
 

 

 

Copenhagen Business School 

Department of Finance 

 

 

Master Thesis 

Cand.Merc. Finance and Strategic Management 

 

 

“The New Energy Game Changer” 

Mergers and Acquisition Strategies in the Oil and Gas Industry 

 

 

September 2012 

 

 

 

 

 

Supervisor: Jens Borges 

Author: Henrikke Haaland  

 

                                                167,026 Characters / 78, 1 pages 

 



 

 
  ii 

Executive Summary 

 

The mergers and acquisition activity level in the oil and gas industry contributes to over half of 

worldwide activity, where the current focus is on the unconventional oil and gas market in the 

United States. This is related to the shift in industry focus, where the unconventional shale oil 

and gas market has become extremely attractive. Companies worldwide are increasing their 

exposure to this market, giving rise to promising prospects not only in the United States, but 

worldwide.  

The underlying motivations of the acquisitions in the US unconventional market are to acquire 

technology, valuable oil and gas assets, and operational competence. This is primarily because 

acquiring technology and experience is viewed as a rapid, less-expensive and less time-

consuming entry strategy when pursuing new markets. 

Competition to acquire target companies or assets has contributed to overestimating future 

market possibilities. Companies with strong financial flexibility dominate the market with their 

expectations that a long term investment strategy may eventually create synergies. The trends in 

the US market can be expected to shift over to markets where unconventional resources have 

been discovered, but not yet proven. 

This thesis investigates an acquisition completed in 2011 within the unconventional market. The 

underlying motivations of the acquisition are comparable to the overall market where 

technology, operational experience and the target company`s valuable assets are the main reason 

for the acquisition. The consolidation of the two companies will entitle the acquiring company 

to the target`s technology and employees, which in the emerging unconventional market is 

valuable.  

The price paid per share by the acquiring company was at the time of the acquisition above 

current trading price per share. To be in a position to comment on the price paid, a valuation of 

the target company was completed. The value of the target company is further concluded to be 

below the price of what the acquiring company paid. This underscores the motivations and the 

optimism in the current market where companies in need of technology and competence may 

overestimate future prospects when hoping to achieve future operational and financial synergies. 

 



 

 
  iii 

Motivation and Acknowledgement 
 

The final work of my Masters in Finance and Strategic Management at Copenhagen Business 

School is initiated is based on my curiosity of the oil and gas industry. The writing of the Master 

Thesis has been an opportunity to combine my interest in the industry with my academic 

interest in corporate finance.  

The transaction activity within the industry is high and therefore I wanted to combine the 

academic theory from my studies to analyze the underlying causes.  

The research and writing process has been challenging at times. But at the same time, it has 

been interesting as the progression of my thesis and my understanding of the topic increased.  

I would like to thank Arild Ueland and Per Haaland for contributing their valuable knowledge 

and experience of the industry. The information provided in the interviews was of great 

importance to the advancement of the study and my understanding of the industry. I am also 

grateful for the guidance and comments received from my supervisor at CBS, Jens Borges. 

Thank you for taking the time to guide and supervise me throughout the process.  

Last, but not least, I would like to express my enormous gratitude to my parents for supporting 

and motivating me throughout my education and especially through my thesis. Their 

encouragement enabled me to realize my own potential and is greatly appreciated.  

 

 

 

 

  



 

 
  iv 

Table of Contents   

1.0 Structure of the thesis ........................................................................................ 1 

2.0 Introduction....................................................................................................... 2 

2.1 Problem statements ................................................................................................... 3 

2.2 Limitations ................................................................................................................ 3 

3.0 Methodology ...................................................................................................... 4 

3.1 Research design ......................................................................................................... 4 

3.2 Research process ....................................................................................................... 4 

3.3 Literature .................................................................................................................. 5 

3.4 Empirical data .......................................................................................................... 6 

3.4.1 Reports ......................................................................................................................... 6 

3.4.2 Expert Interviews ......................................................................................................... 7 

3.4.3 Data bases ..................................................................................................................... 7 

3.5 Assessment of quality ................................................................................................ 7 

3.5.1 Validity ......................................................................................................................... 8 

3.5.2 Reliability ................................................................................................................... 10 

3.5.3 Total Assessment of quality ....................................................................................... 11 

4.0 Theory ............................................................................................................. 11 

4.1 Mergers and Acquisition ......................................................................................... 11 

4.1.1 Trends ......................................................................................................................... 11 

4.1.2 Neoclassical hypothesis .............................................................................................. 12 

4.1.3 Behavioral hypothesis ................................................................................................ 12 

4.1.4 Merger Waves ............................................................................................................ 13 

4.1.5 Integrations ................................................................................................................. 14 

4.1.6 Motives ....................................................................................................................... 14 

4.2 Valuation of a potential target ................................................................................. 18 

4.2.1 Discounted cash flow model ...................................................................................... 19 

4.2.2 Economic value added model..................................................................................... 19 

4.2.3 Valuation by Multiples ............................................................................................... 20 

4.2.4 Cost of capital............................................................................................................. 20 

5.0 Section 1 .......................................................................................................... 21 

5.1 The oil and gas industry .................................................................................. 21 

5.1.1 Operators .................................................................................................................... 21 

5.1.2 Suppliers ..................................................................................................................... 23 

5.2 The Market ............................................................................................................. 24 

5.2.1 Oil and gas price ......................................................................................................... 25 

5.2.2 Political ...................................................................................................................... 26 

5.2.3 Technological ............................................................................................................. 26 

5.2.4 Society and Environment ........................................................................................... 27 

5.3 The Merger and Acquisition Market ....................................................................... 28 



 

 
  v 

5.3.1 Market Findings ......................................................................................................... 28 

5.4 Analysis ................................................................................................................... 29 

5.4.1 Merger and Acquisition trends ................................................................................... 30 

5.4.2 The Unconventional Wave ......................................................................................... 30 

5.4.3 Neoclassical Hypothesis ............................................................................................. 30 

5.4.4 Integrations ................................................................................................................. 32 

5.4.5 Motives ....................................................................................................................... 32 

6.0 Section 2 .......................................................................................................... 36 

6.1 Case Presentation ............................................................................................ 36 

6.1.1 Brigham Exploration Company............................................................................ 36 

6.1.2 Statoil ................................................................................................................... 37 

6.2 Analysis of Brigham Exploration ............................................................................ 38 

6.2.1 Internal Analysis ........................................................................................................ 38 

6.2.2 Financial Analysis ...................................................................................................... 42 

6.2.3 External analysis ........................................................................................................ 47 

6.2.4 Statoil`s motives for acquiring Brigham Exploration ................................................ 53 

6.2.5 The acquisition of Brigham compared to the overall market ..................................... 54 

7.0 Section 3 .......................................................................................................... 54 

7.1 Valuation of Brigham ...................................................................................... 54 

7.1.1 Adjustments of the financial statements ............................................................... 55 

7.1.1.1 Income statement ..................................................................................................... 55 

7.1.1.2 Balance sheet ........................................................................................................... 56 

7.1.2 Choice of Valuation Models .................................................................................. 58 

7.1.3 Future Forecasts ................................................................................................... 58 

7.1.4 Future Outlook ........................................................................................................... 58 

7.1.4.1 Operating revenue ................................................................................................... 59 

7.1.4.2 Operating Costs ....................................................................................................... 61 

7.1.4.3 Tax ........................................................................................................................... 63 

7.1.4.4 Working Capital ...................................................................................................... 64 

7.1.4.5 Capital expenditures ................................................................................................ 64 

7.1.4.6 Net Operating Assets ............................................................................................... 65 

7.1.4.7 Terminal Value ........................................................................................................ 65 

7.1.5 Cost of Capital ...................................................................................................... 65 

7.1.5.1 Risk free rate ........................................................................................................... 66 

7.1.5.2 Market Risk Premium ............................................................................................. 66 

7.1.5.3 Tax ........................................................................................................................... 66 

7.1.5.4 Beta ......................................................................................................................... 66 

7.1.5.5 Cost of debt ............................................................................................................. 68 

7.1.5.6 Cost of equity .......................................................................................................... 69 

7.1.5.7 WACC ..................................................................................................................... 69 

7.1.6 The Valuation ....................................................................................................... 70 



 

 
  vi 

7.1.6.1 Discounted Cash flow ............................................................................................. 70 

7.1.6.2 EVA ......................................................................................................................... 71 

7.1.6.3 Multiples.................................................................................................................. 71 

7.1.6.4 Scenario Analysis .................................................................................................... 71 

7.1.6.5 Conclusion ............................................................................................................... 73 

8.0 Literature ....................................................................................................... viii 

Articles ........................................................................................................................ viii 

Books ............................................................................................................................. ix 

Working papers .............................................................................................................. x 

Reports ........................................................................................................................... x 

Webpages ...................................................................................................................... xi 

9.0 Appendices ...................................................................................................... xv 

Appendix A ................................................................................................................... xv 

Appendix B .................................................................................................................. xvi 

Appendix C .................................................................................................................. xvi 

Appendix D ................................................................................................................. xvii 

Appendix E ................................................................................................................. xvii 

Appendix F ................................................................................................................ xviii 

Appendix G .................................................................................................................. xx 

Appendix H .................................................................................................................. xx 

Appendix I ................................................................................................................... xxi 

Appendix J ................................................................................................................ xxiii 

Appendix K ............................................................................................................... xxiv 

Appendix L ................................................................................................................. xxv 

Appendix M ............................................................................................................... xxvi 

Appendix N ................................................................................................................xxvii 

Appendix O ............................................................................................................... xxix 



 

 
  1 

1.0 Structure of the thesis 
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2.0 Introduction 

 

The world energy demand has increased considerably in decades, whereas the production of oil 

and gas is of significant importance to cover the world`s energy needs. In the foreseeable future 

it is anticipated that oil and gas will continue to be the primary source of energy. 

The oil and gas industry is experiencing increased prices on their products along with increased 

costs of development and production. Competition between companies has grown tougher and 

the search of new business possibilities is competitive.   

Mergers and Acquisitions
1
 are regarded as a strategic tool when companies wish to expand the 

business, increase market share or improve their current market position. The M &A activity 

level within the oil and gas industry is high and contributes to the majority of worldwide M&A 

value.  

The area of research in this thesis is on the current M&A activity level in the oil and gas 

industry and the underlying strategies explaining why companies seek M&A.  

The thesis is structured in three sections.  

The first section starts with an overview of the industry and a market analysis of factors 

influencing the industry. Then findings of the M &A market in the industry are presented. 

Further, the findings are analyzed by applying theories and hypotheses for why companies seek 

to acquire or merge. The conclusion will address the principal and current motivations for 

companies` acquiring or merging.  

Next, the second section will examine the underlying motivations of Statoil`s acquisition of 

Brigham Exploration
2
 in 2011. 

 The intention of this section is to get a better understanding of the underlying motivation for 

acquiring a company and to demonstrate how the conclusions from section one is applicable to 

this acquisition. Finally I will take a look at the external and internal factors contributing to 

Statoil`s acquisition of Brigham.  

 

                                                           
1
 M&A 

2
 Will subsequently be referred to as Brigham 
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In the third section a valuation of the acquired company as a going concern
3
 will be conducted. 

This analysis will enable a determination of the value of each Brigham share on the day the 

offer was announced. Further a discussion of the price paid by Statoil will be elaborated upon. 

 

2.1 Problem statements 

Two problem statements are formulated, with underlying research questions.  

1) Which underlying strategies tend to explain the current mergers and acquisition activities 

within the oil and gas industry? 

- Where is the current mergers and acquisition activity taking place and why? 

- What are the underlying trends and motivations for companies seeking to merge or 

acquire? 

 

2) Was Brigham worth 36,5USD per share and was this a good buy? 

- Which internal and external factors of Brigham contributed to the acquisition? 

- What was the value of Brigham`s equity on October 11, 2011? ( The day the offer was 

announced) 

 

2.2 Limitations 

In this thesis the overall market activity level will be viewed as of 31.12.2011. This is because 

of the availability of information and to maintain consistency in the thesis since the acquisition 

of Brigham was completed in 2011. However, when analyzing the current structure of the 

industry and the factors influencing it, commodity prices as of 2012 will be discussed. This is 

because the development and fluctuations in prices are interesting to analyze in order to be in 

position to comment on future M&A activity levels. 

The variables in the valuation of Brigham Exploration are based on the writer’s future outlook 

and are all assumptions. Both the market and company conditions may change and therefore it 

is emphasized that the writer’s final value per share is based on the constructed valuation case. 

                                                           
3
 As if it were not acquired 
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3.0 Methodology  

 

In this section the methodology used will be described. Choice of research design, literature 

applied, source of empirical data, and an assessment of the quality will be elaborated upon. 

 

3.1 Research design 

To be in a position to answer the problem statement and research questions I have decided to 

apply a case study approach. Yin (2009) describes case study as a distinctive method of 

research, because it incorporates the use of a broad spectrum of sources when collecting data, 

among them interviews and reports. Case study is regarded as an acceptable research method, 

because it allows of for investigating a current situation, where there is no possibility to control 

behavior and events (Yin, 2009).  

Case studies have been criticized as being less systematic research design, where there is a high 

risk for disparities in data that will influence findings and final conclusions (Yin, 2009).  An 

advantage with case studies is that the researcher can apply a broader spectrum of methods in 

the data collecting data process (Bryman, 2008).  

 

3.2 Research process 

The research is based on interests within the oil and gas industry and corporate finance. The 

thesis is structured in three sections, with each section addressing different research questions 

with the intention of answering the overall problem statement. Each section is structured around 

a general framework, illustrated in Figure 2. This is to create consistency in the work and 

facilitate the use of similar procedures in the three sections.  

The initial research was broad. This was to be able to not only understand the industry and the 

current activity, but also to address a problem statement with underlying research questions. The 

primary research was carried out through reports and expert interviews.  

Moreover, relevant academic theories were applied to form a theoretical basis for the study. 

Combining theory with findings gives a continuous interaction between theory and empirical 

observations. Dubois and Gadde (2002) emphasize the importance of this combination and 

characterize the method as a systematic process when doing case study research. The findings 

and theory were discussed and analyzed, and each section has a conclusion that answers the 
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underlying research questions in the given section. Throughout the research and investigation, 

guidance and support from my supervisor at CBS was used. 

 

 

 

Figure 2: Research process (Own contribution to the thesis) 
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Previous trends and academic hypotheses are also included. The valuation theory addresses 

valuation models and important factors necessary to consider when applying a valuation model.  

The literature is selected based on theories from books with high recognition within academic 

literature, which I have been introduced to through my studies. A high number of academic 

articles and working papers were located through Business Source Complete, JSTOR and 

Academic Search Elite. This is to get a broader perspective and to understand the criticism of 

theories presented in the books. 

 

3.4 Empirical data 

Utilizing a variety of sources was important in the data collection process, so that the findings 

could be supported from unrelated sources (Yin, 2009). In the case study two different methods 

were used to gather empirical data, although selected reports and expert interviews were the 

main source of gathering empirical data. Both methods were used throughout the thesis. The 

intention was to verify the information and to get a deeper understanding of the area of research.  

 

3.4.1 Reports 

The reports include market reports published by consultancy companies or energy agencies, 

academic reports, society publications and annual reports. The reports were selected based on 

content, relevance and availability. Throughout the research there was a high focus on locating 

reports that take the current situation into consideration mainly because the industry changes 

rapidly.  

The consultancy reports are published by private companies, and addressed to customers, where 

the intention is to describe trends and development within the industry. Research reports are of 

similar purpose, although they are published by independent research institutions. Academic 

reports are written with the intent of providing new knowledge within a field of research. 

Society publications are reports, newspaper articles or plans written for society and industrial 

politics. It is common practice for society publications to be written explaining a visionary 

condition and what should be done to achieve this condition. Annual reports were used when 

analyzing Brigham Exploration. The annual reports are issued to give an accurate overview of a 

company`s financial condition and strategic position. On the next page there is an overview of 

the number of different publications within each category. 
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Figure 3: Overview of Literature  

 

 

3.4.2 Expert Interviews 

A part of the empirical research was to carry out expert interviews, aimed at gathering firsthand 

knowledge from people with experience within the industry. The objective was to locate experts 

with broad experience worldwide and in the United States. The intent was to find two 

respondents that differ within discipline and company, so as to get a different perspective on the 

industry. Two respondents were located, one working as Director of Performance Analysis US, 

the other, Vice President Onshore US. Both of them are currently situated in Houston, Texas, 

United States.  

The interviews were conducted in Houston and Stavanger, Norway, and with follow-up 

interviews completed by phone. The interviews can be characterized as unstructured. The 

respondents were given few restrictions, with liberty to elaborate upon a given topic. The 

questions were relatively open to create a discussion with the respondent, but still address the 

given topic, as I found it valuable to get a broad spectrum of information. Information about the 

respondents and topics discussed in the interviews can be viewed in Appendix A. 

 

3.4.3 Data bases  

Market information in terms of stock prices, interest rates and commodity prices were 

downloaded from Financial Times and Yahoo Finance. The financial information was used in 

estimates when creating a valuation model.  

 

3.5 Assessment of quality 

The quality of empirical research can be assessed by evaluating the validity and reliability of the 

sources (Yin, 2009).  In this section the data collection, reports and interviews, and the literature 

used in the thesis will be evaluated. Finally, a total assessment of the research quality of the 

thesis will be discussed. 

Academic Articles Reports Books Newspaper articles Working Papers

26 16 18 30 2
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3.5.1 Validity 

Validity describes the quality of the research process. Validity explains to what extent the 

conclusions in the study are applicable via the research methods used (Yin, 2009).  

The intention of employing the methods used in the thesis is that the interviews and reports 

create convergence with the findings and final conclusions. Yin (2009) defines this research as 

triangular, meaning that the sources are cross checked. In this thesis triangular research has been 

compiled by utilizing different methods of data collection. 

Moreover academic literature has been applied to support the findings in the reports and 

interviews. To be in a position to evaluate the validity of the sources and how the sources have 

influenced the research process, each source will be discussed. 

 

3.5.1.1 Interview process 

According to Kvale and Brinkmann (2009) it requires significant practice and preparation to 

become a good interviewer. The researcher of this study has limited experience with this 

method of research, which may have had an impact on the quality of the interviews. Limited 

experience especially impacts how the follow up questions are formulated, and can thereby set 

the course of the final answer. 

There is in addition risk for disparities in the unstructured interviews, mainly because the 

respondents are open to select from the information provided and may focus on their field of 

interest. This was experienced through the interviews, where the operational expert tended to 

focus on the production and technical aspects of the industry. 

A few follow up interviews were conducted by phone. When a respondent is interviewed by 

phone, misunderstandings may occur since there is no face-to-face contact and no possibility to 

observe the respondent’s body language. According to Bryman (2008) the lack of face-to-face 

contact can lead to misunderstanding of attitude towards less explicit issues. The phone 

interviews in this thesis were mainly used for follow up questions and are therefore not regarded 

as less valid than the interviews conducted face-to-face. 

One downside of the process could be that one of the experts is the father of the researcher. 

However, this is not viewed as problematic since the focus of the interviews was on the 

industry, where he has long experience and valuable knowledge. The interviews with the 

respondent were constructed professionally and took place at an office location.  
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3.5.1.2 Reports 

The reports used in the research have a high impact on the final conclusions, which will 

influence the validity of the thesis. The reports are influenced by how the publisher perceives 

the industry and the focus of the reports. Therefore, there exists a risk of the reports creating 

bias in the empirical data collection. 

The reports written by consultancy companies are published upon request from a customer and 

are often written by people with no formal research competence. Further, the reports are 

published with no external auditing, which can impact the validity of the reports` conclusions. 

These reports are still regarded as credible, since the consultancy companies are well known and 

perceived as professional within the industry. Society publications are written for society and 

industrial politics. These publications are highly influenced by the setting and the writer. The 

society publications are regarded as less credible than the consultancy reports.  

Research reports are written both on behalf of an institution and independently. Research reports 

are published in connection with a specific research program. These reports are often subject to 

risk in that industries or companies involved in the research may influence its outcome. External 

auditing of research reports does occur, but not very often. All of this notwithstanding, the 

credibility of these reports is regarded as high.  

The annual reports used are written in combination with the company and an external auditing 

company. The annual reports are obliged to follow regulations imposed by stock exchanges. 

The annual report is regarded as valid, due to the primary objective of the report: To state the 

current financial health and strategic outlook of the company.  

 

3.5.1.3 Literature 

Time constraints on the research have narrowed it, affecting the validity of the theory applied. 

Still, the majority of the literature is by highly cited authors and their work is greatly recognized 

within academic literature. The literature is selected based on academic books and articles 

covering the topics in the thesis. There exists a range of literature within corporate finance and 

much is based on available on an extensive period of research. The literature regarding mergers 

and acquisitions are more limited in terms of older publications and analyses of past trends in 

the market. Still, the trends tend to be repeated, and is therefore the findings are regarded as 

applicable when analyzing a current situation. 
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3.5.1.4 Databases 

Market information in terms of stock prices, interest rates and commodity prices were 

downloaded from Financial Times and Yahoo Finance. These web based databases are regarded 

as valid databases within the industry. 

 

3.5.2 Reliability  

Reliability is defined as findings and conclusions that can be replicated by others utilizing 

identical methods (Bryman, 2008). The reliability of a case study can be difficult in terms of 

market analyses, because the market tends to change (LeCompte and Goetz, 1982). Still, the 

valuation is to a higher extent possible to replicate if it is based on identical assumptions.  

The literature in this thesis is based on academic theory descriptions. The reliability of the 

literature is to some extent regarded as less reliable because it is more complex to conduct 

structured literature research. Part of the theoretical framework was completed after empirical 

findings and analysis. If the research had been accomplished based on more structured research 

it would have strengthened the reliability of the thesis.  

The reports and publications used were based on content, relevance and availability. This will 

consequently reduce the reliability of the study, since it will be difficult for another researcher to 

replicate. That being said, the reports and publications tend to describe the industry with similar 

characteristics. This contributes to reducing the bias for future study within the same topic. 

The descriptions, facts and industry characteristics from the interviews will depend on who the 

respondent is. People with different connection to the industry may tend to have dissimilar 

perceptions of the industry, which may diverge from the data collection conducted in the 

interviews.  

Therefore, it was important for the researcher to cross check the information provided in the 

interviews with reports, publications and follow up interviews. The respondents had no relation 

to each other and perceived the industry from different disciplines. Their reflections of the 

industry did not differ and consequently it is believed that the interviews are regarded as reliable 

and can be replicated.  

The databases are less comprehensive to replicate since the financial information is based on 

historical stock prices, interest rates and commodity prices. Throughout the thesis the 
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information downloaded from databases is referenced as to where and when the data was 

collected. 

 

3.5.3 Total Assessment of quality  

According to Yin (2009) even if all guidelines in academic research are fulfilled it will still be 

difficult to complete a good case study. In this thesis the researcher has attempted to maintain 

the creditability of the thesis, by reducing the variety of sources to create less bias in the data 

collection process and analysis. Even though there may exist some weakness in the thesis` 

validity and reliability it is concluded that the research quality is fulfilled.  

 

4.0 Theory 

4.1 Mergers and Acquisition 

A merger or acquisition
4
 involves the unification of two companies either by combining assets, 

operations and management to establish one company(merger), or to transfer control of a firm`s 

assets, operations and management to another company (acquisition) (Sudarsanam, 1995). The 

underlying motivation for pursuing a merger or an acquisition is to generate a higher cash flow 

to the shareholders (Pike and Neale, 2009), or as a strategic tool to improve a firm’s market 

position (Porter, 1985).  

 

4.1.1 Trends 

M&A activities are cyclical and tend to come in different waves (DePamphilis, 2010). The 

patterns over the different waves vary, although there are some characteristics that each wave 

shares (Martynova and Renneboog, 2008). Worldwide M&A activity tends to follow the 

volatility of the stock market and take place during periods of high economic growth and low 

interest rates (Martynova and Renneboog, 2008). Historical data indicates that total M & A 

transactions reach historical levels before an economic crisis (Shleifer and Vishny, 2003). 

 

                                                           
4
 Will further be referred to as M or A 
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The majority of the transactions have had a tendency to take place in the United States. 

Conversely, the European M&A market experienced increased growth and reached US levels in 

1980 (Martynova and Renneboog, 2008). Strong economic growth in emerging markets 

contributed to increased M&A activity in Asia in the 1990`s (DePamphilis, 2010). Worldwide 

activity reached an historical peak in the year 2000, after the emergence of the internet bubble in 

the late 90`s (DePamphilis, 2010). The peak in 2000 was met with years of uncertainty, 

influenced by terror concerns and the decline in the world stock markets. In 2007 the global 

M&A activity excluding the United States reached an all-time high, met with a recession in 

2008 reflecting lack of credit, weak equity markets and the start of a global financial crisis 

(DePamphilis, 2010).  

 

Academic literature defines M&A activity driven by two hypotheses. Further, the two will be 

described. 

 

4.1.2 Neoclassical hypothesis 

The neoclassical hypothesis describes M&A as driven by technological or industrial shocks and 

that they occur in a recovering economy with a positive political environment (Martynova and 

Renneboog, 2008; Mitchell and Mulherin, 1996). They argue that shocks occur in the 

emergence of a new technology or shift of industry focus. Shocks could be escalating 

commodity prices, deregulations in industries or less specific shocks, like the emergence of 

social media (DePamphilis, 2010). The hypothesis has a high focus on industry-specific shocks, 

and fails to explain the overall merger activity, unless several industries are exposed to the same 

shocks (Shleifer and Vishny, 2003). In addition the neoclassical theory does not explain how 

different methods of payment influence M&A activity. Previous research shows that merger 

waves tend to follow a pattern regarding method of payment (Shleifer and Vishny, 2003). 

 

4.1.3 Behavioral hypothesis 

A theory that explains M&A waves as a result of method of payment is the behavioral 

hypothesis. This theory describes that M&A`s tend to occur when there are high stock 

valuations according to the market`s perceptions (Pike and Neale, 2009). The behavioral 

hypothesis applies when stock markets decline or when the stock price of a target is lower than 

the book value of a firm`s equity (DePamphilis, 2010). Firms then take advantage of buying 
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undervalued firms by financing the transaction with overvalued stocks (DePamphilis, 2010). 

The intention is that the acquirer can then issue fewer shares resulting in less potential earnings 

per share (DePamphilis, 2010). To identify an undervalued target, firms are dependent upon 

valuations of comparable firms measured by their price-to-earnings or market-to-book ratios 

(DePamphilis, 2010). Empirical studies conclude that there is a positive correlation between 

long-term fluctuations in market valuations and takeovers (DePamphilis, 2010). Rhodes-Kropf 

and Viswanathan (2004) argue that M&A`s are timed to correspond with over valuations and 

argues that the acquiring firm is often more highly valued than the target.  

 

4.1.4 Merger Waves 

 

4.1.4.1 Unrelated 

The M&A wave in the late 1960`s emerged from high stock market valuations and the intention 

with the acquisitions was to create diversified firms (Shleifer and Vishny, 2003). The 

conglomerate integrations that took place across industries was a result of combining capital and 

knowledge to create more integrated firms offering broader services (Shleifer and Vishny, 

2003). The wave follows the pattern of the behavioral hypothesis, due to the tendency of 

acquiring undervalued firms, financed with overvalued stocks (DePamphilis, 2010). The 

conglomerate wave did not increase shareholder returns, and research confirms that long-run 

stock market returns were negative during this period (Shleifer and Vishny, 2003). At that point 

in time there were strict antitrust policies regarding acquisitions in related lines of business, 

making consequently unrelated integrations the only possible option over doing nothing 

(Shleifer and Vishny, 2003). 

 

4.1.4.2 Improve inefficiency  

The takeover wave that occurred in the 1980`s was triggered by declining stock markets 

(DePamphilis, 2010). The weak stock markets made it possible for acquiring firms to buy firms 

for a price lower than the underlying value of the firms (Shleifer and Vishny, 2003). The 

acquisitions were financially motivated, where the intention was to improve the inefficient 

M&A in unrelated line of business created in the 1960`s (Shleifer and Vishny, 2003).  
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4.1.4.3 Industry consolidation 

In the late 1990`s M&A trends were similar to the 1960`s: triggered by high stock market 

valuations, although more complex in terms of size and power than previous waves (Shleifer 

and Vishny, 2003). The wave appeared to bring the industry together and involved a high 

degree of company concentration (Shleifer and Vishny, 2003). The increased globalization in 

the world economy enlarged the geographical scope and contributed to a high focus on reducing 

costs, increasing efficiency and achieving technological synergies (Shleifer and Vishny, 2003). 

The degree of cross border cooperation increased and the projects across industries became 

more complex and demanded more capacity, flexibility and capabilities (Shleifer and Vishny, 

2003).  

 

4.1.5 Integrations 

Mergers and Acquisitions can be classified as horizontal, vertical or conglomerate integrations 

(Brealey et al, 2011). In a horizontal integration the acquired firm operates in the same industry 

and line of business. Common practice is when a firm merges with or acquires a competitor 

(Pike and Neale, 2009). A vertical integration is when the target firm operates in the same 

industry, however, at a different stage of production (Pike and Neale, 2009). Typical for this 

type of integration, is when a firm acquires a supplier. M or A of a firm in an unrelated industry 

is classified as a conglomerate integration (Pike and Neale, 2009). This is when the core activity 

is unrelated, although some corporate activities in the two companies may overlap. 

 

4.1.6 Motives 

It can be difficult to differentiate an M or A into one of the three integrations, because every 

M&A are driven by independent underlying motives (Pike and Neale, 2009). Below, the most 

common motives will be explained. 

 

4.1.6.1 Consolidation 

Consolidation is a frequent M & A motive where companies seek to improve their current 

market share (Brealey et al, 2011). The intention with consolidations is to combine companies 

to form a high degree of industry collaboration. Consolidation is in addition viewed as a 

strategic tool to increase the geographical scope where costs and risks are shared (Shleifer and 
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Vishny, 2003).In high technological industries and industries experiencing a downturn it has 

become common to partner up (Brealey et al, 2011).  

In industries where there is room for improvement, firms consolidate to improve efficiency. 

Firms that are viewed as inefficient with unsuccessful management and valuable assets are often 

targets in acquisitions (Brealey et al, 2011). The mechanism is then to replace the management 

of the target firm with a new efficient management team (Brealey et al, 2011). For a 

consolidation to be successful, the new management must understand the target company`s 

culture and existing challenges, and be capable of implementing changes (DePamphilis, 2010).  

 

4.1.6.2 Diversification 

Diversification is another motive for pursuing M or A `s. For a firm operating in an industry 

where growth is slowing down, diversification could produce a strategic shift to position the 

firm into high- growth products or markets (DePamphilis, 2010). Firms generating a high 

amount of cash and operating in a mature industry with few attractive investment opportunities 

view diversification as a sensible way to invest the firm`s cash and increase market share 

(Brealey et al, 2011). 

 Diversification may involve seeking opportunities in related or unrelated line of business 

(DePamphilis, 2010). To what extent a high diversification strategy is beneficial varies within 

industries and companies. Lind and Servaes (1999) argue that investors will not benefit from 

unrelated diversification, because it will be cheaper for the investor to diversify compared to the 

company (Brealey et al, 2011). Brealey et al (2011) supports this and argues that it is often 

viewed at less attractive for investors to invest in a highly diversified firm, and that it is 

common to receive a reduction in price when investing.  

 

4.1.6.3 Synergies 

The belief that an M or A will create synergies contributes to increased M&A activity. Merger 

synergies add value if the two companies are worth more together than separately (Brealey et al, 

2011). Synergies can be classified either as financial or operational (DePamphilis, 2010). 

Operational synergies can be intended to achieve economies of scale, where the combined firms 

can combine services, e.g., back office functions (Brealey et al, 2011). This may lead to 

reduction in number of employees, that further reduces the combined firm`s fixed costs 

(DePamphilis, 2010). 
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 Creating economies of scale is a time consuming procedure and will require involvement 

throughout the entire organization (DePamphilis, 2010). Another operational motive for 

pursuing an M or A is that it will create economies of scope, implying that the two firms` 

complementary resources combined contribute to increased production (Brealey et al, 2011). 

This is seen in industries where it is less expensive to produce more product lines in one 

combined firm than in two separate entities (DePamphilis, 2010). Enforcing changes can be 

time consuming and it is difficult to predict how the market will react. Consequently this may 

lead to increased costs if the implementation is unsuccessful (Panzar and Willing, 1981).  

Financial synergies can be achieved through cost savings and increased revenues (DePamphilis, 

2010). These synergies are uncertain and tend to be difficult to quantify upfront. One argument 

is that the combined firm can reduce its financing costs by borrowing less expensively as a 

combined entity than separately (Brealey et al, 2011).This conclusion implies that the combined 

firms` cash flow is more stable and predictable, which reduces the firms` risk, resulting in lower 

interest rate on debt (Montgomery and Harbir, 1984; Brealey et al, 2011). 

Theoretically this can reduce the combined firms` cost of capital, if the cash flows from the 

merged or acquired firm are uncorrelated (DePamphilis, 2010; Brealey et al, 2011). This would 

further imply that the systematic risk of the combined firm is reduced (Trautwein, 1990). Hence, 

Montgomery and Harbir (1984) argue that in an efficient capital market the systematic risk 

tends to be higher for firms with uncorrelated cash flows.  

Two separate entities with uncorrelated cash flows tend to diverge in terms of capital intensity, 

market power and capital structure. Therefore, they claim that it is not possible to reduce the 

systematic risk of the combined firm to create financial synergies. Conversely, to pursue M&A 

activities in order to receive a lower interest rate or to reduce the cost of capital is not a 

reasonable argument.  

 

4.1.6.4 Technology and regulations 

Another motive for pursuing M&A is to rapidly be able to adjust and cope with technological or 

regulatory changes in the external environment (DePamphilis, 2010). Regulatory changes are 

common in deregulated industries where high competition forces firms to improve operating 

efficiency (DePamphilis, 2010).Firms in technology-demanding industries view M&A as a 

rapid, less expensive and less time-consuming way to acquire new capabilities (DePamphilis, 

2010). Hagedoorn and Duysters (2002) argue that short term technological benefits of M&A`s 
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tend to be limited. This is because a successful M&A is highly dependent upon a strategic and 

organizational fit of the two companies.  

Even though short term benefits are not very successful, M&A is positively related to long term 

technological profitability, especially in high technological industries (Hagedoorn and Duysters, 

2002). Acquiring new technology tends to be more successful in horizontal and vertical 

integrations, due to the fact that the companies operate in the same industry or stage of 

production (Hagedoorn and Duysters, 2002). 

 

4.1.6.5 Undervalued assets 

Firms interested in expanding their business have a tendency to acquire undervalued assets for a 

lower price than the original replacement cost (DePamphilis, 2010).  The acquirer then buys an 

asset cheaper because the equity of the acquired company is less than the cost of buying or 

building a new asset (DePamphilis, 2010). This applies when there are depressed situations in 

the stock market, where stock prices fall below the book value of a firm’s equity (DePamphilis, 

2010).This motive explains M&A as a form of arbitrage and is often used to minimize the cost 

of entering new markets (Shleifer and Vishny, 2003) 

 

4.1.6.6Power 

Firms furthermore seek M&A activities to improve control over a firm`s existing market 

(DePamphilis, 2010). Firms also consider M&A to improve their power to influence prices at 

levels that will not be sustainable in a competitive market (DePamphilis, 2010) .Research 

indicates that in the case of a M or A, value is created by improving operating efficiency of the 

combined firm, not by their position to influence prices (Shahrur, 2005).  

 

4.1.6.7 Overconfidence 

Excessive overconfidence within senior management increases M&A activity across industries 

(DePamphilis, 2010). This is when the senior management believes that their perceptions of the 

target firm are superior in comparison to the market. Overconfidence can further lead to 

competition among bidders, which often contributes to a share price increase of the target, 

ending with the final buyer overpaying the actual economic value by overestimating potential 

synergies (DePamphilis, 2010). 
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 Senior management`s individual behavior has a high impact on a firm`s investments. Empirical 

research shows that some managers are motivated to acquire firms because their main focus is 

to increase the size of their firm (Brealey et al, 2011). An M or A will contribute to increasing 

the combining firm`s size and power, and not necessarily the cash flow to the investors. This is 

called empire building and is an irrational reason for pursuing M & A`s (Broussard et al., 2004).  

 

4.2 Valuation of a potential target 

The underlying assumption of an M or A is that there is an economic gain, implying that the two 

firms are worth more together than apart (Brealey et al., 2011). When valuing a potential target 

it is important first to identify the standalone value of the firm (DePamphilis, 2010). The 

standalone business value implies that the target`s financial statements reflect revenues 

generated and the cost of running the business (DePamphilis, 2010). Second, estimate the net 

value of potential synergies
5
 that can be created by acquiring the target (Brealey et al., 2011). 

Then, based on the standalone value and the estimate of potential synergies, determine the 

offering price and decide on how to finance the transaction
6
 (DePamphilis, 2010).  

When valuing a potential target, the firm’s net assets are revalued to market values. A firm`s net 

assets equal the firm`s total value of assets less the firm`s liabilities, often defined as 

shareholder`s equity (Subramanyam and Wild, 2009). The price paid over the value of net assets 

is goodwill, and includes the value of reputation, future contracts, synergies, options and market 

position (Kaplan and Rubak, 1995).  

To get an accurate impression of the target`s true economic value, it is important to make 

realistic valuation estimates. The credibility of any valuation is dependent upon the underlying 

assumptions of the market, income statement, balance sheet, synergies and choice of valuation 

model (DePamphilis, 2010). Consequently it is important to apply a method that analyzes the 

entire organization, where the target`s future strategic and financial prospects are taken into 

consideration (Pike and Neale, 2009).  

                                                           
5
 Net Synergies is the difference between estimated source of value and destroyers of value 

6
 In terms of cash, debt or shares 
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4.2.1 Discounted cash flow model 

The discounted cash flow
7
 model is a valuation model based on forecasts of a firm’s ability to 

generate future cash flows (DePamphilis, 2010). This model requires the acquiring firm to 

develop estimates of the target`s future expected cash flows discounted at a cost of capital 

(Brealey et al., 2011). The underlying concept of the model is that future profits and expenses 

are worth less today because of the time value of money (Dulman, 1989).  

The DCF model is well accepted in academic literature and has proved in various studies that 

the discounted value corresponding to future cash flow estimates has a high correlation with the 

market value of a firm, though, admittedly it is likely that the future cash flow forecasts involve 

substantial errors (Kaplan and Rubak, 1995). Consequently it is important to be critical 

regarding input and future business and market predictions (Kaplan and Rubak, 1995).  

 

4.2.2 Economic value added model 

The economic value added
8
 model is another valuation model frequently used to value a 

company. EVA is a variation of the residual income model and measures the firm`s value from 

an equity-holders perspective (Pinto et al., 2010). EVA is defined as the difference between a 

company`s net operating profit after tax
9
 and its dollar cost of capital 

10
(Fabozzi, 2003).In this 

way, the model measures corporate success because it is aligned with the shareholders` 

requirement of return (Fabozzi, 2003). EVA differs from the DCF model because it provides a 

direct measure of the value added by the capital invested and predicts if the investments will 

lead to a positive return (Fabozzi, 2003).  

 

Recent studies conclude that EVA outperformed the DCF valuation model (Penman and 

Sougiannis, 1998; Francis et al, 2000). Nonetheless, it is argued that in theory, if applied 

correctly, both the EVA and the DCF model should give identical results (Plenborg, 2002). 

However, if the firm has an intense capital demand, which leads to negative expected cash flow 

over a given time horizon it will be required to extend the forecasted time horizon, to capture 

the positive cash flows in the DCF model. An extended time horizon may lead to errors in 

estimates due to a higher uncertainty regarding the future. Consequently, it may be more 

                                                           
7
Further referred to as the DCF model. 

8
 Further referred to as EVA 

9
 Further  referred to as NOPAT 

10
 EVA = NOPAT- $ Cost of Capital 
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accurate to apply the EVA model to value a company within a short time horizon (Pinto et al., 

2010).  

 

4.2.3 Valuation by Multiples 

The value of a firm can also be determined by using multiples. Multiples valuation analysis 

divides a firm`s market capitalization and financial debt by underlying measures of performance 

(Benninga and Sarig, 1997). The intention is to estimate values of comparable firms and then 

apply the multiples to the target firm, to define a value. The most crucial aspect of this method 

is the choice of multiples, which differs across industries and finding comparable firms 

(Benninga and Sarig, 1997).  

 

The choice of multiples should be accomplished based on value drivers within the industry and 

the comparable firms should be similar in terms of size, operating market and future growth 

expectations (Benninga and Sarig, 1997). Multiple valuations are commonly used by analysts 

and are regarded as convenient to apply, which consequently may lead to the analyst neglecting 

valuable information. However, the method is commonly used to compare with the value 

received in the DCF or EVA model (Benninga and Sarig, 1997).    

 

When valuing an oil company operating in the commodity business, it is difficult to predict 

future revenue since prices fluctuate and are beyond the company`s control (Howard and Harp, 

2009). This makes it difficult to predict future revenue applied to the DCF and EVA model. The 

primary driver for an oil company is its reserves of oil and gas and production and neither the 

DCF or EVA model incorporates the true value drivers within the industry. Conversely, 

multiple valuation manages to determine the value of an oil company based on multiples that 

take into account the company`s reserves and production (Howard and Harp, 2009).  

 

 

4.2.4 Cost of capital 

Regardless of the choice of valuation model a firm`s cost of capital needs to be defined. The 

cost of capital represents the return that investors expect to earn by holding the firm’s shares and 

the cost of the firm`s debt (DePamphilis, 2010). The cost of capital will impact the value of the 

firm. Therefore it is essential that the acquiring firm apply a cost of capital that reflects the 

target firm`s risk and capital structure (Jacobs, 2011; Brealey et al, 2011).This is because the 

target is likely to possess dissimilar operational and financial risk and consequently it is 

important that the cost of capital used in the valuation reflect the target. 
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A common mistake is when the buyer applies its own cost of capital to evaluate the target, 

consequently getting an incorrect impression of the target`s value (Jacobs, 2011). If there is 

reason to believe that the target can have a different cost of capital when owned by the acquiring 

firm this should carefully be considered and assumptions will have to be based on the target`s 

future, not the acquiring firm`s (Jacobs, 2011).  

 

5.0 Section 1 
This section starts with an overview of the structure of the oil and gas industry, followed by an 

analysis of the current market. Further M&A findings will be presented and analyzed in light of 

relevant M&A theory. The M&A activity level and motives for why companies seek M&A will 

also be discussed.  

The information that is not referenced is collected through the expert interviews. Please view 

Appendix A for more information. 

 

5.1 The oil and gas industry 

 

The oil and gas industry can be divided into upstream and downstream segments. The upstream 

sector consists of exploration and production
11

 of oil and gas, while downstream involves 

refining, marketing and supply. Both the upstream and downstream activities are dominated by 

integrated public, partly privatized or national oil companies.  

In the paragraphs following, the focus will be on the upstream segment.  

 

5.1.1 Operators 

The operators, the oil companies focus on developing future and existing fields, carried out 

through partnership or joint ventures with other oil companies. Worldwide there is a broad 

                                                           
11
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spectrum of oil companies in terms of size and ownership structures. National oil companies
12

 

are established with the intention of protecting national reserves and developing local expertise 

(Tordo, 2011). The NOC`s have a close relationship with the government and have tended to 

take political and strategic factors into consideration before commercial (Pirog, 2007).  

The partly privatized oil companies are listed where the governments have a minor ownership 

and consequently less influence. In more developed nations like Norway the partly privatized 

oil companies tend to have a more commercial oriented strategy compared to less developed 

countries like Nigeria and Venezuela (Pirog, 2007). The publicly owned companies dominate 

the industry and are spread worldwide. The six largest companies, often referred to as the super 

majors are ExxonMobil, Royal Dutch Shell, Chevron, BP, Total and ConocoPhillips (PFC 

Energy, 2011a)
13

.  

The level of competition is to some extent regulated by the government and varies across 

countries, depending upon size of resources (Tordo, 2011). Most countries are open to outside 

participation, though there are requirements needed to be fulfilled to be able to compete in 

concessions (Tordo, 2011). The NOC`s and partly privatized oil companies have had a tendency 

to focus on national production and have therefore had limited operations outside domestic 

borders. 

 Conversely, during the last five years these companies have changed their business strategy to 

involve more engagement in international oil and gas markets (Tordo, 2011). This has 

contributed to increased competition between oil companies regardless of ownership structure. 

Nevertheless, reports show that NOC`s or partly privatized companies control 90% of oil 

reserves and 75% of worldwide production (Tordo, 2011).  

The competition in the industry is regulated by the government, because they are in a position to 

decide upon concessions of the exploration blocks. How the distribution of exploration blocks 

takes place varies between countries. Some countries focus on the highest bid, others on 

technology and the reputation of the company. And in some countries it is dependent upon the 

relationship and negotiations between the two countries` governments. Nonetheless, globally 

the competition between the public and partly privatized oil companies can be characterized as 

high. 

                                                           
12

 Will be referred to as NOC`s 
13

 Based on Market Capitalization 
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The large international companies with broad experience tend to be in a better position both in 

terms of capital, capacity and technology. These companies tend to control the largest projects 

and developments worldwide.  

Common for all oil companies regardless of size and ownership structure is that there are high 

investment costs and technology requirements in the industry. Consequently this positions large 

companies better in terms of economies of scale, access to better funding, broader technological 

expertise and the capability to differentiate operational risk. The high investment cost 

contributes to reducing the opportunity for new entrants to the market.  

 

5.1.2 Suppliers 

In the upstream segment there is a broad spectrum of suppliers involved. This segment includes 

companies offering various support services in the exploration and production process both on 

and offshore. Further, the suppliers mentioned will involve oilfield service and drilling 

companies. The majority of these companies are privately owned. However, in countries where 

the industry to a greater extent is regulated by the government, the suppliers are owned by 

NOC`s , especially in China and Iran (PFC Energy, 2011a).This is because the government 

wants to be in a position to minimize outside participation and control the market.  

The size of the companies varies across the industry. Dominating are a few large, well-

established international companies that offer a broader spectrum of integrated services and 

worldwide supplier representation (PFC Energy, 2011a). This is mainly due to the high 

competition in the industry, which has contributed to a high level of industry consolidation. 

The largest service companies are Schlumberger, Halliburton, Baker Hughes, Seadrill and 

Transocean (PFC Energy, 2011b)
14

.The first three represent the oilfield service and the last two 

are drilling contractors.  

The supplier segment is not exposed to regulations in the same way as the operators, though it is 

expected that the suppliers comply with legislation and requirements that the oil companies are 

expected to uphold by governments. In countries where the oil and gas infrastructure is not fully 

developed the supplier industry is obliged to meet local workforce and manufacturing 

requirements. This can be challenging because competence varies across regions. Consequently, 

the suppliers usually have to train employees to maintain industry standards. In addition, 
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worldwide, companies compete against competitors with lower salary expenses that may be able 

to offer services and products at a lower cost, and consequently have a competitive advantage.  

Similar to the operators, some suppliers are faced with high capital investments, involving 

investments in production facilities or assets, while some only have investments in human 

capital. All projects and the development of new technology are contract- based work orders 

from the operators. This gives the suppliers less financial and operational risk compared to the 

oil companies. Nonetheless, the suppliers face risk when entering new markets, given the 

knowledge regarding employee capacity or when buying assets based on market speculations.  

The technological and HSE requirements the suppliers are obliged to follow are similar across 

the industry, which in turn makes it difficult to distinguish one competitor from another. The 

numbers of suppliers over the last five years has increased and there has been a trend for minor 

companies to differentiate in terms of service and operating region. Across the industry there is 

access to perfect information concerning contract length and rate. Consequently this benefits the 

customer in contract negotiations and may give the suppliers less power to negotiate.   

On the one hand, the upstream sector is a profitable market and there is consequently potential 

for new competitors entering the market, both within the operator and supplier segment. On the 

other hand, due to government regulations, high technological requirements and the high 

amount of capital required, there has been a decrease of new entreats. 

 

5.2 The Market  

 

The upstream segment includes worldwide operations both on- and offshore and can further be 

divided into conventional or unconventional E&P. Conventional energy includes common 

petroleum E&P activities, while unconventional consists of new arenas like oil sands, tight oil 

and shale oil and gas which require new advanced technologies.  

The world energy demand is related to the world’s economic growth. If the economic growth 

increases so will the demand for energy. In 2011 the world economic growth rate measured 

3,6% and is expected to decrease to 3,4% throughout 2012 (OPEC, 2012a). Subsequently the 

worldwide oil and gas production was measured to have a growth forecast of 0,9 mb/d
15

 for 

2012, up from 0,8 mb/d in 2011 (OPEC, 2012a). These predictions are based on expectations of 
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uncertain macroeconomic factors. Further, external factors that impact the upstream market will 

be discussed later.  

 

5.2.1 Oil and gas price 

The oil and gas price is cyclical and the price movements have a direct effect on both importing 

and exporting oil and gas economies (Barclays Capital, 2012). The oil and gas prices are set 

through the supply and demand movements on the major international petroleum exchanges 

(OPEC, 2012a). Worldwide, stock exchanges are exposed to volatility of oil price movements 

(Sadorsky, 1999). In addition, the prices are driven by trading speculation and political 

uncertainty.  

The activity in the industry is dependent on the oil and gas prices. When prices are high, there is 

high activity in the industry, the operator’s earnings increase and the suppliers are in a position 

to negotiate higher prices on their products and services. When prices decrease, the operators 

reduce their activity and consequently that influences the suppliers. 

The price of oil and gas fluctuates, like other commodities and is exposed to shortage or excess 

supply of oil and gas in the worldwide market (OPEC, 2012a). Today the price of a barrel of 

crude oil is traded at 123 USD (Appendix B). Within the last five years a barrel of crude oil has 

been trading within the range of 50 to 135 USD (Appendix C). The world gas price is 2.67 USD 

(appendix D) MMBTU
16

, and has for the last five years been trading within the range of 0.79 to 

3.59 USD (Appendix E). 

The oil price is homogeneous worldwide, because the transportation of oil is on ships and has a 

low cost that is comparable worldwide .The gas price however fluctuates between regions, 

because the majority of gas is transported in pipes where there are different delivery costs across 

regions. Furthermore, the importing gas countries have higher costs than the countries 

producing the gas. 

 The organization of the petroleum exporting countries (OPEC) has a high influence on the oil 

price (Kaufmann et al., 2004). The organization represents 61% of the world’s crude oil traded 

internationally and the intention of this organization is to deliver a steady supply of oil to 

consumers at reasonable and fair prices (OPEC, 2012a). Consequently if OPEC decides to 

increase or reduce the level of production this will influence the market price (OPEC, 2012a).  
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Political events influence the world economy and consequently the oil and gas industry. The 

industry is sensitive to political events in terms of sanctions, unrest or war because the events 

are likely to impact the supply and demand for oil. Throughout 2011 the industry was exposed 

to unrest in Libya and sanctions towards Iran, which resulted in reduced production and the oil 

price increases (Upstream, 2012). As a result, the industry follows political events thoroughly to 

protect production levels and investments. 

 

5.2.2 Political  

The government has a fundamental role and regulates the industry by licensing exploration 

blocks (Tordo et al., 2011; Olje og Energi Departementet 2012). Governments structure the 

industry by deciding upon coverage and frequency of licensing and by pursuing a variety of 

developmental and socioeconomic objectives in licensing agreements (Tordo et al., 2011). This 

involves agreeing upon developing infrastructure, minimum spending on exploration, 

government tax, usage of local contractors / employ locals and drilling a minimum amount of 

wells (Tordo et al., 2011).   

The industry is exposed to domestic and international legislations depending on where operation 

and production take place. In addition to government legislation there are strict practices and 

guidelines within the industry involving HSE
17

 requirements, technology and ethical standards 

(Oil and gas info, 2012).  

 

5.2.3 Technological  

The oil and gas industry is a technologically demanding industry and has become more 

challenging, resulting in ever more complex technology (National Petroleum Council, 2007). In 

addition it has become more costly and consequently less profitable to find and produce oil and 

gas (National Petroleum Council, 2007).Therefore, to be able to maintain profitable production 

levels, the industry is dependent upon research and development of new technology (National 

Petroleum Council, 2007).  

The development of technology mainly takes place on the supplier side, and from concept to 

commercial adoption is costly and time consuming, reliant upon cooperation and work orders 

from the operators (National Petroleum Council, 2007). 
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Due to perfect market information and demanding requirements of both technology and quality, 

operators and suppliers that do not meet expectations will not be the considered as either 

operators/ partner or suppliers. 

In the industry there is focus on information sharing and cooperation across the supply chain to 

reduce complex technological barriers. There are some examples of joint industry projects, 

where the intention has been to increase knowledge within exploration and production to 

develop new technology (The National Energy Technology Laboratory, 2012).  

Advancements and cooperation across the industry and supply chain will contribute to 

innovation and to address safety and environmental concerns (National Petroleum Council, 

2007). Though the intention with the joint venture projects are good, aiming to benefit the 

industry , these projects nevertheless adversely affect small and medium sized companies that 

do not have the resources to participate.  

 

5.2.4 Society and Environment 

The operations within the industry are categorized as high risk operations. Subsequently there is 

a high focus on minimizing risk towards society, the environment, and the employees. This has 

led to collaboration across the industry in terms of automation of work, training and 

contingency planning to increase industry awareness. 

It is important for companies to maintain a high focus on safety and environment, both to be 

perceived as a serious participant and to attract new employees. Companies with modern 

assets
18

 tend to be preferred over competitors with older and impaired assets. Though it is costly 

to prevent accidents and environmental damage, it is still expected. If companies are found not 

to follow HSE regulations, charges are filed that can lead to financial problems for companies.  

An additional high priority involves adjusting to countries with different cultures and 

maintaining zero tolerance towards corruption. Companies in the oil and gas industry are very 

often involved in projects emphasizing corporate social responsibility in which they contribute 

both resources and experience to build up the infrastructure and human rights in undeveloped 

countries.  
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5.3 The Merger and Acquisition Market 

In the following section findings of the merger and acquisition activity level in the upstream 

market will be presented. The information provided is from reports issued by Ernst and Young 

and Wood Mackenzie. For more detailed information and figures view Appendix F. 

 

5.3.1 Market Findings 

The upstream segment is an active M&A market within the oil and gas industry and represents 

on average 72%
19

 of all worldwide transactions completed in the last five years. Transactions 

are classified either by volume (amount of deals) or by value. Throughout 2008 both transaction 

volume and value declined compared to previous years. In 2009 and 2010 transaction volume 

improved by 47% each year and respectively 12 % and 14% by value. In 2011 transaction 

volume decreased by 35%, though the total transaction value improved from the previous year 

by 1 %.  

M&A transactions are further characterized as corporate or asset. Asset transactions involve oil 

and gas reserves, while corporate transactions are focused on M or A of companies. The asset 

transactions are completed by oil companies and have had a tendency to dominate, representing 

75% to 82% of total transaction volume and over half of total transaction value since 2008. The 

value of corporate transactions increased in 2009 and contributed to over two-thirds of total 

transaction value.  

NOC`s, partly privatized oil companies and the supplier industry dominate corporate 

transactions, while the IOC`s focus on both corporate and asset transactions. The increased 

presence of NOC`s in the global market has increased the overseas transaction volume and 

value. The Asian NOC`s have contributed in a large part to this, especially the Chinese market, 

which represented 2% of NOC`S total transaction volume in 2008 and peaked at 12% in 2010. 

All large corporate transactions have been acquisitions of competitors. This is comparable 

across the industry despite geographical location and ownership structure. The method of 

payment for the majority of transactions was cash. Though, in minor cases where large 

companies acquired small companies, the method of payment has been a combination of cash 

and stocks, or stocks in the combined company. The annual deal premium within the industry 

was 19% in 2010 and 24% in 2011. 
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Press releases publicized after acquisitions reported that the acquiring firms` intentions were to 

secure new assets, expand overseas or develop strategic partnerships. Furthermore the acquiring 

firms sought to expand operational capabilities, technology and increase production. The 

general view of the target company’s reason for accepting an offer was due to the acquiring 

firm`s financial capacity, organizational fit, global market share and large customer base. 

 

5.3.1.1 Active markets 

The most active transaction market is the United States, which has had a tendency to contribute 

to over half of all upstream transactions. Nevertheless, active markets also include Canada, 

Brazil, Argentina, Africa and Europe. 

Unconventional resources
20

 have drawn attention worldwide, where the current main focus is on 

the United States and Canada. From 2008 to 2010 the annual investments in unconventional 

resources accounted for 40 to 50 % of total transaction value worldwide, and decreased to 27 % 

in 2011. 

 In Canada the M & A investments in oil-sand were high in 2008 and throughout 2010, and 

decreased in 2011. In the United States the unconventional market involves shale oil and gas, 

which accounted for half of total global upstream M&A investments in 2010, though transaction 

volume decreased significantly in 2011.  

Conventional discoveries in Brazil attracted investments in 2008 and 2009. The investments 

continued throughout 2010 and decreased throughout 2011. In Argentina the focus has started to 

shift from conventional to unconventional resources and transactions increased significantly in 

2010. 

The M & A activity level in Africa has increased, with focus on western Africa. In Europe 

transactions are focused around the North Sea. The transaction levels were high in 2008, 

decreased by 30 % throughout 2010 and increased by 42 % in 2011.   

 

5.4 Analysis 

In the following section the merger and acquisition findings will be discussed and tied to the 

theory, in preparation for drawing conclusions about the underlying motives and strategies 
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behind the transactions. Since the majority of the activity is taking place in the unconventional 

segment, this will be the main focus, with emphasis on the United States.  

 

5.4.1 Merger and Acquisition trends 

The M&A activity in the upstream market is highly correlated to the world stock markets and 

commodity prices. Transaction volume and values reached an all-time high in 2008, met with 

uncertainty and high volatility in commodity prices caused by the global financial crises in 

2009. In 2010 commodity prices improved, investors gained confidence in the market and the 

uncertainty was met with increased investment speculations. Regional trends diverged, though it 

became common for companies to increase their international exposure by diversifying their 

investment portfolio. The year 2011 continued where 2010 left off, with stable commodity 

prices and improved capital conditions resulting in increased the activity.  

 

5.4.2 The Unconventional Wave 

The increased industry focus on diversifying investment portfolios includes investments in 

assets or companies involved in unconventional resources. The United States dominates the 

market, mainly because this is the largest upstream market with lots of opportunities. The 

largest contribution to the increased transaction activity comes from the unconventional 

resources in Canada (oil sand) and the United States (shale oil and gas). 

The new emerging shale market is currently most developed in the United States, though there 

have been discoveries in Argentina, Poland and China. These markets have not yet been proven, 

though it is estimated that China possesses the world`s largest unconventional resources 

(American Chemistry Council, 2011). The Macando oil spill in the Gulf of Mexico reduced 

investment activities in the United States, due to the uncertainty in the region because of the 

twelve month drilling ban/ moratorium.  This contributed to shifting the focus more and more 

over to unconventional onshore activities.  

 

5.4.3 Neoclassical Hypothesis 

In Canada, the unconventional segment became attractive when the oil price was high. This is 

because the development and production of oil sand requires advanced technology and is 

therefore more expensive to produce and consequently less profitable when the oil price is low. 
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The high oil price in 2008,
21

 explains the high transaction activity that emerged in the Canadian 

market. In the beginning oil companies were eager to buy assets, to secure reserves and future 

production. Today the main focus in Canada is to develop the market, which has reduced the 

transaction activity. 

 

Shale oil and gas have taken over the unconventional wave, where the current focus is on the 

United States. These unconventional resources had been discovered years before, but were not 

profitable given existing technology (American Chemistry Council, 2011). The emergence of 

new technology has made it possible to produce and develop large gas volumes. This has 

increased the long term optimism in the market and it is expected that the US will be in a 

position to meet domestic gas demands for the next century as an exporter, instead of an 

importer (American Chemistry Council, 2011).  

 

The supply market for the US production of unconventional shale gas is the United States and 

Canada.The market is domestic because the gas is only profitable when transported in pipes. 

The transaction activity in the market will be dependent upon keeping the transportation costs 

low and developing better infrastructure, to be in a position to transport the gas in pipelines 

across North America (American Chemistry Council, 2011). 

 

There are also environmental concerns regarding shale oil and gas which have contributed to 

increased regulations and some states have even banned new developments for now. This has 

decreased the M&A activity in some areas. 

 

The activity level in the shale gas market is influenced by the gas price. Presently the gas price 

is low, though prices have been at higher levels. The low price today is a consequence of the 

mild winters, the new technology that contributed to increase supply, and the decreased 

demand, which all led to an oversupply in the market (Appendix G). This explains the reduced 

transaction activity in 2011. Future M&A transactions are further dependent on an increase in 

the gas price, so that companies will be in position to produce profitable volumes.  

 

Europe continues to be an active market, especially due to the increased optimism in the North 

Sea. However, contrary to this trend, transactions of UK companies were reduced due to 

changes in UK tax rules. This regulatory uncertainty contributed to reduced transactions in the 

British part of the North Sea. In France, there could have been more transactions, but 
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environmental challenges related to the shale are of a great concern. Consequently the 

government has banned the technology that develops shale gas.  

 

5.4.4 Integrations 

The increased focus on the global market has contributed to a high interest in horizontal 

integrations, mainly due to the desires of  acquiring competitors with valuable assets, 

geographical participation and a large customer base. NOC`s and partly privatized companies 

tend to invest less than IOC`s, however their presence in the international market has 

contributed to an increase in the degree of horizontal corporate transactions. Large companies, 

especially large oil companies have strong balance sheets and the ability to take on additional 

business risk. This makes them well positioned to use to the volatility in the market to increase 

their market share.  

Chinese NOC`s are similarly concentrated on horizontal integrations. Moreover, their focus 

includes both vertical and some conglomerate integrations. This is mainly because the Chinese 

lack technological know-how at every stage in the supply chain and since the NOC`s investment 

decisions are made by the government, the Chinese NOC`s underlying motive is to develop 

technology and knowledge to be in a position to secure China`s future energy supply and 

develop its domestic oil and gas industry.  

 

5.4.5 Motives 

5.4.5.1 Consolidation 

In the current active M&A markets, new attractive markets have emerged and there has been an 

elevated interest in companies partnering up. In the new markets commodity prices fluctuate 

and market outlooks are uncertain, but nonetheless, companies view consolidation as an 

opportunity to reduce exposure by sharing the upside potential. 

The potential of shared benefits reduces a company`s risk and at the same time improves market 

share. In the unconventional market there is a high degree of consolidation and with diverse 

technological and financial capabilities, the intention is that the industry can further develop the 

emerging market together by creating industry standards.  
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5.4.5.2 Diversification 

The global recession and fluctuations in commodity prices have increased the focus on 

diversification within the industry. This is to reduce operational risk by developing more 

diversified portfolios to include more markets. Conventional fields can be regarded as mature 

and for companies generating a high amount of cash, expanding the business portfolio to 

include new markets may possess a different risk.  

The US shale gas segment is regional, which implies that the price of gas does not correlate 

with the world gas price, but with the US natural gas price. This means that by expanding a 

company portfolio to include this market, earnings will be uncorrelated with the conventional 

world gas market. Consequently, by including both conventional and unconventional markets a 

business succeeds in creating a more diversified company. 

 

5.4.5.3 Synergies 

There is a trend for acquiring target firms to offer a price above market value. This addresses the 

question: Why are these transactions worth more for the acquirer? Answer: Possible future 

synergies. For large companies the potential for achieving operational synergies is high by 

combining technology and competence, and acquiring resources or assets to increase production 

levels. Since the integrations tend to be horizontal, operational synergies are achievable and less 

time-consuming to create.  

Since the market is highly influenced by the global economy and commodity prices, future 

prospects are uncertain. The shale gas segment is not completely developed and there are 

challenges both within the technology, infrastructure, gas price and environmental concerns. 

The uncertainty in the market forces acquiring firms to value what future decisions may be 

worth depending on diverse future market conditions.  

Given that this segment is regarded as the future energy source in North America, companies 

with a long term perspective value the possibility of expanding and increasing production 

volumes, which may contribute to increasing the value of the target firm, allowing them to pay 

above stock price. 

Large companies are better positioned to create and benefit from financial synergies. NOC`s are 

superior in terms of size and have shown a high financial flexibility by paying above market 
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values for acquiring firms. This can be tied to the fact that these companies are government-

owned and consequently not dependent upon external financing.  

 

5.4.5.4 Technology 

Companies within the industry indicate that one of the main reasons for acquiring competitors is 

technological capability. It is time consuming to build new assets to develop new technology. 

Consequently, when acquiring a competitor it saves time otherwise spent acquiring expertise, 

assets or employees.  

Companies currently seek to secure their presence in the emerging shale oil and gas market and 

to acquire the technology at an early stage. The high transaction activity is due to the fact that 

companies want to increase their presence by acquiring assets and technology. China, who 

possess the largest shale reserves, has strategically positioned their NOC`s in the global market 

to be able to imitate operations to develop own resources in home country. This is beneficial for 

companies in terms of long term technological profitability, especially related to acquiring 

competitors.  

 

5.4.5.5 Undervalued Assets 

The peak in 2008 contributed to operators reducing exploration budgets for 2009, which further 

decreased the transaction activity and investments. The industry experienced a downturn met 

with cancellations and delays in projects. In 2010 the Macando accident in the Gulf of Mexico 

caused high losses for companies engaged in the Gulf due to the drilling moratorium.  

Both the market downturn and the above accident contributed to increased sales of distressed 

assets. Large companies with strong balance sheets managed to take advantage of competitor`s 

misfortunes by purchasing their liabilities and assets below the original replacement cost.  

Parallels can be drawn to the shale gas market in the United States. Large companies with big 

investments in the shale market are experiencing a market downturn due to the low gas price. 

Consequently, this has a high impact on earnings and these companies are experiencing 

increased debt. To be in a position to finance field developments some companies are forced to 

sell assets.   

The combination of low gas prices and companies forced to sell their assets has contributed to 

the availability to assets placed on the market for prices below the estimated underlying value.  
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5.4.5.6 Power and Overconfidence 

The underlying intention for pursuing M&A activities has proven to be, to improve control over 

existing or a new market. It is common practice when entering a new emerging market 

(unconventional) to increase company presence or in more developed markets to influence 

prices. The prices in the markets are highly dependent upon commodity prices and consequently 

the degrees of power on prices are limited. 

NOC`s investments are determined by the government and their financial flexibility impacts 

competitive bidding which drives prices above market values.  The Chinese have shown 

superior purchasing power. But Chinese companies lack technology know-how. Consequently, 

this brings into question a possible overconfidence on the part of the Chinese, who seem to be 

demonstrating that it has become more important for them to increase their size and power, than 

to acquire the technology.  

 

5.4.5.7 Conclusion 

The merger and acquisition activity in the upstream market is a consequence of the shift of 

industry focus, from conventional to unconventional exploration and production. Companies 

seek to increase their diversification strategy by including this segment in the company portfolio 

due to promising future prospects.  

North America dominates the transactions market, where the main focus has been Canada, 

though the present focus is on the emerging shale market in the United States. Unconventional 

resources are present worldwide whereas the United States is the first nation to start 

development and production. Consequently it is compelling for oil and gas companies to 

diversify their portfolios by increasing their presence in this segment, with the primary objective 

of gaining operational experience, assets and the technology utilized.   

Acquisitions are dominated by companies acquiring competitors and assets. The NOC`s and 

partly privatized companies have increased their focus on operations outside the domestic 

market, acquiring competitors` technology, assets and operational experience. The consolidation 

of two companies within the same industry creates operational synergies. And by combining 

benefits the two companies can together increase the combined company`s operational 

knowledge, technology and production. This acquisition strategy reduces the normal timeline 

for the acquiring company to compete in the market.  
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Competition between companies to acquire targets has contributed to overestimating future 

market possibilities. Companies with strong financial flexibility dominate the market with the 

intention that a long term investment strategy may create financial synergies or operational 

synergies. Conversely, future operational synergies are not a direct underlying motive for why 

companies seek M&A. The possibility for expanding operations in the emerging market 

contributes more to why companies are willing to pay to above market price, implying that they 

may overestimate the future potential.  

The sale of depressed assets entitles companies with strong balance sheets to invest based on 

future market speculations. This positions the firms to take advantage of market changes 

because they acquired the assets below the original replacement cost, which implies that they 

may have lower production costs. Acquiring undervalued assets contributes to the overall 

transaction activity, making the assets available. Nevertheless, it is not regarded as the main 

motivation for companies pursuing a M or A. 

Future transaction activity level in the market is further dependent upon the prices of US gas, 

the development of piping infrastructure and environmental regulations. Conversely, with low 

gas prices there are many possibilities for companies with strong balance sheets. The M&A 

trends seen in the US shale market can be expected to shift over to markets where 

unconventional resources have been discovered, but not yet exploited. 

6.0 Section 2 

This section explores the acquisition of Brigham Exploration. First the case will be presented, 

followed by a financial and strategic analysis of the company. In conclusion, the internal and 

external factors contributing to the acquisition will be laid out. A comparison of the underlying 

motivations for acquiring Brigham and the general market motivations from section 1 will be 

made. This is to get an indication of whether or not the Brigham case is representative of the 

overall market.   

 

6.1 Case Presentation 

6.1.1 Brigham Exploration Company 

Brigham was an independent oil and gas company that developed and produced onshore oil and 

gas reserves in the United States. The company was founded by Ben Brigham in 1990 and listed 
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on the NASDAQ stock exchange in 1997. Mr. Brigham was the company CEO, president and 

chairman of the board (Brigham, 2012).  

The company had 87 employees within administrative staff, engineers, geophysicists, geologists 

and technicians. The employees were divided within operations, exploration or headquarters in 

Austin, Texas or district office in Williston, North Dakota (Brigham, 2012). Brigham`s 

operations involved the unconventional oil and gas segment, where the main focus was to gain 

access to reserves, combined with the utilization of advanced technology to increase company 

production (Brigham,2012). 

 Brigham’s operations had historically been in Oklahoma and the western Texas areas. In 2007 

the company shifted focus to the Bakken and Three Forks reserves in the Williston basins in 

North Dakota and Montana. This region accounted for 83% of Brigham`s total reserves 

(Brigham, 2012). 

In 2009, Brigham was the first operator to start drilling and production in Bakken and the 

company`s total acres of land drilling potential grew from 46,000
22

 acres in 2005 to 364 300 

acres
23

 (Brigham, 2012). In addition, drilling of wells and production increased significantly and 

the company planned to increase production, in fact double it by 2011(Brigham, 2012).  

 

6.1.2 Statoil 

Statoil is a partly privatized Norwegian oil company, where the Norwegian government is the 

main shareholder, representing 67% of ownership (Statoil, 2012). Statoil is listed both on the 

Oslo and New York Stock Exchanges. The company was established in 1972 with the intention 

of building expertise to form the basis for a national production. The company is represented in 

36 countries worldwide, with 29 500 employees (Statoil, 2012). 

Statoil has been present in the United States since 2005 where it has 600 employees managing 

operations, exploration and in administrative functions. The company`s main focus has been US 

offshore though, the optimism of the unconventional resources has contributed to Statoil`s 

increasing its exposure onshore. The company has since 2008 acquired interests in shale assets 

in Pennsylvania, West Virginia, Ohio, New York and Texas. These asset acquisitions have been 

carried out through joint partnerships with other oil and gas companies (Statoil, 2012). 
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In October 2011 Statoil acquired Brigham Exploration Company for $4.4 billion USD, at a 

price of $36.50 USD per share. This was the first corporate transaction completed by Statoil in 

the United States.  

 

6.2 Analysis of Brigham Exploration 

To be able to conclude what underlying motives Statoil had when acquirng Brigham, it will be 

essential to study the internal and external characteristics that affected Brigham`s operations and 

production. The elements in the internal analysis are inspired by Soffer and Soffer`s (2003) 

internal analysis framework and focus on the strategic and financial situation as well as the 

company`s internal strengths and weakness.  

The external analysis reflects market conditions that are beyond the company`s control, and 

identifies opportunities and threats that would have an impact on the future. I have created a 

framework that combines Michael Porter`s five forces and PESTEL
24

 to analyze the external 

factors influencing Brigham.   

 

6.2.1 Internal Analysis  

6.2.1.1 Business Strategy  

Brigham`s overall business strategy was to create value for the company`s shareholders by 

growing reserves, production and cash flow by utilizing advanced exploration and drilling 

technologies, to be in a position to explore, develop and produce domestic onshore oil and gas 

reserves (Brigham, 2012).  

 

Further, the key elements in the company`s business strategy included a primary goal of value 

creation in operating areas, where the main focus was the Williston Basin (Brigham, 2012). This 

was achieved by emphasizing operational return and disciplined development activities in the 

company`s engineering and operational sectors (Brigham, 2012).  

 

The overall company mission was “No Oil Left Behind” (Brigham, 2012). The mission 

embraced the business strategy, aimed at developing technology and employees to exploit 

resources and increase operational production by expanding locations. 
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6.2.1.2 Business Model 

Brigham`s core assets in the company`s annual accounts included proven and unproven oil and 

gas reserves (Brigham, 2012). These acres were leased from the owner of the land, i.e., private 

households (EIA, 2012a). To be entitled to lease the land, the company had to negotiate and 

agree upon a price per acre and an additional royalty fee to the landowners.  

Once the contractual agreements were agreed upon and accepted, the company started 

evaluating the acres by acquiring and analyzing seismic data, thereby determining if oil and gas 

reserves existed, and where to start the field development. In this process Brigham utilized its 

advanced technology and the proficiency of its employees.  

After the area of operation was determined, suppliers were positioned to further develop the 

infrastructure, and to support operations. An onshore reservoir is on average, completed within 

180 days, from plan to start of drilling operations. 

Brigham managed the sale and marketing of the oil and gas at the company headquarters, with 

the intention of enabling a broader market of potential customers (Brigham, 2012). The oil and 

gas was sold in advance and when extracted, the oil was transported by truck or railroad, and the 

gas was shipped in pipelines to the customer (Brigham, 2012).  

 

6.2.1.3 Prices 

The oil and gas is traded equivalent to settlement prices determined by NYMEX
25

. Brigham`s 

revenues and future growth were highly dependent upon the prices received. In the homogenous 

oil and gas market it is difficult to differentiate upon price and the prices are dependent upon 

external factors beyond the company`s control. Brigham attempted to reduce its exposure to 

fluctuations in the market by entering into hedging agreements on expected production 

(Brigham, 2012). The company`s hedging strategy as of 2010 was to hedge 100% of proven 

developed reserves in the Williston basin (Brigham, 2012). 

Brigham`s hedging of future production afforded the company more predictable cash flows and 

reduced exposure to fluctuations in prices. For a small exploration company, it was smart to 

minimize the downward risk of price movements (Yun and Hyun, 2010) 

Conversely, the utilization of hedging instruments may have prevented the company from 

taking advantage of price increases. This practice can impact the operational aspect of the 
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business, because if oil prices increase, suppliers will increase the price on their services. Had 

that occurred, Brigham would have then had a lower operational margin compared to what they 

could have had. 

 

6.2.1.4 Operating location 

The operational focus shifted, with corporate attention on Bakken and the Three Forks well in 

the Williston Basin (Brigham, 2012). The company claimed that it had “undergone a 

remarkable and dramatic transformation” (Brigham, 2012). The Williston Basin proved to 

have large resources and the company positioned itself as a leading oil and gas company by 

devoting high capital expenditures to this region. 

Brigham entered the Williston basin in 2005 and was the first company to start production, 

which exceeded expectations, both in terms of operations and equivalent reserves (Brigham, 

2012). This region showed promise and it was expected that the resources would generate high 

future economic results (Brigham, 2012; EIA, 2012b).  

The early establishment in the Williston basin gave the company access to valuable assets
26

. 

Being the first exploration company to start drilling was a significant achievement for a small 

exploration company. Brigham`s early strategic shift of region gave the company an advantage 

in the emerging shale segment.  

However, this does not imply that the company had a competitive advantage, since similar 

assets were available to lease for competitors. Still, the company`s shift of operational region 

contributed to the strengthening of the company`s future prospects by providing valuable 

experience, which would prove beneficial for future operations. 

 

6.2.1.5 Technology 

Brigham utilized advanced technology when exploring and producing oil and gas reservoirs. 

The technology included: 3-D seismic imaging, to be able to identify the characteristics of 

reserves, advanced horizontal drilling and multi-stage fracking, to extract the oil and gas in 

shale formations (Brigham, 2012).  The company`s approach was to operate in places where it 

could apply its “state of the art technology” to achieve operational success (Brigham, 2012).  
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The company operated in a competitive region, where it was essential to possess technological 

capabilities in order to compete. This technology, however, was widely available within the 

industry and was therefore not sufficient to achieve a competitive advantage, in spite of the fact 

that Brigham`s technological proficiency was very beneficial when entering the Williston basin. 

 

Nonetheless, the company managed to take advantage of their technology to identify 

commercially quantities of oil and gas. This contributed to positioning Brigham as a more 

visible exploration company. 

 

Regardless of the past, future growth of a company is determined by the results produced by 

potential reservoirs, which depends on a firm`s ability to exploit their technology within 

exploratory drilling. Further, future shale reservoirs might require more complex technology to 

explore and develop. It should therefore not be taken for granted that the advanced technology 

that Brigham possess today reflect forthcoming technology.  

 

 

6.2.1.6 Human Resources 

The employees were divided into operations, exploration and land staff (Brigham, 2012). The 

workforce consisted of highly qualified engineers, geophysicists, geologists and technicians 

with an average of 15 to 20 years’ experience in the industry (Brigham, 2012). Integrating 

varied expertise within teams, to get a more diverse approach in both operations and 

exploration, was a high priority (Brigham, 2012). These employees were an important asset for 

the company. They have made the right decisions that had brought the company to its current 

position. 

 

Of course there was always the risk of employees leaving or joining a competitor. In addition 

the employees worked closely with other operators and their knowledge could therefore be 

easily transferable. The company was small, and its human assets were important for its success, 

particularly the proficiency of the exploration department. The company has clearly had a 

proficient exploration department, which had the ability to spot opportunities when analyzing 

potential reservoirs.  

 

This gave the company a competitive advantage. But as the development of the Williston basin 

transpired, large competitors entered the region, whose human assets likewise possessed a broad 

spectrum of capabilities. The competitive advantage could therefore be characterized as 
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temporary and was not because competitors sought to imitate the small exploration company`s 

success. 

 

6.2.2 Financial Analysis 

The next section discusses the financial situation of the company. The estimates of the 

underlying financial ratios are based on the annual report in 2010 and on the adjusted balance 

and income statement in Appendices I and J.  

There are no comparable companies to Brigham in terms of size and production volumes. 

Consequently, the financial ratios will not be compared to companies within the industry. 

However, the company will be compared to average industry ratios where applicable.  Figure 4 

illustrates the estimates used in the analysis.    

 

Figure 4: Financial Statement ratios  

 

 

6.2.2.1 Profit Margin 

Brigham had a profit margin of 25, 3%, indicating that the company had a high ability to 

generate income from operations (Stickney et al., 2004). This is exceptional for 2010, indicating 

2010 2009 2008 2008 Vs. 2010

Profit Margin 25,3 % -175 % -127 %

(Net Income/ Revenue)

Sales of oil and gas increase 162,9 % -45,5 % 43 %

Return on Equity (ROE) 7,23 % -46,5 %

(Net Income/ EK)

Return on Net Operating Assets 11 % 1,9 %

(RNOA= OI/NOA)

Operating Cashflow Increase 179,3 % -25,68 % 107,6 %

Return on Invested Capital(ROIC) 12,67 % 6,68 %

(NOPAT + Interst /Operating assets)

Long term debt to Equity 53,2 % 62,89 %

Interest Coverage Based on Earnings 3,7 -7,5

(Net Income / Net interest expense)

Interest Coverage Based on Cash Flow 12,6 5,52

(Operating cash flow / Net Interest expense)

Operating Cash Flow Ratio 29 % 22 %

(Operating cash flow / Long term debt)

Capital Expenditures Ratio 26 % 31 % 39 %

(Operating Cash flow/ Capital Investment)

Current Ratio 2,0 2,3

(Current Assets / Current Liabilities)

Quick Ratio 1,8 2,1

(Cash and cash equivalents + Accounts Receiable + Short term Investments) / Current Liabilities

Financial Statement Analysis Ratios

Profitability

Risk

Long term liquidity risk

Short term liquidity risk
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that the company had a negative profit margin previous years. The positive improvement was 

derived by the considerable increase in sales, totaling 43,5% from 2008 to 2010.  

Sales are driven by market demand and commodity prices and fluctuations in prices will be 

reflected in the income statement. Since 2008, when the oil and gas price reached a low level 

the prices had improved which contributed to generating higher income. In addition, the 

company started drilling in the Williston Basin in 2009, contributing to increasing production 

and the ability to meet market demands. 

 Consequently, the high profit margin was a result of increased production and improved 

commodity prices. The average median profit margin for oil and gas companies was 6,2%, and 

the profit margin for 2010 was therefore adequate (Stickney et al., 2004). 

 

6.2.2.2 Return on Equity 

The return on equity
27

  was 7, 23% in 2010. The ROE measures shareholder return and 

incorporates the result of the firms operating, financing and investing decisions (Stickney et al., 

2004). Prior to profit margin, the ROE had been negative in the previous years, mainly due to 

the lack of ability to generate a positive income.  

The positive ROE in 2010 can be explained by Brigham`s improved ability to generate positive 

income. Despite the increased income, the company reported negative retained earnings, and 

this contributed to decreasing the total value of shareholders` equity.  

To offset the negative impact of the deficit, the company issued additional common stock in 

2010, which contributed to increasing the ROE. The industry ROE was 10, 85% (NYU, 2012c), 

indicating that Brigham`s return on equity was below average, implying that the shareholders 

could achieve a higher return by investing in a comparable company (Stickney et al., 2004).  

 

6.2.2.3 Return on Operating Assets 

Due to the deficiency in generating value to shareholders, it is now important to analyze the 

operating performance. The return on operating assets was 11% in 2010, indicating that the 

company managed to generate a high return on its assets (Stickney et al., 2011). This proves that 

previous capital expenditures were generating a positive operating profit based on the assets.  
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Brigham was focused on advanced technology, and some of the required technologies were in 

operating leases, classified as off balance sheet items (Brigham, 2012). Therefore, it is worth 

questioning to what extend the “true” value of the assets were reflected in the company`s 

financial statements. The ROA could have given an incorrect impression of the total operating 

assets and the 11% may therefore have been misleading.  

The main reason for ROA to exceed ROE is because the returns depend on different underlying 

estimates. ROE takes net income into consideration whereas ROA focuses on operating results 

(Stickney et al., 2011). Disregarding the negative income, the company was able to generate 

positive cash flows from operations for the last three years, representing an increase of 107% 

from 2008 to 2010. 

 The negative income in 2008 and 2009 reflected large impairment costs related to oil and gas 

properties. The write down of properties is common within the industry. When commodity 

prices are low, companies revalue their assets and write down the current value in their financial 

statements (Brigham, 2012). 

 

6.2.2.4 Return on Invested Capital 

To give a more accurate impression of performance, it is essential to measuring the overall 

profitability of operations. The ROIC measures the return on capital invested in operations 

(Peterson and Plenborg, 2011). In 2010 the company generated an operating return on invested 

capital of 12, 67%, compared to the industry average of 6, 83% indicating that Brigham`s ROIC 

was good (NYU, 2012c). The ROCI is compared to the company`s cost of capital; if it exceeds 

this rate, the company has created excess return for its shareholders (Peterson and Plenborg, 

2011).  

Brigham`s cost of capital is estimated to 9, 02% (Figure 17), indicating that in 2010 the 

company managed to create value for its shareholder`s invested capital. The return on invested 

capital may be misleading if there is extraordinary activity within the business (Peterson and 

Plenborg, 2011). Brigham had high capital expenditures, which may have contributed to 

overestimating the real return on invested capital.  
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6.2.2.5 Dividends 

Due to the previous negative income, no dividends had been paid any dividends on its common 

stock (Brigham, 2012). This is because of prohibitions from credit facilities (Brigham, 2012). 

Further, regardless of positive future income, management made the decision to retain all 

earnings to develop the business, and not pay any dividends in the near future (Brigham, 2012). 

 

6.2.2.6 Tax 

Brigham had not been in a taxable position for the last four years due to its negative income 

(Brigham, 2012). Therefore, the company had significant deferred tax assets associated with 

previous losses that had been carried forward for tax purposes. As of December 2010, there was 

$249 million available for deduction against future taxable income (Brigham, 2012). Future 

payable tax would depend on the company`s ability to generate positive net income (Brigham, 

2012). 

 

6.2.2.7 Risk 

 Long- term liquidity  

In 2010 the company had a debt to equity liquidity ratio of 53%, meaning that there was a 

higher portion of equity than debt, which is good (Petersen and Plenborg, 2012). The ratio had 

decreased compared to previous years, by issuing common shares and additional payouts 

(Brigham, 2012).  

The long-term debt consisted of $ 300 million with maturity in 2018 (Brigham, 2012). The 

company was relying on the stock issue and the long-term debt to fund capital expenditures and 

short-term liquidity (Brigham, 2012).   

The ability to meet financial expenses was analyzed by measuring the interest coverage ratio 

(Petersen and Plenborg, 2012). The interest coverage ratio is based on company cash flow from 

operations, which had doubled compared to previous year. This put Brigham in a good position 

to pay interest on its long term debt. 

 Further, by measuring cash flow from operations to liabilities indicated to what extent the 

operating cash flow would be sufficient to pay total liabilities (Petersen and Plenborg, 2012). 

This ratio improved, and was considered acceptable (Stickney, 2004). By the end of 2010 
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Brigham had the ability to meet both interest expenses and total liabilities based on its operating 

earnings, supporting the conclusion that the company did not face long term liquidity risk.  

Capital expenditure ratio measures to what extent a company is able to fund investments by 

revenue from operations (Petersen and Plenborg, 2012). The capital expenditure ratio indicates 

that Brigham was not able to finance its investments based solely on cash from operations. This 

was related to the significant increase in capital expenditures in 2010 and 2009 (Brigham, 

2012). 

On the one hand, the inability to meet capital expenditures with internal funds indicated that the 

company may not have had a sustainable business model (Stickney, 2004; Petersen and 

Plenborg, 2012). On the other hand, capital expenditures in the oil and gas industry do not 

generate income right away, and it is expected that the future operating income would increase 

significantly reflecting past investments. This is common within the industry and more 

problematic for smaller firms dependent upon generating cash to finance capital expenditures. 

 

Short term liquidity 

The long-term debt is issued to finance capital expenditures and the daily need of working 

capital (Brigham, 2012).In the case of Brigham, there was an indication that the company had 

difficulties to meeting short term obligations with internal funds. By measuring the current ratio, 

which was high, it was clear that the company had a shortage of cash available to pay its short 

term liabilities (Stickney, 2004; Petersen and Plenborg, 2012).  

Further, the quick ratio is above average implying that the company had a weak ability to 

convert assets quickly into cash (Petersen and Plenborg, 2012). This was related to Brigham 

having recently started production in the Williston Basin, though it was expected that increased 

activity would improve production and increase sales.  

The main cause for the challenges related to the short term liquidity was that the current 

liabilities had increased significantly (Brigham, 2012). This was related to the increased 

production, which had increased operating costs. Still, operational earnings were increasing and 

are generating more cash, implying that the company was better positioned than in previous 

years to meet current liabilities. Nevertheless, the company had unsatisfactory conditions and 

the short-term liquidity should have been of high concern to the investors. 
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Concluding remarks:  Brigham`s internal strengths and weaknesses 

 

Strengths Weaknesses 

 Operating location and assets  Short term liquidity 

 Employees  Capital access 

 Improved financial result  High capital expenditures 

 Operating experience  

 Figure 5: Concluding remarks on Brigham`s strengths and weaknesses.  

 

 

6.2.3 External analysis 

A few years ago experts were warning of an imminent shortage of natural gas in the United 

States, and the nation was set to become a net importer of natural gas. In the 1990`s Mitchell 

Energy Corporation developed a drilling procedure called hydraulic fracking that has made it 

possible to extract quantities of natural gas from shale formations (EIA, 2011b). In 2005 oil 

companies started to gain confidence and the ability to produce oil and gas from shale 

formations increased (EIA, 2011a).  

Over the past years fracking has unlocked a new source of energy in the United States, and the 

development and production of shale oil and gas has contributed to change the prospects for US 

onshore production.  

Shale locations are emerging, and as of June 2012 the largest fields are located in Texas, North 

and South Dakota, Montana, Pennsylvania, New York, Ohio and Wyoming (Appendix H). The 

characteristics of each location differ in terms of complexity of operations and production, 

infrastructure, political interference and degree of environmental concern. 

Brigham`s main operations are located in North Dakota. Therefore the focus in this section will 

involve external factors that may interfere with the company`s costs, supply and demand in the 

Midwest Williston formation, Bakken. 
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6.2.4.1 Political 

The distinction between onshore shale drilling and traditional offshore operations is that the 

land and area of operation is not owned by the government, but by private households. Federal 

requirements have been delegated to each individual state, which acts as the regulatory authority 

for shale operations (Energy Institute, 2012). This simplifies the procedures for companies like 

Brigham, because they do not have to wait for federal approval, only that of the state. This 

contributes to increased efficiency and reduces the time from discovery to operation.  

Some states have modified regulations and banned the development of shale (CNN, 2012). The 

political environment in the Midwest is positive to the increased shale development in Bakken 

mainly because of increased contribution to future energy independence, improved economic 

conditions and the creation of jobs.  

Although the state does not own the land, it acts as a legal and controlling authority on behalf of 

the land and levies fines to companies that do not operate adequately. In 2011 the state of North 

Dakota issued $ 3 million in fines against 20 oil companies, and across the industry, there have 

been several situation in which the state has filed claims against oil companies ending in 

lawsuits (Governing, 2012).  

There are regulations and industry norms that Brigham has been obligated to maintain. 

However, in the emerging shale industry there will be trial, errors and improvement before the 

operating standard is in place. Brigham has been party to claims and lawsuits, characterized as 

“ordinary course of business “and has not had any materially adverse effect on company 

operations or financial results (Brigham, 2012). In the US, the barriers for filing a lawsuit are 

considered to be low. Brigham should therefore be ready to meet future claims or lawsuits if 

regulations or industry norms are violated.  

Each state is entitled to 10% of oil and gas revenue within its borders, collected through tax on 

total produced quantity (Midwest Energy News, 2012) There is an ongoing discussion among 

state authorities that the current tax rate is too low and that the state does not utilize enough 

policies to reap the benefits it is entitled to (Midwest Energy News, 2012).  

North Dakota`s tax rate on oil and gas production is above US average and if it were to increase, 

it is anticipated that it would not benefit the state, primarily because the US political 

environment currently shows a preference for low tax rates (Midwest Energy News, 2012). A 
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higher tax rate on production would consequently increase Brigham`s operational costs, but to 

what extent would depend on the increase. 

 

6.2.4.2 Infrastructure 

The Bakken formation has contributed to a significant increase in North Dakota oil and gas 

industry. The state started as a marginal oil and gas producer, prior to the discovery of one of 

the largest fields in North America. North Dakota is at the moment the second largest oil 

producing state after Texas (International Business Times, 2012).  

The unanticipated oil and gas activity has contributed to infrastructure challenges within the 

state. The roads in the operating areas were initially designed for farm to market travel, and now 

they must transport transportation of heavy trucks (Governing, 2012). There is an ongoing 

dialogue between the state and the industry concerning who is responsible for maintenance and 

improvements. Earlier this year one county closed down the road system for oil trucks, because 

the road had deteriorated to the point that it was insecure (Governing, 2012). This year the state 

agreed to make a one-time transfer of $ 885 million to local infrastructure (Midwest Energy 

News, 2012). 

 It is uncertain as to how the $885 million will be divided, because there are many infrastructure 

challenges within the state. It is likely that the industry will have to contribute to improvements 

of roads in the operating area, and the costs will then be divided between companies utilizing 

the roads. Brigham`s cost on infrastructure has increased since the company started production 

and as the development enhances the company should expect higher infrastructure costs. 

The producers rely on pipelines, because it gives access to a greater market and is viewed as the 

cheapest form for transporting. The existing pipeline infrastructure in the region is not 

connected to the Bakken area and the oil companies are therefore highly dependent upon roads 

and railroads to transport the oil and gas out of the region to existing pipelines (World Oil, 

2012). 

Due to the insufficient conditions of many roads, the roads are often closed for long periods 

because of rain or freezing during the winter. When the road close, Brigham`s production is 

delayed, which increases their operating costs and postpones revenue.  

Independent piping companies are establishing pipelines that will connect to the Bakken area by 

2013 (North Dakota Pipeline Authority, 2012), although it is estimated that the oil and gas from 
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the Midwest will be more expensive to transport in pipes, mainly because of the distance to the 

market. The outcome of the future development and what it will cost to transport will have a 

high impact on Brigham`s operating result.  

The increased activity in the region has in addition created accommodation problems, both for 

permanent and temporary visits. Limited accommodation prospects were a problem long before 

the Bakken discoveries, and have grown significantly worse after the increased oil and gas 

activity (Governing, 2012).  

An effort has been made, but the main problem is that construction companies do not wish to 

bear the risk of high development costs, when there is uncertainty related to how long the 

Bakken area will produce (Governing, 2012). There are discussions with the state authorities, 

but the general opinion is that the industry will have to solve this. Brigham is therefore 

responsible for being able to offer accommodation to their employees working in the field, and 

to those qualified employees they hope to attract in the future. The accommodation problems 

could lead to future employees not wanting to work in this region. Additionally, if the industry 

is to come up with a solution this could lead to higher costs for Brigham. This would not be 

economically beneficial for Brigham, whose strategy was to use its limited financial resources 

for future operational development. 

 

6.2.4.3 Environment & Society 

Technological innovation has been fundamental for the development of Bakken. The “fracking” 

technique involves injecting water and sand at high pressure to create fractures in the rock 

(shale) formation that deploy the oil and gas to the surface. There are great environmental 

concerns regarding this method of extracting oil and gas. 

First, there is evidence of “fracking” interfering with the drinking water of households (Ridley, 

2011).Second, the fracking technology has proven to provoke very small earthquakes (Tv2, 

2012). Thirdly, there are fears regarding the water waste and an oil and gas spill (Ridley, 2011).  

The environmental concerns are high mainly due to the lack of knowledge of how this 

technology can affect a society. A report conducted by Deloitte concludes that the information 

the public receives regarding shale operations is mainly provided by the media and it is often 

negative (Deloitte, 2012).  



 

 
  51 

This may indicate that oil companies have not done enough to inform residents in the operating 

region. In response, Exxon Mobile created a TV commercial to show how fracking works in 

practice (Exxon Mobile, 2011). Still, the industry has not seen the total effects of the new 

technology and consequently, it should be expected that questions regarding the environmental 

impact will need to be addressed. 

The utilization of certain operating areas has caused dissatisfaction in small communities 

(Governing, 2012). Agriculture is important in the Midwest and the minority of the local 

population is displeased by having their communities transformed into production fields where 

heavy transportation interferes with their farming.  

The local communities are also concerned with the environmental impact the shale operations 

will have on their land in the future. Oil companies have experienced dissatisfaction from the 

public where some legal claims have ended up in court. Brigham has not had any claims related 

to operations. However, as operations expand the company should be prepared to face 

regulatory matters that could have materially adverse effects.  

Brigham is focused on creating contingency plans covering every aspect of its business that 

could contribute to environmental damage. In addition, the authorities are implementing stricter 

regulations, putting companies on notice that there are high expectations as regard the 

environment and secure operations.  

Brigham should additionally take part in informing the local neighborhoods in operating 

regions. If the benefits of shale development outweigh the risks, the company should address 

this, not only because it is entitled to, but also to protect its reputation.  

 

6.2.4.4 Future Economic Outlook 

Brigham`s future revenue and operating activity will depend upon the oil and gas price.
28

 The 

world oil price and demand is more predictable compared to the regional US gas price, which 

currently is very low. The future outlook will be highly dependent upon the development of the 

US gas market. The short term forecast for the  gas price is dependent upon demand, which is 

reliant upon the weather, and varies from season to season (NaturalGas, 2012). The current 

main driver for the demand is residential and commercial heating or cooling, and is generally 

higher during winter months. 
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 The oil price is described in the industry analysis. 
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The price of the gas can also have a reverse effect, and change the demand (NaturalGas, 2012). 

Some consumers have the ability to switch between fuels and may choose cheaper coal if the 

price of gas increases. The US economy has proven to have an effect on the short term demand, 

particularly for industrial consumers (NaturalGas, 2012). This is because industrial production 

is highly correlated to the economy. During the economic recession in 2008 the industrial 

natural gas consumption decreased 7% (NaturalGas, 2012). 

Since  natural gas production has increased significantly within the U.S, compared to previous 

years, it will be more important to look at factors influencing long term demand. The main 

factor that can increase the demand for natural gas is if the residential and industrial sectors 

were to switch to natural gas powered electricity (NaturalGas, 2012). The increased demand for 

electricity combined with abandonment of mature petroleum and coal powered generations 

would contribute to increase the demand for natural gas powered electricity (NaturalGas, 2012). 

EIA forecasts that 60% of new electricity plants built within 2035 will be natural gas generated 

(EIA, 2012b). There are high environmental benefits to moving towards natural gas generated 

power, because it will contribute to reducing emissions.  

Natural gas currently accounts for a fraction of the total demand in the transportation sector. But 

in the long term this is a sector that can contribute to a larger demand (NaturalGas, 2012). It is 

expected that the appeal for alternative fuel vehicles will increase due to increased legislation 

regarding reducing emissions from vehicles. The current demand for natural gas within the 

transportation sector is for pipeline transport of oil and gas (NaturalGas, 2012). Increased future 

development of the pipeline infrastructure will consequently influence demand.  

The long term prospects for the demand of natural gas demand may sound promising. However, 

it will be highly reliant upon large changes in the US infrastructure, society and consumer 

behavior. The current concern for an oil company`s shale operations is to be capable of 

producing profitable quantities.  

The journey has just begun and for further developments the industry is dependent upon an 

increase in the US natural gas price. Clearly, a higher gas price will be beneficial to  the 

industry, though it will make the suggestions mentioned above more expensive to implement 

and can therefore be considered as less attractive.  

Nevertheless, the onshore drilling infrastructure entitles companies to more easily shut down 

production facilities if production is not profitable. This happened recently, when a major gas 

company Chesapeake Energy, closed down production, because the current costs of extracting 
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gas was not profitable (The Street, 2012). Other companies followed up, which contributed to 

some positive fluctuations in the gas price due to reduced supply. 

This can be a smart temporary solution for a large company with a diversified portfolio. 

However, for a company like Brigham it cannot even be considered as an option. This is 

because the company does not possess the same flexibility as the large oil and gas companies. 

 

Concluding Remarks on Brigham`s external opportunities and threats 

 

Opportunities Threats 

 Develop technology  Oil and US gas price 

 Further development in Bakken  US gas demand 

 Information sharing with local residents  Infrastructure challenges 

  Environmental concerns / claims 

Figure 6: Concluding remarks of Brigham`s opportunities and threats. 

 

 

6.2.4 Statoil`s motives for acquiring Brigham Exploration 

The operational location and technological experience are regarded as the primary motives for 

Statoil acquiring Brigham. The Bakken assets are viewed as attractive with optimistic future 

prospects and in line with Statoil`s increased exposure towards US onshore, and the Bakken 

assets will likewise contribute to strengthen Statoil`s diversification and position in the US.  

The consolidation of the two companies will entitle Statoil to Brigham`s technology and 

employees, which is valuable for Statoil, a plus in the technology demanding unconventional 

segment. Acquiring technology and experience is viewed as a rapid, less- expensive and time 

consuming entry strategy.  

The production in Bakken is in its start phase and it is likely that Statoil views the acquisition as 

a long-term investment where future synergies can be achieved in two respects: (1) increased 

future production if exploration is successful, and (2) operational synergies, by achieving 

economies of scale using joint services and economies of scope by combining resources in both 

companies.  
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The capital expenditures in Bakken are high. Taking Brigham`s financial situation into 

consideration, it was in the best interest of the company`s future that it be acquired. Statoil 

possess a higher flexibility regarding financing and is consequently better positioned to bear the 

high capital expenditures.  

To what extent Statoil is able to achieve financial synergies is difficult to quantify. However, it 

is likely that Statoil can achieve less expensive financing than Brigham and that the increased 

exposure towards US onshore will increase the company`s diversification, which can imply that 

Statoil`s can reduce the firms risk and making the cash flow more stable.  

 

6.2.5 The acquisition of Brigham compared to the overall market 

The motives for acquiring Brigham are comparable with the overall M&A activity currently 

taking place in the United States. The main motives tend to be acquiring technology and 

operational experience to be in a position to increase market exposure towards the 

unconventional segment. This is primarily because companies are interested in gaining 

operational know-how in order to compete in the United States and future worldwide 

unconventional operations.  

 

7.0 Section 3 
 

In this section a valuation of Brigham Exploration as a “going concern “will be completed.  A 

discussion of the price paid per share implied by the valuation model, and the price Statoil paid 

will follow. The purpose of the discussion is to conclude if the price paid justifies the 

underlying economic value of the company or if Statoil over or underestimated the potential 

future prospects of Brigham.  

7.1 Valuation of Brigham 

 

In this section I will explain how the valuation was completed and my assumptions behind the 

underlying forecasts. The valuation is structured as following: 

 



 

 
  55 

- Adjustments of the company`s Financial statements 

- Choice of Valuation Models 

- Future Forecasts 

- Cost of Capital 

- The Value of Brigham`s Equity 

- Scenario Analysis 

 

7.1.1 Adjustments of the financial statements 

 

7.1.1.1 Income statement 

When valuing a company it is less beneficial to use the company`s financial statement as 

opposed to the annual report. It is necessary to make adjustments to the income statement and 

balance sheet to get a more precise perception of the underlying value creation. 

The income statement is adjusted for financial and extraordinary items that are not allied with 

the core operations of the company. The income statement is adjusted to reflect ordinary and 

permanent business activity, and exclude the income that is not related to core operations. This 

is because future forecasts will be based on the ordinary items, revenues and costs that are 

expected to occur every year. 

When the adjustments are made, the income statement is structured to reflect core operational 

income as following: 

  Operational Income 

- Operational Cost 

= Profit/ Loss from core operations 

- Depreciation and amortization 

=Operating income before tax ( EBIT) 

-Tax on EBIT 

=  Net operating profit after tax( NOPAT) 

Figure 7: NOPAT (Petersen and Plenborg, 2012) 
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The operating income reflects revenue generated by the company`s core assets and the costs are 

the operational costs related to generating the income. The tax on EBIT is estimated based on 

the income from core operations. The NOPAT is further used as the foundation for estimating 

future cash flows in the valuation. 

When adjusting Brigham`s income statement, revenue from derivative transactions are removed 

because it is regarded as unrelated to the operational business. It can be discussed if derivative 

income should be operational or not, but taking Brigham`s size into consideration the purpose of 

derivate transactions is only to secure future income, not speculate in fluctuations in order to 

earn money.  

Further, gains from support of infrastructure are excluded because they are viewed as an 

extraordinary item and based on information in the company`s annual report, not likely to 

continue to generate income (Brigham, 2012).  

Costs related to impairment of oil and gas properties are removed because they are represented 

as write-down of oil and gas properties and occur when oil and gas prices decrease significantly 

and the company has to make revisions on estimated reserves.  

Consequently, this is regarded as an extraordinary item that only occurs when the market prices 

are low. Additionally, loss on inventory is removed because it is viewed as an extraordinary 

item.  

The cost “accretion on asset retirement obligation” is not excluded from the income statement. 

This is primarily because it is regarded as a permanent cost, occurring every year. The cost 

represents retirement and restoration costs of the assets, the cost of plugging and abandoning oil 

and gas wells. Every year the company makes adjustments of its future asset retirement 

obligations, which represent operational costs of the asset (Brigham, 2012).  

The income statement from the company`s annual report and the adjusted income statement can 

be viewed in Appendix I.  

 

7.1.1.2 Balance sheet 

The balance sheet is adjusted to give a more accurate overview of the items that contribute to 

creating operational value. Assets and liabilities are separated into operational or financial, and 

adjustments are made in order to reflect the company`s operating performance regardless of 

financing activities, not allied with operations.  
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Financing activities are further divided into provisions and non- interest bearing debt that reflect 

operational liabilities of the company. The long-term debt is interest bearing debt and reflects 

financial liabilities. The intention is to get an overview of the company`s net operating assets
29

 

and financial liabilities.
30

 

 

Operating Assets: 

Assets related to operations 

Financial Assets: 

Investments not related to operations 

Operating Liabilities: 

Provisions 

Non-interest bearing debt 

Financial Liabilities: 

Interest bearing debt 

 

Equity 

Net Operating Assets: Operating Assets- 

Operating Liabilities 

Net Financial Liabilities: Financial Liabilities 

+ Equity- Financial Assets 

Figure 8: Overview of the adjusted balance sheet. Own contribution based on information from 

Petersen and Thomas (2012) 

 

 

In the company`s balance sheet the operational assets involve reserves, property, equipment, 

inventory, accounts receivable and cash. These assets are considered the main contribution to 

generating operational income. The company`s cash assets are included because it is assumed 

that all cash assets are intended to meet operational liabilities.  

Accumulated depletation is in addition regarded as an operational asset because this item 

reflects the value reduction of operational assets. This item is permanent in the income 

statement and will therefore be important to include.  

Financial assets reflect short term investments, deferred loan fees and derivate assets. Derivate 

assets are equivalent to the derivative income in the income statement and therefore treated as a 

financial asset.  

Operating liabilities are liabilities related to the daily operational business and financial 

liabilities involve the company`s long term debt on which the company pays interest. 
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 Operating Assets – Operating Liabilities 
30

 Financial Assets- Financial Liabilities 
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The balance sheet and the adjusted balance sheet can be viewed in Appendix J. The adjusted 

balance sheet is used in the financial analysis and as a basis for creating pro forma estimates.  

 

7.1.2 Choice of Valuation Models 

I have decided to apply the DCF and EVA models as the foundation for the valuation. By 

applying two models there is more certainty that the value of Brigham will be more accurate 

based on my assumptions. The two models are based on similar forecasts, although some inputs 

will differ. Further, to verify the value, I will use multiple valuation based on comparable oil 

and gas companies.  

  

7.1.3 Future Forecasts 

First it was essential to create a Brigham “present development case.”  This was created based 

on the company`s current assets and yearly drilling capacity. The case reflects a time horizon of 

a minimum of twenty years, where Brigham drills until 2017 and in the following years only 

produces from existing fields.  

The case is created to reflect how operations and production take place across the industry. The 

twenty year time horizon will in addition capture the company cash flow as a more “mature” 

company, which will give a more accurate perception of the underlying company value.    

Future forecasts are based on historical financial statements and company expectations .There is 

high uncertainty related to future estimates, primarily because Brigham started operations in 

2010, which make some of the historical financial statements less representative to consider as 

proxies for future estimates. 

Nonetheless, financial statements from 2010 will be more representative than those from 2009 

and 2008. Therefore, in future forecasts some estimates will represent averages of past years, 

where it is deceive, and where historical items are insufficient to apply, financial statements 

from 2010 will be used as proxies.  

 

7.1.4 Future Outlook 

There are high capital expenditures in the global oil and gas industry, and worldwide it is 

anticipated that investments will grow by 13% throughout 2012. The US oil and gas industry 
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contributes to a high level of the capital expenditures and it is estimated that the US will account 

for 5% (Oil and Gas Journal, 2012). 

This is comparable to the high M&A activity in the US oil and gas industry. Further, in the 

external market analysis I emphasized that the activity level in the industry will be highly 

dependent upon the unpredictable worldwide oil and US gas prices (Research and Markets, 

2012).  

 The EIA forecasts that world production will increase and that the average oil price will be 

rather stable within the range of $85 to $110 per barrel over the next few years. There is more 

uncertainty allied to movements in the US gas price. The EIA forecasts that the US gas price 

within the upcoming years will range from $0.48 to $4.10 MMBtu. For Brigham, it will be 

imperative that the oil price stay stable and that the US gas price increase (EIA, 2012c). 

 

7.1.4.1 Operating revenue  

The main source of operational revenue is the sale of oil and gas, which increased by 141% 

from 2009 to 2010. In 2010 the company started production in Bakken, which justifies the 

significant increase. The historical operating revenue from 2008 and 2009 is therefore not 

adequate to take into consideration when forecasting future revenue. Future estimates will be 

based on Brigham`s operational revenue in 2010 and the management`s perceptions of increased 

production levels. 

There are high expectations for the Bakken area and as the infrastructure development enhances, 

oil and gas companies expect to increase production and development significantly in this 

region. Brigham`s high capital expenditures and optimistic expectations of increased production 

are therefore aligned with comparable companies in the operating area. 

 

In July 2011 Brigham released a 10K report signifying that the company was within its 

production goals and that it had managed to increase production by 70% since December 2010.  

In its forecasts, management predicted that the company should attain an increase in production 

of 60% more by the end of the year. 

Brigham is currently producing 8267 barrels per day (Brigham, 2012). In the future, 

management estimates production levels of 32 000 barrels by 2012 and 60 000 barrels per day 

by the end of 2016 (Brigham, 2012). 
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Across the industry production is high in the beginning, when capital expenditures are high. 

After a few years, when the necessary investments have been made, production starts to decline. 

For Brigham production and capital expenditures are estimated to be high until 2017, and then 

the production will decline.
31

 

 

 

Figure 9: Brigham`s time horizon, production and CAPEX.  

 

 

Forecast of the company`s future oil and gas revenues are estimated below: 

 

Figure 10: Future of oil and gas revenue 

 

 

Other revenue relates to fees that the company charges third parties involved in operations 

(Brigham, 2012). Future forecasts are estimated based on 2010 levels and are anticipated to 

continue to account for 0, 08% of the oil and gas sales. 

 

                                                           
 

Year 2011 2012 2013 2014 2015 2016 2017 2018 2019-2030

Revenue increase / decrease 130 % 130 % 35 % 40 % 30 % 20 % 10 % -3 % -5 %
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7.1.4.2 Operating Costs 

The operational costs consist of leases, tax on production, general and administrative, depletion 

of properties and accretion on asset obligations. Total operational costs represented 63% of oil 

and gas sales in 2010. In future forecasts total operational costs will account for roughly 63% of 

sales. Future costs will be based on the sale of oil and gas. The reasoning and estimates of the 

different costs are elaborated on below. 

 

Lease operating  

Lease operating costs involve lifting costs incurred to operate and maintain productive wells and 

equipment (Brigham, 2012). Further the costs include operating labor, maintenance and repairs, 

materials and supplies (Brigham, 2012). Lease operating costs have tended to account for an 

average of 10% of oil and gas sales. I will therefore assume that the operating lease will 

continue to account for 10% in future forecasts.  

 

Tax on production 

Production taxes includes taxes and severances on the total quantity produced (Brigham, 2012). 

In 2010 the company`s tax on production accounted for 9, 66% of oil and gas sales. The taxing 

authorities incentivize oil and gas companies that employ 3-D seismic in production through 

reduced tax rates (Brigham, 2012). 

 This is mainly because the 3-D seismic is more expensive to utilize and the developmental 

costs of each well are higher than normal. Consequently, since Brigham uses 3-D seismic we 

may further be assume that production taxes will continue to account for 9, 66% of sales.  

 

General and administrative 

General and administrative costs include benefits and pay of corporate staff, managing 

production and developing operations, legal compliance and managing headquarters (Brigham, 

2012). These costs have on average accounted for 7, 56% of sales. Taking into account that the 

company is increasing its production it will be likely that general and administrative expenses 

will increase, in terms of additional corporate staff and managing increased production and 

development of operations. In future forecasts this cost will increase and account for 9% of 

sales. 
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Depletion of oil and natural gas properties 

Depletion costs include capitalized costs that incur when the company acquires, explores and 

develops oil and gas assets (Brigham, 2012). In addition, depletion costs incorporate up or down 

revisions of the quantity of reservoirs (Brigham, 2012). In 2010 the depletion costs accounted 

for 32% of oil and gas sales. Forecasting future costs are challenging, because revised reserves 

are difficult to predict and filled with uncertain. Nevertheless, the best estimate will be to apply 

32% of sales in the forecast. 

 

Support Infrastructure 

In 2010 the company had costs related to the support of infrastructure in North Dakota. This 

cost represented 0, 03% of the oil and gas sales. The costs included drilling of water wells, with 

the intention of decreasing completion costs related to operations (Brigham, 2012). The costs 

are anticipated to have increase in 2011 and 2012, mainly because of anticipated expansion of 

construction in the region (Brigham, 2012).  

 

As the development in North Dakota progresses, the region will become more developed and 

the costs already assumed will fall off.  Consequently, it may be assumed that there will not be 

any costs related to the support of infrastructure after 2017. 

 

 

 

 

Figure 11: Estimated support of infrastructure costs 

 

 

Accretion of discount on asset retirement obligation 

Accretion on asset retirement obligation is the cost related to the completion of field 

development (Brigham, 2012). This cost includes equipment and services used to plug and 

abandon oil and gas reserves (Brigham, 2012). Costs related to completing reserves are high and 

therefore the company makes estimates in advance in order to be able to meet the future 

obligations of closing operations (Brigham, 2012).  

 

Year 2011 2012 2013 2014 2015 2016 2017

Support Infrastructure Cost / Revenue 0,04 % 0,05 % 0,02 % 0,02 % 0,02 % 0,01 % 0,01 %
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In 2008 and 2010 the average expensed costs of accretion of discount on asset retirement 

obligation represented 0, 26% of sales. Future costs related to completing reserves will increase 

as the company increases production. However, since forecasted earnings are estimated to 

increase significantly, the costs related to plugging and abandoning will still only  account for 

0,26%  of sales. 

 

Depreciation and Amortization 

Depreciation and amortization represents a noncash expense of asset deductions. The cost 

involves systematic expensing of reduction in value to the various production assets (Brigham, 

2012). The historic depreciation and amortization rate has on average represented 0, 88% of 

revenue. In this valuation 0, 88% of forecasted net operating assets will be applied to estimate 

future costs of depreciation and amortization. 

 

7.1.4.3 Tax  

The company is in general subject to paying 35% federal tax on income (Brigham, 2012). 

However, the company has not been in a taxable position over the last few years. This is mainly 

because the company has reported negative income in 2008 and 2009. Therefore the company 

has significant deferred tax assets, due to net operating losses that have been carried forward 

(Brigham, 2012). 

As of December 2010, the company had $ 249 million available for deduction against future 

taxable income expiring in 2029 (Brigham, 2012). Consequently the company estimates that it 

will not be in a taxable position for the next several years.  

When forecasting future taxes, the $249 million of deferred tax assets have been taken into 

consideration and it is estimated that the company will be in a taxable position by the end of 

2013. Looking forward, the company will pay 35% tax on income from 2014 until 2030. 

 

 

Figure 12: Estimated tax 

Year 2011 2012 2013

Estimated tax 55,2 132,4 198,8

Deferred tax asset 249 193,8 61,4

Tax paid 0 0 137,4
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7.1.4.4 Working Capital 

At Brigham there are high historical changes in the working capital
32

. This was a result of an 

equity offering that took place in 2010 (Brigham, 2012).It would therefore be incorrect to take 

past working capital requirements into consideration in creating a forecast. Therefore, working 

capital requirements will be based on average industry working capital ratio that is estimated to 

account for 9, 07% of sales ( NYU, 2012a). 

 

7.1.4.5 Capital expenditures 

Due to the company`s aggressive investment strategy, capital expenditures increased 516% from 

2009 to 2010. The largest capital expenditures were related to drilling operations and land 

assets. This is primarily due to the increased drilling activity and optimism in the Bakken field. 

The expenditures are reflected in the balance sheet with an 94% increase in the company`s net 

operating assets in 2010 (Appendix J). 

Looking forward, the company intends to emphasize capital expenditures (Brigham, 2012). In 

the forecast, therefore, the company`s prospects are taken into considerations. Given that the 

company will continue to increase sales it is predictable that the company will continue to have 

high capital expenditures to meet this objective. The company`s success will be dependent upon 

the company`s ability to generate high income, attain financing and persuade shareholders that it 

is worthwhile to invest.  

In 2010 the company invested 237% of oil and gas sales and again invested 141 % of sales in 

2011. It is safe to assume that the company will continue to invest, though at a lower 

percentage. This is primarily because the company`s largest investments will have been made 

by 2011 and the main focus on capital expenditures will then be to maintain production levels 

and operations (Brigham, 2012). 

 

 

Figure 13: Estimated CAPEX 

 

                                                           
32

 Historical working capital can be viewed in Appendix L 

Year 2011 2012 2013 2014 2015 2016 2017-2030

Total CAPEX ( In $ M.USD) 578,9 494,8 593,8 578,9 501,7 602,1 0

Capital expenditures in % of oil and gas revenue 141 % 50 % 40 % 30 % 20 % 20 % 0 %
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7.1.4.6 Net Operating Assets 

When applying the EVA model it is necessary to forecast net operating assets. The net operating 

assets are forecasted based on net operating assets in 2010 and increase with the amount of 

capital expenditures during the year.  

 

 

Figure 14: Estimated Net Operating Assets 

 

 

Since capital expenditures are estimated to stop in 2017, the value of net operating assets will 

decrease by 0, 25% of asset value from 2018 until 2030. This is because estimated depreciation 

costs based on net operating assets are estimated to account for 0, 25% of sales. 

 

7.1.4.7 Terminal Value 

Even though the horizon period in the valuation is forecasted to twenty years, it is important to 

estimate the value of the company`s cash flow after the twenty year time horizon. I have 

therefore applied a growth formula
33

 to estimate a terminal value, which represent the value of 

the company after the forecasted period.  

 

The estimated decline in growth is estimated to decrease at 5% each year. This is primarily 

because after 2017 the production and revenue is estimated to decline, assuming that there are 

no new capital expenditures.  

 

7.1.5 Cost of Capital 

In the valuation, the future cash flows and terminal value will be discounted at the company`s 

cost of capital. The cost of capital is estimated based on varieties of parameters, which are 

explained below.   

                                                           
33

 (NOPAT year 5*(1+g)) /(WACC-g) 

Year 2011 2012 2013 2014 2015 2016 2017-2030

Total CAPEX ( In $ M.USD) 578,9 494,8 593,8 578,9 501,7 602,1 0

Net operating Assets 663,6 1243 1836 2415 2917 3519 3519,0
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7.1.5.1 Risk free rate  

Since the company is based in the US it is essential to estimate a cost of capital that reflects the 

US market. To find a risk free rate to apply to cost of capital it makes sense to look at 

government bonds, because these are considered to have no risk. A proper estimate for the risk 

free rate will be the 10-year US government bond, which was 2, 1% as of October 10 

2011(Federal Reserve, 2012).  

The 10-year rate will give a more realistic estimate for the future, since the short term rates are 

more uncertain and greatly influenced by fluctuations in the US economy. A 10-year rate is in 

addition a better estimate to reflect the duration of the estimated cash flow. Another argument is 

that the 10- year rate will be more consistent with the beta values and market risk premium 

estimates in the market portfolio. 

 

7.1.5.2 Market Risk Premium 

The market risk premium is defined as the difference between the return on the market portfolio 

and the risk free rate (Brealey et al, 2011). The historical 10-year average return on the 

NASDAQ index has been 7, 22% (Morningstar, 2012), and by subtracting the risk free rate on a 

10-year US government bond, the best indication is a market risk premium of 5, 12%. 

 A recent study concludes that analysts in the US used an average market risk premium of 5%, 

in 2011(Fernandez et al, 2011). Consequently it will be reasonable to apply a 5% market risk 

premium in the estimate of Brigham`s cost of capital. 

 

7.1.5.3 Tax 

Brigham`s tax rate is 35% (Brigham, 2012). However, the company has not been in a taxable 

position the last few years. Nonetheless, looking ahead, Brigham will be in a position to pay tax 

and the tax rate used in the cost of capital estimate will therefore be 35%. 

  

7.1.5.4 Beta 

Beta represents the company`s systematic risk (Brealey et al, 2011). For publicly listed 

companies the beta can be estimated by regression analysis of historical returns on the stock in 
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comparison to a given index (Benninga, 2008). This will give an indication of how volatile a 

stock is relative to the market.  

 Since Brigham has been acquired by Statoil, it is no longer listed and historical data of past 

stock returns are not present. It is therefore necessary to make use of other methods to estimate a 

beta that reflects Brigham`s risk.  

Estimating the beta for comparable companies, will give an indication of what Brigham`s beta 

could be. It is therefore necessary to find oil and gas companies similar in terms of size and 

geographical operating region. A setback is that many of the companies similar in size and 

operations are not listed or have not been listed for a long enough time, and the period of 

historical returns are therefore not sufficient enough to use.  

The two most comparable companies to Brigham are Whiting Petroleum and Kodiak Oil and 

Gas. These companies are Brigham`s main competitors in the Bakken area, which implies that 

the companies should have similar future expectations. 

A regression analysis of each comparable company`s historical return towards the S&P 500 

index
34

  will give an estimate of the individual company`s beta equity (Appendix N). The 

justification for using the S&P 500 is that the index reflects 500 companies across industries and 

captures 75% of total US equities (S&P 500, 2012).  

The beta equity of Whiting Petroleum is estimated to 1, 84 with a coefficient of determination 

(R2) of 48,65%, which indicates that 48, 65% of the variability in the stock can be explained by 

the variation in the S&P 500 index(Lind et al., 2005). This implies a moderate relationship 

between the return and is acceptable according to theory (Lind et al., 2005).  

The beta of Kodiak is estimated at 1, 08 with a coefficient of determination (R2) of 6, 27%, 

which implies that there is a weak correlation between the returns (Lind et al., 2005). The weak 

relationship is possibly because of the company`s operational challenges, which are likely to be 

reflected in the stock market (Kodiak Oil and Gas, 2012).  

Both beta values of the comparable companies are lower compared to the estimates downloaded 

from Yahoo Finance (Appendix M).This is because the estimates from Yahoo Finance reflect an 

extended time horizon and includes returns in 2012, and as such not considered sufficient to use.  

The beta of Kodiak Oil and gas will further be excluded because of the weak coefficient of 

determination. Further, Whiting`s beta will have to be adjusted for the company`s capital 
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 Downloaded from Yahoo Finance 
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structure to reflect the beta asset (unlevered for capital structure)
35

 (Appendix M). This is to get 

an impression of how volatile the underlying business is regardless of its capital structure 

(Brealey et al, 2011).  

The beta equity is then estimated to be 1, 61(Appendix M). This is higher than the industry beta 

equity for integrated oil and gas companies, which is 1, 12(NYU, 2012b). The lower industry 

beta is due to the fact that it includes large integrated petroleum companies with more 

diversified portfolios that are likely to possess a lower risk. 

To extend the perspective, the average of the industry and Whiting beta of 1, 37 will be used in 

the search of Brigham`s beta (Appendix M). The average beta equity will further have to be 

adjusted for Brigham`s capital structure
36

. By relevering the average beta with Brigham`s capital 

structure the company`s beta equity is estimated to 1, 46(Figure 15). This implies that Brigham 

stock fluctuates 46% more than the S&P 500 return and that the company is more sensitive to 

economic fluctuations than the average market. 

 This is realistic since Brigham is a small company and is consequently more affected by 

fluctuations in the average market conditions. Consequently, it is logical that Brigham should 

have a higher beta than the average industry. 

 

 

Figure 15: Beta  

 

 

7.1.5.5 Cost of debt 

The cost of debt is dependent upon short term nominal interest rates, individual default risk and 

tax benefit of debt. Brigham`s average interest rate is variable and exposes the company to 

interest rate risk. As of September 2011 Brigham`s average interest rate on its outstanding debt 

is 8% before tax (Brigham, 2012). The 8% rate will be used in further estimates, because it 

represents the future cost of the company`s debt. 
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 βA=βE/((1+(1-Tax)*(D/E))) 
36

 βE= βA*(1+(1-Tax)*(D/E)) 

Brigham`s Beta

Unlevered average Beta Asset Tax D/M.V E Beta Equity Brigham

1,37 35 % 0,10 1,46
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7.1.5.6 Cost of equity 

The cost of equity represents the rate of return for which a company`s investors are 

compensated for the risk taken in investing their capital in the company (Brealey et al, 

2011).The cost of equity is estimated by the CAPM model
37

 using the risk free rate, market risk 

premium and beta. 

 

 

Figure 16: Cost of Equity 

 

7.1.5.7 WACC 

WACC
38

 represents a company`s weighted average cost of capital and is used as the company`s 

discount rate when valuing future cash flows in projects or investments (Brealey et al, 2011). To 

estimate WACC, estimates for the company`s cost of equity, cost of debt, tax rate and capital 

structure are required.  

The capital structure is important because it is necessary when addressing the weights of the 

company`s debt and equity. The weight of Brigham`s debt is the interest bearing debt given in 

the company`s financial statement (Appendix I). The weight of the equity represents the market 

value of Brigham`s equity. The market value of the company`s equity is estimated by 

multiplying the company`s share price by outstanding shares (Market Intelligence, 2012).  

Brigham`s WACC is estimated to 9, 02%, and is the cost of capital that will be used in the 

valuation of the company. In the company`s annual report there are indications that the 

company applies a 10% cost of capital when analyzing future cash flows. If that is the case, the 

9, 02% is within a consistent range.   
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 Re= Risk free rate+β(market risk premium) 
38

 WACC= Re*(E/D+E)+Rd*((D/D+E)(1-tax)) 

Rf β MRP Re

2,10 % 1,46 5 % 9,4 %

Cost of equity
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Figure 17: WACC 

 

 

7.1.6 The Valuation 

7.1.6.1 Discounted Cash flow 

Based on the future forecasts I constructed a DCF model and discounted the cash flow at the 

estimated cost of capital (Appendix N). Then I added a terminal value, subtracted the net 

interest-bearing debt and added the value of the company`s financial assets (Appendix N). This 

is to arrive at an estimate of the market value of the company`s equity on 31.12.2010. 

Further, the market value of the company`s equity was divided by total outstanding shares to 

find the price per share. Then I forward discounted the share price to 11 October 2011 to get an 

indication of the company`s price per share at the time of the offer. The DCF model arrived at 

an estimated share price of $ 25, 7 as of October 11, 2011. 

 

Figure 18: Intrinsic stock value based on the DCF model. 

Common shares outstanding 116,597

Share price (11-10-2011) 27,35

Market Value Equity ($ million) 3189

Interest bearing debt, D ($ million) 314,498

rD (%) 8%

Tax rate 35%

rD (%) after tax 5%

(D/V) 0,09

Risk-free rate (%) 2,1 %

β 1,46

Market risk premium (%) 5,0 %

rE (%) 9,4 %

(E/V) 0,91

WACC (%) 9,02 %

Sum PV 2193

Terminal Value 3747

Discounted Terminal Value 666

Enterprise Value 2859

Net Interest Bearing Debt 314,50

Financial Assets 244,14

Market Value Equity 2789

Sharesoutstanding 116,6

Share price 31.12.2010 23,92

Intrinsic Stock Value 11-10-2011 25,7
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7.1.6.2 EVA 

Taking the same forecasts into consideration I further constructed the EVA model (Appendix 

O). The EVA model is based on some different inputs, but is comparable to the DCF in that it 

subtracts net interest bearing debt. However, the model adds net operating assets instead of 

financial assets. 

 The value of the company`s share price 11 October 2011 is estimated to be $25. 

 

 

Figure 19: Intrinsic stock value based on the EVA model. 

 

7.1.6.3 Multiples 

Further, to validate the two share prices from above, I wanted to apply a multiple model 

specifically designed to value the equity of an oil and gas company based on production and 

proven reserves.  However, the comparable companies found did not fulfill the criteria’s for 

applying the model. This is primarily because these companies differed significantly from 

Brigham in terms of size, daily production and total reserves
39

. Therefore, I have chosen not to 

include the multiples in the valuation.  

 

7.1.6.4 Scenario Analysis  

The Monte Carlo simulation was applied to the valuation estimates to get an indication of how 

sensitive the value of the company would be to changes in variables. The Monte Carlo 

simulation analyzes uncertain variables which gives an indication of which parameters and input 

in the valuation model are likely to have high impact on the value of Brigham.  
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 Can be viewed in appendix P 

Sum of PV 2264,6

Terminal Value 343,5

Discounted Terminal Value 61,07

Invested Capital Beginning og year 663,6

Enterprise Value 2989,2

Net Interest Bearing debt 314,5

Market Value Equity 2674,7

Shares outstanding 116,6

Share price 22,94

Intrinsic share price 11-10-2011 25
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The uncertain variables in the analysis are the growth in sales of oil and gas and the company 

cost of capital. The growth is especially regarded as uncertain, primarily because it will be 

dependent upon the company development and the US oil and gas market. The input of the 

uncertainty of future growth is simulated to change by 10%.  The cost of capital is likewise 

regarded as uncertain, because the company`s debt structure, interest rates and cost of debt may 

change. The input of uncertainty of the cost of capital is simulated to change of 1%. 

The sensitivity analysis estimates that the value of Brigham`s share price in the DCF model will 

be between $18 and $34 with 76, 5% certainty.  

 

 

Figure 20: Monte Carlo Simulation based on the DCF valuation 

 

The sensitivity analysis based on the same uncertain variables as mentioned above predicts that 

the share price, based on the EVA model, will be within the range of $18 and $30 with 66,6% 

certainty. 
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Figure 21: Monte Carlo Simulation based on the EVA valuation 

 

7.1.6.5 Conclusion  

Taking the DCF and EVA valuation estimates into consideration my recommendation is that 

each share of Brigham Exploration as of 11 October 2011 was worth $ 25. However, the Monte 

Carlo simulation indicates that the value per share may have been between $18 and $34 based 

on fluctuation of uncertain variables. 

This refers to the high fluctuations in the Brigham share price over the last year. The company 

experienced frequent fluctuations in the share price.  

Statoil paid $36, 5 per Brigham share. This is a 36% premium based on the average trading 

price of the Brigham stock the month before the offer was announced (The Wall Street Journal, 

2012). This indicates that Statoil`s motives for acquiring the company was to increase the 

company`s position within the unconventional segment. Furthermore, the company believed 

that by acquiring the technology that Brigham possessed Statoil could further develop the 

Bakken field and compete in future unconventional markets.  

The journey of the development of the US unconventional segment has just started. There is no 

doubt that Statoil regards the future prospects of Bakken as promising. Still, based on my 

valuation estimates and the Brigham stock price before the offer, there is clearly an indication 

that Statoil paid a price above the underlying economic value of Brigham.  

But on a positive note, the combination of Brigham`s technology and assets and Statoil`s 

operational and commercial worldwide experience, gives a clear indication that Statoil`s views 

the acquisition as a long term perspective investment which will create synergies.
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9.0 Appendices 

Appendix A 

Overview of the Interviews 

Respondent`s name: Per Haaland Arild Ueland 

Company: Statoil Seadrill 

Contact information: phaa@statoil.com arild.ueland@seadrill.com 

Title: Vice President Onshore 

US 

Director of Performance 

Analysis US 

Interview 1 & 2 

Topic: 

 

 

Location and Time: 

 

“Oil and gas industry 

structure, focused on 

operators” 

 

Statoil Office in 

Houston, 5 of April. 

16:00-17.00 

 

“Oil and gas industry 

structure, focused on 

suppliers” 

 

Seadrill Office in 

Houston, 5 of April 

18:00-19.00 

Interview 3 & 4 

Topic: 

 

 

 

Location and Time: 

 

  

“ The Oil and Gas 

Market” 

( Macroeconomic 

factors influencing the 

market) 

 

Statoil Office in 

Houston, 17 of April. 

16:00-17.00 

 

“ The Oil and Gas 

Market” 

( Macroeconomic factors 

influencing the market) 

 

Seadrill Office in 

Houston, 17 of April 

18:00-19.00 

Interview 5 

Topic: 

 

 

 

Location and Time: 

 

 

 

“The US unconventional 

shale gas market” 

 

 

Statoil Office in 

Houston, 19 of April. 

12:00-13.00 

 

Interview 6 

Topic: 

 

 

 

Location and Time: 

 

 

 

“Brigham Exploration” 

 

 

 

Stavanger, 15 of July 

09.00-11.00 

 

 

 

mailto:phaa@statoil.com
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Appendix B 

 

Crude oil price last 12 months 

 

1.78% 

Source: Financial Times: 31 March, 2012 

 

Appendix C 

Crude Oil Price last five years 

 

Source: Financial Times: 31 March, 2012 
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Appendix D 

 

World Gas price last 12 months 

 

 
 

Source: Financial Times: 30 April, 2012 

 

Appendix E 

World Gas Price last Five Years 

 
 

Source: Financial Times: 31 March, 2012 
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Appendix F 

 

 

2008 2009 2010 2011 2008 2009 2010 2011  2008-2009 2009-2010 2010-2011

Asset Value 72 53 170 86 64 % 33 % 70 % 55 % -26 % 319 % -50 %

Corporate Value 40 110 72 69 36 % 67 % 30 % 45 % 176 % -35 % -4 %

Total Transaction Value 112 163,6 241,6 154,8 100 % 100 % 100 % 100 % 46 % 48 % -36 %

Asset Volume 576,7 610 779 758 79 % 74 % 82 % 79 % 6 % 28 % -3 %

Corporate Volume 153,3 214 168 199 21 % 26 % 18 % 21 % 40 % -21 % 18 %

Total Deal Volume 730 824 947 957 100 % 100 % 100 % 100 % 13 % 15 % 1 %

Annual M&A spending on UNCONV. 42 % 41 % 48 % 27 %

Deals by region

Africa 45 40 52 61 % of total value( NOC investments oversaes)

Asia 28 30 36 38 2008 2009 2010 2011

Australia 42 45 58 47 6 % 12 % 17 % 10 %

Canada 220 195 186 124 Chinese represent of NOC investments overseas

Europe 100 80 76 108 2 % 8 % 12 % 9 %

CIS 50 80 41 55 Yearly Increase / decrease

United States 300 200 390 432 6 % 4 % -3 %

South America 70 50 64 58

Middle East NA NA 27 14

Other NA NA 17 20

Total 947 957

Source: Ernst and Young(2012;2011;2010;2009) & Wood Mackenzie(2012)

% change

NOCS oversea investmets

M & A findings % of total value and volume

Buyer Seller Transaction Type Price Integration

BHP PetroHawk C 15100 Horizontal

BHP Cheasapeak A 4750 Horizontal

Statoil Bringham C 4700 Horizontal

Marathon Hilcorp Energy A 3500 Horizontal

Noble Energy Consol A 3360 Horizontal

Total Cheaspeak A 2440 Horizontal

CNOOC ltd OPTI C 2076 Horizontal

Sinopec Conocophillips A 1765 Horizontal

Exxon Mobile Phillips C 1690 Horizontal

KNOC Anadarko A 1550 Horizontal

Buyer Seller Transaction Type Price Integration

Sinopec Galp Energia A 3740 Horizontal

CIC GDF Suez A 3150 Horizontal

Sinopec Daylight Energy C 2818 Horizontal

CNOOC OPTI C 2076 Horizontal

KNOC Anadarko A 1550 Horizontal

CNOOC Tullow Oil A 1467 Horizontal

CNOOC Cheasapeak A 1267 Horizontal

Petronas Progress A 1097 Horizontal

Sinopec Conoco Phillips A 1765 Horizontal

KNOC Vitol A 514 Horizontal

Source: Ernst and Young(2012;2011;2010;2009) & Wood Mackenzie(2012)

Unconventional Top 10 transactions

2011

NOC Top 10 Transactions
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Buyer Seller Transaction Type Price Integration

Public Market Petroleo Share issue 42550 Horizontal

Vedanta Cairn C 9888 Horizontal

Bridas Corp BP A 7060 Horizontal

AFK Sistema RussNett C 6140 Horizontal

Royal Dutch Shell East Resources C 4700 Horizontal

Apache Corporation Mariner Energy C 4685 Horizontal

China Petrochemical Conocophillips A 4650 Horizontal

Chevron Corporation Atlas Energy C 4308 Horizontal

China Petrochemical Repsol A 4265 Horizontal

Royal Dutch Shell Arrow Energy C 3901 Horizontal

GE Dresser C 3000 Horizontal

GE Wellstream Hold C 1156 Horizontal

Source: Ernst and Young(2012;2011;2010;2009) & Wood Mackenzie(2012)

2010

 Top  transactions Upstream

Buyer Seller Transaction Type Price Integration

Exxon Xto Energy C 40992 Horizontal

Sincor Energy Petro Canada C 20683 Horizontal

CPC: Sinopec Addax Petroleum C 9022 Horizontal

Baker Hughes BJ services C 5500 Horizontal

Denbury Resources Encore C 4465 Horizontal

KNOC Harvest Energy C 4148 Horizontal

Gazprom ENI A 4108 Horizontal

CNPC Cental Asia Pet. C 3300 Horizontal

Petrobank Energy Tristar Oil and gas C 2547 Horizontal

AFK Varoious companies C 2500 Horizontal

Centrica Venture Production C 1747 Horizontal

Source: Ernst and Young(2012;2011;2010;2009) & Wood Mackenzie(2012)

2009

 Top  transactions Upstream
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Appendix I 

Income statement from Annual Report 

 

 

 

 

 

 

 

 

 

Amount in USD thousand 2008 2009 2010

Revenues:

Oil and natural gas sales 125,108 68,192 179,279

Gain (loss) on derivates,net 2,548 2,064 -10,066

Support infrastructure 0,489

Other revenue 0,132 0,088 0,02

Total Revenue 127,788 70,344 169,722

Cost and expenses:

Lease operating 12,363 14,655 18,651

Production taxes 5,374 5,098 17,313

Support infrastructure 0,05

General and administrative 9,557 9,243 12,943

Depletion of oil and natural gas properties 53,498 32,054 58,195

Impairement of oil and natural gas properties 237,18 114,781

Depreciation and amortization 0,629 0,812 1,704

Accretion of discount on asset retirement obligation 0,361 0,421 0,422

Loss on inventory valuation 2,196

318,962 179,260 109,278

Operating Income (loss) -191,17 -108,916 60,444

Other income (expense)

Interest Income 0,191 0,578 1,198

Interest expense,net -14,495 -16,431 -11,448

Loss on early redemption of senior notes -11,308

Other income (expense) 0,53 1,544 5,094

-13,774 -14,309 -16,464

Income(loss) before taxes -204,948 -123,225 43,980

Income tax benefit(expense):

Current

Deferred 42,701 0,233 -1,084

Net Income(loss) -162,25 -122,992 42,896

Net income(loss) per share available to common stockholders:

Basic -3,57 -1,74 0,39

Diluted -3,57 -1,74 0,38

Weighted average common shares outstanding:

Basic 45,441 70,567 111,355

Diluted 45,441 70,567 113,308
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Restructured Income Statement 

 

  

 

 

 

 

 

 

Amount in USD thousand 2009 2010

ASSETS

Current asstes:

Cash and cash equivalents 40,781 23,743

Accounts receivable 21,194 70,368

Short term investments 80,093 223,991

Inventory 14,087 34,959

Other current assets 2,284 7,796

Total current asstes 158,439 360,857

Oil and gas properties, using the full cost methos of accounting

Proved 619,92 910,114

Unproved 76,309 182,933

Accumulated depletion -365,496 -423,691

330,733 669,356

Other property and equipment,net 3,025 42,837

Deferred loan fess 5,213 9,064

Other noncurrent asstes 0,846 3,287

Total assets 498,256 1085,4

LIABILITIES AND STOCKHOLDER`S EQUITY

Current liabilities:

Accounts payable 19,251 50,023

Royalties payable 8,268 42,155

Accrued drilling costs 15,498 61,067

Participant advances received 6,949 3,037

Series prefferd stock redeemable, $.01 par value, $20 stated and

redemption value, 2,250,000 shares authorized, 505,051 shares issued and

outstanding at December 31, 2009 10,101

Derivative liabilities 2,405 9,442

Other current liabilities 5,301 10,821

Total current liabilities 67,773 176,545

Senior Notes 158,968 300

Deferred income taxes 1,088

Other noncurrent liabilities 7,232 14,498

Commitments and contingenciies

Stockholders`equity:

Common stock, $.01 par value, 180 million shares authorized, 116,564,182 and

99,593,075 shares issued and 116,289,180 and 99,351,825 shares outstanding at

December 31, 2010 and 2009, respectively 0,996 1,166

Additional paid-in capital 479,077 765,326

Treasury stock, at cost; 275,002 and 241,250 shares at December 2010 and 2009 respectively -2,133 -2,657

Accumulated other comprehensive income(loss) -0,205 -0,009

Retained earnings(deficit) -213,452 -170,556

Total stock holders` equity 264,283 593,270

Total liabilities and stockholders` equity 498,256 1085,401
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Appendix J 

 

Balance Sheet from Annual Report 

 

 

 

 

 

 

 

 

 

Amount in USD thousand 2009 2010

Operating Assets

Cash and cash equivalents 40,781 23,743

Accounts receivable 21,194 70,368

Inventory 14,087 34,959

Proved 619,92 910,114

Unproved 76,309 182,933

Accumulated depletion -365,496 -423,691

Other property and equipment,net 3,025 42,837

Financial Asstes

Short term investments 80,093 223,991

Other current assets( derivates) 2,284 7,796

Deferred loan fess 5,213 9,064

Other noncurrent asstes 0,846 3,287

Total assets 498,256 1085,4

EK

Common stock, 0,996 1,166

Additional paid-in capital 479,077 765,326

Treasury stock, at cost; 275,002 and 241,250 shares at December 2010 and 2009 respectively -2,133 -2,657

Accumulated other comprehensive income(loss) -0,205 -0,009

Retained earnings(deficit) -213,452 -170,556

Financial Liabilities

Provisions

Accrued drilling costs 15,498 61,067

Participant advances received 6,949 3,037

Series prefferd stock redeemable 10,101

Other current liabilities 5,301 10,821

Deferred income taxes 1,088

Non Interest Bearing Debt

Accounts payable 19,251 50,023

Royalties payable 8,268 42,155

Derivative liabilities 2,405 9,442

Long term Interest Bearing Debt

Senior Notes 158,968 300

Other noncurrent liabilities 7,232 14,498

Total liabilities and stockholders` equity 498,256 1085,4
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Restructured balance sheet 

 

Appendix K 

Working Capital Estimates  

 

 

Amount in USD thousand 2009 2010 Amount in USD thousand 2009 2010

Operating Assets Financial Asstes

Cash and cash equivalents 40,781 23,743 Short term investments 80,093 223,991

Accounts receivable 21,194 70,368 Other current assets( derivates) 2,284 7,796

Inventory 14,087 34,959 Deferred loan fess 5,213 9,064

Proved 619,92 910,114 Other noncurrent asstes 0,846 3,287

Unproved 76,309 182,933 Financial Liabilities

Accumulated depletion -365,496 -423,691 Long term Interest Bearing Debt

Other property and equipment,net 3,025 42,837 Senior Notes 158,968 300,000

Total Operating Assets 409,82 841,263 Other noncurrent liabilities 7,232 14,498

Financial Liabilities

Provisions EK

Accrued drilling costs 15,498 61,067 Common stock, 0,996 1,166

Participant advances received 6,949 3,037 Additional paid-in capital 479,077 765,326

Series prefferd stock redeemable 10,101 Treasury stock, at cost; 275,002 and 241,250 shares at December 2010 and 2009 respectively -2,133 -2,657

Other current liabilities 5,301 10,821 Accumulated other comprehensive income(loss) -0,205 -0,009

Deferred income taxes 1,088 Retained earnings(deficit) -213,452 -170,556

Non Interest Bearing Debt  Total EK 264,283 593,27

Accounts payable 19,251 50,023 Equity + Financial Liabilities 430,483 907,768

Royalties payable 8,268 42,155 Financial Assets 88,436 244,1

Derivative liabilities 2,405 9,442

Total Operating Liabilities 67,773 177,633

Net Operating Assets 342,047 663,63 Net Financial Assets 342,047 663,630

2009 2010

Current Assets 158,44 360,86

Short Term Debt 67,77 176,55

Working Capital 90,67 184,31

Change in W.C 93,65

Revenue 68,3 179,3

W.C in % of Revenue(Surplus) 132,79 % 102,8 %

Less Short term investments

2009 2010

Current Assets 78,44 136,86

Short Term Debt 67,77 176,55

Working Capital 10,67 -39,69

Change in W.C -50,35

Revenue 68,3 179,3

W.C in % of Revenue 15,62 % -22,1 %
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Appendix L 
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-0,40

-0,30

-0,20

-0,10

0,00

0,10

0,20

0,30

0,40

0,50

-0,15 -0,10 -0,05 0,00 0,05 0,10 0,15

W
h

it
in

g 
P

e
tr

o
le

u
m

S&P 500

Whiting Petroleum return vs. S&P 500 returns, 2007-10.10.2011 

y = 1,0881x + 0,0095
R² = 0,0627

-0,60

-0,40

-0,20

0,00

0,20

0,40

0,60

0,80

1,00

-0,15 -0,10 -0,05 0,00 0,05 0,10 0,15

K
o

d
ia

k
 O

&
G

S&P 500

Kodiak  O&G return vs. S&P 500 returns, 2007-10.10.2011 



 

 
   

xxvi 

Appendix M 

 

Beta  Calculation  Beta Equity MV Equity Debt D/E Tax Unleverd Beta Asset Yahoo Finance 5 of June 2012

Whiting Petroleum Corp 1,85 6,231 1,38 0,22 35 % 1,61 2,26

Kodiak Oil and Gas Corp 1,088 1,9 0,6 0,32 35 % 0,90 2,48

Industry Beta 1,12

Average of Whiting & Industry 1,37
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Amount in USD thousand 2010 2011E 2012E 2013E 2014E 2015E 2016E 2017E 2018E 2019E 2020E 2021E 2022E 2023E 2024E 2025E 2026E 2027E 2028E 2029E 2030E

Operating Revenues: Growth

Oil and natural gas sales 179,3 412,3 948,4 1280,3 1792,4 2330,2 2796,2 3075,8 2983,6 2834,4 2692,7 2558,0 2430,1 2308,6 2193,2 2083,5 1979,4 1880,4 1786,4 1697,1 1612,2 2011 2012

Other revenue 0,02 0,3 0,8 1,0 1,4 1,9 2,2 2,5 2,4 2,3 2,2 2,0 1,9 1,8 1,8 1,7 1,6 1,5 1,4 1,4 1,3 130 % 130 %

Net revenue 179,3 412,7 949,1 1281,3 1793,9 2332,0 2798,5 3078,3 2986,0 2836,7 2694,8 2560,1 2432,1 2310,5 2195,0 2085,2 1980,9 1881,9 1787,8 1698,4 1613,5 Reduc

Costs: W.C

Lease operating 18,7 41,2 94,8 128,0 179,2 233,0 279,6 307,6 298,4 283,4 269,3 255,8 243,0 230,9 219,3 208,4 197,9 188,0 178,6 169,7 161,2 Lease

Production taxes 17,3 39,8 91,6 123,7 173,2 225,1 270,1 297,1 288,2 273,8 260,1 247,1 234,8 223,0 211,9 201,3 191,2 181,6 172,6 163,9 155,7 Tax

General and administrative 12,9 37,1 85,4 115,2 161,3 209,7 251,7 276,8 268,5 255,1 242,3 230,2 218,7 207,8 197,4 187,5 178,1 169,2 160,8 152,7 145,1 G&A

Depletion of oil and natural gas properties 58,2 131,9 303,5 409,7 573,6 745,7 894,8 984,3 954,7 907,0 861,7 818,6 777,6 738,8 701,8 666,7 633,4 601,7 571,6 543,1 515,9 Dep

Support infrastructure 0,05 0,18 0,50 0,3 0,4 0,4 0,4 0,4 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 Acc

Accretion of discount on asset retirement obligation 0,4 1,1 2,5 3,3 4,7 6,1 7,3 8,0 7,8 7,4 7,0 6,7 6,3 6,0 5,7 5,4 5,1 4,9 4,6 4,4 4,2 Dep &A

Total Operating Costs 107,6 251,4 578,3 780,3 1092,3 1420,0 1703,9 1874,2 1817,6 1726,7 1640,4 1558,4 1480,4 1406,4 1336,1 1269,3 1205,8 1145,5 1088,3 1033,8 982,2 Tax

Operating income before tax 71,7 161,3 370,9 501,1 701,6 912,1 1094,6 1204,1 1168,4 1109,9 1054,4 1001,7 951,6 904,1 858,9 815,9 775,1 736,4 699,5 664,6 631,3 Other Rev

Depreciation and amortization 1,7 3,6 8,3 11,3 15,8 20,5 24,6 27,1 26,3 24,9 23,7 22,5 21,4 20,3 19,3 18,3 17,4 16,5 15,7 14,9 14,2

Operating Income before tax (EBIT) 70,0 157,7 362,5 489,8 685,8 891,6 1070,0 1177,0 1142,1 1085,0 1030,8 979,2 930,3 883,7 839,6 797,6 757,7 719,8 683,8 649,6 617,2 Year

Tax on EBIT 0,0 0,0 0,0 137,4 240,0 312,0 374,5 412,0 399,7 379,8 360,8 342,7 325,6 309,3 293,8 279,2 265,2 251,9 239,3 227,4 216,0 Support Infrastructure Cost / Revenue

Net Operating profit after tax (NOPAT) 70,0 157,7 362,5 352,4 445,8 579,5 695,5 765,1 742,4 705,3 670,0 636,5 604,7 574,4 545,7 518,4 492,5 467,9 444,5 422,3 401,1

Depreciation and amortization 1,7 3,6 8,3 11,3 15,8 20,5 24,6 27,1 26,3 24,9 23,7 22,5 21,4 20,3 19,3 18,3 17,4 16,5 15,7 14,9 14,2

Required  W.C 16,3 37,4 86,0 116,1 162,6 211,3 253,6 279,0 270,6 257,1 244,2 232,0 220,4 209,4 198,9 189,0 179,5 170,6 162,0 153,9 146,2

Change in W.C -50,4 -21,1 -48,6 -30,1 -46,5 -48,8 -42,3 -25,4 8,4 13,5 12,9 12,2 11,6 11,0 10,5 9,9 9,4 9,0 8,5 8,1 137,7

CAPEX 578,9 494,8 593,8 578,9 501,7 602,1 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0

FCF -438,7 -172,5 -260,2 -163,8 49,5 75,7 766,8 777,0 743,7 706,5 671,2 637,7 605,8 575,5 546,7 519,4 493,4 468,7 445,3 553,0

PV of FCF 9,02% -402,4 -145,2 -200,8 -116,0 32,2 45,1 418,9 389,4 341,9 297,9 259,6 226,2 197,1 171,8 149,7 130,4 113,7 99,0 86,3 98,3

Sum PV 2193

Terminal Value 3747

Discounted Terminal Value 666

Enterprise Value 2859

Net Interest Bearing Debt 314,50

Financial Assets 244,14

Market Value Equity 2789

Sharesoutstanding 116,6

Share price 31.12.2010 23,92

Intrinsic Stock Value 11-10-2011 25,7

Appendix N                                                  DCF valuation model 
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Amount in USD thousand 2010 2011E 2012E 2013E 2014E 2015E 2016E 2017E 2018E 2019E 2020E 2021E 2022E 2023E 2024E 2025E 2026E 2027E 2028E 2029E 2030E

Operating Revenues:

Oil and natural gas sales 179,3 412,3 948,4 1280,3 1792,4 2330,2 2796,2 3075,8 2983,6 2834,4 2692,7 2558,0 2430,1 2308,6 2193,2 2083,5 1979,4 1880,4 1786,4 1697,1 1612,2

Other revenue 0,02 0,3 0,8 1,0 1,4 1,9 2,2 2,5 2,4 2,3 2,2 2,0 1,9 1,8 1,8 1,7 1,6 1,5 1,4 1,4 1,3

Net revenue 179,3 412,7 949,1 1281,3 1793,9 2332,0 2798,5 3078,3 2986,0 2836,7 2694,8 2560,1 2432,1 2310,5 2195,0 2085,2 1980,9 1881,9 1787,8 1698,4 1613,5

Costs:

Lease operating 18,7 41,2 94,8 128,0 179,2 233,0 279,6 307,6 298,4 283,4 269,3 255,8 243,0 230,9 219,3 208,4 197,9 188,0 178,6 169,7 161,2

Production taxes 17,3 39,8 91,6 123,7 173,2 225,1 270,1 297,1 288,2 273,8 260,1 247,1 234,8 223,0 211,9 201,3 191,2 181,6 172,6 163,9 155,7

General and administrative 12,9 37,1 85,4 115,2 161,3 209,7 251,7 276,8 268,5 255,1 242,3 230,2 218,7 207,8 197,4 187,5 178,1 169,2 160,8 152,7 145,1

Depletion of oil and natural gas properties 58,2 131,9 303,5 409,7 573,6 745,7 894,8 984,3 954,7 907,0 861,7 818,6 777,6 738,8 701,8 666,7 633,4 601,7 571,6 543,1 515,9

Support infrastructure 0,1 0,2 0,5 0,3 0,4 0,4 0,4 0,4 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0 0,0

Accretion of discount on asset retirement obligation 0,4 1,1 2,5 3,3 4,7 6,1 7,3 8,0 7,8 7,4 7,0 6,7 6,3 6,0 5,7 5,4 5,1 4,9 4,6 4,4 4,2

Total Operating Costs 107,6 251,4 578,3 780,3 1092,3 1420,0 1703,9 1874,2 1817,6 1726,7 1640,4 1558,4 1480,4 1406,4 1336,1 1269,3 1205,8 1145,5 1088,3 1033,8 982,2

Operating income before tax 71,7 161,3 370,9 501,1 701,6 912,1 1094,6 1204,1 1168,4 1109,9 1054,4 1001,7 951,6 904,1 858,9 815,9 775,1 736,4 699,5 664,6 631,3

Depreciation and amortization 1,7 3,6 8,3 11,3 15,8 20,5 24,6 27,1 26,3 24,9 23,7 22,5 21,4 20,3 19,3 18,3 17,4 16,5 15,7 14,9 14,2

Operating Income before tax (EBIT) 70,0 157,7 362,5 489,8 685,8 891,6 1070,0 1177,0 1142,1 1085,0 1030,8 979,2 930,3 883,7 839,6 797,6 757,7 719,8 683,8 649,6 617,2

Tax on EBIT 0,0 0,0 0,0 137,4 240,0 312,0 374,5 412,0 399,7 379,8 360,8 342,7 325,6 309,3 293,8 279,2 265,2 251,9 239,3 227,4 216,0

Net Operating profit after tax (NOPAT) 70,0 157,7 362,5 352,4 445,8 579,5 695,5 765,1 742,4 705,3 670,0 636,5 604,7 574,4 545,7 518,4 492,5 467,9 444,5 422,3 401,1

NOA 663,6 1242,5 1737,3 2331,1 2910,0 3411,7 4013,8 4003,8 3993,8 3983,8 3973,8 3963,9 3954,0 3944,1 3934,2 3924,4 3914,6 3904,8 3895,0 3885,3

Cost of Capital (WACC*EVA) 59,9 112,1 156,7 210,3 262,5 307,7 362,0 361,1 360,2 359,3 358,4 357,5 356,6 355,8 354,9 354,0 353,1 352,2 351,3 350,5

EVA 97,8 250,5 195,7 235,5 317,0 387,8 403,0 381,2 345,0 310,7 278,1 247,1 217,8 190,0 163,6 138,5 114,8 92,3 70,9 50,7

PV of EVA at 9,02% 89,7 248,4 151,1 166,7 205,9 230,9 220,2 191,0 158,6 131,0 107,5 87,7 70,9 56,7 44,8 34,8 26,4 19,5 13,7 9,0

Sum of PV 2264,6

Terminal Value 343,5

Discounted Terminal Value 61,07

Invested Capital Beginning og year 663,6

Enterprise Value 2989,2

Net Interest Bearing debt 314,5

Market Value Equity 2674,7

Shares outstanding 116,6

Share price 22,94

Intrinsic share price 11-10-2011 25

Eva Valuation model 
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Appendix O 

 

 

 

Company Share price 31-10-2010 in $ Shares Outstanding 31-10-2010 MV Equity Debt M$ Cash M$ Enterprise Value

Whiting Petroleum 58,6 106,3 6231,4 800,0 0,0190 7031

EOG Resources 90,34 252,6 22822 5,0 0,789 22826,6

Denbury Resources 19,09 401 7656 4,1 0,382 7659,2

Brigham 27,15 116,6 3166 314,498 23,743 3456

Company Proved Reserves MBOE Daily Production

Whiting Petroleum 215,3 64,65

EOG Resources 537,831 139,8

Denbury Resources 397,9 73,819

Brigham 66,8 8,267
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