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Why	  We	  Are	  Bullish	  On	  BP	  	  	  

By	  Chief	  Equity	  Strategist	  Christian	  T.	  Blaabjerg	  

First	  let’s	  make	  one	  thing	  clear.	  The	  recent	  slide	  in	  the	  share	  price	  of	  BP	  is	  totally	  outrageous	  –	  there	  is	  virtually	  no	  
fundamental	  valuation	  perspective	  justifying	  this	  move.	  At	  current	  levels	  BP	  is	  cheap	  by	  any	  standard.	  It	  may	  slide	  

even	  further	  from	  here,	  but	  for	  a	  long	  term	  hold	  (over	  5	  years)	  it	  should	  be	  a	  clear	  buy.	  

Given	  the	  recent	  blowback,	  combined	  with	  hysterical	  headlines,	  rumors	  and	  speculation	  investors	  are	  panicking	  in	  
our	  view	  and	  selling	  off.	  Even	  with	  the	  rebound	  of	  today,	  the	  stock	  is	  down	  50%	  since	  the	  Deepwater	  Horizon	  
accident,	  the	  credit-‐default	  swap	  spreads	  have	  widened	  to	  all-‐time	  highs,	  seven	  analysts	  have	  cut	  their	  rating	  last	  

week	  alone.	  Politicians	  at	  all	  levels	  are	  engaged	  in	  ever-‐more-‐heated	  tough-‐sounding	  rhetoric,	  including	  President	  
Obama	  saying	  that	  he	  would	  fire	  BP’s	  CEO,	  Tony	  Hayward,	  if	  Hayward	  was	  his	  employee.	  Finally,	  while	  BP	  has	  said	  
it	  will	  pay	  for	  the	  clean-‐up	  and	  direct	  damages	  to	  those	  affected	  by	  the	  spill,	  the	  Obama	  Administration	  is	  going	  a	  

step	  further	  and	  threatening	  BP	  to	  “repay	  the	  salaries	  of	  any	  workers	  laid	  off	  because	  of	  the	  six-‐month	  
moratorium	  on	  deepwater	  exploratory	  drilling	  imposed	  by	  the	  U.S.	  government	  after	  the	  spill.”	  

We	  basically	  believe	  in	  a	  long	  position	  in	  BP	  due	  two	  reasons:	  1)	  BP	  is	  not	  going	  bankrupt.	  It	  is	  the	  4th	  most	  
profitable	  company	  in	  the	  world,	  which	  means	  it’s	  highly	  likely	  that	  it	  will	  be	  able	  to	  cover	  the	  clean-‐up	  costs	  plus	  

all	  damages/fines/lawsuits,	  especially	  since	  these	  costs	  will	  be	  spread	  out	  over	  many	  years	  and	  2)	  the	  stock	  is	  
extraordinarily	  cheap,	  currently	  trading	  5.1x	  this	  year’s	  estimated	  earnings	  and	  it’s	  also	  yielding	  7.55%	  at	  
yesterday’s	  closing	  price	  of	  334p,	  despite	  that	  the	  dividend	  is	  going	  to	  be	  suspended.	  

	  

Question	  1:	  How	  big	  is	  the	  spill	  today	  and	  how	  bad	  could	  it	  get?	  How	  much	  could	  the	  clean-‐up	  cost,	  and	  what	  

might	  legal	  liabilities	  be?	  

The	  Government	  just	  said	  that	  the	  amount	  being	  ejected	  from	  the	  well	  is	  somewhere	  between	  35,000	  and	  60,000	  
bbls	  per	  day.	  The	  minimum	  fine	  is	  $1,000/bbl	  spilled.	  	  But	  if	  negligence	  can	  be	  shown,	  the	  fine	  can	  be	  as	  high	  as	  
$4,300/bbl.	  This	  is	  strictly	  for	  the	  fine	  for	  spilling	  the	  oil,	  and	  excludes	  other	  considerations	  (damages,	  cleanup	  

costs,	  potential	  criminal	  liability	  and	  of	  course	  whatever	  civil	  liability	  juries	  come	  at	  them	  with	  for	  all	  sorts	  of	  
litigation.)	  At	  $4,300/bbl	  we're	  looking	  at	  a	  fine	  of	  $150	  -‐	  $258	  million	  per	  day,	  and	  after	  the	  hearings	  in	  Congress	  

it	  is	  probably	  reasonable	  to	  assume	  that	  BP	  will	  get	  tagged	  for	  "negligence"	  (at	  best.)	  We're	  50-‐some	  days	  into	  
this;	  that	  works	  out	  to	  somewhere	  between	  $7.5	  and	  $13	  billion	  in	  fines	  alone	  thus	  far.	  	  If	  we	  presume	  they	  can	  
shut	  the	  well	  down	  in	  the	  middle	  of	  August,	  we're	  looking	  at	  another	  50	  days	  (roughly)	  before	  that	  happens,	  

leaving	  the	  total	  fines	  in	  the	  neighborhood	  of	  $15-‐30	  billion.	  
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$30	  billion	  is	  less	  than	  one	  year	  of	  operating	  income	  for	  BP.	  Even	  if	  the	  total	  amount	  is	  double	  or	  triple	  this,	  keep	  
in	  mind	  that	  the	  payout	  on	  these	  liabilities	  will	  be	  over	  many,	  many	  years,	  allowing	  BP	  to	  earn	  its	  way	  out	  of	  

trouble.	  This	  is	  a	  critical	  point	  that	  isn’t	  being	  discussed:	  everyone	  is	  focused	  on	  what	  the	  total	  costs	  to	  BP	  might	  
be,	  without	  asking	  the	  equally	  important	  question	  of	  when	  BP	  might	  have	  to	  make	  these	  payments.	  The	  clean-‐up	  
costs	  will	  be	  spread	  out	  over	  the	  next	  few	  years,	  and	  the	  legal	  liabilities	  and	  fines	  over	  a	  much	  longer	  period.	  In	  

the	  case	  of	  the	  Exxon	  Valdez	  oil	  spill,	  for	  example,	  the	  Supreme	  Court	  didn’t	  make	  a	  final	  ruling	  until	  2008,	  19	  
years	  after	  the	  spill.	  

	  

Question	  2:	  How	  profitable	  is	  BP?	  

According	  to	  the	  Fortune	  500,	  BP	  has	  the	  4th	  highest	  revenues	  of	  any	  company	  in	  the	  world,	  and	  also	  earns	  the	  

4th	  highest	  profits,	  trailing	  only	  Gazprom,	  Exxon	  Mobil	  and	  Royal	  Dutch	  Shell.	  Profits	  were	  depressed	  in	  2009	  due	  
to	  the	  global	  economic	  crisis,	  but	  analysts	  are	  projecting	  (and	  robust	  Q1	  results	  affirm)	  operating	  profits	  of	  around	  
$34	  billion	  ($93	  million	  per	  day)	  in	  2010	  and	  net	  income	  of	  around	  $22	  billion,	  consistent	  with	  the	  2005-‐2008	  

average.	  (These	  estimates	  are	  before	  Deepwater	  Horizon	  costs	  are	  factored	  in.)	  

Very	  simply,	  BP	  takes	  its	  $30	  billion	  of	  operating	  cash	  flow	  (it’s	  averaged	  $29.7	  billion	  over	  the	  past	  four	  full	  years)	  
and	  reinvests	  two-‐thirds	  of	  it	  into	  the	  business	  and	  pays	  the	  rest	  out	  as	  a	  dividend	  to	  shareholders.	  

In	  not	  so	  many	  words	  BP	  has	  extraordinary	  financial	  strength	  and	  should	  easily	  be	  able	  to	  cover	  the	  clean-‐up	  costs	  
plus	  all	  damages/fines/lawsuits.	  	  

	  

Question	  3:	  How	  much	  might	  future	  profits	  be	  impacted?	  What	  would	  be	  the	  impact	  of	  a	  permanent	  ban	  on	  

offshore	  drilling	  in	  the	  Gulf	  of	  Mexico?	  	  

A	  key	  pillar	  of	  our	  investment	  thesis	  on	  BP	  is	  that	  the	  earnings	  power	  of	  the	  business	  remains	  intact.	  We’ve	  heard	  
two	  contrary	  arguments:	  the	  first	  is	  that	  BP’s	  entire	  offshore	  Gulf	  of	  Mexico	  operation,	  the	  largest	  of	  any	  
company	  in	  the	  region,	  could	  be	  shut	  down	  permanently.	  While	  we	  think	  this	  is	  unlikely,	  BP	  could	  weather	  this	  hit	  

as	  it	  accounted	  for	  only	  15.3%	  of	  BP	  total	  oil	  production	  and	  3.6%	  of	  natural	  gas	  production	  in	  2009.	  

To	  consider	  an	  even	  more	  extreme	  scenario,	  what	  if	  BP	  stopped	  (or	  was	  forced	  to	  stop)	  doing	  business	  in	  the	  
U.S.?	  Even	  then,	  BP	  would	  survive:	  in	  total,	  the	  US	  accounted	  for	  33.3%	  of	  BP’s	  exploration	  and	  production	  profits	  
in	  Q1	  2010	  (E&P	  was	  93.2%	  of	  BP’s	  total	  operating	  profit).	  
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Our	  best	  guess	  is	  that	  when	  all	  is	  said	  and	  done,	  BP’s	  normalized	  profits	  might	  be	  a	  few	  percent	  lower	  due	  to	  this	  
crisis.	  There	  will	  surely	  be	  expensive	  new	  safety	  regulations	  (which	  will	  apply	  to	  all	  offshore	  drillers)	  and	  BP	  may	  

lose	  some	  business	  with	  the	  U.S.	  government.	  

	  

Question	  4:	  If	  need	  be,	  could	  it	  raise	  cash	  in	  other	  ways?	  

BP	  has	  suspended	  the	  dividend	  lately	  –	  but	  it	  needs	  more	  cash.	  The	  obvious	  next	  step	  would	  be	  to	  cut	  cap	  ex,	  a	  
far	  bigger	  expense	  than	  the	  dividend	  (the	  dividend	  is	  currently	  a	  bit	  under	  $11	  billion	  annually	  vs.	  an	  average	  of	  

$21.7	  billion	  in	  cap	  ex	  annually	  over	  the	  last	  two	  years).	  In	  its	  Q1	  2010	  earnings	  release,	  BP	  gave	  the	  following	  
guidance	  for	  cap	  ex:	  “For	  2010	  as	  a	  whole,	  we	  continue	  to	  expect	  organic	  capital	  expenditure	  of	  around	  $20	  
billion	  and	  disposal	  proceeds	  of	  $2-‐3	  billion.”	  

It’s	  hard	  to	  know	  how	  quickly	  and	  by	  how	  much	  BP	  could	  cut	  cap	  ex,	  but	  one	  clue	  is	  that	  “Depreciation,	  depletion	  

and	  amortization	  and	  exploration	  expenditure	  written	  off”	  –	  often	  a	  reasonably	  proxy	  for	  maintenance	  cap	  ex	  –	  
was	  $12.7	  billion	  last	  year.	  	  

Finally,	  BP	  has	  valuable	  assets	  all	  over	  the	  world	  –	  property,	  plant	  and	  equipment	  on	  the	  balance	  sheet	  is	  worth	  
$108	  billion	  –	  but	  of	  course	  it	  would	  take	  time	  to	  sell.	  
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