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With expectations that the oil and gas prices will remain lower for longer,

the energy industry is undergoing a drastic restructuring. How will companies
weather the impact and adapt? What is the financial optionality as capital
tightens? How can risks from changes in local regulations be mitigated?

Enclosed are two related articles discussing how Chief Financial Officers and Treasurers
are adapting to these changes and working closely with their banks to embed resilience
into their global strategy.

We hope you will find these pieces to be informative and insightful. As you read the
articles, we invite you to let us know how we can deepen our relationship to support your
financing andtreasury goals and objectives.
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Adapting to “Lower for Longer”

Low commodity prices in 2015 prompted energy companies to drastically
revise their operational, capital expenditure, finance and risk management
plans. Industry-wide, capital expenditures fell an estimated 45% in 2015
versus 2014. For 2016, the outlook suggests continuing frugality as the
prevailing industry view is for oil and gas prices to remain “lower for longer.”
As one way to partially address these challenges, companies can seek
support and advice from their banks, writes Jim Reilly, Vice Chairman and
Global Head of Energy Corporate Banking at Citi.

Jim Reilly

Vice Chairman

and Global Head of
Energy Corporate
Banking, Citi

The dramatic fall in commodity prices since
the fourth quarter of 2014 has rewritten the
playbook for energy companies. While the
upstream and oilfield service segments of
the industry have been the most severely
impacted,nosegmenthasescapedpain.

The WTI and Brent benchmark oil prices finished
2015 at roughly $37 per barrel. Most observers
expect WTI to average between $39 and $49
per barrel in the coming year, with Brent running
$3-$5 per barrel higher. At the bullish end of
that range, oil prices would firm up in the second
half of 2016; at the bearish end, strength would
comeinsteadin2017. Henry Hub natural gas
prices were similarly depressed atyear-end.
With a huge resource base, high inventories

and unseasonably warm weather this winter,
neither the immediate nor the long-term outlook
is bullish for natural gas pricing. In concert,
demand for drilling rigs, oilfield services and
equipment and labor has plummeted.

In such an environment, both large and small
companies face significant challenges. Some
weaker oil and gas players have already filed
for bankruptcy, and credit ratings and outlooks
across the industry have been broadly
reduced. All companies are reconsidering

how they manage their cash and liquidity and
capital programs, as well as the most efficient
manner to fund them.

While energy companies willundoubtedly
experience challengesinthe coming months,

it is important to recognize that support and
advice are available. As cashbecomestighter,
Citi can help corporates manage their liquidity
with a wide range of solutions. Moreover, while
the backdrop of low commodity prices makes it
harder to raise financing, there are a number of
alternatives available.

A prolonged period of
low oil prices

The current low oil price, which is expected to
rise only moderately in2016 and 2017, has a
number of supply and demand drivers —none of
which are likely to disappear in the short term.

The American shale revolution fundamentally
changed the oil supply equation, as ithad done
earlier with natural gas, with the United States
now among the top oil producers globally.
Supply has also increased from Canada, Russia,
Iraq, Kuwait, Saudi Arabiaand deep-water
sources, and itmay soon be augmented by
exports from Iran. Unlike times in the recent
past, OPEC-or,really, SaudiArabia—has
refused to cut production to rebalance the
market. At the same time, modest growth in
the United States, and sluggisheconomiesin
Europe and Latin America have led to lower
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demand. Andin China, wherethe economyis
still expanding faster than in the rest of the
world, energy demand is lower than anticipated
evenayearago.

The result is that the world is currently
producing over a million barrels of oil per

day morethanis being consumed. While this
oversupply is unlikely to change dramatically
in the near term, there are several significant
variablesinthe mediumterm: U.S. production
decline, already underway, is likely to accelerate;
Saudi Arabia may decide that lower production
is a price worth paying to buoy prices; demand
in China could pick up if the economic growth
rateincreases; and, inthe background, the
prospectofgeopolitical shock remains.

The implications of lower prices

At current production volumes, the oil price
fall has led to a drop in revenues across the
industry of around $1.5 trillion a year.

While falling revenues have been cushioned
by lower service costs, the meticulous
management of expenses, and productivity
gains, this represents only a fraction of lost
revenues. The resulting drop in operating cash
flows has prompted a steep decline in capital
expenditures among upstream companies.

Larger oil and gas producers are necessarily
better placed to weather the decline in
revenues. Smaller producers, many of which
are backed by private equity firms and are
highly leveraged, will face greater challenges
as their capital structures were predicated on
high oil and gas prices. At current prices, many
companies are not viable — already, a number of
bankruptcies of small companies have occurred
in the United States. Along with producers, the
impact of lower commodity prices has hit the
oilfield services segment the hardest. To date,
midstream and downstream companies have
fared reasonably well.

Small and medium-sized producers typically
borrow via Reserve-Based Lending (RBL) bank
facilities, a type of secured financing specific
to the oil and gas business. Financing terms for

the following six months are reset based on
current oil prices and production outlooks. The
2015resetsreducedfunding availability by 15-
25%,o0naverage. Mostcompanies were able
to absorb that liquidity decrease via reduced
expendituresand, insome cases, otherdebt
and/or equity financing. However, lower prices
will mean even further reductions in borrowing
availability. With a historically low percentage
of production hedged, there will be few gains
to offset low prices. Many companies could
face a liquidity shortfall, which may accelerate
industry consolidation and increase the
number of bankruptcies.

In the liquefied natural gas (LNG) industry, the
impact of lower oil prices is more nuanced.
LNG prices are typically linked to a basket of
oil prices under long-term supply agreements.
Therefore, the slump in oil prices has dragged
down LNG prices. Unlike oil, natural gas trades
at different prices around the world. The
arbitragebetweenU.S.and Asianand European
LNG prices offsets the cost of specialized
facilities and ships. However, the decline in oil
prices has resulted in this arbitrage shrinking,
undermining the viability of the market.

The cost of LNG facilities and shipsiis
immense and these projects can take years
to build, with cost overruns being a common
problem. The elimination of a comfortable
arbitragebetweenU.S.and Asianand
Europeangas pricesintroduces significant
risk into the LNG market that may stifle
investment, at least in the short term.

While declinesin LNG prices willundoubtedly
cause disruption, the impact of price changes
will be lessened to some extent by the
predictedlong-term growth in LNG demand
and the inevitable reduction in development
costs driven by lower near-termdemand. LNG
is seenas asource of cleaner energy and has
therefore been prioritized by governments over
more polluting fossil fuels, such as coal. Asa
result of this anticipated long-term demand,
many planned liquefaction and transportation
facilities will be built, although the timescale for
their completion is likely to be pushed out.

The world
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Adapting to weaker revenues

The sharp fall in revenues has increased companies’ focus

on liquidity. The largest firms have the greatest flexibility
and many have already increased the size of their banking
facilities or tapped the investment grade bond market. Before
marketsstalled,smallercompaniesaccessedhighyield,
second lien, and equity markets in order to augment liquidity.

As financing conditions become tougher, and traditional
sources of finance such as the bank, bond and equity
markets become harder to access, energy companies are
increasingly turning to alternative sources of finance, which
can take into account their capital structures, improve their
credit profiles, and support greater financial flexibility.

Alternative sources of capital include volumetric production
payments, project finance, exportagency finance, supplier
finance and asset-based lending, the latter typically against
receivables and inventory. Strategic alternatives, although
made more difficult by an uncertain market, also provide a
capital source; these include divestitures, corporate spin-
offs, and subsidiary IPOs such as master limited partnerships
(MLPs). Evenlargercompanies areinnovating: an oil

major raised billions by issuing a hybrid bond; a national

oil company sold a “century bond” with a hundred-year
maturity; several large-cap independents monetized their
royalty interests in the public equity market.

Improving cash management and
managing Vvolatility

Giventhecurrentenvironment, companies are also seeking
to improve their working capital management. One large

oil company, which is a large user of the commercial paper
(CP) market, significantly reduced its historically high cash
balance by using it to fund a committed capital expenditure
program. To ensure sufficient liquidity should the CP market
fail to deliver funding at an attractive price, they have
established sizable overnight lines with their cash banks.

Companiesare alsofocusingontheircashmanagement
and are seeking to gain real-time visibility into where their
cashis, how fastitis concentrated and how it is invested.
Consequently,companiesare increasingly fine-tuning their
cash managementstructures to unlock valuable internal
sources of liquidity.

Until oil and gas prices improve, commodity hedging will

be stagnant. However, when activity returns, larger energy
names will reconsider their approach to hedging in order to
reduce their revenue volatility and potentially boost their
share prices. Consequently, while smaller companies will
remain the most active, large cap producers are expected to
increase their hedging in the future.
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Onaselective basis,some LNGbuyersand producers are
now considering hedging strategies in order to minimize
volatility. Several have already executed LNG price hedges.
Asamarketfor LNG hedging emerges, companies needto be
confident in the strength of their counterparties, particularly
giventhe scale and tenor of LNG projects. AsaLNG cargo
trader, Citi brings insight into LNG market dynamics and
provides additional liquidity to this emerging market.

Working with a trusted advisor

Companies active inthe energy sector face challenging times
and will have to make many tough investment decisions if
prices remain low for a prolonged period, as is expected. Not
all challenges are financial, of course. Still, there is value in
companies investigating their financing options and focusing
onimproving their cash and liquidity management.

Citiis an important player in both energy finance and
transaction services and understands the issues that
companies mustaddress. Mostsignificantly, Citihas an
energy industry-dedicated team with experience, expertise,
tools and solutions to help companies overcome specific
challenges. By working with a trusted advisor, companies
can navigate the difficult times ahead and ensure they
remain on track to meet their strategic objectives.
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Building a Resilient Treasury for 2016

At a time when energy companies are already undertaking major cost and
portfolio restructuring due to the collapse of oil prices, the pace of regulatory,
tax, economic and geopolitical changes are creating new headwinds.

Peter Langshaw

Managing Director,
Global Sector Sales
Head for Energy,
Power, Chemicals &
Metals and Mining,
Treasury and Trade
Solutions, Citi

Treasurers are having to play a major role

in steering the business through choppy
regulatory and economic waters. In particular,
the numerous regulatory changes occurring
acrossgeographies, which are notalways
synchronized, are affecting the ability of
companies to optimize their organization’s
global treasury strategy. Furthermore, the
‘Balkanization’ of financial markets is also
reshaping how banks interact with their clients.

Inresponse, treasurers are quickly becoming
more market/regulatory-oriented and flexible
to embed resilience into their treasury strategy,
writes Peter Langshaw, ManagingDirector,
Global Sector SalesHeadfor Energy, Power,
Chemicals & Metalsand Mining, Citi Treasury
and Trade Solutions.

Changing Regulatory and
Environmental Forces:
A Treasurer’s Dilemma

Over the pastdecade, treasurers have putin
place fixed strategies to rationalize, centralize
and standardize cash management processes
to improve liquidity, operational efficiency,
enhance working capital and mitigate

risks. These efforts have provided a solid
foundation for treasury management and
continue to be best practices globally. Indeed,
these efforts have been intensified in recent
months, driven by the need to drastically cut
capitalexpenditure (CAPEX)andoperating
expenses(OPEX)toreducecostanddebt.

More recently, companies are facing an
unintended new set of cross-border business
challenges derived from market shifts,
government and policy intervention. Basel
Il and Dodd-Frank, for example, are having
a significant impact on how companies
manage their traditional bank relationships

andinvestmentstrategies. Under Basellll,
banks now compete for companies’ cash flow
operating accounts to improve risk-returns,
therefore enabling them to maximize the
interest yield they can return to treasurers.

A large oil company operating in Latin America,
for instance, has had to re-categorize their
operating accounts and apportion them to their
major deposit taking global banks to receive
the highest possible returns under the new
regulatory regime. In other cases, monetary
policy changesin Europe haveresultedin
negative interest rates for certain currencies.

Basel Il is redefining how banks are managing
their financing efforts. Alternative funding
sources and the flexibility to leverage other
liquidity techniques, such as pre-export
financing, commodity trade finance, export
agency financing and structured trade finance,
are becoming increasingly important, especially
as the traditional debt capital markets tighten
and bond spreads widen. Certain banks

have developed designated oil programs to
help finance using the trade flows, including
discounting future cash flows from captive and
third-party trading companies. Additionally,
the implementation of Basel Il has different
impacts on different markets. For example,

in relation to European banks, some pooling
providers, including EU-based banks, will

be strongly affected by recent regulatory
capital rules. Due to these capital requirement
constraints, some banks may decide notto
offer notional pooling in Europe.

New regulations in Europe, which have the
objective of increasing transparency in financial
markets and clamping down on speculation and
reduce systemic risk, are also coming into play.
For instance, non-financial companies used

to be exempt from the Markets in Financial
Instruments Directive 1 (or MiFID 1), but this
has now changed under MiFID II. This new
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regulation is bringing many commodity trading Another global trend is playing out in the Alternative
companies into full regulatory scope; which context of tax transparency. This is being driven .
requires them to hold regulatory capital and by the Organization for Economic Co-operation fundlng
liquidity and be subject to regulatory oversight and Development (OECD) Base Erosion and sources and
by their local authorities. There are caveats Profit Shifting (BEPS) initiative as well as the Sy
and exemptions to this, depending on the OECD’s Common Reporting and Due Diligence the ﬂeX|b|I|ty
specific activities of these firms and a detailed Standard (CRS) and will require corporates to |everage
review will be needed to establish what will be to revisit the way they operate their tax and . -
required. Atthe same time, companies will have liquidity structures to allow countries to tax other |IC]UIdIty
to restructure their financial processes globally local profits. techniques,
in order to successfully navigate between the
U.S.Dodd-Frankandthe Europeanrulesabout suchas
derivatives trading and reporting. pre_export
financing and
structured

Diagram 1: Changing Environmental Forces .
g ging trade finance,

are becoming
increasingly
important.

Geopolitical

Economic Markets

ing Regu/gy;
63(\\’\ ttoos

Global
Fluctuations Treasury —
Strategy

Taxes
Subsidies

Sy

)
a Ao®
nking Requ\at\

Commodities Price Regulatory

-
© -

Fiscal Creep

Globally Resilient Treasury




10 Institutional Clients Group

Changing Local Landscapes

In the same vein, at the local country level, fast changing
landscapes have become the norm, especially in the
emerging markets — where many countries are facing
significant economic slowdown, local currency devaluation
and regulatory and fiscal reforms.

These changing local landscapes can create new business
opportunities or challenges for corporations. In Brazil, for
example, there have been both prizes and pitfalls from a
treasury standpoint. On one hand, Brazil is now offering
attractive investment opportunities for investors, with
over $13 billion of oil assets for sale started in 2015 and
continuing into 2016. On the other, the corporate income
tax system is now having new implications for the financial
revenues of non-financial companies. In Argentina, the
recently elected government ended four years of foreign
exchange (FX) controls with the aims of streamlining
imports/exports and increasing investors’ confidence in
the economy. From a treasury perspective, this measure is
expected to facilitate the repatriation of capital.

In the United States, the Federal Reserve raised the interest
rate for the first time in a decade. This rate increase and
the likelihood of additional increases in 2016 will generate
additional challenges for corporations with significant
exposure to emerging markets, as profits will be impacted
by the raise of the value of the U.S. dollar against emerging

o e e

from one region to another.

e O

Engine (GCE) to help mobilize funds
globally. ‘Against-the-Sun’ and ‘Follow-
the-Sun’ end-of-day automated sweeping
structures now ensure that energy clients
have increased optionality to avoid losing
value on their funds as they move them

markets’ local currencies. In Mexico, the passing of the
landmark Energy ReforminDecember2013endedthe
Mexican government’s monopoly onthe oil, petrochemical
and power generation sectors. These structural reforms are
aimed atincreasing productivity and the efficiency of the
energy sector by attracting private investment. In Nigeria,
with the aim of uniquely verifying and identifying account
signhatories and electronic banking authorizers, the Central
Bank has introduced the Bank Verification Number (BVN).
Failure to comply with the BVN guideline will result in the
accountbeing updated as a Post No Debit (PND) which will
not allow debit transactions to the account.

The above examplesillustrate recent opportunities and
challengesthathave emerged globally, regionally and locally.
Given this market state, strategic optionality and financial
flexibility have become the order of the day.

Embedding optionality has always been fundamental in the
energy industry to maximize returns and mitigate risks.
With projects typically having large capital commitments
and long lead times, the success of many corporate projects
have depended on having optionality and financial flexibility
embedded in terms of a capital structure, adaptable legal
andcommercialterms.

This same concept of financial optionality is now being
increasingly applied at a treasury level to prepare for the
unknown. For example, in Brazil, intercompany funding, trade

<] .
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finance techniques (pre-export financing or discounting of
internationalreceivables) or FDIC (Fundosde Investimentoem
Direitos Creditorios) structures all provide different liquidity
options with major contractual implications.

By partnering with global banks with strong local
capabilities, treasurers can increase their strategic flexibility
and leverage them as their 'eyes and ears’ on the ground.

Treasury Techniques for
Increasing Resilience

1. Optimizing Visibility and Control over Global Cash
Faced with significant currency devaluations in the emerging
markets, many treasurers are responding by holding their
liquidity and operating accounts offshore in U.S. dollars and
relying less on local currency accounts. Energy companies
have been relentless in seeking visibility and control of
global cash so that they can mobilize it to where it is most
needed and optimize returns for the company. To help with
this quest, Citi has developed a Global Concentration Engine
(GCE) to help mobilize funds globally. ‘Against-the-Sun’ and
‘Follow-the-Sun’ end-of-day automated sweeping structures
now ensure that energy clients have increased optionality
to avoid losing value on their funds as they move them

from one region to another. This is becoming increasingly
important as investment and oil trading patterns change
more directionally from West to East. In addition, trapped
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cash techniques such as interest optimization assures
companies are maximizing returns globally. While gaining
control over global cash is important, having in place a
flexible global cash management structure that can quickly
be adapted to changing market conditions, and is therefore
more resilient to changing regulatory landscapes, is critical.
Discounting of trade receivables and risk participation have
also been widely used to boost liquidity.

2. Focus on Restructuring and Operational Efficiency
Many companies have re-engineered their key end-to-

end financial processes to drive operational excellence

and straight-through processing (STP) across their key
financial processes. This has helped release important
cash flows by improving general administrative expenses
(G&As) and working capital efficiencies. Where trading
models allow, a greater adoption of shared service centers
(SSC) continue to be an important method to drive down
OPEX. ‘Offshoring’ (i.e. outsourcing) and restructuring

less critical processes and roles has also been atthe
forefront of reducing costs through reduced headcount
andoverhead. Rationalizing bankingrelationships andthe
use of efficient payment methods continues. Furthermore,
since Travel and Entertainment normally represents the
third largest controllable expense, energy companies are
looking to adopt a single global commercial card platform,
which can be leveraged to significantly reduce payment and
administrative costs. For example, a large oil multinational

Citi presence
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Energy
companies
continue

to reduce
assetsand
debtin order
to reshape
portfoliosand
to safeguard
ratings and
profitability.

basedinthe United Kingdom operates on
one global card platform in over 40 countries
with over 50,000 cardholders. Over 10,000
man days have beensaved byimplementing
this platform. Moreover, they have been able
to determine the suppliers global spend to
renegotiate prices, leverage process benefits
andeconomiesofscale.

3. Leveraging Bank Connectivity

and Digitalization

Bankintegration needs are evolving quickly

as treasurers are looking to do more with

less and adapt global market standards and
bank agnostic solutions which provide more
flexibility. More specifically, they are looking

to optimize investments already made in
technology and software solutions. With banking
andtreasury technology solutions advancing
daily, treasurers are selecting platforms that
are truly global in nature and can deliver

a consistent, standardized and automated
experience across all geographies and superior
reconciliation capabilities. Two such examples
include: 1) Alliance Lite2 service which SWIFT
has developed. This facilitates connectivity
and integration with multiple banks through a
single connection, and; 2) The emergence of a
global market standard for formats such as ISO
20022 XML which provides richer information
for streamlining reconciliations and facilitating
straight-through processingbetweenbanks.
Where treasury resources are atpremium,
mobile technology including tablets and smart
phones are on the rise and are now being
increasingly usedtoaccessbankingserviceson
the go. Forinstance, mobile users with Citi have
approved US$800 billion worth of transactions
since 2011. Streamlining bank analytics is
another widely used tool in this environment to
automate and simplify reporting with the view of
movingtowards areal-time balance sheet.

Global solutions that simplify and accelerate
bank integrationare helping energy companies
significantly reduce the costs, time and
technology resources required to implement
bank connectivity. Indeed, projects that
typically took 12 to 18 months to implement now
often take two to three months. Some of these
importantadvances around implementation

tools designed to accelerate and streamline
implementationinclude Citi’'s ERP Integrator,
which physically extracts files and has a hard
code that helps standardize and reduce the
need for writing codes to effect the integration.
Atanindustry level, the Financial Services
Network has beenlaunched by SAPtoenable
integration between a SAP system and banks.
More recently, SWIFT’s MyStandards is a service
whichhasbeendesigned and developedwith
the guidance and insight from Citi and other
firms. It provides an artificial test environment
through the Readiness Portal to validate test
filesand messages online andreceive instant
feedback. All these solutions mitigate the need
for complex technical projects and accelerate
project completion time compared to traditional
integration projects and helps standards
adoptionand end-to-end digitalization.

4, Improving Working Capital

With the price of oil plummeting, working
capital has naturally reduced too. Nonetheless,
improving working capital efficiency remains
extremely important to provide cash flows.
Renegotiating input costs with suppliers has
been a key strategy for energy companies. At
the same time, they are looking to help strategic
suppliers weather the storm through supplier
financing programs managed by banks. Citi
has developed tailored global supplier finance
programs to support oil companies and oil
trading companies. One variation is Dynamic
Discounting whereby buyers can use their

own balance sheet or excess cash to generate
additional purchasing discountand yield; whilst
supporting sellers to reduce working capital
and get paid earlier. Another technique that

is quickly being adopted by oil companies

to reduce bank costs is the deployment of
global umbrella credit facilities and pricing

for guarantee facilities. Aside from lowering
the cost of guarantees, these facilities help to
improve liquidity and manage counterparty
risk. Another key focus has been monetizing
receivablestoincrease liquidity.

5. Mitigating Risk and Alternative Financing
Energy companies continue to reduce assets
and debt in order to reshape portfolios and

to safeguard ratings and profitability. Banks
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are helping post-merger and acquisition
integration by using Agency and Trust services.
They are also providing important alternative
debtfinancing structures, such asreserve-
basedlending and commodity trade finance.
An example of the latter would be the $8.32
billion prepayment financing that was executed
for two market leading commodity trading
companies’ long-term crude oil purchases from
one of Russia’s top crude oil producers. This
was a landmark transaction for the energy
sectorand, since then, smaller financing
structures are actively being pursued by some
refiners. Off-balance sheettrade finance
structures are also gaining interest.

For example, a joint venture of a United
Kingdom oil multinational in Uganda with over
100service stations, has greatly improved
their cash flow and working capital. They have
achieved this by securing early payments

at no extra cost through a structured bills
discounting program. As a result, the company
can now potentially increase sales.

ExportCreditAgency (ECA) financingis a
valuable way of diversifying funding sources and
preserving bank lines and traditional debt capital
markets. Typically, the agency may guarantee
between 50% to 100% of the total financing
and such facilities may not count against bank
lines. In addition, governments, like Japan and
China, have relied on ECAs to secure the supply
of commodities, such as oil, through pre-export
financing structures (relying on guarantees

and co-lending from such agencies as Japan
Bank for International Cooperation (JBIC) and
Development Bank of Japan). These programs
are expected to expand in the future.

As the emerging market economies are slowing,
with some going into recession, the International
Finance Corporation (IFC), a member of the
World Bank Group, and Citi recently announced
the signing of a $1.2 billion risk-sharing facility
to help stimulate the growth of trade in these
markets and to support economic development.
IFC and Citi will use the funding to expand

the availability of trade credit for companies,
thereby supporting additional trade flows of
more than $6 billion through 2019.

Leveraging Citi’s Globally

Powered Network

In summary, itis difficult to predict when

and where the next regulatory and market
challengeswilloccur. However, continuing

to have a disciplined market-oriented
approach and a global banking partner that
candeliverseamlessand flexible solutions,
locally, regionally and globally, is critical.

This helps avoid treasury strategies from
becomingfragmentedandsub-optimal, as
the Balkanization of financial and banking
regulations continues. Citi’'s presence in over
100 countries, coupled with our local industry
expertise, can help treasurers build a resilient
treasury for the future.

By partnering with global banks with strong
local capabilities, treasurers can increase
their resilience and leverage them as their

‘eyes and ears’ on the ground.












