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Project Financing in Upstream Oil and Gas Operations

Upstream oil and gas operations, also known as exploration and production (E&P), involve the search for
and extraction of crude oil and natural gas from the earth's subsurface. These operations are capital-
intensive, requiring significant investments in infrastructure, equipment, and labor. Project financing is a
common method used to fund upstream oil and gas operations. This type of financing is a loan structure
where the lender looks primarily to the cash flows generated by a specific project as collateral.

In this explanation, we will discuss key terms and vocabulary related to project financing in upstream oil and
gas operations in the context of a Graduate Certificate in Upstream Oil and Gas Operations Financing.

Reserves: Reserves are the estimated quantities of crude oil, natural gas, and other liquids that are
discovered, recoverable, and economically viable to extract. Reserves are classified into three categories:
proven, probable, and possible. Proven reserves are the most certain and represent the quantities that can
be recovered with a high degree of confidence. Probable and possible reserves are less certain and
represent the quantities that are less likely to be recovered. Reserves are a critical factor in determining the
viability of a project and the amount of financing that can be secured.

Reserve-based Lending (RBL): Reserve-based lending is a type of project financing that is specifically
designed for the upstream oil and gas industry. In RBL, the lender looks to the value of the reserves as
collateral for the loan. The loan amount is determined by the present value of the future cash flows
generated by the reserves. RBL is a popular financing method in the upstream oil and gas industry because
it allows companies to borrow against their reserves without putting their other assets at risk.

Cash Flow: Cash flow is the amount of money that a project generates after all expenses have been paid.
Cash flow is a critical factor in project financing because it is used to service the debt and pay interest.
Upstream oil and gas projects generate cash flow from the sale of crude oil and natural gas. The cash flow is
typically calculated on a net basis, meaning that all expenses, including operating, maintenance, and capital
expenses, are subtracted from the revenue.

Debt Service Coverage Ratio (DSCR): Debt service coverage ratio is a measure of a project's ability to
generate enough cash flow to service the debt and pay interest. DSCR is calculated by dividing the annual
cash flow by the annual debt service. A DSCR of 1.0 or higher indicates that the project has enough cash
flow to service the debt and pay interest. A DSCR of less than 1.0 indicates that the project may not have
enough cash flow to service the debt and pay interest, which could result in default.

Senior Debt: Senior debt is the debt that has the highest priority in the event of default. Senior debt is

Read online: https://certificates.HealthCareCourses.org.uk/guides/
3986208/project-financing-in-upstream-oil-and-gas-operations

HealthCareCourses (An LSIB brand) · 26 Jun 2026



G U I D E

typically secured by the project's assets and has a lower interest rate than other types of debt. In the event
of default, the senior debt holders are paid before other debt holders.

Subordinated Debt: Subordinated debt is the debt that has a lower priority in the event of default.
Subordinated debt is typically unsecured and has a higher interest rate than senior debt. In the event of
default, the subordinated debt holders are paid after the senior debt holders.

Intercreditor Agreement: An intercreditor agreement is an agreement between senior and subordinated
debt holders that outlines the terms and conditions of their relationship. The intercreditor agreement
specifies the order of repayment in the event of default, as well as other terms and conditions.

Commodity Price Risk: Commodity price risk is the risk that the price of crude oil and natural gas will
fluctuate, which could affect the project's cash flows and profitability. Upstream oil and gas projects are
exposed to commodity price risk because the sale of crude oil and natural gas is their primary source of
revenue. Lenders typically require the borrower to hedge against commodity price risk to reduce the risk of
default.

Hedging: Hedging is a risk management strategy used to reduce the impact of commodity price risk.
Hedging involves entering into a contract that locks in a price for crude oil or natural gas. For example, a
borrower may enter into a contract to sell crude oil at a fixed price for a specified period. This contract
reduces the risk of price fluctuations and provides greater certainty of cash flows.

Reserve Life Index (RLI): Reserve life index is a measure of the number of years that a project's reserves can
sustain production at current rates. RLI is calculated by dividing the reserves by the annual production rate.
A high RLI indicates that the project has a long life span, while a low RLI indicates that the project may have
a shorter life span.

Production Sharing Contract (PSC): A production sharing contract is a type of contract used in the upstream
oil and gas industry. In a PSC, the government grants the right to explore and produce crude oil and natural
gas to a private company. The private company bears the cost of exploration and production, and in return,
it receives a share of the production. The government receives the remaining share of the production. PSCs
are commonly used in countries with significant oil and gas reserves but limited resources to develop them.

Drillship: A drillship is a specialized vessel used for exploratory drilling in deep water. Drillships are
equipped with a drilling rig and are capable of drilling in water depths of up to 12,000 feet. Drillships are
highly mobile and can be moved to different locations as needed.

Floating Production Storage and Offloading (FPSO): A floating production storage and offloading vessel is a
vessel used for the production, storage, and offloading of crude oil and natural gas. FPSOs are typically
used in offshore fields where there is no infrastructure to handle the production. FPSOs are equipped with
production facilities, storage tanks, and offloading systems.

Jackup Rig: A jackup rig is a type of drilling rig used for exploratory drilling in shallow water. Jackup rigs are
equipped with legs that can be lowered to the sea floor to provide stability. Jackup rigs are highly mobile
and can be moved to different locations as needed.
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Semisubmersible Rig: A semisubmersible rig is a type of drilling rig used for exploratory drilling in deep
water. Semisubmersible rigs are equipped with pontoons that can be flooded to provide stability.
Semisubmersible rigs are highly mobile and can be moved to different locations as needed.

In conclusion, project financing in upstream oil and gas operations involves the use of specialized financing
structures to fund the exploration and production of crude oil and natural gas. Key terms and vocabulary
related to project financing in upstream oil and gas operations include reserves, reserve-based lending, cash
flow, debt service coverage ratio, senior debt, subordinated debt, intercreditor agreement, commodity price
risk, hedging, reserve life index, production sharing contract, drillship, floating production storage and
offloading vessel, jackup rig, and semisubmersible rig. Understanding these terms and concepts is critical to
the success of project financing in upstream oil and gas operations. By using the proper financing structures
and risk management strategies, upstream oil and gas companies can secure the capital they need to
explore and produce crude oil and natural gas while minimizing their risk and maximizing their returns.
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