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Crpaterus caejlok CAUAHUN 1 IIOTJIOIIeHU N’
B He(DTAHOM KOMILJIEKce (Ha IpuMepe CAeJKU
«PocuedpTu» c « banrtae@rnio»)

K.JI. Acmanoe

MockoBcKoOIi rocymapcTBeHHbIN yuuBepcuteT uMenu M.B. JlomoHocoBa,
MockoBckas 1mKoJia sKoHoMuku, 119991, MockBa, JleHuHCKME TOPHI, 1. 1, cTp. 61

AHHOTaums. Llenbio JaHHOW CTaTby ABSIETCS BbISBEHWE POJIA CIVSIHUM Y MOIMOLLEHN, B CTPATErNMM KOMMaHWI, onpe-
neneHne Hanbonee apPEeKTUBHbIX METOAVK OLIEHKM 3P DEKTUBHOCTY NPe0bpa3oBaHUN.

YuuTbIBas, YTO HU B HAYKE, HX CPeaV NMPakTUKOB HET €AMHON METO0I0MMM OLLEHKM NMPOLIECCOB CIUSIHUYM 1 NOMTOLLEHNA,
[aHHas paboTa NPeaCcTaBAeT akTyaslbHOCTb Kak B MPAKTUYECKOM, Tak U B TEOPETMYECKOM MnnaHe. Hepeako cnvsaHus v
MOMOLLEHNS Pa3pYLLAKOT aKLMOHEPHYIO CTOMMOCTb KOMMaHWM. IMEHHO CTpaTernm co3gaHne CTOMMOCTU — OAVH 13 NPU-
OpPUTETOB JAHHOW CTaTbU.

B ctatbe 060CHOBLIBAETCS, YTO BEKTOP CAENOK CAUSHUIA 1 NOMIOLLEHNIA 3a4aeTcs cTpaTerneil KOMnaHum 1 OOSKeH
COOTBETCTBOBATbL €€ CTPATENMHYECKMM NPUOPUTETAM.

OCHOBHOW BbIBOA, 2BTOPA 3aK/II04AETCS B TOM, YTO NPW OLLEHKE CAENOK CANSHUIA 1N NOMOLLEHNIA, HAA0 OPUEHTUPOBATLCS
HE TObKO Ha GPUHAHCOBBIE MOKa3aTeNn, HO U HA COOTBETCTBUE CTPATErniA ABYX KOMMaHWA. [py 3TOM A1 OLEHKN TPaHC-
dopmaumin HeobXoAMMO UCTOL30BaTh OOEee COXHbIE MOAENN, YUUTbIBAIOLLME PA3/INYHbIE CLIEHapuK, B TOM YMcie
MOZENb OMLNOHOB.

KoHTeHT poctyneH nog nuueHaunein Creative Commons Attribution 4.0 License
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B pnaHHol paboTe NpoaeMOoHCTPUPOBaAHO, YTO CAeka NnpuobpeTeHns koMmnaHuen «PocHedTr» komnaHum «batuHedTn»
SIBUIACb CTPATErM4yeck 060CHOBaHHON. MpoBeAEHHbIV aHaNM3 CAENKW, BKIOYAIOLLEN N3yYeHre PUHAHCOBON OTYETHO-
CTU1, MOCTPOEHME CLIEHAPUEB 1 AEPEBA PELLEHNA, MPUMEHEHNE TEOPUN OMLMOHOB HAa NPaKTUKE, MPOAEMOHCTPMPOBAT,
410 «POoCHedTb» BbiOpana Hanbonee ahdEKTVBHYIO CTpaTervio. PasneneHvie peLleHnii 0 npruobpeTeHNE NOMHOIO Nake-
Ta KoMnaHum «batHedTn» Ob10 BEPHBLIM LLIAroM 4J18 CO34aHNA CTOMMOCTM 4J151 aKLIMOHEPOB.

KnioueBble cnoBa: cTpaterus, CAusHUS 1 NOrnoLeHnin, HedpTAaHasa NPOMBbILLJIEHHOCTb, OLleHKa BusHeca, Moaesb
ONUMNOHOB
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Introduction

Merges and acquisitions is a trend for
economies, where big transnational corporations
prevail. Strategies of big corporations are rarely
limited to organic growth, but substantial
resources give them opportunity to set ambitious
goals and expand fast, for example entering new
geographical market or developing new products
and technologies or getting new licenses for
natural resources extraction. But development
of new technologies might require a few years.
In general the scenario of rapid growth based on
internal resources is quite difficult and require
much time. Alternatively, strategies of mergers
and acquisitions are the fastest way to reach
strategic goal, but the cost of these strategies
might be very high.

The company’s capitalization is the main, but
not the only, parameter to be focused on during

M&A. We should take into account interests
of shareholders, as well as other stakeholders:
employees of the company, its partners and clients,
the population living in the company’s area of
operation, regional and federal authorities. For
example, in some cases it is more profitable to close
divisions in certain regions and move production
to other regions or countries. Such a strategy may
well serve the interests of shareholders in the
medium term, while management, employees, and
local authorities may be interested in maintaining
production. Multi-criteria and often conflicting
interests of different groups make it difficult to
evaluate mergers and acquisitions.

We do believe, that option theory gives
more possibilities to evaluate the deal, consider
different scenarios, including interests of
other stakeholders. Some scenarios might have
negative NPV, but if we take into account wider
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prospective and demonstrate strategic thinking,
then the realization of project, including merger
and acquisition deal, might be considered as
essential for the company’s development in the
long run. In my further analyses I compared
different methodologies of valuation M&A deal,
applying them recent deal in Russian oil industry
(«Rosneft» and «Bashneft» deal in the end of
2016).

Traditional valuation

As mentioned in Introduction, traditional
purpose of financial strategy is to maximize
capitalization [1].

Usually criteria for merges and acquisitions
of two companies A and B is that the value of
new united company V sp 18 more than Vit Vg
Let us define synergy S as a difference: S =V, —
— (V5 + Vp). Synergy is a different from goodwill,
because main purpose of goodwill is to incorporate
new assets in financial statement of bidder
company, whenever synergy is economic effect,
which is based on economic factors of merges and
acquisitions.

Synergy indicates, that for both companies
are creation of value are expected. The main
reasons for M&A are following: increasing
product range, supporting distributional
channels and entrance to new geographical
markets, increasing manufacturing capabilities
and gaining new competences, overcoming state
restrictions (bidder company acquires company,

Kvint, Grant, Hambrick, Prahalad

which owns some licenses), reducing cost due
to optimization of work of two enterprises,
supporting pricing power and market share.
Actually, many transactions do not create
any value to shareholders in case they do not
correspond to the strategy of the bidder company.

So, when transaction are support main
business of bidder company, corresponds to its
strategy, these deals have higher probability to
be more successful. I could propose the following
scheme Fig. 1 for analyses, which combines
traditional approach, developed by Robert Gram
[2], Donald Hambrick [3] and Vladimir Kvint [4].

If company A (bidder company) acquires
company B (target company), then it means that
company A pays to shareholders of company B
either money (denote this amount of payment as
P) or shares of company A or the combination of
the above.

P certainly more than V; otherwise there
is no sense for shareholders of company B to
sell their shares for less than they can get now
on financial market (we assume that financial
markets are efficient and market valuation of
company B is fair, the company is not under or
overvalued). In that case synergy S is divided
between shareholders of companies A and B. So:
Vi < P <Vy + 8. The reasons for synergy S are
different and depend on, which kind of merger do
we have, vertical or horizontal.

In our case of acquisition of Rosneft and
Bashneft in October 2016 we should consider

Trends (global,
corporate, industry)

INDUSTRY KEY
COMPETITIVE | SUCCESS FACTORS
ADVANTAGE
Market-based view
(Outside-in)
ORGANIZATIONAL
CAPABILITIES
Resource-based view (RBV)
(Inside-out)
RESOURCES
TANGIBLE INTANGIBLE HUMAN
* Financial (cash, * Technology * Skills/know-how

securities, borrowing
capacity)

* Physical (plant,
equipment, land,
mineral reserves)

(patents, copyrights,
trade secrets)

* Reputation (brands,
relationships)

* Culture

* Capacity for
communication
and collaboration

* Motivation

Fig. 1. Developing strategy based on Resource-based and Market-based views
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the following. These companies in one industry
of oil and gas extraction, petroleum production
etc., though their strategies might be different:
Bashneft mostly worked in Bashkortostan, but
had petroleum station in different regions.
Rosneft is a national company. Horizontal
merger could give a good synergy effect, because
companies were expected to decrease their
administrative expenses, more efficiently allocate
resources (sharing petroleum stations, optimizing
productivity of Bashneft’s oil refinery factory in
Bashkortostan, share technology, integrate oil
exploration etc). On the other side, Bashneft is
formally an independent company, its shares are
still traded on Moscow Exchange, though Rosneft
owns over a half of Bashneft’s shares.

Merges and acquisitions are considered as
an important strategic decision, which could
substantially influence the future of both
companies. Traditional methodology of pre-
acquisition valuation of company B might be
based on DCF analyses, market (or industry)
multiples, premiums paid in previous transactions
(multiples method) [5]. But all these methods
have some limitations. For example, when we use
DCF, we usually consider two times horizons:
for first we calculate NPV for limited amount of
years (usually up to 5—7 years), then we calculate
so called “terminal (continuing) value”, which
might be very sensitive to discount rate. Market
multiples, especially using average multiples for
industry, are not very efficient, because finding a
comparable public company is not always possible.
Furthermore, synergy effect is very individual in
every transaction. The same is fair for comparable
transactions that already have taken place in the
past (not only transactions are different, but also
market conditions changed) [6].

During M&A is it important to consider all
factors and consider the deal, taking into account
both financial and strategic issues, and the deal
should be considered by both CEO (positive and
optimistic view for perspective) and CFO (deep
analyses) [7].

Rosneft suggested price 3706 RUB per share,
whenever the average price of Bashneft for the
previous 6 months before the deal was 2989 RUB

[ —

! Rosneft owned 102 432 459 shares from 147 846 489
(57,66 %) as it was on June 1, 2018.

21 use discount rate for Rosneft 11 % , which approximately
corresponds to WACC for Rosneft. Until the beginning of
2018 year interest rates in Russian economy were declining
and in 2018 rates started increasing because of inflation’s
growth. In 2019 rates begun declining again.

(about 3300 RUB in October 2016). For 50,07—
55 % of Bashneft Rosneft totally payed by cash
329.69 billion RUB. So P = 330 billion RUB! [8].

In order to estimate Vi I used market
valuation of Bashneft. Figure 2 demonstrates
monthly market prices of Rosneft and Bashnent
shares from 2014 till middle of 2018. Market
values of ordinary shares of Rosneft and Bashneft
shares were calculated by multiplying market
value of only ordinary shares by issued amount,
though correct calculation of capitalization of
two companies required estimation market value
of preferable shares and other instruments as
well.

So Vyvaried and we might calculate it, taking
into consideration that market price of Bashneft
share was 3333 RUB on November, 1 2016, or it
was 2 989 RUB for the previous 6 months before
the deal: 442 < V}; < 493 billion RUB. So market
value of 50.0755 % of Bashneft’s ordinary shares
might be from 221 to 247 billion RUB. Actually,
Rosneft payed P = 330 billion RUB. So, it means
that synergy effect should be at least not less
than: S > P — V};, which is 83—109 billion RUB.

Synergy effect S estimated differently.
Executive director of Rosneft Mr. Igor Sechin
announced at the Annual Shareholders Meeting,
that Rosneft will work to maximize the synergetic
effect. The powerful synergistic effect will
be ensured by the optimization of reciprocal
supplies of oil, transportation and logistics
costs, reduced cost of drilling services, joint
use of the infrastructure of production assets,
modern technologies and know-how. The prompt
monetization of this effect is guaranteed by
Rosneft’s successful experience in integrating
TNK-BP. In the first two quarters of 2017, the
synergetic effect of Bashneft’s integration will
reach over 40 billion RUB in cash. But later
synergy effect was re-estimated for 2017 year as
45 billion RUB [9]. So, if we suppose that synergy
(45 billion) would extend for four years (2017,
2018, 2019, 2020) and use discount rate 11 %2,
then the total synergy would be 140 billion RUB
in 2016.

According to estimate of Ministry of
economic development of Russia, positive effect
of the acquiring of state own shares of Bashneft
was 150—-180 billion RUB, due to economy of oil
processing and extraction [10]. If synergy was
realized during 4 years and we applied the same
discount rate 11 %, we could estimate synergy
per a year as 48—58 billion RUB.

UBS believed, that the synergy would be
lower [11].
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Fig. 2. Market prices for Rosneft and Bashnent shares from 2014 till middle of 2018

Table 1
Coefficients of linear regression between companies’ share and oil price
Period before Short time after In four months after the  After the deal — middle
the deal (January 2016 — the deal (November 2016  deal (February 2017 — term (June 2017 —
November 2016) — February 2017) June 2017) June 2018)
Oil price unstable, but Slight increase of oil Falling of oil price oil price growing
growth price, turning point
Rosneft share 0,80 -2,80 1,89 0,32
Bashneft share 1,03 -3,28 2,53 -0,14

Taking into consideration, that revenue
of Bashneft for 2016 was 593 billion RUB and
synergy valued at from 45 billion RUB till
58 billion RUB (about 7.6—-9.8 % of revenue), I
suppose really strong efforts of two management
teams were required to successfully implement
integration of companies and to get necessary
synergy. Potential for decreasing Rosneft’s
costs were not high due to different locations of
companies.

Synergy effect at the level of 140 billion RUB
was considered by me as optimistic scenario (Sy),
because in that case both Rosneft and Bashneft
shareholders are interested in the deal, though
more than a half of synergy would be received by
Bashneft’s shareholders.

If we consider Fig. 1, we could see, that before
the deal and 2—-3 months after it, prices for both
Rosneft and Bashneft went up. Growth of share
price of Bashneft was higher (coefficient of linear
regression to oil price was 1.03, see in Table 1)

than Rosneft (0.80). We can conclude that market
expectation of Bashneft’s perspectives were
positive and some rumors about the deal (which
started in the middle of 2016) warmed price of
Bashneft’s shares.

After the deal despite some fall of oil price
Bashneft’s share fastened its growth (—3.28,
negative sign meant, that share price and oil price
went in different directions), as well as Rosneft
(-2.8). We could say that this short period of
time was “market euphoria”. In February 2017
oil prices started falling and that negative trend
continued till June 2017. Rosneft’s share price
started decline about twice faster then oil price
(1.89), whenever Bashneft’s share price were
falling even faster (2.53). So market reconsidered
the deal.

In June 2017 market trend changed and
oil prices started to grow quite fast. Rosneft
prices also grown up, but substantially slower
(0.32). At the same time Bashneft’s price felt

( Russian Journal of Industrial Economics. 2020.V.13. N 2
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(—0.14, negative sigh means that for 1% of oil
price increase, Bashneft price was falling for
0.14 %). So from February 2017 we could clear
notice that market re-estimated Bashneft’s
acquisition. Tightening of sanctions, imposed by
the USA and other countries, certainly negatively
influenced market price of both companies.
But strong negative dynamic of Bashneft’s
shares demonstrated, that either Bashneft was
overvalued, or synergy was overestimated.

Influence of Bashneft’s acquisition on Rosneft’s
financial statements

Rosneft financial statements already
included (from November 2016) the appropriate
part of financial assets, revenues and other
financial flows of Bashneft (proportional to
Rosneft’s share). Bashneft’s deal was one of many
for Rosneft, so it is difficult to estimate how this
deal influenced financial performance of Rosneft
by analyzing consolidated financial statements in
years 2017 (after the deal), 2016 (deal) and 2015
(before the deal).

From Profit or Loss Statement of Rosneft
we could see, that structure of revenue and cost
did not change substantially. Production and
operation costs decreased from 11.3 % (where
oil, gas and petroleum sales are 100 %) in 2015
and 11.4 % in 2016 to 10.3 % in 2017. We also
could saw some optimization in pipeline costs.
Controversary, Rosneft increased most other
costs, for example general and administrative
expenses increased from 2.6% in 2015 to 2.9 %
in 2017. So, synergy effect was not obvious from
consolidated profit and loss statement [12—-14].

On the other hand, we could see that revenue
of both companies increased substantially from
2016 to 2017 in absolute amount. If we took 2015
as a base year, revenue of Rosneft increased for
15.9 % from 2015, and Bashneft — for 10 %,
whereas average oil price drop for 1.3 %. So, the
integration of two companies allowed to grow fast
(especially for Rosneft).

From balance sheet we could saw that
current assets (liquidity) of Rosneft decreasing.
Long-term assets were increasing, for example
property, plant and equipment increased from
61.1 % (where 100 % — total assets) in 2015 to
64.3 % in 2016, which was also due to the deal.
Goodwill did not change substantial, which might
mean that Rosneft management believed, that
there was not much premium payed for Bashneft.

Current liabilities increased substantially,
especially loans and borrowings from financial

institutions (from 10.8 % in 2015, to 14.2 % in
2016 and 18.2 % in 2017).

On the other hand we could see fast decrease
of long-term debt from 23.7 % in 2015 to 14.6 %
as well as prepayments on long-term oil and
petroleum agreements from 18.5 % to 10.8 %
[12-15].

This change of financial structure as well
as substitution of long-term debts in USD and
EURO to short-term debt in RUB is mostly
due to sanctions imposed by the USA and other
countries. On the other hand, management of
Rosneft could have increased middle-term debts
in RUB, not short-term.

Analysis of Cash Flow of Rosneft also
supports our conclusions. Net cash provided by
current operation decreased substantially from
2258 billion RUB in 2015 to 391 billion RUB
in 2017. This was substantially determined by
dynamic of long-term prepayments made on oil
and petroleum products supply agreements.
High cash prepayments (938 billion RUB) in
2015 certainly followed cutting cash in 2016
and 2017.

In cash flow we also could saw gain on out-
of-court settlement (100 billion RUB), which
was caused by court decision that Rosneft
should receive from AFK System (former owner
of Bashneft) the above amount (in profit it was
in 2017, but cash payment would be in 2018)
due Bashneft losses were partly caused by non-
efficient AFK System execution etc. [16]

Cash used in investment activities increased
from 813 billion RUB in 2015 to 1162 billion in
2017, which also supported that Rosneft tried to
grow fast by increasing capital expenditure, not
only by acquiring other companies.

Rosneft increased its borrowing very fast. In
2017 and 2016 the company attracted financing
(cash) for 645 and 381 billion RUB accordingly,
whenever in 2015 Rosneft repaid its debts for
1091 billion RUB. Also important that the
structure of borrowings had changed — long term
debts were repaying, and short-term — increasing.

In general, Rosneft had weak cash flow,
because operating activities in 2017 generated
only 391 billion RUB, whenever interest payments
in 2017 were 219 billion RUB. This is caused by
Rosneft’s fast grow, in particular acquiring of
Bashneft. Government and even a court decision
(AFK System case) supported financial stability
of Rosneft, but anyway the company needs to
stop acquiring assets, more accurate finance its
activities (stop substitution of long-term debt by
short-term borrowings), try to grow organically.
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Real option model

Real option model is very efficient model in
M&A. It gives agile approach for valuation, as
well as decision making in M&A [17-20].

In real option model valuation is based on
assumption that Rosneft had not to acquire all
Bashneft’s shares immediately in 2016. Rosneft
had an opportunity to make two steps acquisition
of Bashneft by acquiring 50.08 % in 2016 and
considering opportunity to buy more 49.92 %
shares in 2018 (or do not buy, depending on
market situation in 2017). Traditional method
does not give such flexibility and Rosneft either
buy 100 % or 50 % shares of Bashneft in 2016.

So, when I valuate opportunities for
acquisition of Bashneft (base year is 2016), we
would consider different scenarios — with high
and low oil prices, as well as high (Sy) and low
synergy effect (S;). I would prove further that
if oil price is high in 2017-2018 and synergy is
maximum, then Rosneft should invest more in
Bashneft (otherwise — buy only 50.08 %).

Rosneft might take one of two decisions:
first — buy 100 % of Bashneft shares in 2016
(this case is considered at the end); second — buy
50.08 % of Bashneft shares, wait and in 2018
either buy more 49.92 % Bashneft shares or do
not buy (see decision tree in Fig. 3).

Oil price_in 2017-2018 might be high with
probability 50% or low with probability 50 %.
For simplifying decision tree, I assumed that if oil
price were high in 2017, it would be high in 2018
and afterwards.

Synergy might be either high (Sy;) or low (S;)
in 2017-2018 (we could not predict it in 2016) and
continues afterwards for more 2 years. No any
synergy after 2020. If synergy is successful (Sy)
in 2017-2018, it is more probable that synergy
would be successful afterwards. If synergy in
2017-2018 is low (S;), then it is more likely that
it will be lower in 2019-2020.

So, we have different decision branches.
We suppose, that probability of successful
integration (high synergy) of two companies
is 50 % in 2017-2018. But in following years
situation is different. If synergy was high in
2017-2018, it is more likely, that it would stay
high in the following period. I also suggested that
owning of a greater share of Bashneft’s capital
gives higher probability of successful integration
of companies in the second period. So, if synergy
was maximal in 2017-2018 and Rosneft owns
100 % of Bashneft shares, then the synergy
would be also high in 2019-2020 with probability
80 % ; if synergy was maximal in 2017-2018 and

Rosneft owns only 50.08 % of Bashneft, then
probability of successful synergy in 2017-2018
is 60 %.

If synergy effect is low in 2017-2018, it will
stay low with probability 60 % .

I have to make some assumptions about high
(Sy) and low (S;) synergy effects for a year. As
mentioned above synergy effect in optimistic
scenario was estimated 140 billion RUB or
Sy = 45 billion RUB for one year.

Minimum (or low) synergy I assume to be
S;, = 15 billion RUB. This scenario also implies,
that acquisition does not create enough synergy
and destroys value of Rosneft (Rosneft overpays
for Bashneft).

The next step is the forecast cash flow of
Bashneft.

Previously we estimated Bashneft’s value in
2016: 442 <V <493 billion RUB.

I have estimates cash flow from historic
cash flow as well as by using Gordon’s formula
(second method). The sustainable net cash flow
from operating and investing activities (NCF;,)
was about 42 (average, see Table 2, in optimistic
scenario) and 30 (low oil price scenario). If we use
discount rate R =11 % and suppose, that growth
rate G = 2 %, then we get the following value

NCFyy 42
R-G 11%-2%
(optimistic scenario with high prices, which fully
corresponds to the estimation above).

V= =467 billion RUB

NCF,, 30

R-G 11%-2%
(low oil price scenario), value in 2016.

V= =333 billion RUB

The next parameter is the terminal value
of Bashneft in 2020 (I suppose that Rosneft
will sell all Bashneft’s shares in 2020 and get
terminal value back by cash), which I estimated in
optimistic scenario as 495 billion RUB

NCF,,, in2020 45(1+0,02)’
R-G 11%-2%
value in 2020.

VTV2020 = =495,

How much would Rosneft pay (by cash) to
acquire the last 49.92 % shares of Bashneft in
2018? Taking into account the above calculation
as well as valuation of Bashneft ordinary shares
from Table 1, I can assume that reasonable
payments for Bashneft in 2018 would be
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High oil price in
2017-2018 (50%)

Aquisition of Bashneft by Rosneft, 50% of
Bashneft shares

Low oil price in
2017-2018 (50%).

more Bashneft
shares?

Year 2016 Years 2017-2018

Fig. 3. Decision tree for Rosneft

VTV2020

( ; x0,4992x1,03=
1+0,11

P2018 =

- 195 0,4992x1,03=207 billion RUB.

(1+0,11)*

Note: this payment equals to discounted
terminal value of 49,92 % of Bashneft shares
with additional premium 3% (because Rosneft
already has the control over Bashneft, premium
paid is low)l.

The same calculations were made for low oil
price

v _ NCF,,,in2020 30(1+0,03)’
TvV2020 — R-G - 11%_2%
and Py,,q = 148.

=354

First I analyze scenario of high oil price,
which generates net cash from operating and
investing activities NCF,;, = 42 billion RUB in
2017 (which is increasing with G = 2 % per year,
see Table 2).

If price for oilis high in 2017 (and in my model
it will stay high in future), then Rosneft has two
options in 2018. One possibility is to buy the rest
49.92 % shares of Bashneft for 207 billion RUB in
2018 (cash payment). But in 2018 Rosneft already
would know, whether the synergy was successful
in 2017 (and we expect the same synergy in 2018).
If the synergy is high (Si; = 45 billion RUB in

[ —

! The model is sensitive to payment P2018, as well as
additional premium. But in order to find out the role of
synergy (which is different only from 2017 till 2020) I have
to put premium at low level.

\ Synergy effect low S (50%).

Should Rosneft buy / Should Rosneft buy more

\ Synergy effect low S, (50%).

Should Rosneft buy more
Bashneft shares? (YES)

Synergy effect high S,, (50%). /_

Synergy effect high Sy, (40%). NPV (100%)
= 67 or NPV (50,08%)=72

Should Rosneft buy more
Bashneft shares? (NO) Synergy effect low S, (60%). NPV (100%)

=67 or NPV (50,08%)=72

Synergy effect high S, (80% or 60%). NPV
(100%)=51 NPV (50,08%)=46

Synergy effect high S, (50%).

Synergy effect low S, (20% or 40%). NPV

Bashneft shares? (VES)
Rl eV (V) (100%)=51 NPV (50,08%)=46

Synergy effect high S, (40% ). NPV
(50,08%)=-13 NPV (100%)=-17

Should Rosneft buy more
Bashneft shares? (NO)

Synergy effect low S, (60% ). NPV
(50,08%)=-13 NPV (100%)=-17
Year 2018 Years 2019-.

2017 as well as in 2018, expected synergy in 2019
and 2020 calculated as weighted average S = 39
as shown in Table 2), then discounted cash flow
NPV = 135 billion RUB.

In case oil price high and synergy are high
and Rosneft would buy only 50,08% shares of
Bashneft in 2016 (would not buy more shares in
2018, so in 2020 the terminal value would be 248
billion RUB, which is 50,08% of market value of
company), then

NPV - 989, 2745 43+45
140,11 (1+0.11)’
44+(0,6x45+0,4x15)

+ 3 +
(1+0.11)
,45+(0,6x45+0,4x15)+248 _
(1+0.11)*

=131 billion RUB.

So Rosneft in the most optimistic scenario
(high oil price, high synergy in 2017 and 2018 —
45 billion RUB) should buy all Bashneft shares,
because it gives maximum NPV = 135 billion
RUB. But difference between these two scenarios
is only 4 billion RUB, because synergies are
different only in 2019 and 2020 (39 billion RUB
— if Rosneft owns 100% of Bashneft; 27 billion
RUB - if Rosneft owns 50.08 % of Bashneft).

Another branch of the decision tree — high oil
price from 2017 and low synergy in 2017-2018.
If Rosneft does not buy additional shares in 2018,
then the synergy: S; = 15 billion RUB in 2017
and 2018, and in 2019 and 2020 synergy as a
weighted average is S = 27 as shown in Table 2)
and discounted cash flow NPV = 72 billion RUB.
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Table 2

Discounted cash flow for different scenarios and estimation of synergy, billion RUB!

2016 2017 2018 2019 2020 TV 2020 NPV

Cash payed for acquisition 50% 1 -330
Cash from Bashneft’s accounts 2 41
High oil price
495 or

Net cash flow from OIA, NCF; ., Growth rate G = 2% 3 0 42 43 44 45 948
Synergy high Sy 4 0 45 45 45 45 0
Synergy low S, b 0 15 15 15 15 0
Scenario with buying more 49.92% of Bashneft 6 _907
shares for 207 (synergy high)
Synergy in 2017-2018 7(4) 45 45
Synergy (80% +20% ) 8 (80% x4-+20% x5) 39 39
Cash flow after 2017 9 (3+6+7+8) 87 -119 83 84 495
Discount factor for rate 11% 10 1.00 0.90 0.81 0.73 0.66 0.66
Discouned cash flow from 2016 11 (9x10) -289 78 -96 60 55 326 135
Scenario without buying more Bashneft (synergy high) 12 0
Synergy in 2017-2018 13 (4) 45 45
Synergy (60% +40% ) 14 (60% x4+40% x5) 33 33
Cash flow after 2017 15 (3+12+13+14) 87 88 80 81 248
Discount factor for rate 11% 16 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 17 (15x15) -289 78 71 56 51 163 131
Scenario without buying Bashneft (synergy low) 18 0
Synergy in 2017-2018 19 (5) 15 15
Synergy (40% +60% ) 20 (40% x4+60% x5) 27 27
Cash flow after 2017 21 (3+18+19+20) 57 58 71 72 248
Discount factor for rate 11% 22 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 23 (21x22) -289 51 47 52 47 163 72
Scenario with buying more 49,92% of Bashneft

24 -207
shares for 207 (synergy low)
Synergy in 2017-2018 25 (5) 15 15
Synergy (40% +60%) 26 (40% x4+60% x5) 2T 27
Cash flow after 2017 27 (3+24+25+26) 57 -149 71 72 495
Discount factor for rate 11% 28 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 29 (27x28) -289 51 -121 52 47 326 67
Low oil price
Net cash flow from OIA, NCF;,, Growth rate 354 or
G=2% 30 0 30 31 31 32 177
Synergy high Sy 31 0 45 45 45 45
Synergy low S; 32 0 15 15 15 15
Scenario with buying more 49,92% of Bashneft 33 148
shares for 148 (synergy high)
Synergy in 2017-2018 34 (31) 45 45
Synergy (80% +20% ) 35 (80% 31+20% 32) 39 39
Cash flow after 2017 36 (30+33+34+35) 75 -72 70 71 354
Discount factor for rate 11% a31f 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 38 (36x37) -289 68 -58 51 47 233 51
Scenario without buying Bashneft (synergy high) 39
Synergy in 2017-2018 40 (31) 45 45
Synergy (60% +40% ) 41 (60% 31+40% 32) 33 33
Cash flow after 2017 42 (30+39+40+41) 75 76 64 65 177
Discount factor for rate 11% 43 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 44 (42x43) -289 68 61 47 43 117 46
Scenario without buying Bashneft (synergy low) 45 0
Synergy 46 (32) 15 15
Synergy (40% +60% ) 47 (40% 31+60% 32) 27 27
Cash flow after 2017 48 (30+45+46+47) 45 46 58 59 177
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Discount factor for rate 11%

Table (end) 2
2016 2017 2018 2019 2020 TV 2020 NPV
49 1,00 0,90 0,81 0,73 0,66 0,66

Discouned cash flow from 2016 50 (49x50) -289 41 37 43 39 117 -13
Scenario with buying more 49,92% of Bashneft

51 -148
shares for 148 (synergy low)
Synergy 52 (32) 15 15
Synergy (40% +60% ) 53 (40% 31+60% 32) 27 27
Cash flow after 2017 54 (30+51+52+53) 53 -94 58 59 354
Discount factor for rate 11% 55 1,00 0,90 0,81 0,73 0,66 0,66
Discouned cash flow from 2016 56 (54x55) -289 41 -83 43 39 233 =17

In the same circumstances if Rosneft buys more
49,92 % Bashnent’s shares for 207 billion RUB in
2018, then

42+15 43+15-207  44+27

NPV =-289+ + ot T+
1+0,11  (1+0.11) (1+0.11)
4 ABH2THA95 _ 67 bitlion RUB,
(1+0.11)

which is a bit less then 72 billion RUB. So, if
oil prices is high in 2017 and synergy effect
is low, then optimum decision is do not acquire
more Bashneft’s shares, which generates
NPV = 72 billion RUB.

Information about oil prices as well as synergy
effect (high or low) in 2017 would available for
Rosneft in 2018, so it could be easy to make the
right decision: buy more 49.92% of Bashneft’s
shares if oil price is high and synergy is high. In
case synergy is low, Rosneft should not acquire
more Bashneft’s shares.

The same analyses is performed for low oil
price. The result is that better to leave 50.08 % of
Bashneft’s shares and do not buy any more shares.

According to Real option model:

NPVzl l135+172 + 151+l(—13) =
21\ 2 2 2 2
=61 billion RUB.

According to traditional model (if 100 % of
Bashneft is bought in year 2016):

[ —

! These scenarios were based on trends in 2016-2018 and
could not take into account the “Black Swan” of 2020 —
situation with coronavirus. Furthermore, is most cases M&A
strategy should be analyzed on data with limited horizon

(2 years) after the deal.

NPVzl 1135+167 + 151+l(—17) =
21\ 2 2 2 2
=59 billion RUB.

According to traditional model (if only 50%
of Bashneft is bought in year 2016):

NPV:1 l131+172 + 146+1(—13) =
21\ 2 2 2 2
=59 billion RUB.

So, according to traditional model there is no
difference, whether to acquire 100 % of Bashneft’s
shares immediately in 2016, or only 50.08 %
(anyway, NPV = 59 billion RUB). But real option
model allows to reach a better result by acquiring
50.08 % of Bashneft in 2016 and wait two years,
observing market trend and synergy. If synergy
was high in 2017, then more 49.92 % Bashneft
should be bought in 2018. Real option model allows
to generate higher NPV. We also can conclude,
that value of the real option is 2 billion RUB.

Conclusion

Only in one scenario with low oil price and low
synergy effect, Rosneft should not buy 50,08 %
of Rosneft. Probability of this scenario is only
25 % and in all other scenarios acquisition creates
substantial positive value.

Real option model gives a more flexible
approach for decision making. Merges and
acquisitions are strategic decisions, and it is very
difficult to forecast market environment and
synergy effect simultaneously.

I would recommend Rosneft to acquire
50.08 % in 2016 (as it did) and wait two years in
order to watch synergy effect. According to real
option model, if synergy was high in 2017, then
Rosneft should complete acquisition and buy
more 49.92 % of Bashneft.
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Fast growth of Rosneft, including acquisition
of Bashneft, requires a lot of long-term financing
(assets and liabilities should correspond in time).
Because company does not generate enough cash
for such expansions, I believe, that better to move
to organic growth and postpone takeover. At the
same time Rosneft should be recommended to issue
additional shares in order to decrease its high debts.

M&A deals in oil and gas sector in 2016 were
considered as mega transactions. [21] The deal,
which we discussed in the article, was one of them.

We should take into account not only financial
calculations, but also correlation of strategies of
both companies. In the case above both companies
were operating in the same segment and used
similar business models, but in different regions.
That definitely improved probability of synergy
effect and allowed to complete the deal successfully.
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