrastructure companies that 

operate elsewhere may carry out different activities or be 

subject to different regulatory regimes. 

Further, in our experience, different discount rates may be 

applied within the same sector to take account of differences 

in the risk exposure of different projects.

Many oil and gas companies 
discount cash flows at a higher 
rate than the WACC
From a theoretical perspective, we agree with the OGA’s 

starting point that a project provides reasonable returns if it 

generates a return equal to the project’s weighted average cost 

of capital, or WACC. This is the overall expected return that 

providers of debt and equity financing require.

However, in our experience capital budgeting committees 

have tended to discount project cash flows at hurdle rates 

that exceed the company’s cost of capital. That is because 

companies only sanction projects that are expected to create 

economic value (projects with substantial positive NPVs rather 

than those with an NPV close to zero). This approach may also 

take account of any inherent risk of cash flow projections and 

constraints on available capital. 

The WACCs that the OGA has proposed are, in our experience, 

lower than the hurdle rates (and even WACCs) often referred to 

in the sector.

If the OGA introduces the SECR test but adopts a WACC that is 

too low, there is a risk that investors will not be able to generate 

a return that will cover their cost of capital. The mid to long 

term effect may be to deter investors from investing in the UK 

continental shelf, contrary to the OGA’s aims.

The effect of the DPI test 
depends on the situation
To some extent, the DPI test will mitigate the effect of adopting 

a relatively low WACC. However, the effect of the DPI is more 

complex than simply adding 20%-30% to the minimum 

required return; its effect depends on the timing and profile 

of cash flows. In particular, the OGA’s proposed tests may 

result in some short term projects being required to generate 

relatively high returns to be satisfactory, but require longer 

term projects to generate more modest returns to meet this 

threshold. Compared to the application of a hurdle rate, the 

DPI test introduces a potential bias against shorter projects 

meeting the SECR since it requires all projects to provide at 

least a 20% to 30% return on investment no matter how short 

the project. 

A robust cash flow forecast is 
essential
So far, we have focused on the reasonableness of returns 

generated by a project. Before assessing these returns, it is 

necessary to have a forecast of the cash flows that the project 

will generate. These forecasts should be a central estimate 

of the performance of the project. Not taking account of all 

risks will result in the expected profitability of the project being 

overstated. 

Companies often discount project cash flows at hurdle 

rates that exceed the company’s cost of capital. The OGA’s 

SECR test will not permit such an approach and so it will be 

important for oil and gas companies to ensure that project 

risks not reflected in the WACC are incorporated into their cash 

flow projections.
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If the OGA introduces the SECR test but 
adopts a WACC that is too low, there is 
a risk that investors will not be able to 
generate a return that will cover their 
cost of capital. This might have the effect 
of reducing investment in the sector, 
contrary to the OGA’s aims.
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Assessing the likelihood and severity of all risks to cash flows 

can be a challenging and subjective exercise. Some companies 

may use this as an opportunity to influence the outcome of 

the SECR test. In particular they may attempt to overstate the 

downside risks affecting their projects, so reducing the cash 

flow forecasts that they provide to the OGA and reducing the 

returns they forecast the project will generate. To avoid any 

suggestion of calculating unduly low returns, companies will 

need to ensure that they forecast cash flows in a justifiable way. 

Conclusions
The OGA has not yet confirmed its approach to assessing 

satisfactory returns. Whichever approach it takes, the OGA will 

need to balance two potential concerns. 

First, the SECR test might have unintended consequences for 

the OGA’s objective of promoting investment in the sector. 

The WACCs that the OGA has proposed are, in our experience, 

lower than the hurdle rates (and even WACCs) often referred 

to in the sector. Firms may therefore fear that they could 

be pressured to invest in projects they would otherwise not 

undertake. 

Second, some companies may seek to ‘game’ the system so 

that the test’s effectiveness is reduced. Companies should 

ensure that any analysis of expected returns is performed 

using cash flow projections that are appropriately risk 

adjusted. If a company incorporates unnecessarily large risk 

adjustments, this will reduce the returns that it forecasts. 
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Companies often discount project cash 
flows at hurdle rates that exceed the 
company’s cost of capital. The OGA’s 
SECR test will not permit such an 
approach and so it will be important for 
oil and gas companies to ensure that 
project risks not reflected in the WACC 
are incorporated into their cash flow 
projections.


