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.COMPANY:

EPIC:

Royal Dutch Shell

MARKET CAP:

RDSB.L

£144.9bn

Royal Dutch Shell is a global energy company, with activities in
oil and natural gas, refining and marketing, chemicals, power
generation and renewable resources.
Investment Case
 The stock provides exposure to the oil price, which we
believe will continue to be supported by a combination of
increased emerging market demand and constraints over
supply.
 The group’s industry-leading LNG portfolio has an Asian
bias and is well placed to meet the growing need for gas
imports to ensure security of energy supply.
 Strong cash generation and a robust balance sheet,
combined with improved operational efficiency, leave the
group with the flexibility to invest for growth.
 At a time of economic uncertainty, the stock provides
defensive attributes and an attractive dividend stream.
The defensive attraction of the business meant that the shares
rose by 11% last year, compared to a 6% decline in the FTSE
100. The stock currently trades on 7.7x 2013 consensus
earnings, below the global peer group on 8.1x. In terms of
dividend yield, the shares offer 5.0%, well ahead of the peer
group (4.0%).
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CATEGORY: UNRESTRICTED
(see bottom of note for risk categories)

Initiating Coverage
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Share Price Over Last 12 Months
2450
2350
2250
2150
2050
1950
1850
1750

EPS (c)
328.0
420.8
450.7
476.8

Nicolas Ziegelasch (Global Equity Analyst)
Mick Gilligan (Head of Research)

Jan 11

Apr 11

PE (x)
11.1
8.6
8.1
7.6

Jul 11

DPS (c)
168.0
168.0
176.0
184.0

Oct 11

Yield (%)
4.6
4.6
4.8
5.1

Jan 12

KILLIK & Co
Large Cap

27 January 2012

Royal Dutch Shell is a global energy company, with activities in oil and natural gas, refining and marketing, chemicals, power
generation and renewable resources. The group operates an integrated model, which encompasses exploration, production, refining,
transporting and retailing. The group also owns a number of equity interests: Woodside (34%); Showa Shell (35%); and Comgas (18%)
Shell has strong relationships with host governments and a legacy position in innovative technology in areas such as deep water, gas
and unconventional hydrocarbons. In particular, the group has the world’s largest portfolio of LNG assets. Most of the gas is delivered
under long-term supply contracts, mainly in Asia and the Middle East, with demand driven by the growing need for gas imports. The
group is currently benefiting from the huge price premium of Asian gas over US gas, driven in part by the impact of the Japanese
earthquake.
A broad geographic spread – Asia (29% of 2010 production), Europe (28%), Americas (22%), Africa (15%) and Oceania (6%) – helps
to insulate the group against disruption or fiscal changes in an individual country. Shell reports in dollars, and is therefore exposed to
currency movements.
We remain positive on the long-term outlook for the oil price, which we believe will continue to be supported by a combination of
increased emerging market demand and constraints over supply. Meanwhile, one of the legacies of the Arab Spring is that Saudi
Arabia needs an oil price of at least $95/barrel to break even on its budget, while continued uncertainty surrounding Iran is likely to
provide further near-term support. Although the integrated operators, such as Shell, provide exposure to the oil price, we appreciate
that there are more highly-geared ways of playing this theme, and we would highlight our Buy recommendation on Tullow Oil* (TLW.L,
1,381p, Buy).
Upstream (77% of estimated 2011 earnings)
At present, around two-thirds of the group’s capital is employed in the “upstream” business, where the focus is on exploration for new
oil and gas reserves, the development of major projects, and the production of those reserves. The group operates hundreds of fields
worldwide, with the main oil operations in Nigeria, the Gulf of Mexico, Oman, the UK and the Emirates. The main gas operations are in
the Netherlands, Norway and the UK. The production split between oil and gas is fairly balanced, with oil accounting for 52% in the first
nine months of 2011.
At the end of 2010, the group’s proven oil and gas reserves amounted to 14.2 billion boe (barrel of oil equivalent), with a reserve life –
or the number of years it would take to exhaust reserves at the current level of production – of 11.5 years. The reserve replacement
ratio for the five years 2005-2010 averaged 134%, among the highest in the peer group.
In order to replace reserves that undergo a process of natural decline, the group has to undertake ongoing reinvestment in the
business. Shell is planning to spend over $100bn on net capital investment between 2011 and 2014 on one of the most ambitious
programmes in the industry. The focus (at least 80% of spend) is the upstream business – where returns are higher – and where Shell
is renowned for taking a generational approach.
Shell currently has 20 projects that have recently started up or are under construction, with a combined resource potential of 11 billion
boe that the group believes can support growth out to 2020. Across a portfolio of high-quality assets, there is a relatively large
exposure to oil sands, deep water and integrated gas projects. Deutsche Bank estimates that the average portfolio breakeven is $54
per barrel. Notable assets include:
 Athabasca Oil Sands Project (Canada) – The group extracts bitumen from the oil sands and synthesises crude oil from it. The
Expansion 1 project is intended to increase production capacity by 100 thousand barrels of oil equivalent per day (kboepd) to 250
kboepd.
 Gbaran-Ubie (Nigeria) – The project is one of Nigeria’s largest oil and gas developments, and is helping to meeting the domestic
government’s target to reduce the flaring of gas. Production is expected to peak at 250 kboepd.
 Qatargas 4 LNG – The JV project with Qatar Petroleum is designed to convert natural gas into liquefied natural gas and natural gas
liquids. The huge investment sustains the group’s global leadership in LNG, and is expected to achieve peak production of 280
kboepd.

2

KILLIK & Co
Large Cap

27 January 2012

 Pearl Gas-to-Liquids (Qatar) – This is the world’s largest GTL plant, and makes use of pioneering gas technology. Trains 1 and 2
started up in 2011. In the first phase, cash flow will be used to recover the group’s $18bn investment in the project. Shell believes
that the total cash flow from Pearl (and Qatargas 4) at $70 oil will be $4bn. This compares to $3bn of cash flow in the $50 oil
environment at the time of the agreement.
 Gorgon LNG (Australia) – The project involves the development of the largest gas discoveries to date in Australia and the world’s
largest foundation LNG project. Completion is expected in 2015.
 Other Assets – Final investment decisions have also been taken on the Clare Phase 2 development in the UK and the Wheatstone
LNG project in Australia.
Group production is expected to average 3.5m barrels per day (b/d) in 2012 (6% above 2010 levels). For 2014, the group is targeting
3.7m b/d (12% above 2010 levels, based on $80 oil), making it the fastest growing of the oil majors.
Shell also has a substantial exploration portfolio and a competitive track record on exploration finding costs: less than $2 per barrel.
The group claims to have around 30 projects on the drawing board with at least 10bn boe resource potential. The group is exposed to
many of the world’s largest basins, including the Gulf of Mexico, North American tight gas and Australian LNG. Shell is the operator
(and 45% stakeholder) on Zaedyus, the recent discovery in French Guiana, and has signed a MoU with Tullow Oil covering the entire
Atlantic Basin.
Downstream (23% of estimated 2011 earnings)
Downstream, the group is involved in refining, shipping, marketing, and chemicals. The business also encompasses the group’s
interests in alternative energy, where Shell is one of the world’s leading distributors of bio-fuels. The division accounts for just under
one-third of the group’s capital employed.
Shell has interests in around 30 refining sites worldwide, with 40% of the capacity in Europe and Africa, 30% in the Americas and 30%
in Asia Pacific. Around four million barrels of crude per day are processed into a range of products including petrol, diesel, aviation fuel,
marine fuel and lubricants. The chemicals business produces and markets petrochemicals for industrial customers, including the raw
materials for plastics, coatings and detergents.
The outlook for the refining industry is weak. In its Energy Outlook 2030, BP estimates that if China achieves its aim of being selfsufficient, the net increase in refinery runs will be curtailed because of the growth of liquids that do not need refining. Against this
background, ownership of cost-advantaged assets is essential, and Shell is focusing on its most profitable units in order to improve
returns. These tend to be larger, integrated sites with increased sophistication. Between 2002 and the end of 2012, the group expects
to have reduced its capacity by 30%, with the average refinery size increasing from 130 kbpd to 195 kbpd. Although the group is
adding new refining capacity in the US at Port Arthur, the focus is increasingly on growth markets, such as Brazil, Asia Pacific and the
Middle East.
In contrast with most of its peers, Shell’s downstream activities are more heavily skewed towards marketing, where the group
continues to enhance the quality of its portfolio by reducing its global footprint, while focusing on high growth markets, such as
Germany or China. In Chemicals, further steps are being taken to improve the business by focusing on integrating assets with refining
at super-sites.
At the time of its 2011 Strategy Update, the group announced a new target for a further $1bn of cost savings for 2011-12. The aim is to
generate returns above the cost of capital at the bottom of the cycle. The bulk of the asset sales programme has been completed.
Current Trading
The next time we hear from the company will be on 2 February with the release of the Q4 2011 results. In the third quarter, the group
generated a 42% increase in net income, to $7.0bn, on a current cost of supply basis – which strips out the impact of gains or losses
on commodity inventories – ahead of market expectations of $6.6bn. The performance was driven by increased energy prices (liquids
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+48%; natural gas +31%) and a strong downstream performance (+25%). Return on average capital employed on a net income basis
was 16.4% during the quarter.
The fourth quarter is expected to have been more subdued. Although upstream income will have been boosted by the 26% rise in the
oil price, the benefit will have been offset to some extent by higher exploration costs and the impact of the warm weather in Europe
on gas volumes. The mid-single digit decline in production reflects the impact of asset sales and higher levels of maintenance. The
downstream business is expected to have made a loss due to weaker refining margins and lower levels of capacity utilisation.
Financial Considerations
Following the disclosure of an overstatement of reserves in 2004, Shell embarked upon a programme of business simplification and
operational improvement. There has been a focus on asset sales, portfolio upgrading and cash flow generation. The group has sold
assets worth more than $30bn, and further disposals of non-core businesses will continue – probably at a rate of $2bn-$3bn per year –
as the group seeks to improve its competitive position and capital efficiency. The group’s underlying costs declined by c. $2bn in 2010,
and have fallen by more than $4bn since 2008.
One of the main attractions of Shell is its financial strength and strong cash flow generation. In the first nine months of 2011, the group
generated cash flow from operating activities of $30.3bn. As at 30 September 2011, financial gearing stood at 10.8% – towards the
lower end of the group’s through-the-cycle range of 0%-30%.
In 2012, Shell expects to generate a 50% increase in cash flow (from $24bn to $36bn) relative to 2009 assuming a $60 per barrel oil
price and an improved environment for downstream margins and natural gas prices. In an $80 per barrel environment, 2012 cash flow
is expected to be 80% higher (i.e $43bn) than 2009 levels. The oil price is currently trading well above this scenario ($110 per barrel for
Brent), with the potential for short-term spikes driven by additional turmoil in the Middle East. However, the benefit of the strong oil
price has been diluted to some extent by the depressed US natural gas price, which at $2.60/mmbtu (million British thermal units) is
currently well below the $4.00/mmbtu-$8.00/mmbtu the group uses in its models. However, North America only accounts for 20% of
Shell’s gas sales.
The strong balance sheet provides the flexibility to invest for growth and return cash to shareholders. During the third quarter, the
group took advantage of weak equity markets and bought back $0.8bn of shares. Given the record low cost of debt, we believe further
buybacks are possible. However, dividends remain the preferred way of returning cash to shareholders. At the beginning of 2010, the
group shifted its dividend policy from one based on growing the US dollar payout at least in line with inflation to one targeting growth in
line with the group’s view of its underlying business earnings and cash flow. The Q3 2011 dividend was maintained at 42c, and we
expect the full-year 2011 payout to remain level with 2010, at 168c. There is a chance of a return to growth – for the first time since
2009 – in 2012. An increase would provide a positive signal of management’s confidence in the business, and according to current
consensus expectations would be well covered by free cash flow over the next three years. At current exchange rates, a maintained
2011 dividend would equate to a yield of 4.6% for a sterling-based shareholder, well above the yield on the group’s 5-year debt
(1.95%).
There are two classes of ordinary shares – A and B – both of which have identical rights, except related to the dividend access
mechanism, which applies only to the B shares. Here, dividends paid will have a UK source for Dutch and UK tax purposes, and there
will be no UK or Dutch withholding tax on such dividends. The dividend is declared in dollars and then paid to the A holders in euros
and the B holders in sterling. Traditionally, the A shares have traded at a slight premium to the B shares. At present, however, the B
shares are trading at a 3.5% premium. The gap is driven by a number of factors: Dutch withholding tax may make it more attractive for
some investors to hold B shares; currency may have a positive impact on the dividend payment; and the buyback is targeted at the B
shares. We would recommend holding the B shares.
The defensive attraction of the business meant that the shares rose by 11% last year, compared to a 6% decline in the FTSE 100. The
stock currently trades on 7.7x 2013 consensus earnings, below the global peer group of 8.1x. In terms of dividend yield, the shares
offer 5.0%, well ahead of the peer group (4.0%).
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Royal Dutch Shell B
BP
Total
ExxonMobil
Chevron

2011
8.7x
6.5x
7.8x
10.3x
7.9x

PE
2012
8.1x
6.5x
7.6x
10.4x
8.2x

2013
7.7x
6.2x
7.2x
9.6x
7.8x

2011
4.6%
3.8%
5.7%
2.1%
2.9%

Dividend Yield
2012
5.0%
4.2%
5.8%
2.2%
3.1%

2013
5.2%
4.7%
6.0%
2.4%
3.2%

2011
4.1x
3.7x
3.5x
4.9x
3.5x

EV / EBITDA
2012
3.9x
3.6x
3.4x
4.9x
3.5x

2013
3.5x
3.3x
3.3x
4.8x
3.4x

Risks with this recommendation





A slowdown in global economic growth would have a negative impact on the price of oil and gas, and on refining margins.
A weak dollar would impact the level of dividend payments for sterling-based shareholders.
An increase in resource nationalism or changes in fiscal rates would have an impact on the business.
The group may fail to execute the projects due onstream over the next few years.
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KILLIK & Co RESEARCH RECOMMENDATIONS
Equity Research
Large Cap

Mid Cap

Global

Investment ideas in the
FTSE 100 which we
believe will generate
returns ahead of the AllShare index.

Investment ideas in the
FTSE 250 which we
believe will generate
returns ahead of the AllShare index.

Global investment ideas
which we believe will
generate returns ahead of
the FTSE World (ex UK)
index over the long term.

Fund Research
Absolute Return
Funds that aim to generate
an absolute return over the
medium to long term, i.e. a
positive return irrespective
of equity or bond market
direction.

Income

Growth

Income producing funds,
which are attractive in the
context of the yield
available from cash, gilts
and UK equities.

Funds which we believe
have the potential to
generate a high level of
capital growth over the
long term.

KILLIK & Co RESEARCH PERIODIC PUBLICATIONS
Daily Note

ETFs Bulletin

Thematic

A summary of the day’s newsflow and an update of
opinion on covered stocks.

Focusing on London-listed Exchange Traded Funds
(ETFs) and Exchange Traded Commodities (ETCs).

A number of direct equity and fund ideas that are well
positioned to exploit a key investment theme.

The Killik & Co Research Policy and recommendation definitions can be found at www.killik.com/research

The Killik & Co Risk Rating system uses categories which are intended as guidelines to the specific risks involved, as follows:
Restricted Lower Risk (1), Restricted Medium Risk (2-3) and Unrestricted (4-9).
Please see the Killik & Co Terms & Conditions for further detail.

Disclaimers

Information for clients of Killik & Co
The Information within this publication is not directed at any person in the United States and is not intended to be used by any person in the United States unless
those persons are already Killik & Co clients and they have applicable US exemptions. This document has been issued by Killik & Co on the basis of publicly
available information, internally developed data and other sources believed to be reliable, but we have not independently verified such information and we do not
give any warranty as to its accuracy. This document does not purport to be a complete description of the securities, markets or developments referred to in the
material. All expressions of opinion are subject to change without notice. Killik & Co does not undertake to keep the subject of all of its recommendations under
review, therefore any recommendations in this publication are given at this point in time and will not necessarily be updated in future. Clients should seek advice from
their Broker on the suitability for their personal circumstances of any investments covered by this publication prior to acting on its contents. The past performance of
an investment is not a reliable guide to its future performance and the value of an investment may fall as well as rise. Higher volatility investments may be subject to
sudden and large falls in value and you may realise a large loss equal to the amount invested. Some investments are not readily realisable and investors may have
difficulty in selling or realising the investment or obtaining reliable information on the value or risks associated with the investment. Where a security is denominated
in a currency other than sterling, changes in exchange rates may have an adverse effect on the value of the security and the income thereon. In addition, if the
security is listed outside the United Kingdom (UK), the listing regime and local regulation may differ from that which pertains in the UK. This may affect the degree of
protection that consumers receive. Prior to publication, this document may have been disclosed to the company that is the subject of the research and factual
amendments may have been made at their request prior to publication. When producing investment research, Killik & Co acts independently and has implemented
measures to manage any potential conflicts of interest that may arise. The institutional sales team that forms part of Killik Capital may provide broking services to
some of the fund management companies that run funds recommended by and/or commented upon by the research team within Killik & Co. Details of these
measures can be found in Killik & Co’s research policy which can be found on the website www.killik.com/research. Killik & Co is a trading name of Killik & Co LLP,
a limited liability partnership authorised and regulated by the Financial Services Authority and a member of the London Stock Exchange. Registered in England and
Wales No. OC325132. Registered office: 46 Grosvenor Street, London W1K 3HN. A list of Partners is available upon request.www.killik.com Member of the London
Stock Exchange
Information for clients of Killik & Co (Middle East & Asia)
This document is provided by Killik & Co (Middle East & Asia) Clients as defined by the DFSA. Killik & Co (Middle East & Asia) is regulated by the Dubai Financial
Services Authority (DFSA) and is a branch of Killik & Co LLP which is authorised and regulated by the UK FSA and a member of the London Stock Exchange. Any
opinions, projections, forecasts or estimates in this report are those of the author only, who has acted with a high degree of expertise. They reflect only current views
of the author and are subject to change without notice. Killik & Co (Middle East & Asia) has not been a party to or had any material input towards this research
publication. Killik & Co (Middle East & Asia) has no obligation to notify a reader or recipient of this publication in the event that any matter, opinion, projection,
forecast or estimate contained herein, changes or subsequently becomes inaccurate, or if research on the subject company is withdrawn. The investments referred
to in this publication do not take into account the recipient’s suitability requirements or investment risk appetite. Recipients are urged to base their investment
decisions upon their own appropriate investigations that they deem necessary. In the event of any doubt about any investment, recipients should contact their own
investment, legal and/or tax advisers to seek advice regarding the appropriateness of investing. Any loss or other consequence arising from the use of the material
contained in this publication shall be the sole and exclusive responsibility of the investor and Killik & Co (Middle East & Asia), accepts no liability for any such loss or
consequence. Please note past performance is not necessarily a reliable guide to future performance of an investment. Killik & Co (Middle East & Asia) aims to be
transparent, fair in business dealings and adhere to DFSA conflicts of interest requirements. For further information please contact the Dubai office. Killik & Co
(Middle East & Asia) Principal place of business: No 55, Level 2, The Gate Precinct Building 5, Dubai International Financial Centre (DIFC), Dubai, United Arab
Emirates. Tel: +971 (0) 4 425 0354 Fax: +971 (0) 4 425 0355 Website: www.killik.com
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