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This Valuation E-Book is reviewed and updated from time to time based on changing Macro-
economic and Industry conditions.  Readers are directed to the date this E-Book was last updated, 

and should read it with reference to that date. 
 
 
Executive Summary 
 
Valuation E-Book #1 discusses the differences in information typically available to Takeover Experts and 
Corporate Acquirers on one hand, and Public Market Participants, defined as investors and traders in 
public market securities, Investment Advisors and Securities Analysts on the other.  In summary that 
discussion concludes: 
 
• Public Market Participants typically have less information available to them than do Corporate 

Acquirers who execute confidentiality and standstill agreements and who complete in-depth due 
diligence processes prior to closing an acquisition.  This results from prevailing Securities Laws that 
are outside the control of Public Market Participants; 

 
• the information Public Market Participants don’t have can be as, or more, important to the 

development of comprehensive, meaningful valuation determinations than is the publicly disclosed 
information they do have access to; and, 

 
• whereas individual Public Market Participants may use a form of Research (i.e. ‘Due Diligence’) 

Questionnaire or Checklist in their analysis not all do, and there is no known ‘recognized standard’ 
such document available to them. 
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From an investment perspective few business ventures arguably are as risky as those directly (or 
indirectly in the case of Oil & Gas Service Companies) pursuing natural resource opportunities.  Aside 
from financing and ‘finding’ risk, this is because natural resource industries in large part are subject to 
product price cyclicality and substantive government regulation.  Further, in the case of Small Cap Oil & 
Gas Service Companies there typically is a dependence on company management that is not present to 
the same degree to the same degree in large companies.  Accordingly, an investor needs to have a clear 
understanding of the internal and external risks specific to Small Cap Oil & Gas Service Company 
investments – and to make such investments with an appropriate idea of the returns they need to realize 
from them in order to justify putting capital at risk. These factors include: 
 
• macro-economic and other considerations under the heading ‘Investor Commentary’; 
 
• exploration and mine development; 
 
• Small Cap Oil & Gas Service Company risk assessment.  In this regard company specific 

considerations are discussed including: 
 

 Board and Management strategy with respect to whether the intention is to find and develop 
resources to then sell them to a major producer, or to build and exploit those resources as a 
producer themselves, 

 
 of fundamental importance management integrity, experience, depth, and demonstrated prior 

successful performance in and of itself and in the context of company strategy, 
 

 whether cash is on hand to fund the company’s current operations, and whether that cash is 
held in what are perceived to be risk-free investments, 

 
 the company’s property(ies) and the perceived potential related thereto, and 

 
 the existing resource base at any given point in time measured by geographic location, 

average grade, existing proven and probable NI 43-101 resources, and the perceived 
potential to expand that resource base and the timing related thereto; 

 
• the valuation of Small Cap Oil & Gas Service Companies; and, 
 
• importantly, an understanding of conventional rates of returns as contrasted to comparative rates of 

return that need to accrue to investments in capital and labour intensive service businesses under 
the heading ‘Required Rates of Return’. 

 
 

 
 

 
© 2008 - 2009, Stock Research DD Inc, all rights reserved 

 
2 



 Stockresearchportal.com Last Updated February 15, 2008 
  

Investor Commentary 
 
Given the rapid macro-economic changes that have occurred in only a few short years, resultant global 
economic interdependence, demand and supply issues combined with continuous concerns related to 
political instability and terrorism, discussion with respect to the concept of Peak Oil, and so on, investors 
and their advisors increasingly have focused on the Oil & Gas industry and to some degree on the Oil & 
Gas Service Industry.  This Oil & Gas Service Company Valuation Synopsis has been prepared to assist 
investors and investment advisors in their review and analysis of Small Cap Oil & Gas Service 
Companies.   
 
There are three fundamental concepts that need to be clearly understood (see Valuation Overview on the 
StockResearchPortal.com website for a broader discussion of Valuation Concepts and Principles): 
 
• value is specific to a given point in time, and is subject to upward or downward change as events 

external and internal to the company change over time; 
 
• the meaning of the term ‘en bloc’ value, being the value of all of the outstanding shares of a 

company which viewed collectively generally are not subject to liquidity or marketability constraints; 
and, 

 
• those things related to and affecting what is commonly referred to as a minority shareholding.  A 

minority shareholding is a share ownership position that by itself is unable to exercise control of a 
company.  Shares owned by Public Market Participants typically (although not always) represent 
minority shareholdings who value/price them based on incomplete information.  Moreover, aside 
from possible information deficiencies the price of those shareholdings at any given point in time 
may be influenced by broad stock market volatility and other factors that have little to do with their 
underlying ‘intrinsic’ or ‘stand-alone’ value – a value that does not consider synergies that might 
accrue to an arm’s length purchaser pursuant to a takeover transaction.  Further, such 
shareholdings have little or no say in the creation or timing of a ‘liquidity event’ that might result in a 
‘synergistic premium’ accruing to them from a property sale by the company or an en bloc sale of 
the company’s shares to an arm’s length purchaser. 

 
Specifically with respect to investment in shares of Small Cap Oil & Gas Service Companies whose 
shares are publicly traded, aside from other company specific research and due diligence matters set out 
herein, investors who purchase such shares either in the open market or pursuant to a Private Placement 
should focus on at least the following things: 
 
• share liquidity can be poor depending on the size of a given company shareholding and the daily 

average trading volume of that company’s shares (see details of average daily trading volumes, 
moving average trading volumes, and share price volatility in the ‘Comparators’ and ‘Company 
Details’ pages of the StockResearchPortal.com website); 

 
• the operations, and hence the operating results, of Oil & Gas Service businesses tend to cycle with 

Oil & Gas exploration and development activity levels; 
 
• careful ongoing assessment of management is both fundamental and critically important when 

considering whether to invest in any given Small Cap Oil & Gas Service Company, in particular 
assessment of: 

 
 senior management from the point of view of integrity, avoidance of conflicts of interest, 

ability to access the capital markets on comparatively undilutive terms, and the time and 
effort spent on the company, 
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 the knowledge and experience of management and staff, and whether they have worked 

successfully together in the past, 
 

 of particular importance, how well balanced is the relationship between actual money 
invested by the Board and Management, option and warrant grants and terms, and the 
number of outstanding participating shares.  Stated simply, how well are the Board and 
Management’s respective economic interests are balanced and aligned with those of 
company shareholders, and 

 
 understanding the nature of the services offered, and their prospective application and 

importance in and to oil & gas exploration and production activity; 
 
• importantly, the current and prospective supply/demand characteristics of oil and gas, and where 

the commodity price is in that cycle at any given point in time; and, 
 
• when participating in a private placement the: 
 

 number, exercise price (measured against the private placement common share price), 
 

 investment window of warrants offered as incentive to participate, 
 

 quantum of any ‘promote’ inherent in or made concurrent with the offering (i.e. a ‘promote’ 
being any special treasury share price, option, or special warrant arrangement made with 
Management in the context of, or concurrent with, the private placement), and 

 
 compensation terms of the financing agent. 

 
Investors should look carefully at whether a company (or affiliated or associated company) has a 
history of issuing unannounced options or warrants shortly after closing a private placement – 
which could be evidence of a Board and Management that places its self-interest ahead of external 
shareholder interest.  

 
Although trite, it follows as a general rule the least risky companies ought to be those companies with 
experienced, balanced management with a strong interest in the well-being of external shareholders that 
operate in stable regulatory and political environments where there is a strong expansion potential. 
 
 
Small Cap Oil & Gas Service Company Risk Assessment 
 
From an investor perspective, important timing issues, risk assessment, and company information that 
needs to be considered when deciding whether to invest and what an appropriate ‘risk related rate of 
return’ ought to include:  
 
1. The proper measurement of current business value is the present value of all future returns, where 

future returns are taken to be after-tax distributable or re-investable (in company growth) ‘free cash 
flow’.  Free cash flow in essence is after-tax annual cash flow expected to the generated over the 
life of the business less annual sustaining (or ‘maintenance’, ‘no-growth’) capital investment; 
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2. Experience and quality of the Board and Management in at least the following contexts: 
 

 reputation for integrity; 
 
 existence of critical mass, including consideration of management succession planning; 

 
 dependency (or lack thereof) on one or more individuals for exploration and production 

success; 
 
 does the company have employment contracts with key executives, and if so, what are the 

terms and conditions of those contracts; 
 
 the Directors and Management terms of reference, contracts, compensation, compensation 

policies, benefit plans and prescribed retirement age; 
 
 are any of the Directors or Officers directors or officers of any other Reporting Issuers?  If 

they are: 
 

 are their involvements with those other reporting issuers such that they will be less 
likely to satisfy their responsibilities to the company because of time and effort 
dilution?, and 

 
 do any of these relationships or any other business involvement they have create or 

result in the possibility of conflicts of interest?; 
 

• what is the extent of management’s technical skills?; 
 
• what is the extent of management’s banking, financial institution, and other important 

relationships?; 
 
• how many dollars has each Board member and senior executive invested in common shares 

of the company?; 
 
• what is the history of stock option and warrant grants to directors and officers.  Are they 

reasonable or unreasonable in the context of such things as annual compensation, the 
relationship of aggregate outstanding director and officer options and warrants to each of 
total undiluted and fully diluted common shares, and current director and management option 
and warrant policies and practice?; 

 
• what is the history and past practice of stock option replacement grants or stock option re-

pricing; 
 
• do the Board and management have a demonstrated ability to raise capital as necessary with 

time and circumstance appropriate (i.e. not excessive) dilution of existing shareholder equity 
interests?; 

 
• what is the Directors and Management prior successful experience in accumulating land 

positions and finding oil and gas reserves?; and, 
 

• what is the Director and Officer history of insider trading? 
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One of the most important factors to consider when assessing risk referable to a Small Cap Oil & 
Gas Service company is the integrity, quality, knowledge base and experience of members of the 
Board and Senior Management. It is common to find Board and Senior Management 
compensation to be comprised in part of options that provide incentive to Senior Management to 
succeed, thereby building shareholder value.  Having said that, it is particularly important to 
assess whether the Board and Senior Management has a reasoned and reasonable balance 
between their own self-interest and the economic interest of Company shareholders; 

 
 
3. Historic management guidance measured against actual results needs to be carefully reviewed, 

and the reasons for material differences assessed.  It is one thing in the case of: 
 

• an exploration company if management forecasts a drilling program at the beginning of a 
current year of, say, 30,000 feet for that year and 27,000 feet is drilled.  It is quite another if 
only 20,000 feet are drilled and there is nothing beyond management’s control (weather, 
labour strikes, etc.) that contributed to that; and, 

 
• a producer if management gives guidance with respect to production quantities and costs 

(metal prices being beyond management’s control), that are materially greater than is actually 
achieved, and there is nothing beyond management’s control that contributed to that. 

 
It may be perfectly reasonable to excuse a management that fails to meet its guidance numbers by 
material amounts in any one year, particularly if that same management has succeed in achieving, 
or not materially missing its guidance in prior years.  However, if management continuously 
materially misses its guidance for two consecutive years that ought to be seen as a serious ‘red 
flag’ by investors. 

 
4. Macro-economic prospects, both near-term and long term, for crude oil and natural gas.  The price 

of both crude oil and natural gas historically has been, and is likely to continue to be, cyclical.  This 
cyclicality is critical to risk measurement when assessing Small Cap Oil & Gas Service Companies. 
Thus it is important to have an understanding of the macro-economic climate at any given point in 
time and its possible effects on prospective prices. Examples of issues that need to be considered 
when investing in shares of Small Cap Oil & Gas Service Companies include: 
 
• prospective forecasts for continued shifting of production to low labour rate countries and the 

near-term and long term prospects for those emerging market countries; 
 
• prospective comparative country specific GDP, inflation rates, and household savings rates; 
 
• the prospective direction of the U.S. $ exchange rate measured against other currencies; 
 
• the prospective ability of the U.S. consumer to continue to spend at recent historic levels 

given U.S. housing prices and the U.S. consumer debt levels, thereby supporting emerging 
market manufacturing infrastructures; 

 
• the willingness of the U.S.’s trading partners prospectively to hold U.S. $ generated through 

trade deficits; and, 
 
• prospective crude oil and natural gas demand/supply issues. 
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5. What is the geographic location of the company’s operations? 
 

In this regard, current and prospective government stability, political risks, and political attitudes 
with respect to labour and safety laws, the environment, permitting, infrastructure, and income tax 
law and rates all bear on company risk.  Hence all are things that require careful consideration by 
investors in their respective risk assessment. 

 
6. What is the extent of the company’s third party debt obligations, and does it have off balance sheet 

obligations? 
 
7. What is the company’s cash on hand measured against capital spending programs assessed in 

combination with the extent of the company’s undrawn credit lines, and the likelihood of a 
requirement of near-term and longer term prospective dilutive primary share offerings?   

 
Importantly, the issue of what money market or other instruments in which the company elects to 
invest its cash needs to be understood.  With the U.S. sub-prime mortgage problems that came to 
market attention in August, 2007 this became ever more obvious. 

 
Oil & Gas Service Companies typically fund part of their activities pursuant to private placements 
and other primary share offerings.  In private placements warrants typically are offered as 
incentives to cause investors to purchase. In these circumstances the following things need to be 
considered: 
 
• where an accredited investor is considering investing in a private placement the term of 

escrow (typically four months in the case of a Canadian company) and more importantly the 
terms and conditions of the warrant offering that typically forms part of a private placement 
‘unit’, and, 

 
• whether there is any provision in the private placement documents with respect to director 

and management options that may be issued in the near term following the closing of the 
private placement.  Where this is the case, or in particular where such options are granted 
shortly after the closing of the private placement without disclosure in the private placement 
documents, this can be a clear sign of director and officer ‘option featherbedding’ and may 
speak directly to a circumstance where directors and officers egregiously place their own self-
interest ahead of that of their company’s shareholders. 

 
8. Is there a controlling shareholder?  If there is can the personal circumstances of the controlling 

shareholder be determined so as to conclude whether he/she/it is likely to either ensure, or militate 
against, good management practices and liquidity events? 

 
Where there is a controlling shareholder this speaks to the issues of: 
 
• the management competence of the controlling shareholder if he/she is active in 

management; 
 
• the controlling shareholder’s willingness to hire proven management if that is an appropriate 

‘arm’s length perceived’ thing to do; 
 
• the controlling shareholder’s willingness to give up control if commercial sensibility dictates 

that should happen; and, 
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• the controlling shareholder’s emotional attachment to the company and its projects, and 
hence his/her willingness to look to a liquidity event if commercial sensibility dictates that 
should occur. 

 
As a practical matter, there typically is little question that the presence of a controlling shareholder 
tends to fetter, in some cases seriously so, corporate flexibility and liquidity.  This possibility (or 
reality) should be reflected by investors in their assessment of investment risk and, all other things 
equal, should cause them in theory at least to demand higher returns then they ought to expect 
from an investment where there is no ‘control overhang’. 

 
9. What is the likely investment time frame, combined with an assessment of the timing of a likely 

liquidity event in the context of an Oil & Gas Service Company merging or selling pursuant to a 
takeover bid?  In this regard, it is important to know whether it is the company’s strategy to grow 
organically, through company acquisition or merger, or through a combination of some or all of 
those things. 

 
Given that stock markets are comprised of investors with short term to long-term time horizons, it is 
difficult to comment sensibly other than to suggest that: 
 
• the shorter period of time the investor intends to hold stock in a particular company, the less 

that investor likely needs to focus on long term macro-economic prospects, industry specific 
economics and long term commodity cycle prices; and, 

 
• in contrast, the longer an investor’s investment horizon the greater need be the investor’s 

ongoing and focused interest on those things. 
 
It is important to understand the Board’s and Management’s strategy with respect to continuous 
build versus selling the company.  

 
10. What ‘Risk Factors’ does the company identify in its annual and quarterly corporate filings, including 

the company’s and market’s perception as to ‘host country’ (i.e. the country(ies) where the 
company conducts its business) political risks, foreign exchange rates, income tax rates, and so 
on? 

 
Broadly, risk factors can be distinguished between those beyond a company’s control (i.e. its 
Board’s and Management’s control) being ‘external risks factors’, and those within a company’s 
control being ‘internal risk factors’.  Host country risks fill into the ‘external risk’ category.  A 
example of external risk is the just announced (coincident with final drafting of this Valuation 
Synopsis) Province of Alberta change in its Royalty Tax Structure that in some cases will materially 
affect the prospective free cash flows of Alberta based Oil & Gas E&P’s and hence Oil & Gas 
Service Companies whose primary business base is in Alberta. 

 
11. What are the company’s Corporate Governance policies and practice, and are they adequate? 
 
12. What is the company’s share structure, and what are the terms and conditions of each class of 

outstanding shares, options, and warrants? 
 
13. What are the company’s accounting policies and critical estimates, including the way it accounts for 

Foreign Exchange Gains and Losses, non-monetary transactions, and off-balance sheet 
arrangement disclosure, and Internal Control Procedures and Practices, and has there been a 
recent change in Auditors? 
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14. What are the company’s current and prospective financing requirements, including whether the 
company is in compliance with outstanding loan covenants? 

 
15. With respect to the company’s labour force: 
 

• is trained labour readily available, both in the context of the company itself and in the context 
of its important suppliers?; 

 
• is the labour force unionized and is so what are the contract terms?; 
 
• are there labour productivity enhancement opportunities?; and, 
 
• what Labour Laws exist in the country where the company conducts its operations with 

respect to severance and safety? 
 
16. Importantly, are funds for planned spending in hand, including contingent funds for possible budget 

overruns? 
 
17. With respect to capital assets and operating capacity: 

 
• what is company’s ‘capitalization v. expense policy’ with respect to capital equipment and 

spare parts?; 
 
• what is their technological state and state of repair and what is the dollar amount of 

forecasted capital expenditures over next three fiscal years, and are required new equipment 
and spare parts readily available?; and, 

 
• importantly, what % of Capex is of a ‘sustaining’ versus a ‘growth’ nature? 

 
18. With respect to environmental issues: 

 
• is there both a Board approved environmental policy and system of internal ongoing 

environmental surveys, prevention policies, and environmental liability audit procedures in 
place?; 

 
• are there known environmental liabilities, or have there been third-party environmental 

complaints, inspections, or examinations?  If so, how have these liabilities been quantified 
and accounted for?; 

 
• has the company commissioned Phase I or Phase II environmental studies with respect to its 

properties?; 
 
• is there adequate environmental liability insurance to cover any existing or possible 

liabilities?; 
 
• what were the prior uses of the company’s properties, and have appropriate steps been taken 

to ensure the company has not assumed environmental liabilities created by prior owners or 
lessees – including ensuring that prior owners and lessees are contractually committed with 
respect to environmental liabilities that existed when the company took the properties over?; 
and, 

 

 
 

 

• does the company have environmental liabilities related to properties it previously owned? 
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19. Other matters of interest include: 
 

• what liability insurance, operations insurance, and property insurance does the Company 
have in place?; 

 
• has the company or any of its Directors and Officers been in the past, or are they currently, 

subject to penalties or sanctions related to bankruptcy, income tax, breach of securities law, 
and so on?; 

 
• is the company or its operations subject to Government Approvals or Regulations?; 
 
• are there outstanding disputes with tax authorities, including unresolved income tax 

assessments or reassessments?; 
 
• are there known unresolved regulatory compliance issues?;  
 
• is the company a litigant or potential litigant in threatened or ongoing litigation?; and, 
 
• does the company have any contractual obligations outside it normal course of business, or 

any material contingent liabilities? 
 
 
Valuation Methodologies – Small Cap Oil & Gas Service Companies – see 
Valuation E-Book #2 
 
 
Valuation – Small Cap Oil & Gas Service Companies 
 
The first step in the valuation of any company, be it a Small Cap Oil & Gas Service Company or 
otherwise, is to understand the company’s near-term and longer term strategy. 
 
There are a number of important Small Cap Oil & Gas Service Company ‘valuation primers’.  These 
include: 
 
• the importance of a company having the financial strength to compete effectively.  At all times 

investors need to be conscious of where a Small Cap Oil & Gas Service company is in its 
maturation cycle, and be satisfied that the amount of arm’s length debt on its balance sheet is 
reasonable when measured against each of its: 

 
 tangible equity, 

 
 current and prospective cash flow from operations, and 

 
 near-term business plan, including in particular its near-term sustaining capital expenditure 

requirements and capital growth plans; 
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• importantly, persons valuing businesses who adopt what is referred to as a ‘weighted average cost 
of capital’ (a blended return on debt and equity viewed together assuming an ‘optimal’ or ‘best 
balanced risk/reward’ debt/equity ratio) discount rate to develop ‘enterprise value’ (the aggregate 
fair market value of a company’s interest bearing debt and its equity at a point in time) pursuant to 
the discounted cash flow methodology often make the simplistic assumption with respect to interest 
bearing debt that: 

 
 an arm’s length purchaser of all of the company’s outstanding shares would base their 

purchase price on enterprise value, not equity value, and would inject funds or borrow 
incremental funds (depending on whether the target company was over-levered or under-
levered) post acquisition, thereby stabilizing the post-acquisition debt/equity ratio at a level 
consistent with the assumed blended debt/equity ratio implicit in the weighted average cost of 
capital discount rate that the purchaser assumed in its discounted cash flow analysis, and 
hence 

 
 the actual quantum of arm’s length interest bearing debt measured against actual 

shareholder’s equity in any given company is irrelevant to their value conclusion. 
 

This assumption fails to consider the reduced flexibility and lack of negotiating strength available to 
a company that is over-levered versus that available to a company that is appropriately levered or 
under-levered.  Whereas this may be an appropriate assumption where there likely are multiple 
strategic purchasers for all of the outstanding shares or all or a portion of the business assets of a 
company, such multiple purchasers do not always exist at a given point in time.  Accordingly, 
irrespective of what information investors have available to them, in simple terms they should 
always consider the amount of interest bearing debt a company has on its balance sheet when 
assessing both the value and the riskiness of the investment they are making.  This is particularly 
true in the case of Public Market Participants in circumstances where: 
 

 even if the simplistic broad assumption described above is taken to be appropriate in the 
context of a sale of all of a company’s outstanding shares, in a public market context 
involving normal sized trading lots there is no day over day arm’s length purchaser acquiring 
all of the company’s outstanding shares.  In other words, unless a public company is subject 
to a takeover bid, the ‘company’s debt is the company’s debt’, and an over-levered or under-
levered position ought to be considered as adding more or less risk respectively to the 
company than would be the case if the company operates with an ‘optimal debt/equity’ ratio, 
and 

 
 a public company’s trading price inherently is assumed to consider (pursuant to the so-called 

‘efficient market theory’ – a fundamental concept underlying the Capital Asset Pricing Model 
which many securities analysts adopt, see heading Discounted Cash Flow Methodology 
following) the company’s debt/equity ratio but may not do so if the market price is influenced 
by ‘peer group’ analysis that has its basis in the aforementioned ‘enterprise value’ concept in 
circumstances where differing debt/equity ratios among so-called peer group companies are 
not notionally adjusted; and, 

  
• identification by the company of the importance of technical and operating strengths and 

weaknesses of management, presumably based on a history of past success. 
 
 

 
 

 
© 2008 - 2009, Stock Research DD Inc, all rights reserved 

 
11 



 Stockresearchportal.com Last Updated February 15, 2008 
  

Valuation 
 
The theoretically correct way to value an Oil & Gas Service Company is pursuant to the discounted cash 
flow methodology.  When adopting this methodology the key forecast variables are: 
 
• forecasted gross revenue expected to be generated from existing and prospective operations; 
 
• forecasted operating costs and general and administrative cash expenses which are deducted from 

gross revenue over each year in the forecast period, resulting in year-over-year EBITDA (earnings 
before interest, income taxes, depreciation and amortization); 

 
• income taxes which are deducted from the resulting annual EBITDA at prevailing corporate income 

tax rates (the values of income tax pools on hand are picked up separately, see following); 
 
• from the annual ‘after-tax EBITDA’ net annual capital expenditures are deducted.  Net annual 

capital expenditures in the this context basically are annual forecasted capital expenditures 
required to sustain the company’s operations at prevailing levels of activity, although where capital 
expenditures for growth are anticipated these too are included during each of the years in the 
forecast period but not in the year the ‘terminal year’ of the forecast (growth beyond the last year of 
the forecast period, if any is anticipated, is accounted for by reducing what otherwise would be the 
‘terminal value discount rate); 

 
• annual forecasted increases and decreases in cash working capital based on the resultant 

forecasts is deducted or added respectively; 
 
• the resultant annual net cash flow is discounted by a weighted average cost of capital, and a 

terminal value is calculated and discounted back to the valuation date; and, 
 
• to the resulting discounted cash flow amount are added the present value of existing income tax 

pools and redundant assets to generate an ‘enterprise value’ from which interest bearing debt is 
deducted to generate an ‘equity value’. 

 
When developing the forecast and selecting an appropriate discount rate the following things need to be 
considered: 
 
• the value of any given business, be it a Small Cap Oil & Gas E&P or otherwise, is a finite number 

that cannot be changed by arithmetic.  That is to say, if a coffee cup has a retail price of $12, one 
could derive that amount by multiplying 1 X 12, 2 X 6, or 3 X 4 all of which would result in a retail 
price of $12.  It would make no economic sense to randomly multiply any two of those multiplicands 
thereby deriving a theoretical retail price different than $12.  In the context of valuing a business 
pursuant to the discounted cash flow methodology (or any other methodology for that matter) there 
must be internal consistency between the variable adopted in the value determination.  Stated 
differently, if a forecast is optimistically developed, that should be reflected in selection of a higher 
discount rate than otherwise would be selected in order to reflect the forecast optimism.  In reverse, 
if a forecast is pessimistically developed, that should be reflected in selection of a lower discount 
rate than otherwise would be selected in order to reflect the forecast pessimism; and, 

 
• if the forecast is developed in nominal (i.e. inflation included) dollars, then the risk rate should 

include an inflation component.  If the forecast is developed in real (inflation excluded) dollars, then 
the risk rate should not include an inflation component; 
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For a more detail outline of the discounted cash flow methodology see E-Book #2 –Valuation 
Methodologies. 
 
 
Required Rates of Return 
 
Conventional ‘starting point’ ‘targeted’ ‘strategic corporate acquirer’ ‘nominal’ (i.e. before consideration of 
prevailing inflation rates) unlevered (i.e. a pre-levered ‘return on equity’) after-tax rates of return have for 
many years fluctuated in a range of 10% - 15% when developing the present value of 100% of the after-
tax ‘inflation included’ operating free cash flow of an acquisition target pursuant to a discounted cash flow 
methodology.  In recent years these so-called ‘hurdle rates’, which are applied by corporate purchasers to 
forecasted after-tax cash flows that include post-acquisition synergies expected by the purchaser, 
typically have been in the order of 10% - 12%.  
 
 
 Conventional Acquisition Target Small Cap Oil & Gas Service Companies 
   
Management Critical mass, little individual 

dependence 
Generally individual dependence 

   
Product(s)  Proven, market accepted, branded, 

established customer base 
Generally proven, market accepted, with established 
customer base, but not branded – sometimes patent 
protected 

   
Plant and Equipment In place, generally well maintained In place, generally well maintained 
   
Cost Structure Reasonably predictable Reasonably predictable 
   
Environmental Liability Risk Typically low/medium high Typically low/medium high 
   
Underlying Tangible Assets net of 
capitalized exploration costs 

Generally comparatively high Generally reasonably balanced as to debt/equity 

   
Cyclicality Risk Generally some Typically thought to be significant 
   
After-tax free cash flow Yes Yes 
   
% Equity Acquired in Takeover Typically 100% Typically 100% 
   
Investor in Marketable Securities n/a Typically less than 1% 
   
Comparative Required After-tax 
Real Rate of Return on Equity 

10% - 15% (historic – although 
latterly 10% - 12%) 

10% - 15% (historic – although latterly 10% - 12%) 

   
Timeframe - Investment Double - 
Say 

+/- 7 years +/- 7 years 
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An important distinction to be made between takeover transactions and normal course stock market 
transactions is that in the former purchasers typically reflect expected post-transaction synergies in the 
forecasts they develop.  Thus takeover transaction prices typically incorporate consideration of said 
synergies.  Such synergies may be speculatively be priced into public market trading prices where a 
takeover is believed imminent, possible, or likely, but otherwise likely are not factored into public market 
trading prices to any material degree if at all.  The comparative timeframes shown other than in the 
column headed ‘Conventional Acquisition Target’ (second column from the left) are based on an 
assumption of normal public market trading price activity.  A takeover of an Oil & Gas Service Company in 
theory should result in an investment ’double’ in a shorter period of time than that set out in the chart. 
 
The discount rates suggested for conventional businesses and Small Cap Oil & Gas Service Companies 
are broad benchmarks that are based on discussions with large multi-national and national companies 
during the 1970 – 2007 time period.  In practice, these discount rates typically are not adjusted in a 
material way except in unusual circumstances (e.g. periods of unusually high inflation).  Thus they 
represent a reasonable base from which to benchmark appropriate discount rates in circumstances of 
either higher or lower risk investments with characteristics or functionality differences significantly different 
from conventional businesses.  Other than the ‘conventional’ stated hurdle rates, the comparative 
required ‘after-tax real rate of return on equity’ rates suggested in the foregoing table have been selected 
subjectively, but almost certainly are ‘directionally correct’ in that they reflect the highest risk rates at the 
time a Small Cap Oil & Gas Service Companies commences operations, with those risk rates diminishing 
to conventional rates through its evolution to producer.  Importantly, where a discounted cash flow 
methodology is adopted important variables such as forecasted product prices, prospective cost 
structure, and sustaining capital investment over the forecast period used to develop the terminal value 
component of the calculation are reflected in the forecasted results that are discounted.  The risk of those 
forecasted prices proving to be accurate is reflected in the discount rate adopted.  It is also important to 
understand that when developing the value of either a conventional business or a Small Cap Oil & Gas 
Service Company pursuant to a discounted cash flow methodology (or any other valuation methodology 
for that matter) an inherent assumption is made that the business will survive to infinity. 


