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Abstract

The aim of this paper is to examine the idea of Royal Dutch Shell’s acquisi-
tion of the BG Group and how it has created the world’s largest natural gas
liquefied business. For more than ten years, it was the first mega-merge in the
sector for $54.0 billion in 2016. The study will explain the critical analysis of
the motivations behind each deal for acquiring BG Groups by Royal-Dutch
multinational Shell PLC. The paper also analyzes various Financing methods,
similarities and differences, and relating those differences to the acquirer’s fi-
nancial strategy and previous financial position. Various Post Bid Defenses that
a target company could employ to repel an unwanted bid approach and explain
the shareholder value after the Acquisition occurred. Lastly Estimation Win-
dow, Event Window, Synergies and Valuation from the study, it is clearly ex-
plained that the combined firm’s valuation would surpass the two firms’ sum by
$56 trillion, which means synergies with performance. In addition, cash flows,
sales and primarily operating cost synergies are projected to be $30 trillion and
thus generate value through fusion theoretically. Clearly, Royal Dutch Shell
should try to diversify from being highly dependent on oil to gas though the
Acquisition is a successful event. Some experts expected a very long-term
disappearance of the fossil fuels industry. Royal Dutch Shell acquired BG
Group at a market downturn that has significantly supported the company’s
LNG portfolio and helped the company to increase its size.
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1. Introduction

Mergers and Acquisitions have always faced strategic managers and financial
analysts who have dramatically contributed to a situation where companies in-
creasingly find it difficult to stay competitive due to the high competition
emerging from the rapidly evolving global market. In order to counter the im-
pact of mergers and acquisition on corporate financial results, a range of re-
search has been performed in developed and developing countries. A researcher
[1] was carried out a study on a manufacturing business; in Japan, [2] in Greece
manufacturing industry, [3] in Hong Kong’s production companies, and a re-
searcher [4] conducted a study in Philippines on banks. Most previous studies
on fusions and acquisitions use financial variables such as returns on invest-
ment, gross profit margin, capital returns, business growth, the overall ratio of
assets, net value returns, and operating profit margin as study variables. The re-
sulting costs and benefits of merger and acquisition, according to a study [5], are
indeed a corporate problem, and can have a positive or negative effect on the
company’s results. The business shareholders and their agents therefore face
problems to decide that strategic actions and choices would boost the financial
performance of the company [6]. While it has always been considered as a very
challenging topic for business leaders to consider the problem of merge and
procurement. As many Merger and Acquisition literature and economic theories
demonstrate, fusion and acquisition shareholders do not have a positive impact
on their income as a result of their expected post-fusion value development [7].
The value of shareholders will increase as a result of the acquisition activities.
Besides another study [8], explained that the valuation of the acquired business
would also increase other than to work individually. Another researcher [9] has
also found that restructuring operational practices typically used by moderately
successful start-ups and this operation also contributes to a significant loss of the

business in the face of fusions and acquisitions problems.

1.1. Oil and Gas Industry

The global petroleum and gas industry were and still remained affected by world
economic and political developments. The industry has emerged from a series of
political and economic breakthroughs in its current oligarchic competitive struc-
ture, continuously pushing it to restructure.

At the beginning of the 1950’s, the Iran Government’s decision to nationalize
the English-Irish petroleum corporation reorganized the industry with the ad-
vent of a US pressure-led cartel of oil firms to replenish the plentiful supply of
Iranian oil on the world market to regulate oil prices. This 7-man cartel was
strong enough to push relatively weak companies out of the market because they
were not able to keep profits at their current rate of production. For a number of
decades, this cartel dominated the global oil industry before OPEC was formed
in the 1960s. The OPEC was an intergovernmental organization consisting of 13

countries which, collectively, controlled 73% of the world’s oil. The organization
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is founded with the objective of a (stated) mission “to coordinate and harmonize
its Member States’ petroleum policies and ensure the stability of the petroleum
markets in order to secure effective, economic and periodic supplies.” This con-
trol of the oil supply made them completely strong over the industry and coun-
teracted the domination of the US, which led to the creation of the dominant
state owned oil companies, mainly owned by OPEC Member States. The predo-
minance of state-owned oil companies that control the oil industry formed the
present oligarchic structure of the industry. Initially not big corporations were
merged together into industrial giants that could compete with certain
state-owned enterprises. As a result, a few giant multinationals are formed which

currently dominate the global oil and gas industry.

1.2. Impact of the Global Economy

The worldwide economic crisis of the financial markets in 2008-2009 changed
the structure of many sectors around the world significantly. A boom in com-
modity prices has affected the global recession since this crash. Since the begin-
ning of the decade, gasoline prices had risen to a record high of $150 when the
crisis began in 2008. This was possibly because of a rapid growth of demand as
investors fought to “secure” their holdings by transferring them to the commod-
ity market. Demand growth outpaced oil supply inflation and led to a “boom” in
oil prices. This lucrative opportunity could also have served as an indication to
“cash” oil companies by explores new ways of reacting to this demand. The
boom did not last long and when the dust settled, investment moved from
commodities, causing a shock in the price of oil in 2009 that dropped to a low of
40 dollars per barrel. This put increased pressure on oil manufacturers to look
for economical production methods.

In its entry into the current decade, the global economy can be defined by four
characteristics: Round crude oil demand in the slowed-down economic growth
of the recession, A Middle East political instability, which increased the risk of
investment in oil, US production of oil, which was hit by the finding of shale oil
extraction methods, and finally “The inactivity of the industry, ie. The man-
agement of oil supply by Saudi and Russia.” Both of these factors resulted in the
current global oil price crisis. In 2015, the cost of 90 - 100 dollars per barrel,
which seemed to be “normal,” fell by as low as 40 dollars per barrel. The world

oil and gas industry was affected by this crisis.

1.3. Royal-Dutch Multinational Shell PLC

Shell is an oil and Gas Company, which is also known as Shell is the fifth-largest
company globally, and headquarter is in Netherland and also incorporated in the
United Kingdom. The main company is primarily has listed on London Stock
Exchange. In February 2016, it had secondary listings on Euronext Amsterdam
and the New York Stock Exchange as it has the largest global activity around the

world. Shell Group one of the top six supervisors in the petroleum and gas in-
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dustry was formed in 1907. It was founded in the United Kingdom as a subsidi-
ary of the Royal Dutch Shell Plc, but, thanks to its Dutch roots. It now operates
in over 70 countries with an average staff base of 93,000 to justify its position
among the world’s seven largest corporations based on revenues. Shell is classified
into three categories: upstream, integrated gas and downstream. The top-level
category includes the exploitation, recovery and transportation of crude oil and
gas to the refineries and ultimately customers from its extraction points. The di-
vision contains both the operations of deep water and the Shale. The Integrated
Gas Division focuses primarily on manufacturing and distribution of Liquefied
natural gas (LNG) products and other gas-to-liquid products, as well as their
marketing, production and control. Downstream focuses on its refining opera-
tions management and on the global distribution of its broad variety of oil and
chemical products. A significant part of Shell’s sector is focused on oil extrac-
tion, boiling, refining and transportation. The company is fundamentally en-
gaged in almost all stages of the production of oil and gas; from its exploration
and growth through to the processing, transport and distribution of a variety of
goods. The shareholding of the corporation is divided into two groups of com-
mon shares; A&B. The former is traded mainly on the Euronext Amsterdam
Bourses while the latter is listed on the London Bourses. Its equities are also ex-
changed in the form of US depositary receipts (ADS’s) at the New York stock
exchange. The market capitalization is around £168.6 billion on 26 October
2016. Shell manages the upstream business outside of North and South America
by focusing on manufacturing, distribution, and marketing activities for oil
products and chemicals. Also, manufacturing and supply oil includes a refinery,
supply, and shipping of crude oil has done by Shell. They are also focusing on
renewable energy from early 2000 and investments in solar power, wind power,

hydrogen, and forestry, which are renewable energy.

1.4. BG Group PLC

BG Group is a multinational corporation, originally British, mainly engaged in
the discovery and manufacturing of LNG products. It was originally formed in
1997 when it was a precautionary company; British Gas was split into two com-
panies: BG plc and Centrica plc. The former acquired British Gas exploration and
downstream operations while the Latter was responsible for retail business. BG plc,
which was again demerged in 2000, formed the Transco trans-commercial firm
BG Group plc and Lattice Group plc. As a result of this emergence, BG Group
plc has gained only the exploration and manufacturing potential for LNG that
BG plc had previously introduced. Since then the company has gained a foothold
in Liquefied Natural Gas production and exploration. With more than 5000
staff, the organization has increased to extend its activities, currently in more
than 20 countries. To turn its existence from the first offshoot into a global pro-
ducer of LNG.

BG Group plc’s business activities concentrate strategically on two areas: suc-
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cessful resource discovery and LNG development. By consistently demonstrating
the successful management of its primary operations, the organization has built
a strong footprint in the industry. On the scene of the exploration, BG Group Plc
has demonstrated exceptional success because of the strategic emphasis on dis-
covering and exploiting LNG sources worldwide. Driven by a combination of an
elaborate and lean infrastructure base and a concentrated growth of its geological
and technical skills, exploratory operations are carried out. Flexibility to supply
and extract natural gas resources around the globe characterizes development ac-
tivities of the company. A diverse base of supply sources worldwide has also
been a significant factor in reducing the company’s risk and costs.

BG Group plc’s equity structure is focused primarily on the production of
common share capital exchanged mainly on the London Stock Exchange. ADR
listed under OTCQX International Premiere will also extend its shareholder base
to the US (Over-the-counter market). The Company’s equity ownership was
quite simplistic, due to Candidate Companies’ 81 percent equity shareholdings,
which showed the company’s strategic decision to have leverage over their in-
vestors.

The company had operation around 25 countries across Africa, Asia, Austra-
lasia, Europe, North America and South America. They can produce around
680,000 barrels of oil per day. Beside oil they had Liquefied Natural Gas (LNG)
business and United States was the main customer of LNG. BG group was listed
under London Stock Exchange. BG Group owned its gas pipelines and also fo-

cusing on power generation project.

2. Merger and Acquisition of Royal-Dutch Multinational
Shell PLC and BG Group PLC

In this analysis a Merger and Acquisition event happened between Royal-Dutch
multinational Shell plc and BG Group plc. The core businesses of those two
companies are same as they involved in oil and gas. Shell is the largest oil and
gas company. Basically they search for oil by using technical and commercial
expertise, transport the crude oil, refine it and finally establish marketing all over
the world. They also focused on the same way of natural gas. They have vast op-
eration on globally, so that their business has been diversified on domestic as
well as international. They have done their operation over 100 countries with
40,000 patrol stations over the world and 47 refineries which help them to boost
growth on global economic condition and capture significant market share. The
targeted company is BG group which also focused on exploring and extracting
oil and gas and also production of liquefied natural gas. They sell these products
to the wholesale market and various retail gas or electricity suppliers. They had
operation around 27 countries in the world and mainly they have two segments
of operation. The gas segment only focused on exploring and developing natural
gas and the other one is to explore, extract and develop the crude oil. The key

date and event of the Merger and Acquisition are as below [10]:
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e 7 April, 2015: Royal-Dutch multinational Shell plc and BG Group plec. Offi-
cially declared that Shell director board will acquire BG group and will pay
shareholders around £1350 per share, which was around 50% premium on
BG Group’s share price.

e 11 April, 2015: Both Royal-Dutch multinational Shell plc and BG Group plc.
Held a meeting to state the transection call and setting up the clause. They
also decide the expected date for fulfill the regulation process and completely
acquire the targeted company in 2015 of last quarter.

e 11 June-19 November, 2015:

a) They reviewed the Merger Process Guidelines under ACCC commenced.

b) The Former acquisition in 3 September 2015 was delayed by ACCC to ana-
lyze the whole structure and regulation.

¢) Finally on 19 November 2015 ACCC announced they will not opposed to
the acquisition.

e 15 February, 2016: Shell acquired BG group which boost their oil and gas
reserved by 25% and capabilities of production increased by 20%.

2.1. Reasons for Acquisition

The following could be the possible reasons for acquisition of BG Group PLC by
Royal Dutch Shell:

1) Diversification (Tapping into LNG Market): Shell currently has a 75% oil
output and retail portfolio (Shell Financials). In the case of BG, Natural Gas
(BG’s Financials) represented 70% of the overall output. Royal Dutch Shell Plc, a
leading player in global deep-water and LNG, said it would result in the merger
of two firms to draw on the two potential business lines of British gas. In the
LNG market, the Royal Dutch Shell will gain access to the strength of BG. Royal
Dutch Shell’s businesses must be: Australian Liquefied National Gas (LNG) and
offshore deep water production in Brazil. Shell anticipates that in conjunction
with BG, its market profile as Europe’s largest oil and gas firm will be improved
and its plan to expand in these fields will be strengthened and risked.

However, some financial analysts predicted that British Gas targeted the Asian
LNG market. Nevertheless, as Japan is currently restarting its nuclear power sta-
tions, as reported by the Japanese Nuclear Energy Institute and as Gasprom re-
ports Russia is working to provide China with large-scale supplies of cheaper
piped natural gas by 2018, Shell’s acquisition of BG to LNG in the short to me-
dium term became questionable [11]. Another consideration is the lifting of
sanctions against Iran, the third largest natural gas reserves. All of the above
would lead to a substantial rise in natural gas supplies which would reduce LNG
costs and therefore challenge and threaten investments in the natural gas indus-
try. A big presence of British Gas on the Brazilian off-shore market will improve
and grow in South American countries with the combined company anticipating
an increase of 55,000 barrels per day in its oil and gas production.

2) Economies of Scale: Royal Dutch Shell thinks it will save “$3.5 billion in
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annual expenditures and enable the company to increase overall oil & gas output
by 20 per 100.” The cost savings in shipments and logistics would also include
the cost of procurement and providing in Brazil. In addition, the company ex-
pects substantial cost economies in the area of oil and gas plants for drilling, ex-
ploration and maintenance.

In addition, some analysts assume that British Gas has world-class reserves
but it could not make full use of them [12]. Shell could combine this to bring
business experience to the table and further leverage and improve it through the

merged group.

2.1.1. Valuation by the Market Perspective
Considering the proper functioning of the market and the formula to quantify
the value of a merged company [13]:
Gain / Loss of Shell = VSynergies — Premiumpaid for BG
= VShell + BGGroup — Vshell - PBG
= (VShell+ BGGroup — Vshell - VBGGroup)

—(PBG - VBGGroup)

The value of the BG Group on April 7th of 2015 was $48.16 billion dollars and
the value of the synergies for the merge is approximately $25.81 billion dollars
value obtained. Based on the 90 trading day volume weighted average price, the
BG Group had a price per share of approximately $13.395 dollars and, since,
Royal Dutch Shell paid a premium of 52% that gives a total amount of $73.73
billion dollars. By considering the difference between the total values of the BG
Group with the total amount paid, we conclude that, by the current market val-
uation, Royal Dutch Shell has paid approximately the maximum premium in
order to obtain benefits from this acquisition. The gain that Royal Dutch Shell
will incur is $244.3 million dollars. It’s understandable that Royal Dutch Shell
does not agree with the market perspective and is counting with the oil’s price
turnover, as well as with other factors that allow it to obtain greater gains from

this acquisition (Appendix 1).

2.1.2. Discounting Cash Flow Analysis

The Discounted Cash Flow main valuation method to appraise the attractiveness

of the investment opportunity. DCF analysis uses future free cash flow projec-

tions and discounts them to reach at a present value estimate, which is used to

assess the potential for the investment [14] (Appendix 2).

e The study assumed a growth rate equal of 2.99% which is the growth rate ob-
tained by considering a development of a $62.5 billion (cash flow) amount by
2020 combined company vs. sum of the present companies.

e The discounting cash flow analysis is based on the weighted average cost of
capital method (WACC), which means, the study considers the capital struc-
ture approximately constant over time.

e It is expected a reduction of 30% for 2015’s capital expenditures, in relation

to 2014, but also that this reduction continues for years to come.
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o The value obtained for the BG Group’s standalone valuation was $56.96

billion dollars, approximately a premium of 18.26% (Appendix 3).

2.2. Pertinent Strategy Rationale

Shell’s corporate strategy behind BG’s acquisition can be closely connected with
what Mintzberg defines as strategy as a place among the five Ps strategy estab-
lished by [15]. The theory behind strategy, as a position, is that an organisation,
independently from direct or indirect competition, should take a niche position
amongst rivals on the market to reach its business goals. As mentioned above, in
the new millennium, petroleum majors have been transformed from mainly oil
to natural gas firms. In an address to shareholders on the acquisition of BG, Shell
clarified that the Shell and BG combined reserves will produce close to 50 mil-

lion tons (MTPA) of natural gas per year in 2018 as a result of the agreement.

2.3. Growth Opportunity
2.3.1. Capital Asset Pricing Model (CAPM)

The financial analysts use CAPM for the purpose of assessment of the relation-
ship that exists between systematic risk and the rate of expected returns con-
cerning the stocks of a company [15]. The CAPM calculations for Shell Global
and BG Group are presented as Table 1:

Risk free Return (Rf) = The risk-free rate is typically the government bond
return rate. 10-year bonds are typically used since they are most quoted and liq-
uid. The selection of bonds which have a maturity close to the investment the
study evaluated. The Risk free Return (Rf) of Shell Global and BG Group is ac-
cordingly 0.32% and 0.35%.

Beta (b): Beta is a measure of the risk to our portfolio, which is a measure of
the uncertainty of its return. It displays price changes relative to the market as a
whole. If the beta is above 1.0, it means the investment is riskier than the market
average. In the analysis it is showing that the investment for Shell Global is
riskier than the market average value. On the other hand for BG Group invest-
ment is less risky than the market average and will decrease the overall risk of
our portfolio.

Expected Rate of Return (Er): The ER is an investment benefit foreseen by

Table 1. Capital asset pricing model calculation (Yahoo Finance, 2016) [16] [17].

CAPM Calculations

Particulars Shell Global BG Group
Risk free Return (Rf) 0.32% 0.35%
Beta (b) 1.09 0.368
Expected Rate of Return (Er) 7.826% 6.16%
Cost of Capital (k) 8.50% 2.49%

(k = Rf + B(Er — Rf))
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an investor. The returns of a portfolio are the sum of each potential return mul-
tiplied by the probability of occurrence or weight. The analysis estimated 7.86%
and 6.16% for Shell Global and BG Group.

Cost of Capital (k): Cost of Capital is the rate of return the firm expects to
earn from its investment in order to increase the value of the firm in the market
place. The analysis shows the Cost of Capital (k) is accordingly to 8.50% and
2.49%, which indicates the level of expenditure of resources and Investments are

worth the risk in relation to return.

2.3.2. Return on Stock

The return on stock shows in Table 2. Where it is clearly explained that the new
price for Shell Global and BG Group has decreased from 22.44 to 21.73 to and
98.55 to 85.83.

The analysis in the study brief that the new price for Shell Global and BG
Group has decreased from 22.44 to 21.73 to and 98.55 to 85.83. The possible
reason might be:

1) The sale of the company’s share reaches stock market demand, it might be
sold at a lower price, so that it had affected the price share price of Shell Group
and BG Group.

2) Stock price can be affected by trends within the company’s industry. If in-
vestors expect an entire industry to expand rapidly, they are more likely to bid
up the price of stocks of companies within the industry.

3) Changes to interest rates are commonly believed to influence the stock
market mainly due to their impacts on the costs of borrowing by businesses. In-
vestments that have an interest rival the inventory for the money of investors.
Investors prefer fixed income securities protection to inventory volatility when
interest rates are high. Maybe the levels of interest rates of Shell Global and BG

Group are poor, stock is more desirable than investment that carries interest.

2.3.3. Dividend Growth Model

It must be noted that valuation of equity requires an in-depth analysis full of
complexities, to enable the provision of an accurate forecast of the business per-
formance. The intrinsic value of the stock options of a company is calculated by
using the dividend growth model, as it does not incorporate any prevailing mar-

ket conditions during the valuation [18]. The calculation of intrinsic value for

Table 2. Return on stock (Yahoo Finance, 2016) [16] [17].

Return on Stock

Particulars Shell Global BG Group
New Price (P1) 21.73 85.83
Old Price (P0) 22.44 98.55
Cost of Capital E(ke) 8.50% 2.49%
E(ke) = (E(P1) — P0)/PO ~0.03163 —0.14018
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Shell Global and BG Group is presented as below:

It can be observed from Table 3, that the shares of the two companies are
over-valued since the intrinsic value is comparatively lower than the actual stock
prices before acquisition. The dividend payout of Shell Global and BG Group
has increase 6.27 and 0.42 after acquisition. The expected growth of Shell Global
had forecasted at 4%.

2.3.4. Price-Earnings Growth
The evaluation of price-earnings growth is used by the financial analysts to eva-
luate the value of a company’s stock options while accounting for the growth
percentage of the company’s growth, so as to present more complete valuation
than the P/E ratio [19]:

It can be observed from Table 4, that the values obtained from price-earnings

growth model differ from the actual stock prices.

Table 3. Dividend growth model (Yahoo Finance, 2016) [16] [17].

Dividend Growth Model
Particulars Shell Global BG Group
Dividend Payout Previous Year (D0) 0.79 0.33
Dividend Payout Current Year (D1) 6.27 0.42
Cost of Capital (k) 8.50% 2.49%
Expected Growth Rate (g) 4% 7.90%
Price Current Year (P1) 69.56 85.83
Price Previous Year (P0) 72.83 98.55
D1/(k-g)
Intrinsic Value (V) 69.8887568 84.154552
(D1 + P1)/(1 +Kk)
Table 4. Price-earnings growth (Yahoo Finance, 20160 [16] [17].
Price-Earnings Growth
Particulars Shell Global BG Group
Earnings per Share (E0) -2.32 -30.6
Earnings per Share (E1) 0.34 0.68
Cost of Capital (k) 8.50% 2.49%
Expected Growth Rate for EPS (g) 1.3% -8.70%
Price (P0) 4.7215 6.07685
El/(k—-g)
P/E Ratio 45.57 24.25
DOI: 10.4236/0alib.1107258 10 Open Access Library Journal
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2.3.5. Free Cash Flow Model
This model is used by the financial analysts to examine a company’s financial
performance and is calculated by deducting all capital expenses from the oper-
ating cash flow [20].

Table 5 reflects unrealistic prices, as a result of which, it may be stated that
the use of free cash flow model for the purpose of examining the two companies’

financial performance is inappropriate.

2.3.6. Book Value Analysis

This analysis (Table 6) is used to determine the relationship between the share
price and book-value of a company [21]. Shell Global has a lower price to book
value ratio, which indicates that it is in a better position than BG Group before

the initiation of acquisition.

2.4. Acquisition Impact on Royal-Dutch Multinational Shell PLC
and BG Group PLC

The Acquisition deal between Shell Global and BG Group indicates correspond-
ing business as both company doing business in same industry. In the early of
April 2015 the President Charles O. Holliday and Chief Executive Officer, Ben
van Beurden announced the acquiring of BG Group as to enhance the existing
business portfolio and extend the business. The share price affected before and
after when announcement done by both two companies are stated here (Figure
1 and Figure 2):

Table 5. Free cash flow method (Yahoo Finance, 2016) [16] [17].

Free Cash Flow Model
Particulars Shell Global BG Group
Cost of Capital (k) 8.50% 2.49%
FCFE (0) 22,114 ~1111
FCFE (1) 20,021 -1293
Growth Rate (g) 5.71% -11.10%
Price (P) 717,341.4547 —9514.348786

(FCFE1/(k — g)

Table 6. Book value analysis (Yahoo Finance, 2016) [16] [17].

Book Value Analysis
Particulars Shell Global BG Group
Market Cap. ($ millions) 210,726 45,612
Book Value 172,786 29,140
Price to Book Value 1.219577975 1.565271105

(Market Cap/Book Value)
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Figure 1. Price impact of M&A on shell group [21].
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Figure 2. Share price impact of M&A on BG group [23].

The mentioned Figure 1 explained the share price fluctuation of Shell Group
(shown in orange line) and market index represented by S & P 500 (shown in
blue line) and in addition it also shows S & P Global 1200 Energy level (red
line).

The analysis had conducted from July 2014 to Jan 16 to understand the im-
pact before and after of announcing acquisition.

The figure shows that after the announcement the next two months the mar-
ket index price increase around 15% and obtained the position from April to
August 2015.

After the announcement of the deal, the share value suddenly increases at
$64.96. It closed at $33.89 in the previous day of announcement which
represents a 22% increasing index.

For better understanding of the share price movements reflect insights of has
to be compared to the share price movements of market, represented by S&P
500 indices [22].
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¢ In BG Group Figure 2 the share and market (S&P 500) were conducted for
the same period of time.

e The announcement of the proposed M & A impacted huge in share price as it
was increased tremendously after announced. The Shares jumped at 3.2 per
cent to £1062.5 on the announcement. The day ended at 1.76 per cent higher
at £1047.65 per share.

o Efficient trading strategy for the investors would have been approach to buy
the shares of BG Group before the official announcement of acquiring the
company by Shell and book profits one day after the announcement when

share price movement stabilises.

2.5. Event Analysis on EMH of Royal-Dutch Multinational Shell
PLC and BG Group PLC

In this task event study has identified for Shell Group and BG Group (Table 7).
To assess the impact of M&A announcement on the share price fluctuation of
the company’s event study helps a lot which observe regularly. The main model
of event model based on the company’s share which comparing with a bench
mark. The bench mark is represented by NYSE (New York Stock Exchange)
which consider as the perimeter of share price. The model has described here:

R-Squared: R-squared determined of a company stock price movement. This
is a statistical measurement where the movement could be explained by com-
paring the movement of NYSE. In this M&A report Shell group and BG Group
can be predicted accurately by judging NYSE. The range of identifying the
r-squared rate is between 0 and 1 where if the result shows more than 70% then
it will show the better performance [24].

Slope: The slope will explain the significant correlation between two or more
variables and also rate of changes between dependent and independent variables.
A straight line method will help to identify the movement of share price.

Intercept: To predict movement of a stock of a company Intercept explains
the mean value of the related variables.

Steyx: To estimated standard error in the stock exchange Steyx has used for

Table 7. Determinants of event window analysis [16] [17].

Factors Shell Global BG Group
R-Squared 0.08924274 0.085201916
Slope 0.5559461 —0.369905664
Intercept 0.00129533 —-0.001258658
Steyx 0.01149988 0.00784828
Absolute value of t-statistics 1.96% 1.96%
Mean 0.12% -0.12%
Median 0.17% -0.21%
Days in estimation 30 30
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presenting suitable line to the price movements for relative share.

2.6. Analysis of Trading Strategy

Shell identified the acquisition of BG Group will create notable value for the
shareholder. Long term portfolio, more assets sales and increasing capital in-
vestment should increase in the cash flow. This will also impact the capex cover
and dividend of the company. The trading strategy involves with various activi-
ty. Shell Global expected for the M&A will reduce operation cost, capital ex-
penditure over time, and change in market structures which reduce the breake-
ven of Shell. Shell Group stated for intention to pay dividends of at least $1.88 per
share in 2016. Shell disclose the fourth-quarter profit of $1.6 - $1.9 billion (£1.1 -
£1.3 billion) which is compared $3.3 billion it made a year ago before acquiring BG
Group. Moreover the Shell’s production is about $0.4 - $0.5 billion which is least
expected, but the downstream division refining and processing unable to fulfil the
expectation of $1.4 - $1.6 billion. From 2015 to 2016 $1.88 a share has been
dropped at 9.4% dividend yield which is recovering from last week’s global mar-
ket sell-off. When the event happened on 8th April 2015 Shell offered around
50% premium over closing rate of BG Group’s share. Shell offered around $70
billion cash off to BG Group and suddenly the share price gets high as before it
was $33.89 billion but the closing rate of that date was $64.96 billion, it shows
that 22% rise compared from the past 12 years. So if an investor buys 100 shares
of the company at $33.89 per share before the event and books profit when share
prices reach $64.96 then there will be net profit of $31.07 per share.

3. Analysis of the Industrial and Economic Factors
Surrounding the Merger

Shell’s decision to acquire BG group plc was a drastic one, to say the least. How-
ever, studying the historically unpredictable existence of the oil and gas industry
exposes the fact that surviving in this industry’s competitive environment re-
quires businesses to be fast and agile to retain a role. Therefore we must examine
the circumstances surrounding this fusion that engulfed the oil and gas industry
in order to analyse the Shell plc decision to acquire the BG Group during this
period.

3.1. Estimation Window and Event Window of Royal-Dutch
Multinational Shell PLC and BG Group PLC

The global petroleum and gas industry is now over $1340 billion worth of mar-
kets. But it’s extremely volatile, as huge as it can be. This instability is attributed
to a precarious relationship with the Global Economic Perspective and interna-
tional political system as well as to an increasingly competitive industrial struc-
ture. So we must weigh both of these considerations in order to assess the value
of the circumstances surrounding this merger.

The model determines the cutoff time is one month from the event occurred
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in 7th April 2015. The end date is 1 month so it will be 7" May 2015. To analyze
the opportunity of the investor in the company and also disclose profitability
position [25].

There is a movement price analysis which is suggesting adopt some strategy to
control the share price (Figure 3 and Figure 4). The trading strategy for the in-
vestor that they can able to get profit within a short period [26]. The share price
increase from £1005 per share to £1398, in 7th April 2015 to 7th May 2015. Here
are the trading strategies recommended for the investor to follow:

Step 1: The first strategy before event

The investors should purchase a number of shares to conquer market price.

The company may assume the investors may buy at least 100 shares which is

£1005 per share.
SHELL GLOBAL : Estimation Window & Event
Window
2.00% M Expected Return  m-1.08% -2.66%
1.00%
& 0.00%
2 nin v nfn nfn o n nln n un | n
_ o i A i i i — — i — i i Dl —
=] o o (@] o o o (@) (@) o (@) o (@) o (@)
£ -1.00% § 9 § ¢ § § 9 8§79 §°§9iq9 § |9
= 8/ & &8 & & 6 &6 ©6 &6 &6 ® @ 'a
/< € € € £ € € £ < L 5 5 S
-2.00% afgd 8 24 58 2 8 8 & R & =« o
-3.00%
Date

Figure 3. Event analysis to test EMH for SHELL GROUP before and after announcement
[16] [17], (Appendix 4).

BG GROUP Estimation Window & Event Window
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& -20.00%

-25.00%

-30.00%

-35.00%
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[-28.70% -29.55%

Figure 4. Event analysis to test EMH for BG GROUP before and after announcement
[16] [17], (Appendix 4).
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Step 2: Strategy on the date of event

The date of the event very much crucial the price of the share will be increased
due to long market position of Shell Global or vice versa it can be decreased for
effect of short market.

Step 3: Strategy after the event

The investor can get profit when the share price reaches£1398 p.

3.2. Synergies and Valuation after Acquisition

Using DCF approach based on similar methodology and assumptions, the valua-

tion of merged firm turned out to be $449 Billion [27].

e Synergies are expected to spread oddly throughout the years and are depen-
dent upon the cash flows of the merged firm.

o The revenue and cost synergy factors have been formulated using prospective
synergies in the domain of revenue increase and cost reduction. Z.e. Table 8.

o The synergy factor is the average of revenue and cost synergy factors. i.e. Ta-

ble 8.

e In order to value the merged firm, Cash Flows of Shell and BG Group have
been combined and have been increased by the synergy factor.

e The terminal growth rate of the merged firm has been calculated as the aver-
age of the cash flow growth rate for the next five years. ie. 1.79%.

o WACC of the merged firm has been calculated as the average of Shell’s and
BG’s WACC and turned out to be 9.38%.

1) Synergies in terms of Cash Flows: With the factors of the aforementioned
synergies being obtained, cumulative factor of synergy was obtained. The cumu-
lative factor was used to forecast cash flows of the merged firm. In addition to
summing up the forecasted cash flows of Royal Dutch Shell and BG Group, the
resultant cash flows were increased by the synergy factor. With the forecasting of
cash flows in this way, the terminal growth rate of cash flows of 1.79% was ob-
tained as the average of the growth rate of year end cash flows over the course of
next five years [28]. Discounted Cash flow Model was used to value the incre-
mental cash flows of the merged firm. With WACC being the average of the two
firms as 9.38% the difference between the combined cash flows of both firms,

Table 8. Synergies and valuation after acquisition [16] [17].

Merged Firm
2020 2019 2018 2017 2016

Revenue 187,739 214,145 244,479 279,334 319,392
Income for the period
(Operating Profit/Loss) 12,136 13,641 15,363 17,333 19,589

Year End Cash 38,267.28  31,084.95  28,377.13 30,409.29 37,487.09
Growth Rate 23 10 -7 -19 2
Terminal Growth Rate 1.79
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without introducing the synergy factor and the cash flows increased by the syn-
ergy factor turned out to be $30 Billion over the course of five years, translating
into additional cash flows of approximately $6 Billion per year, in today’s value
[29].

2) Synergies in terms of Valuation: According to the model, the value of
Royal Dutch Shell and BG Group was $323 Billion and $69 Billion respectively.
The value of combined firm turned out to be $449 Billion. Hence, synergies, in
terms of increased in the enterprise value turned out to be $57 Billion over the
course of five years, translating into $11.4 Billion per year.

3) Optimal Offer Price: Owing to the value of BG Group PLC and expected
synergies, the maximum price Shell can pay for acquisition should be $99 Billion
(BG’s Value + Expected Synergies). The offer price by Shell should lie between
$69 Billion and $99 Billion.

4) Alternate Investments: The study tried to analyse the possible merger of
Royal Dutch Shell and different oil exploration companies with which Shell

could form similar synergies.

4. Conclusion

While both the price of crude oil and LNG will drop over the next five years,
based on various economic and political factors, both of these predictions are
expected to be. The valuation of the combined firms would, however, surpass the
sum of the two businesses by $56 trillion, which means synergies with perfor-
mance. In addition, on the basis of cash flows, sales and primarily operating cost
synergies are projected to be $30 trillion and thus theoretically generate value
through fusion. Royal Dutch Shell undoubtedly should attempt to diversify from
being highly dependent on oil to natural gas. But, as previously stated, some ex-
perts expected a very long-term disappearance of the fossil fuels industry. Even
the geopolitical reports of Shell predicted that 80% of oil reserves will be ex-
hausted by 2075. It could not be a strategy change to move dependency from one
declining fossil fuel to another. A rapid increase in renewable energy sources
such as solar, wind and tidal has been expected by the European Research Coun-
cil. Unlike the petroleum and gas industries, the risk of renewable energy sources
is low. Therefore, investment in renewables could prove to be a strategic step in
the long-term horizon, according to some analysts with a lower risk and high
potential returns. Thus, the quantitative element is dependent on short term.
The acquisition is optimistic in Synergy’s NPV, but it becomes doubtful in thirty
or fifty years. The main limitation of the study is the lesser information and ar-
ticle deficiency. Only a few researches had explored the financial analysis of the

acquisition process of BG Group by Shell Global [30].
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Appendix
Appendix 1 Calculations for the market perspective.
BG Group Market Cap. ($ million) 48161,7 Vs+bg ($ million) 291948,5
- Cash & Equivalents ($ million) 5295,0 Price per share BG (§ USD) 134
+ Preferred Equity ($ million) 0,0
 Minority Interest (& million) 0.0 #shares BG Group (million) 3621,0
+ Total Debt ($ million) 17507,0
90 trading day volume weighted
average
— . ... ]485006,4
Total Debt ($ million) 12212,0 priceMark. Cap. BG Group ($ million
BG Group EV ($ million) 60373,7
rrn Premium (%) 52,0%
Shell Market Cap. ($ million) 181009,4
- Cash & Equivalents ($ million) 21607,0 Price paid for BG Group ($ million) |73729,7
+ Preferred Equity ($ million) 0,0
+ Minority Interest ($ million) 820,0 Gain of Shell ($ million) had3
+ Total Debt ($ million) 45540,0
Total Debt (S million) 24753,0
BG Group EV ($ million) 2057624
| Synergies (S million) | 258124 |
Appendix 2 Financial data from BG group and royal dutch shell.
BG Group Royal Dutch Shell
Rate 2,37% Rate 2,37%
Spread 1,43% Spread 1,22%
Rd 3,80% Rd 3,59%
Beta leverage 1,329 Beta leverage 1,077
Rf 2269% Rf 2269%
MRP 5,81% MRP 5,81%
Re 9,99% Re 8,53%
Taxes 41% Taxes 47%
D (debt - $ million) 17529 D (debt - $ million) 44562
E (equity- $ million) 48802,24 E (equity- $ million) 226382,86
D/E (debt-to-equity) 0,359 D/E (debt-to-equity) 0,197
Betad 0,431 Betad 0,373
Beta0 1,172 Beta0 1,010
D (corrected - $ million) 16741 D (corrected - $ million) 58379
E (corrected - $ million) 48161,65 E (corrected - $ million) 181009,44
D/E (corrected) 0,35 D/E (corrected) 0,32
Beta Leverage (corrected) 1,32 Beta Leverage (corrected) 1,12
Re (corrected) 9,96% Re (corrected) 8,77%
D/(E+D) 0,258 D/(E+D) 0,244
E/(E+D) 0,742 E/(E+D) 0,756
Wacc 7,97% Wacc 7,10%
Market cap. ($ million) 48161,65 Market cap. ($ million) 181009,44
| wawacc| — 7281%)
RO (corrected) 9,96% RO (corrected) 8,77%
Market cap. ($ million) 48161,65 Market cap. ($ million) 181009,44
| wA  9023%|
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Appendix 3 Standalone valuation for BG group.

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Business Performance ($ million)
Group Revenue $18933,00 $19192,00 $19 289,00 $19 865,74 $20459,73 $21071,47 $21701,51 $22350,38 $23018,66
Otheroperatingincome $30,00 $-91,00 $ 257,00 $65,33 $65,33 $65,33 $65,33 $65,33 $65,33
Grouprevenueand
otheroperating $18963,00 $19101,00 $ 19 546,00 $19931,07 $20 525,06 $21136,81 $21766,84 $2241572 $23083,99
income
Operatingcosts $-11355,00  S-11981,00 $-13 391,00 $-12702,47 $-13 082,27 $-13473,43  $-13876,28 $-14291,19 $-14718,49
Profitsandlosses
on disposal of non-
currentassets and i ) ) ) ) ) ) ) )
im pairm e nts
Opera ting $7608,00  $7120,00 $6 155,00 5722861 $7442,79 $766338  $7890,56 $812453  $8365,50
profit/(loss)EBITD A
Depreciationof
pro pe rty, pla nt a nd $2 525,00 $2 946,00 $2 788,00 §2525,00 $2 525,00 $2 525,00 $2525,00 $2525,00 $2 525,00
e quipm e nt
Amortisationof
o the r inta ng ible $68,00 $9,00 $11,00 §29,33 $29.33 $29,33 $29,33 $29,33 $29,33
assets
EBIT $5015,00 $4 165,00 $3 356,00 $4674,28 $4 888,46 $5109,04 $5336,23 $5570,20 $5811,17
Taxes $-2193,74  $-1661,54 $-1195,59 §-1919,51 $-2007,47 $-2098,05 $-2191,34 $-228743  $-2386,38
Noplat $2821,26 $2503,46 $2160,41 $2754,76 $2 880,99 $3010,99 $3 144,88 $3282,77 $3424,79
Depreciationof
pro pe rty, pla nt a nd $2 525,00 $2946,00 $2788,00 $2525,00 $2 525,00 $2525,00 $2 525,00 $2525,00 $2525,00
e quipm e nt
Amortisationof
o the r inta ng ible $68,00 $9,00 $11,00 $29.33 $29,33 $29,33 $29,33 $29,33 $29.33
assets
Operationalprofit $5414,26 $5458,46 $4959,41 $5309,10 $543532 $556533 $5699,21 $5837,11 $5979,12
CAPEX $11291,00 §11 634,00 $ 8 877,00 $6213,90 $4971,12 $422545 $3 802,91 $3612,76 $3522,44
Changesin NWC §-624,87 $279,80 $-44521 $529,97 $133,03 $ 145,63 $159,42 $174,52 $191,05
Cashflow $-5251,87 $-6 455,34 $-3472,38 $-1434,77 $331,17 $1194,24 $1736,88 $2049,82 $2265,63
WACC 7,28% I
freecashflow I $-1337,40 $287,75 $967,22 $1311,23 $144245 $1486,11 I
Continuous CF |52798,58 I
M arke t Va lue | $ 56 955,93 |

Appendix 4 Estimation window & event window of shell group and BG group.

SHELL GROUP BG_GROUP
‘Cumulative ‘Cumulative
Date NYSE  Return (%) SHELL Return (%)  Expected Return R:l‘:"'r‘:":'/'\ﬁ' A;’:‘;"’l’l AR Test Sig":_.‘:l“ﬂ BG Return (%) E‘;i?°d r‘:‘:'::'("x:) A;’:“:"'l’l ARTest i ance
(CAR) (CAR)

42101 2088 54. 608265 1164. 16

42102 2080. 15 -0. 00376 52. 739509 -0.03422 -0.017729767 —0. 01649 -0.01649 -1. 54174 No 1189.446 0.02172 -0.00929 0.031014 0.031014 -1.1841 Yes
42103 2089. 46 0.004476 52.360468 -0.00719 -0.002700276 —0. 00449 -0.02098 —0. 23481 Yes 1186. 967 —0. 00208 —0.00049 —0.0016 0.029417 —0. 06214 Yes
42104 2114.49 0.011979 52.651358 0.005556  0.004383905 0.001172 -0.01981 0. 381213 Yes 1177.051 -0.00835 0.001832 ~0.01019 0.019231 0. 233371 No
42107 2108.29 -0.00293 52. 713062 0.001172  0.001946865 —0. 00077 -0. 02058 0. 169294 Yes 1177. 051 0 -0.00126 0.001259 0.02049 -0. 16037 Yes
42108 .51 -0.0108 53.286031  0.01087  0.007338234 0.003531 ~0.01705 0.638114 No 117 0.00379 0.000144 -0. 00394 0.016555 0. 018336 No
42109 2106. 85 0.010233 54.80219 0.028453  0.017113787 0.011339 -0.00571 1.488171 No 1155. 731 —0. 01438 0. 004059 -0.01843 —0. 00188 0. 517192 No
42110 2114.76 0.003754 55. 763014 0.017533  0.011042503 0. 00649 0.000779 0. 960228 No 1156. 227 0.000429 -0.00142 0.001847 -3.4E-05 0. 1806 No
42111 2108.92 -0. 00276 55.304642 -0.00822 -0.003274546 —0. 00495 -0.00417 -0. 28475 No 1159. 697 0.003001 -0. 00237 0.00537 0.005336 0. 30182 No
42114 2117.69 0.004159 55.401603 0.001753 0. 002270025 —0. 00052 -0. 00468 0. 197396 No . 714 =0.00171 -0. 00063 -0.00108 0.004252 —0. 07978 No
42115 2112.93 -0. 00225 55. 022563 —0.00684 —0.002508273 —0. 00433 -0.00902 -0. 21811 No 639 0.007709 —0.00411 0. 011819 0.016072 —0. 52372 No
42116 2107.96 -0.00235 54.969676 -0.00096  0.000760963 —0. 00172 -0.01074 0.066171 No 60. 669 —0. 00512 0. 000634 —-0.00575 0.01032 0. 080813 No
42117 2097.29 -0. 00506 55. 498568 0. 009622 0.00664438 0.002977 -0.00776 0.577778 No 1174.44 0.011865 -0. 00565 0.017512 0. 027832 0. 71958 Yes
42118 2100.4 0.001483 55.322269 -0.00318 -0.000470709 -0.00271 -0.01047 -0. 04093 No 1176. 899 0. 002094 00203 0.004127 0.031959 -0. 25906 Yes
42121  2081.18 -0.00915 55.613162 0.005258  0.004218582 0.00104 -0.00943 0. 366837 No 1172. 964 -0. 00334 2E-05 -0.00332 0.028638 0. 00279 Yes
42122 2104.99 0.011441 55. 868795 0. 004597 0. 003850809 0. 000746 —0. 00868 0. 334857 No 1170.505 -0. 0021 -0.00048 —0. 00161 0. 027025 0. 06157 Yes
42123 2106. 63 0.000779 55. 974573 0.001893 0.00234792 -0. 00045 -0.00914 0. 204169 No 1166. 571 -0. 00336 —1.5E-05 —0. 00335 0. 023679 -0. 00197 Yes
42124 2095. 84 -0. 00512 55.912869  -0.0011 0. 00068248 —0. 00178 —0.01092 0. 059347 No 1153. 784 -0.01096 0.002796 —0. 01376 0.009922 0. 35625 No
42125 2092. 43 -0.00163 56. 009833 0.001734  0.002259452 —0. 00053 -0.01145 0. 196476 No 1157.718 0.00341 -0.00252 0.00593 0.015851 0. 32108 No
42128 2102.06 0. 004602 . 2 59 0.003462  0.003220215 0.000242 -0.0112 0. 280022 No 1148.866 -0.00765 0.00157 —0. 00922 0. 006636 0.200002 No
42129 2091.18 -0.00518 56. 036277 -0.00298 -0.000361336 —0. 00262 -0.01382 0. 03142 No 1140. 997 0. 00685 0.001275 —0. 00812 -0.00149 0. 162451 No
42130 2081.9 -0. 00444 55.956943 -0. 00142 0. 000508245 0. 00192 —0. 01575 0. 044196 No 1134. 112 -0. 00603 0.000973 —0.00701 -0.0085 0.12403 No
42131 2076. 33 -0. 00268 54. 758117 -0.02142 -0.010615302 —0. 01081 -0. 02656 —0. 92308 Yes 895, 486 -0. 21041 0.076572 —0. 28698 -0.29548 9. 75658 Yes
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