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Postgraduate Certificate in Petroleum Economics and Management (United Kingdom)

Project Finance for Upstream Projects

Accrual – Related terms: cash flow, revenue recognition
In project finance, accrual refers to the accounting method of recording income and expenses when they
are earned or incurred, regardless of cash receipt or payment. For upstream oil projects, accrual accounting
captures royalties, taxes, and operating costs as they arise, providing a realistic picture of project
profitability. Example: A field begins production in March, but the first royalty payment is due in May; under
accrual, the royalty expense is recorded in March. Practical application includes constructing cash flow
models that align with accounting standards, ensuring lenders’ covenants are met. Challenges arise when
timing differences between cash and accrual affect debt service coverage ratios, requiring careful
reconciliation.

Allocation of Risk – Related terms: risk matrix, risk mitigation
Allocation of risk is the process of assigning identified project risks to parties best able to manage them,
typically through contracts. In upstream projects, exploration risk may be transferred to the operator, while
price risk might be retained by the sponsor. Example: A production‑sharing agreement (PSA) places
exploration risk on the contractor while the host government retains royalty risk. This allocation influences
financing terms, as lenders assess who bears which risk. Practical application involves drafting contracts with
clear risk‑sharing clauses. Challenges include negotiating equitable risk distribution without overburdening
any single party, which can affect project bankability.

Bankability – Related terms: feasibility study, credit rating
Bankability denotes the degree to which a project is attractive to lenders, indicating that the cash flows,
structure, and risk profile meet financing criteria. Upstream projects achieve bankability through robust
reserves, stable price forecasts, and strong contractual frameworks. Example: A mature field with proven
reserves and a long‑term offtake contract is deemed bankable, facilitating loan syndication. Practical
application involves preparing a bankability report that demonstrates debt service coverage and sensitivity
analyses. Challenges include volatile oil prices and regulatory changes that can erode perceived bankability,
requiring mitigation strategies.

Base Oil Price – Related terms: price floor, market price
Base oil price is the reference price used in financial modeling to project revenue streams. It can be based
on benchmarks such as Brent or WTI. Example: A project model assumes a base oil price of $80 per barrel,
with sensitivity scenarios ranging ±30%. Practical application includes integrating base price assumptions
into cash flow forecasts and debt service calculations. Challenges stem from price volatility, which can affect
debt covenants and trigger remedial actions if price falls below thresholds.

Borrower – Related terms: sponsor, debtor
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The borrower is the entity that receives financing and is responsible for repaying debt. In upstream projects,
the borrower is often a special purpose vehicle (SPV) created to isolate project assets. Example: An SPV
named “North Sea Oil Ltd.” borrows $500 million from a syndicate of banks to fund field development.
Practical application requires the borrower to maintain financial ratios, submit regular reporting, and comply
with loan covenants. Challenges include maintaining sufficient cash flow to meet debt service, especially
during production ramp‑up phases.

Capex (Capital Expenditure) – Related terms: Opex, cost estimate
Capex comprises the funds spent on acquiring, constructing, or upgrading physical assets. For upstream
projects, capex includes drilling rigs, facilities, pipelines, and infrastructure. Example: The development plan
for a offshore block forecasts $1.2 billion in capex over five years. Practical application involves detailed cost
breakdowns and contingency allowances in the financial model. Challenges involve cost overruns, scope
changes, and inflation, which can jeopardize project economics and financing terms.

Cash Flow Waterfall – Related terms: priority of payments, debt service
The cash flow waterfall defines the order in which cash generated by the project is allocated to various
stakeholders. Typically, senior debt is paid first, followed by junior debt, equity, and finally residual cash to
the sponsor. Example: In an offshore project, 70 % of cash flow goes to senior lenders, 20 % to equity
holders, and 10 % to tax obligations. Practical application includes modeling the waterfall to ensure
covenant compliance. Challenges arise when cash flow volatility leads to shortfalls, potentially triggering
covenant breaches or restructuring.

Collateral – Related terms: security, lien
Collateral is an asset pledged to secure a loan, providing lenders recourse in case of default. In upstream
financing, collateral may consist of project assets, reserve rights, or a guarantee from the sponsor. Example:
A lender takes a first‑ranking lien on the production facilities and reserves of a field. Practical application
requires careful valuation and legal perfection of the security interest. Challenges include assessing the
value of intangible assets such as reserve rights and ensuring enforceability across jurisdictions.

Commitment Letter – Related terms: term sheet, financing agreement
A commitment letter is a non‑binding document from a lender indicating its willingness to provide
financing under specified terms, subject to due diligence. Example: A bank issues a commitment letter for a
$300 million senior loan, outlining interest rate, maturity, and conditions precedent. Practical application
uses the letter to secure off‑take contracts and attract equity investors. Challenges involve meeting all
conditions precedent within tight timelines, as failure can lead to withdrawal of the commitment.

Contractual Framework – Related terms: PSA, joint operating agreement
The contractual framework encompasses all legal agreements that define rights, obligations, and risk
allocation among parties. In upstream projects, key contracts include production‑sharing agreements, joint
operating agreements, and offtake contracts. Example: A PSA outlines the contractor’s share of production,
cost recovery limits, and government royalties. Practical application ensures that contracts support financing

Read online: https://certificates.gsbf.co.uk/glossaries/5377499/project-
finance-for-upstream-projects

Greenwich School of Business and Finance · 09 Jul 2026



G LO S S A RY

by providing predictable cash flows. Challenges include negotiating terms acceptable to both government
and investors, and aligning them with financing structures.

Cost Recovery – Related terms: oil‑in‑kind, cost oil
Cost recovery is the mechanism by which a contractor recoups its exploration and development
expenditures before profit sharing. Typically expressed as a percentage of production revenue, subject to
caps. Example: A PSA allows a contractor to recover up to 60 % of gross revenue as cost oil until capex is
fully recovered. Practical application involves forecasting cost recovery cash flows to assess debt service
capacity. Challenges include low oil prices that limit cost recovery, extending the period required to achieve
breakeven.

Covenant – Related terms: financial ratio, debt service coverage ratio
A covenant is a clause in a loan agreement that imposes certain obligations or restrictions on the borrower.
Common covenants in upstream financing include maintaining a minimum debt service coverage ratio
(DSCR) and limiting additional indebtedness. Example: A loan covenant requires a DSCR of 1.3x throughout
the loan term. Practical application entails regular monitoring and reporting of covenant compliance.
Challenges arise when adverse market conditions cause covenant breaches, potentially leading to loan
defaults or restructuring.

Debt Service Coverage Ratio (DSCR) – Related terms: covenant, cash flow
DSCR measures the ability of a project to generate sufficient cash flow to meet debt service obligations. It is
calculated as cash flow available for debt service divided by total debt service (principal + interest). Example:
A project with $150 million cash flow and $100 million debt service has a DSCR of 1.5. Practical application
involves ensuring the DSCR stays above the covenant threshold under stress scenarios. Challenges include
revenue volatility and cost overruns that can depress DSCR, prompting lenders to demand additional
security.

Decommissioning Obligation – Related terms: abandonment, environmental liability
Decommissioning obligation refers to the legal requirement to dismantle and remove facilities at the end of
a field’s life, restoring the site. Example: A UK offshore field must set aside funds to cover the cost of
platform removal and subsea pipe abandonment. Practical application includes establishing a
decommissioning trust fund and incorporating provision costs into the financial model. Challenges involve
estimating future costs, inflation, and regulatory changes that may increase liabilities.

Equity Contribution – Related terms: sponsor equity, capital injection
Equity contribution is the amount of capital provided by the project sponsors, representing ownership
interest and risk. Example: Sponsors commit $200 million in equity to fund the remaining capex after senior
debt coverage. Practical application includes negotiating equity stakes, dividend policies, and exit strategies.
Challenges include aligning sponsor expectations with lender requirements and ensuring sufficient equity to
absorb cost overruns.
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Exploration Risk – Related terms: geological risk, success probability
Exploration risk is the uncertainty associated with discovering commercially viable hydrocarbons. In
upstream projects, this risk is often transferred to the contractor through a PSA. Example: A contractor
undertakes a 3‑year exploration program with a 30 % probability of success; the risk of failure lies with the
contractor. Practical application involves assessing risk using probabilistic models and incorporating it into
financing terms, such as contingent financing. Challenges include limited data, high upfront costs, and the
impact of failure on project bankability.

Floating Rate – Related terms: LIBOR, interest rate risk
A floating rate loan has an interest rate that varies with a benchmark index, such as LIBOR or EURIBOR, plus
a spread. Example: A senior loan carries LIBOR + 250 bps, resetting quarterly. Practical application requires
hedging interest rate risk through swaps or caps. Challenges include rate volatility that can increase debt
service costs, potentially breaching covenants.

Force Majeure – Related terms: contractual clause, event of default
Force majeure is a contractual provision that excuses performance due to extraordinary events beyond the
parties’ control, such as natural disasters or war. Example: A severe hurricane halts offshore production; the
force majeure clause relieves the operator from penalties for delayed delivery. Practical application includes
defining trigger events and notice procedures. Challenges involve disputes over whether an event qualifies,
and the impact on cash flow and debt service.

Forward Sale Agreement – Related terms: offtake contract, price hedge
A forward sale agreement is a contract where the producer commits to sell a specified volume of oil at a
predetermined price on a future date. Example: An upstream project signs a 5‑year forward sale for 20 % of
its production at $70 per barrel. Practical application provides revenue certainty, supporting financing.
Challenges include counterparty risk and the need to match forward volumes with actual production.

Funding Gap – Related terms: capital shortfall, financing structure
The funding gap is the difference between total project cost and the amount covered by debt and equity
commitments. Example: A project requires $1 billion, but secured financing totals $800 million, leaving a
$200 million funding gap. Practical application involves seeking additional investors, mezzanine finance, or
government incentives. Challenges include timing the closure of the gap to avoid project delays and
ensuring the additional capital does not dilute sponsor control excessively.

Gas Lift – Related terms: artificial lift, production enhancement
Gas lift is an artificial lift method where high‑pressure gas is injected into the production tubing to reduce
fluid density and increase flow. Example: An onshore field uses gas lift to boost oil rates from 5,000 bbl/d to
7,500 bbl/d. Practical application affects operating costs and production forecasts in the financial model.
Challenges include gas availability, equipment reliability, and the impact on net cash flow.

Hybrid Financing – Related terms: mezzanine debt, equity bridge
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Hybrid financing combines elements of debt and equity, often featuring subordinated debt with equity‑like
features such as warrants. Example: A project raises $100 million through mezzanine financing that pays
interest and includes a warrant to purchase equity at a set price. Practical application provides flexibility to
bridge funding gaps while offering upside to lenders. Challenges include higher cost of capital and complex
covenant structures.

Indemnity – Related terms: liability, insurance
Indemnity is a contractual promise to compensate a party for losses arising from specified events. In
upstream projects, indemnities may cover third‑party claims, environmental damage, or breach of contract.
Example: The operator indemnifies the government against any oil spill liability. Practical application
involves drafting indemnity clauses and securing appropriate insurance coverage. Challenges include
negotiating caps on liability and ensuring insurance limits are sufficient.

Interest Rate Swap – Related terms: hedging, floating‑to‑fixed
An interest rate swap is a derivative contract where parties exchange cash flows based on different interest
rate bases, typically swapping a floating rate for a fixed rate. Example: A project swaps LIBOR + 250 bps for a
fixed 5 % rate to lock in debt service costs. Practical application stabilizes cash flows and protects against
rate spikes. Challenges include counterparty credit risk, valuation complexity, and potential basis risk if the
underlying loan resets on a different index.

Joint Operating Agreement (JOA) – Related terms: joint venture, operator
A JOA governs the relationship among partners in a joint venture, defining management responsibilities,
cost sharing, and decision‑making processes. Example: Three companies form a JOA where Company A is
the operator, and costs are shared proportionally to working interest. Practical application ensures
coordinated execution of development plans and aligns with financing expectations. Challenges include
aligning differing corporate policies and managing disagreements over operational decisions.

Liquidity Covenant – Related terms: cash reserve, financial covenant
A liquidity covenant requires the borrower to maintain a minimum level of liquid assets, such as cash or
cash equivalents, to ensure short‑term solvency. Example: A loan agreement mandates a minimum of
$50 million in cash at each reporting date. Practical application involves maintaining cash buffers and careful
cash flow planning. Challenges arise when production delays or cost overruns deplete liquidity, risking
covenant breach.

Macroeconomic Risk – Related terms: exchange rate, inflation
Macroeconomic risk encompasses external economic factors that can affect project performance, including
currency fluctuations, inflation, and GDP growth. Example: A project exporting oil in USD while incurring
costs in GBP faces exchange‑rate risk. Practical application includes scenario analysis and hedging
strategies. Challenges involve unpredictable policy changes and limited hedging instruments for long‑term
projects.
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Mezzanine Debt – Related terms: subordinate financing, equity kicker
Mezzanine debt is a form of subordinate financing that sits between senior debt and equity, often carrying
higher interest rates and sometimes equity participation rights. Example: A project secures $150 million of
mezzanine debt at 12 % interest, with a warrant to purchase 5 % equity. Practical application provides
additional capital while preserving senior debt capacity. Challenges include higher cost, stricter covenants,
and potential dilution of sponsor equity.

Net Present Value (NPV) – Related terms: discount rate, cash flow
NPV is the sum of discounted future cash flows minus the initial investment, indicating the project's value in
present terms. Example: An upstream project forecasts $2 billion in undiscounted cash flow; with a discount
rate of 10 %, the NPV is $500 million. Practical application guides investment decisions and loan sizing.
Challenges involve selecting an appropriate discount rate that reflects risk, and handling uncertain cash flow
projections.

Offtake Contract – Related terms: sales agreement, revenue certainty
An offtake contract is an agreement whereby a buyer commits to purchase a set volume of product from
the producer at agreed terms. Example: A refinery signs a 10‑year offtake for 30 % of the output from a new
offshore field at a fixed price formula. Practical application provides revenue certainty, essential for loan
approval. Challenges include counterparty credit risk and the need to align contract volumes with actual
production capacity.

Operating Expenditure (Opex) – Related terms: cost of production, maintenance
Opex comprises the ongoing costs required to operate and maintain the project, including labor,
consumables, and maintenance. Example: Annual Opex for a platform is estimated at $150 million, covering
staffing, utilities, and routine repairs. Practical application involves budgeting, cost control, and cash flow
forecasting. Challenges include cost escalation, unexpected equipment failures, and regulatory compliance
costs.

Overriding Royalty – Related terms: royalty, fiscal regime
An overriding royalty is a fixed percentage of gross production revenue paid to the government,
independent of cost recovery or profit sharing. Example: A PSA stipulates a 5 % overriding royalty on all oil
produced. Practical application requires incorporating the royalty into revenue calculations and cash flow
models. Challenges include the impact on profitability, especially when oil prices decline, and negotiating
reductions with authorities.

Participating Loan – Related terms: profit‑linked financing, equity participation
A participating loan provides the lender with a fixed interest component plus a share of the project's upside
profits. Example: A senior loan pays 6 % interest plus 2 % of net cash flow above a threshold. Practical
application aligns lender incentives with project success. Challenges include complex profit‑sharing
calculations and potential dilution of equity returns.
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Petroleum Revenue Tax (PRT) – Related terms: fiscal burden, tax regime
PRT is a tax levied on profits from petroleum production, applicable in certain jurisdictions. Example: In the
UK, PRT is charged at 35 % on taxable profits after allowable deductions. Practical application involves
calculating taxable income and integrating tax liabilities into cash flow models. Challenges include
fluctuating tax rates, interaction with other fiscal items, and the need for tax planning to optimize after‑tax
cash flows.

Power Purchase Agreement (PPA) – Related terms: renewable integration, off‑take
While more common in renewables, a PPA can be used in upstream projects for associated gas-fired power
generation. Example: An offshore field signs a 10‑year PPA to sell electricity generated from associated gas
to the grid at a fixed price. Practical application provides an additional revenue stream to support debt
service. Challenges include market price risk, regulatory approvals, and ensuring reliable power delivery.

Project Finance Structure – Related terms: SPV, non‑recourse financing
The project finance structure defines the legal and financial architecture of the transaction, typically
involving a Special Purpose Vehicle (SPV) that holds assets and contracts, with financing being non‑recourse
to sponsors. Example: An SPV raises senior debt, mezzanine debt, and equity to fund field development,
with lenders relying solely on project cash flow. Practical application includes establishing governance,
insurance, and contractual frameworks. Challenges involve aligning interests of multiple parties and
managing the complexity of layered financing.

Reserve Estimate – Related terms: proved reserves, reserve classification
A reserve estimate quantifies the amount of hydrocarbons that can be commercially recovered, classified as
proved, probable, or possible. Example: A field has 500 million barrels of proved reserves (2P) and
200 million barrels of probable reserves (2P+3P). Practical application influences financing size, loan terms,
and equity valuation. Challenges include geological uncertainty, reliance on seismic data, and the impact of
reserve revisions on loan covenants.

Risk Mitigation – Related terms: hedging, insurance
Risk mitigation involves strategies to reduce exposure to identified project risks, such as price hedging,
insurance, and contractual protections. Example: A project purchases a price floor hedge to guarantee a
minimum oil price of $55 per barrel. Practical application integrates mitigation measures into the financial
model to demonstrate resilience. Challenges include cost of hedging, basis risk, and ensuring that
mitigation does not create new liabilities.

Senior Debt – Related terms: senior loan, priority claim
Senior debt is the highest‑ranking debt, with priority claim on project cash flows and assets. It typically
carries lower interest rates due to lower risk. Example: A senior syndicated loan of $600 million provides a
5‑year term at LIBOR + 200 bps. Practical application includes structuring repayment schedules and meeting
covenant requirements. Challenges involve limited flexibility, strict covenants, and the need for strong cash
flow coverage.
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Subsidy – Related terms: fiscal incentive, grant
A subsidy is a financial contribution from a government to support project development, often in the form
of tax credits, cash grants, or reduced royalty rates. Example: A government offers a $50 million grant for
drilling in a frontier basin. Practical application can improve project economics and reduce financing costs.
Challenges include dependency on political stability, compliance conditions, and potential claw‑back
provisions.

Term Loan – Related terms: amortizing loan, revolving credit
A term loan is a loan with a fixed repayment schedule and maturity date, often amortizing over the loan life.
Example: A 7‑year term loan requires principal repayments of $50 million annually. Practical application
provides predictable debt service, facilitating cash flow planning. Challenges include cash flow constraints
during early production phases and the impact of prepayment penalties.

Thermal Enhanced Oil Recovery (EOR) – Related terms: tertiary recovery, steam injection
Thermal EOR involves injecting heat, typically steam, to reduce viscosity and improve oil recovery from
heavy reservoirs. Example: A field implements steam‑drive, increasing recoverable reserves by 15 %. Practical
application affects capex, Opex, and production forecasts. Challenges include high energy consumption,
water sourcing, and environmental considerations.

Uplift – Related terms: price uplift, escalation clause
Uplift refers to an adjustment factor applied to price forecasts to account for inflation, market growth, or
contractual escalations. Example: A contract includes a 2 % annual price uplift to reflect inflation. Practical
application ensures revenue projections remain realistic over the project horizon. Challenges include
accurately estimating uplift rates and dealing with divergent inflation assumptions among stakeholders.

Variable Interest Rate – Related terms: floating rate, interest risk
A variable interest rate changes over time based on a benchmark index, exposing the borrower to interest
rate risk. Example: A loan tied to EURIBOR may increase if the index rises. Practical application requires
monitoring rate movements and possibly employing hedges. Challenges involve increased debt service
costs during rate spikes, potentially affecting covenant compliance.

Vesting Period – Related terms: earn‑out, performance clause
The vesting period is the timeframe during which certain rights or obligations become effective, often
linked to performance milestones. Example: Equity investors’ rights to additional shares vest after the
project achieves a DSCR of 1.5 for three consecutive years. Practical application aligns incentives and
ensures long‑term commitment. Challenges include setting realistic milestones and managing disputes over
performance measurement.

Weighted Average Cost of Capital (WACC) – Related terms: discount rate, financing mix
WACC is the average rate of return required by all capital providers, weighted by their proportion in the
capital structure. Example: An upstream project with 60 % debt at 5 % and 40 % equity at 12 % has a WACC
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of 7.2 %. Practical application uses WACC as the discount rate for NPV analysis. Challenges involve
accurately reflecting risk premiums and changes in capital structure over time.

Yield – Related terms: production rate, reserve depletion
Yield refers to the rate of production or output from a hydrocarbon reservoir, often expressed in barrels per
day (bbl/d). Example: A field’s initial yield is 50,000 bbl/d, declining at 5 % annually. Practical application
influences cash flow timing and debt service scheduling. Challenges include forecasting decline curves,
handling unexpected production drops, and aligning yield with contractual delivery obligations.
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