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Introduction

Investment in oil and gas industry is a lucrative venture though at the same time prone to a number of risks such failure to strike economically viable oil after exploration. To mitigate such risks it is important to carry out detailed financial analysis before injecting any capital to the venture. Cost projections as well as returns should therefore be made. The purpose of this report is to provide an analysis of BG’s proposed investment.
Investment analysis

Investment analysis for BG should first ensure that the projected cost of investment is well below the present value of expected cash flows. Megginson and Smart (2008) advise that where investments are faced by uncertainties, it is important to develop a model that takes care of such uncertainties through the use of decision tree.
 Based on our analysis, there is a 16 percent chance that BG will discover oil gas which would yield a net present value (NPV) of £114m. Failure to discover oil after drilling will lead to a loss of £16m whereas if no drilling is done, the loss shall be zero. To find the expected monetary value (EMV) of drilling based on the probabilities provided is therefore £4.8m which makes it attractive. Before making the final decision however, it is important to consider whether the project is environmentally friendly so as to avoid legal challenges. 

Megginson and Smart (2008) observe that it is critical to ensure a project’s risk is properly managed. This can be done by investing in a portfolio of investments rather than in only one project. For instance, it is imperative for BG to drill wells at different times as well in different areas so as to spread its risks. Shim and Siegel (2009) argues that holding a well diversified portfolio helps to reduce diversifiable risks. Overall risk for BG is therefore likely to be achieved if wells are well spread so as to reduce volatility of earnings due to effects of environmental factors.
Conclusion


BG’s investment offers an opportunity for the company to grow its revenues. It promises positive returns and thus should be considered for investment.
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