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Opportunities for Growth and Stability in O&G Market

Business Overview - Pembina is a midstream oil and gas service provider located in western Canada. The business is divided
in three main divisions: Pipelines, Processing facilities, and Marketing/New Ventures with the Pipelines division being the
largest of the three (Last10k.com). Their strategy is to maintain the existing pipelines and facilities while also seeking to
grow through acquisition of new projects that offer long-term reserves and steady cash flows (Pembina Media).

Industry - Within the oil and gas industry there are three sectors: the upstream, midstream and downstream. The upstream
companies explore and extract the raw hydrocarbons who then send it to the midstream where the product is processed and
transported to the downstream. The downstream consists of end-product users, refiners and distributors (Last10k.com).
Macroeconomics - Alberta has one of the largest crude oil reserves in the world. The oil however, is locked Figure 1

in a substance known as bitumen, which is a mixture of oil, sand and clay. The oil also tends to be high in -
sulfur content which is referred to as ‘sour’ compared

$130.00

to low sulfur ‘sweet’ oil (CERI). Because it is sour g

and heavy, the oil requires significantly more o

processing and therefore increased costs to turn the e

bitumen into useful hydrocarbon products ;E

(Last10k.com). This can be illustrated in Figure 1, ono

which shows the price differential that Albertan oil el 11 | At

(WSI) trades at a discount compared to other blend BERERiBcREREgEREREREz s g

around the world. R SR o oo s e e
In the past two decades however, The Canadian Qil Annual WTI-WCS Differential (USS/bbl)

Sands have become increasingly profitable to produce
- because the rise in the price of oil (See Figure 2). With the development of new technologies, the extraction
process is becoming more economical in recent years, which also explain the rise in production. 80% of
Alberta’s bitumen reserves are too deep to be mined by an
Figure $3.2 In situ bitumen production by oil sands area (OSA) open pit, which was the conventional method of recovery. If
240 the bitumen is too deep, they can extract it by injecting steam
- into the reservoir. The high pressures and temperatures
liquefy the bitumen and make it easier to pump and then
refine (Oil Sand magazine). One of the reasons WSI trades at
100 a discount is the lack of pipeline infrastructure in Canada. A
o significant portion of WSI is transported by rail, which costs

— ’ (Aliakbari & Stedman). This highlights the need for more

twice as much compared to transporting it by pipeline
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 . . . . -
pipeline infrastructure as production of WSI continues to

increase. This presents a great secular growth opportunity for
pipelines companies to take advantage of in the next few

180
160
140
120

c metres per day)

nd cub

Production (thousa

W Peace River Athabasca I Cold Lake

years.

Risks

Short Term — The short-term risks to the company are regulation hurdles. The Jordan Cove project is a $10 billion USD
liquefied natural gas export facility planned to be built in Oregon. In May, the project was delayed by a year as it fights to
gain the necessary state permits. These regulatory hurdles present a risk to all of Pembina’s projects, as there can be
significant political opposition to new pipelines being constructed (BNN Bloomberg).

Long Term — In the long run, oil prices present the biggest risk. As the U.S continues to increase its production, there has
been an oversupply in the oil and gas industry, which has kept prices low in the past few years. The effects of which can be
seen in the market capitalization of Canadian oil and gas companies which have fallen to a 10 year low (Mittal & Slaughter).

Investment Thesis

Growth & Stability — In the past ten years, Pembina’s stock price grew from $16 to $46.24, which is a 189% gain. Their
solid track record comes from constant acquisition of new projects. This is illustrated in the fact that Pembina has not
engaged in a stock repurchase program in 10 years as they have always found more lucrative investments to generate value

for shareholders (Investors Day Presentation). They have also increased their dividend 4% per year on average without ever
cutting it (Investors Day Presentation).
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Experienced Management — A company could have great physical assets and yet it would mean very little if management
cannot provide the experience, personal connections and vision required to maximize shareholder value. Michael Dilger, the
CEO of Pembina has two decades worth of experience working in the Midstream of oil and gas industry. He founded Vista
Midstream Solutions, which was subsequently sold for $130 million (OGJ Editors). Prior to becoming CFO Scott Burrows
worked as an investment banker focusing on energy related acquisitions (Pembina). In these two brief examples, we can see
Pembina’s management is staffed with highly experienced individuals who have shown they can optimize its resources.
Future Growth — Pembina is engaged in multiple new projects, which will be coming online in the next few years. The
Peace Pipeline development is currently in Phase 5 with planned expansions into phase 6, 7 and 8. These subsequent phases
will increase the number and size of the pipes, increasing capacity for their customers which is planned to be in service by
2021. The Hythe Development is a joint venture, gas gathering and processing facility, which will be operational in 2020.
The Duvernay developments are a series of infrastructure projects, which will process oil, separate water and treat sulfur.
These will be operational by 2020 as well. These three projects will help Pembina continue its growth trajectory as they
become operational in the next three years (Investors Day Presentation).
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point, see Figure 3. The XEG is an ETF comprised of Canadian oil companies. HOG is an ETF comprised of Canadian
Midstreams, which we see, have outperformed the general energy companies because of their lower exposure to the price of
oil. We can also see Pembina has outperformed the midstream ETF.

Valuation - In order to understand Pembina’s value, a discounted cash flow model was created to project the company’s cash
flows for the next ten years. Equity makes up 69.2% of Pembina’s financing at a cost of 10.2%. Debt makes up 24.1% at a
cost of 2.9%. The other 6.7% of financing is in the form of preferred shares at a cost of 5.1%. This results in a WACC of
8.1%. The nature of Pembina’s business: acquiring projects and building pipelines, makes their growth highly dependant on
the success of future projects. Unlike, for example a consumer staple company, Pembina’s future cash flows are much less
predictable. Using the mean forecast of Credit Suisse, Scotiabank, and TD Securities, Pembina’s free cash flow will be
approximately $2.48 billion CAD in 2021 (Bloomberg). If we use this figure, then assume Pembina will grow its free cash
flows at a conservative rate of 3.5% per year in which case its free cash flow will be $3.165 billion CAD in 2028. Based on
this assumption, we can derive an enterprise value of $43,323 billion CAD and an enterprise value per share of $84.68 CAD.
Are these numbers reasonable? Based on the forecast, the company will grow its free cash flow 171% in the next ten years. In
the last 10 years, their cash flow has grown 175% (Investors Day Presentation). As a larger company, it will be harder to
maintain the growth they have experienced in the past therefore the prediction might be slightly optimistic. It is not far
fetched however, to assume they will experience similar/slightly lower growth experienced in the past.

Conclusion — Pembina remains a strong midstream company, well positioned to take advantage of the opportunities in the
growing Albertan oil and gas market. Political hurdles and low oil prices pose a threat to their future earnings. These risks are
mitigated however, as they have strong cash flows from existing projects, which are insulated from fluctuating oil prices. As
oil production continues to increase, there will be a greater need for pipeline infrastructure, which is both a safer and cheaper
option to transport oil. Pembina has numerous projects, which will be coming in service in the next three years, which will
serve as a sort term catalyst for their growth. These project will be overseen by an experienced management team. Based on
these factors, an $84.68 price target in ten years is achievable.

PEMBINAY



CNID Equity Challenge 2019 Pembina Pipeline Corporation

OHN ¥ MOLSON ; . L

SCHOOLZF suoness November 3, 2019 Ticker: PPL.TO - Recomm_endatlon. BUY

concoroia university  Jonathan Dybka Target Price: 84.68 CAD
Works Cited

Aliakbari, E., & Stedman, A. (n.d.). The Cost of Pipeline Constraints in Canada. Retrieved from
https://www.fraserinstitute.org/sites/default/files/cost-of-pipeline-constraints-in-canada.pdf.

Mittal, A., & Slaughter, A. (n.d.). Oilfield services: Caught in the cycle. Retrieved from
https://www2.deloitte.com/us/en/insights/industry/oil-and-gas/decoding-oil-gas-downturn/oilfield-services-
segment.html.

Pembina Investors Day Presentation. (2019, May 14). Retrieved from
http://www.pembina.com/Pembina/media/Pembina/Investor Centre/Presentations and Events/2019-Investor-Day-
(Print-May-13).pdf.

OGJ Editors.Talisman acquires Vista Midstream Solutions. (2003, September 3). Retrieved from
https://www.ogj.com/general-interest/article/17256004/talisman-acquires-vista-midstream-solutions.
Bloomberg L.P. (2019) WACC. Retrieved from Bloomberg terminal.

Oil Sand Magazine. (2016, July 3). In-Situ Bitumen Extraction. Retrieved from
https://www.oilsandsmagazine.com/technical/in-situ.

Pembina Media Center. (n.d.). Retrieved from http://www.pembina.com/media-centre/news-releases/news-
details/?nid=135410.

CANADIAN ENERGY RESEARCH INSTITUTE, C. E. R. I. (2018, May). CANADIAN OIL SANDS SUPPLY COSTS
AND DEVELOPMENT PROJECTS (2018-2038). Retrieved from
https://ceri.ca/assets/files/Study_170_Full_Report.pdf.

Pembina Pipeline Corp. (2019, February 21). Pembina Pipeline Corp (PBA) 10K Annual Reports & 10Q SEC Filings.
Retrieved from https://last10k.com/sec-filings/pba#s82E70CF24E3CBAF538EDED50F96043FB.

Press, T. C. (2019, May 2). Pembina Pipeline LNG project in Oregon faces one-year delay for regulatory approvals - BNN
Bloomberg. Retrieved from https://www.bnnbloomberg.ca/pembina-pipeline-Ing-project-in-oregon-faces-one-year-
delay-for-regulatory-approvals-1.1253087.

Figure 1

CANADIAN ENERGY RESEARCH INSTITUTE, C. E. R. 1. (2018, May). CANADIAN OIL SANDS SUPPLY COSTS
AND DEVELOPMENT PROJECTS (2018-2038). Retrieved from
https://ceri.ca/assets/files/Study_170_Full_Report.pdf.

Figure 2
Crude Bitumen Production. (n.d.). Retrieved from https://www.aer.ca/providing-information/data-and-reports/statistical-
reports/crude-bitumen-production.

Figure 3
Yahoo Finance

Logo:

Pembina Pipeline Logo - Pembina Pipeline Corporation PNG Image: Transparent PNG Free Download on SeekPNG. (n.d.).
Retrieved from https://www.seekpng.com/ipng/u2w700a9q8t4q8u2_pembina-pipeline-logo-pembina-pipeline-
corporation/.

PEMBINAY




