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Executive summary
The Saudi-Russia oil price war combined with the destruction of demand by the corona virus pandemic has once again thrown 
the oil and gas sector into turmoil. Cuts to all discretionary spend are expected across the sector, as companies go back to the 
survival mode in a US$35/bbl oil price environment. But how will this impact the embryonic energy transition efforts by oil and 
gas companies?

• Reduced cash flow may slow progress on carbon reduction: a growing number of oil and gas companies, led by the 
European Majors, have set targets to reduce carbon emission. The oil price collapse may slow investment by them in zero 
carbon assets for a period.

• Global renewables growth won’t be affected: the oil price has historically shown no correlation with investment in 
renewables. Most investment comes from outside the oil and gas sector which accounts for less than 2% of global solar and 
wind capacity. Even if Big Oil stopped investing in renewables altogether, it would have a minor impact on growth.

• At US$35/bbl, renewables compete with oil and gas projects: our analysis using Wood Mackenzie Lens shows that 75% 
of pre-FID projects globally would return less than the cost of capital, assumed at 10%. With a weighted average return of 6% 
IRR, oil and gas projects are now in line with average returns from low risk solar and wind projects. Capital allocation is no 
longer a one-way street for Big Oil – renewables projects suddenly look as attractive as upstream projects at US$35/bbl.

The energy transition will carry on regardless, building momentum. At the same time, investors, regulators and consumers will 
continue to put pressure on oil and gas companies to reduce or neutralise carbon emissions. These pressures will only increase 
as investors consider the characteristics of investments in oil and gas: low return, high volatility and high carbon.

In a US$35/bbl oil price environment, investment in renewables represents an opportunity for companies with strong balance 
sheets, which are in position to think strategically and long-term. Diversification into clean energies could ensure their long-term 
survival.

We are not arguing that the oil price stays at US$35/bbl forever. But the analysis highlights the relative risk in upstream 
compared with renewables. The higher cost of capital in upstream, and hurdle rates, reflects the risk – the volatility of future 
cash flows depending on the oil price outturn. In contrast renewables cash flow is more stable, predictable – and bankable – and 
has a commensurately lower cost of capital.

Wood Mackenzie is developing a multi-client study on the oil and gas Majors’ strategic response to the Energy 
Transition. If you would like to know more, please contact valentina.kretzschmar@woodmac.com.

The oil price collapse throws O&G sector’s carbon commitments into 
doubt…
The energy transition has been a dominant issue for the oil and gas sector over the last couple of years. Companies grappled 
with increasing investor, regulatory and consumer pressures and how to respond to them. Carbon neutrality was slowly 
becoming a strategic priority, not just for the European Majors, but also smaller exploration and production companies, such as 
Lundin, Kosmos and Premier Oil.

In a US$60/bbl oil price environment, most companies were generating strong cash flows and could afford to think about carbon 
mitigation strategies. These were largely aimed at satisfying investor’s ESG criteria, as well as complying with net-zero carbon 
commitments pledged by over 60 countries globally, including most of the EU member states and the UK.

But the oil price drop to US$35/bbl has once again thrown most of the oil and gas sector back into the survival mode, as it 
struggles to generate enough cash to maintain its operations and honour shareholder commitments.Upstream cash flow is 

https://my.woodmac.com/document/392168
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expected to fall by US$220 bn in 2020 across our corporate coverage*. At times like these, all discretionary spend will be under 
review and this includes any additional budget outlined for carbon mitigation. Companies that have yet to engage in carbon 
reduction strategies are almost certain to put this issue on the back burner until they stabilise their finances.

*Calculated using out Low Case scenario, which assumes US$38/bbl for the rest of 2020.

O&G sector’s response to the energy transition pressures

...but what does it mean for investment in renewables?
The historical trend shows that oil price and investment in renewables are uncorrelated. Oil and gas companies account for a 
tiny proportion of global investment in renewables, which translates to less than 2% of global solar and wind capacity.

The Majors, Repsol and Galp own 7.4 GW of operational renewable capacity. For context, Iberdrola, one of the world's largest 
renewable power asset owners alone has almost five times that capacity under ownership (32 GW, including hydro), and 
brought almost 3 GW online during 2019.

Wood Mackenzie’s analysis shows that installations of both wind and solar continued to increase through the last oil price 
downturn. While we may see some slowing of investment in renewables in hydrocarbon exporting countries due to downward 
pressure on budgets, these investments are a relatively small piece of the global renewables. The disruption to renewable 
power supply chains resulting from the coronavirus pandemic will slow deployments of new capacity in the short term, but the oil 
price impact will not likely be felt to any significant extent.

To put it simply, even if the oil and gas sector stopped investing in renewables altogether, the growth trend in solar and wind 
would not be reversed.

https://my.woodmac.com/document/393350
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Operational solar and wind renewable capacity Global wind and solar cumulative installations

Sustained low oil prices will decimate returns from new oil and gas projects
We used Wood Mackenzie’s Lens platform to analyse returns from yet-to-be sanctioned projects globally at a US$35/bbl oil 
price scenario and compare them to returns at US$60/bbl in our current base case. The results of the analysis are stark. At 
US$35/bbl, 85% of new oil and gas projects (excluding pure gas and gas condensate and USL48 unconventional assets) will 
return less than 15% IRR – a typical hurdle rate adopted by the oil and gas industry, while 75% of them will not even cover the 
cost of capital, assumed at 10%.

This means that only 33 out of a total of 110 projects could be considered for sanctioning (at a lower hurdle rate of 10% IRR) if 
current low oil prices are sustained or used for investment purposes. This compares to 100 projects in our base case. In fact, in 
a US$35/bbl (NPV10) scenario, we estimate that only 14 billion boe would be produced, compared to 26 billion boe at 
US$60/bbl (NPV10). This suggests that over 12 billion boe would remain in the ground, resulting in a loss of value of over 
US$100 billion (calculated at US$60/bbl NPV10).
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Pre-FID IRRs at $35/bbl and $60/bbl scenarios Delta in produced reserves at $35/bbl and $60/bbl

At US$35/bbl renewable investments easily compete with O&G projects

Since 2016, the European Majors have invested around US$10 billion in a number of different clean technologies, including 
solar, onshore and offshore wind. Shell and Total have expanded their new energies portfolios across the electricity value chain. 
But this investment is only a fraction of what they have invested in their oil and gas businesses, accounting for less than 5% of 
total capex.

The Majors’ capital allocation strategy has been underpinned by prudent investment in high return projects, especially since the 
oil price downturn in 2014. ‘Competition for capital’ between different projects has been a key mantra. At US$60/bbl, solar and 
wind assets – with average returns of 5-10% IRR - have found it difficult to compete with expected double-digit returns from oil 
and gas projects, despite the much lower technical and commercial risk of renewables.

Having both oil and gas and renewables projects within the same capital structure made it very difficult for the Majors to allocate 
significantly more capital to renewables. Expected returns from renewable projects are generally below the cost of capital of an 
oil and gas company.

But the recent sharp fall in oil prices is likely to push the sector into a new paradigm, as Russia and Saudi Arabia begin the 
battle for their oil market share, against the backdrop of the accelerating energy transition and shrinking potential for fossil fuels. 
Companies will be testing their future oil and gas investments against a more conservative oil price assumption.

In a sustained US$35/bbl oil price environment, the argument that ‘investing in low-return renewable project would leave value 
on the table’ no longer holds. In this scenario, weighted average returns from yet-to-be sanctioned oil and gas projects are 
around 6% IRR. This is very similar to our estimate for average returns from low-risk renewable projects, with future revenues 
secured through long-term fixed contracts. With merchant risk exposure, returns from renewables would average at around 10% 
IRR, but with greater volatility of earnings and cash flow.
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Typical energy project IRRs

Is there a silver lining to the oil price collapse?
The question is, if low oil prices are sustained, should oil and gas companies start allocating more significant capital to clean 
energies?

Once the dust settles and market forces establish the price of oil, the sector will be better placed to make long-term strategic 
decisions, including potential diversification into renewables. The fact is that the energy transition is here to stay. If anything, 
pressures to commit to net zero carbon will intensify.

Oil and gas companies will have to deal with the same energy transition issues they had before the oil price drop, only now with 
potentially weakened balance sheets and reduced growth prospects in oil and gas. This could impact their ability to make a 
transformative M&A move into renewables.

As of now, only companies with strong financials will be able to look at the ‘big picture’ and move to capture opportunities in the 
faster-growing zero-carbon energy. The five European Majors have committed to spend just over US$5 billion per year between 
them on zero carbon technologies in the near term. This represents around 9% of their planned (pre-crisis) upstream 
development budget out to 2022.

Cuts to budgets are inevitable in the current oil price environment and time will tell if clean energy spend is affected. Bernard 
Looney has already stated his steadfast commitment to following through with BP’s leading net zero carbon strategy. The rest of 
the European Majors are likely to honour their green commitments, given the backdrop of increasing investor, regulatory and 
consumer pressures.

Diversification into clean energies could ensure the long-term survival of oil and gas companies that embrace change. 
Meaningful carbon mitigation strategies could help win back increasingly disenfranchised investors and help retain and recruit 
much needed new talent.
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Wood Mackenzie is developing a multi-client study on the oil and gas Majors’ strategic response to the Energy 
Transition. If you would like to know more, please contact valentina.kretzschmar@woodmac.com.
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