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Key Points:
Business. The Oil and Gas industry has always been
extremely volatile especially in the last few weeks. When
valuating cash flows related to these companies, it must be
considered that revenues and main financial items are
influenced by these fluctuations. As a consequence, we also
decided to include in the Investment Risk section some of the
most relevant risks that could be faced when investing in
companies in this sector in general.
Valuation. Our analysis is mainly concentrated on the FCFO
valuation model. We decided to implement a two-stage model
as the company is a mature one. Firstly, we computed the
fundamental components of the cost of equity (including
specific country risk premium), the cost of debt and found the
D/E ratio for Baker Hughes. As no preferred stocks are
issued, we computed the WACC that we used to discount
both FCFO and Terminal Value. Assumptions about the
revenues were related to the barrel price and some of the
most important ratios were kept constant in order not to
overestimate the cash flows. Subtracting minority interests
and net financial position, we also computed the Equity Value.
However, in order to have different valuation methods, we
also computed three asset-side market multiples of some of
Baker Hughes’s competitors.
Recommendation: UNDERWEIGHTED. Given the results of
our valuation and the analysis of the economic and financial
characteristics of Baker Hughes, we recommend buying
shares as their value is expected to increase.

Baker Hughes, a GE company (BHGE)
NYSE – Currency in USD
Price Target: $ 29.47 - $32.20

Key Statistics:
Sector
Industry
Full Time
Employees
Revenue
Market Cap
Shares out.

Service and oil
company
Oil and Gas
64.000
17,259 Bn
23,62 Bn
1,129 Bn
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Business description
1. Baker Hughes Overview
Baker Hughes, a GE Company is an oil and gas company. The Company is a provider of integrated
oilfield products, services and digital solutions. The Company’s products and services include upstream,
midstream, downstream, industrial and digital. The Company’s upstream includes evaluation, drilling,
completions and production. Midstream enables the power and compression efficiency for LNG and
pipeline and storage. Downstream builds reliability and safety into process operations that include
refining and petrochemical and fertilizer solutions. The company’s industrial solutions offer power
generation, to advanced control systems and sensing technology that power industrial facilities. Digital
transformation integrates data on an open platform with security and scale. The digital transformation
enables field services with real-time insights. The Company’s technology delivers capacities in smaller
footprints.

2. Industry Overview
The petroleum industry includes the global processes of exploration, extraction, refining, transporting
(often by oil tankers and pipelines), and marketing petroleum products. The largest volume products of
the industry are fuel oil and gasoline (petrol). Petroleum (oil) is also the raw material for many chemical
products, including pharmaceuticals, solvents, fertilizers, pesticides and plastics.
Oil Consumption across the world Petroleum is vital to many industries, as it has a huge impact on the
maintenance of industrialize civilization itself, and thus is a critical concern for many nations. Oil
accounts for a large percentage of the world’s energy consumption, ranging from a low of 32% for
Europe and Asia, up to a high of 53% for the Middle East. Other geographic regions’ consumption
patterns are as follows: South and Central America (44%), Africa (41%), and North America (40%). The
United States consumed 25% of the oil produced in 2007 The world consumes 30 billion barrels (4.8
km³) of oil per year, with developed nations being the largest consumers. The production, distribution,
refining, and retailing of petroleum taken as a whole represents the world's largest industry in terms of
dollar value.
The American Petroleum Institute splits the petroleum industry up into five sectors: upstream
(exploration, development and production of crude oil or natural gas), downstream (oil tankers, refiners,
retailers and consumers), pipeline, marine, service and supply.

This statistic depicts the revenue of the
oil and gas industry in the United States
from 2010 to 2017.
Looking at the graph it is possible to
notice that in 2010, the U.S. oil and gas
industry's total revenue came to around
146 billion U.S. dollars.
By 2017, the revenue had decreased to
less than 136 billion U.S. dollars, amid
the 2010s oil glut. This simple graph
emphasizes that oil & gas market is
volatile and in last years uncertainty
seems to have increased.
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Throughout the year, oil and gas markets remained challenging. Oil supply continued to exceed
demand, maintaining the industry’s lower-for-longer dynamic. Crude oil prices hit lows in June 2017,
and while the outlook improved toward the end of the year, there was no material change in customers’
spending behavior. The average global rig count in 2017 was 2,030, an increase of 27% as compared
to 2016. The increase was driven by North American activity, where the rig count rose 69%.
Internationally, the rig count decreased by 1% in 2017. While the natural gas and liquefied natural gas
(LNG) markets remained over supplied, global demand for gas was strong. Incremental supply for LNG
will be required to come online by 2025. The Financial Performance of the company progresses towards
three financial priorities despite the difficulties in the macro environment.

3. Stock performance
The graph compares the
change in the cumulative
total stockholder return on
our
common
stock
(assuming reinvestment of
dividends into common
stock at the date of
payment)
with
the
cumulative total return on
the published Standard &
Poor's ("S&P") 500 Stock
Index and the cumulative
total return on the S&P
500
Oil
and
Gas
Equipment and Services
Index over the preceding
five-year period.
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4. Value chain analysis
Since Baker Hughes is a fully vertical integrated firm, when analyzing its value chain, it is important to
divide it in the three sectors: upstream, midstream and downstream.

Upstream
The upstream sector regards the search of potential crude oil and natural gas fields both underwater
and underground, drilling exploratory wells and, subsequently, drilling and operating the wells to recover
and bring to the surface the crude oil or the raw natural gas.
This industry has traditionally experienced the highest number of mergers, acquisitions and divestitures.
BHGE, in fact, is the product of the acquisition of Baker Hughes by General Electric Oil & Gas carried
out in the late 2016.
Combining Baker Hughes and General Electric, the new joint entity conducts its business in the
upstream industry by combining highly specialized technologies and deep understanding of the
geological factors that affect the drilling operations. For BHGE, the three main activities in this industry
are: Evaluation, Drilling and Completion. These 3 activities are strictly related between them since, an
increase in the efficiency of one of the three, strongly affects all the others.
First of all, BHGE conducts a thorough Evaluation of the soil through deep reading techniques such as
LWD Steering or flow assurance studies. After finding the well, the drilling operations start and, thanks
to the thorough resource that preceded this phase, the money wastes caused by unnecessary drilling
day are minimized. Lastly, in the Completion phase BHGE focuses once again in the cost-efficiency of
the process to increase the operating margin.
Midstream
The midstream sector refers to the various activities regarding transportation (by pipelines, rail, oil
Milan, 1st December 2018
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tankers or trucks), storage, and wholesale marketing of crude or refined petroleum products.
Once again, Baker Hughes’s main objective in this field is to be one of the major players in the industry
by pursuing cost-efficient strategies. The portfolio of products offered in this sector is really wide,
covering activities such as “Pipeline Commissioning & Maintenance”, “Processing & Control”, “Virtual
Pipeline”, “Turbomachinery” and “Chemicals”. In this sector, BHGE’s presence once again is
characterized by the provision of solutions, both tangible (through proprietaries components) or
intangible (services, virtual pipeline control), to the customers in order to reduce their structural and
operating costs. One of their most innovative products is the “Pipeline Commission & Maintenance” one:
through the inspection of the transporting and storing line, BHGE is able to provide the customers with
mechanical, gel technologies and other products that enable the cleaning of the pipeline – and hence
the increase in its efficiency – with minimal downtimes. These products enable the clients to maximize
their Return on Investments through a premium efficiency of the various installations without increasing
the CAPEX expenses that would incur in need of a completely new installation to continue the
operations.
Downstream
Referring to the downstream sectors means referring to the all the activities regarding oil refining, supply
and trading and product marketing. Baker Hughes’s main commitment in this sector is to deliver efficient,
reliable and safe processes in the various refineries and petrochemical plants all over the world. To do
so, the firm is one of the main providers of process technologies that lower the feedstock costs, improve
the efficiency and help the firms to reach and maintain the various environmental standards while doing
their activities.
BHGE’s two core areas in this sector are Refining and Petrochemical & Fertilizer Solutions. Refining
activities are driven by a portfolio of process chemicals, equipment and services that helps BHGE’s
customers to reduce their operative costs. As an example, through the System1® program, Baker
Hughes provides its customer a thorough data analysis on their systems’ performances; through this
program, after discovering an increase in the vibration of a compressor in the client’s facility, they
managed to stabilize that component and brought a cost saving of around $200,000 to the customer.
Moreover, refining activities find in one of their major value drivers the digital innovations: thanks to the
evolution of non-intrusive sensor technologies, cloud-based analytics systems and predictions
algorithms, BHGE is able to provide high-worth services to the clients.
Going on to the Petrochemical & Fertilizer Solutions, BHGE brings – through the various units in this
division – products such as process chemicals, utility boilers, water treatment strategies and other
technologies further increase in the efficiency of the clients’ activities.
Concluding, BHGE – through its downstream activities – provides to its customers various techniques,
both intangible such as technical consulting or tangible such as technological advanced pieces of
equipment, in order to improve their efficiency in terms of costs and environmental sustainability.
Overall, BHGE’s core industry, where most part of the value is created, is the Midstream sector. With
Total Revenues of $17,259 million in 2017 and $13,269 million in 2016, the Turbomachinery & Process
Solutions products accounted for the highest revenue percentage in both 2016 (51,53%) and 2017
(37,45%). However, also if Turbomachinery & Process Solutions products still detain the highest
revenue share, in 2017 BHGE registered an increase of around $5,000 million in Oilfield Services
equipment to $5,851 million (accounting for 33,91% of the total revenues) thanks to the merger with
General Electric Oil & Gas.
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5. Porter’s Five Forces
In order to better understand Baker Huges strategic positioning in the market place, it is important to
assess its activities also through a brief Porter analysis. According to this framework, the most relevant
aspects to analyze are:
•
•
•
•
•

Threat of New Entrants
Bargaining Power of Suppliers
Bargaining Power of Buyers
Threat from Substitute Products
Rivalry among the existing players
Porter’s five forces
Bargaining power of suppliers
Ø Higher prices for raw matterials
Ø Low profitability

Threat of new
entrants
Ø Innovations
Ø Lower pricing
strategies

Existing competitors
Ø Price competition
Ø Innovation-driven
industry

Threat from
substitute
products
Ø Renewable
energies demand is
increasing
Ø Oil reserves are a
finite resource

Bargaining power of buyers
Ø Difficulty in setting prices strategy
in a coomodity sector
Ø High demanding customers

Threat of New Entrants
New entrants in Oil & Gas Equipment & Services bring innovation, new ways of doing things and put
pressure on Baker Hughes Incorporated through lower pricing strategy, reducing costs and providing
new value propositions to the customers. Baker Hughes Incorporated has to manage all these
challenges and build effective barriers to safeguard its competitive edge.
Bargaining Power of Suppliers
Almost all the companies in the Oil & Gas Equipment & Services industry buy their raw material from
numerous suppliers. Suppliers in dominant position can decrease the margins that Baker Hughes can
earn in the market. Powerful suppliers in Basic Materials sector use their bargaining power to extract
higher prices from the firms in Oil & Gas Equipment & Services field. The overall impact of higher
supplier bargaining power is that it lowers the overall profitability of Oil & Gas Equipment & Services.
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Bargaining Power of Buyers
Buyers are often demanding a lot. This means that every buyer tries to catch the most of the
convenience from a deal, reducing the competitors’ bargaining power. This puts pressure on Baker
Hughes profitability in the long run. The smaller and the more powerful the customer base, the higher
the bargaining power of the customers and the higher their ability to seek increasing discounts and
offers.
Threat from Substitute Products
When a new product or service meets a similar customer needs in different ways, industry profitability
suffers. For example, alternative energies are becoming more appealing for all the types of customers.
Moreover, the market is moving towards a concept of “green energy” which can lead to a reduction in
oil & gas revenues.
Rivalry among the existing players
If the rivalry among the existing players in an industry is intense then it will drive down prices and
decrease the overall profitability of the industry. Baker Hughes operates in a very competitive Oil & Gas
Equipment & Services industry. This competition does take toll on the overall long-term profitability of
the organization.

6. SWOT Analysis
SWOT Analysis
STRENGHTS

WEAKNESSES

Ø Strong product innovation
Ø Highly skilled workers
Ø High level of operating synergies achieved after the
merger with GE
Ø Strong Brand Equity

Ø High formation costs for employees
Ø Lack of a effective marketing division
Ø Limited expansion in adjacent products
segments due to the already high vertical
integration
Ø Loss of a small portion of market shares

Ø Decrease in the global shipping costs
Ø Opening of emergent markets thanks to
government agreements
Ø Favourable trends in the consumers' behaviour

Ø Increase of raw material's prices
Ø Increase in the market competition, especially
in niche segments
Ø Increasing US duties could negatively affect
BHGE's performances
Ø Seasonality of the revenues

Ø Lower inflation and interest rate

OPPORTUNITIES

Milan, 1st December 2018
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Financial Statements
In order to evidence the results that could not be appreciated in the annual report’s financial statements, we
proceeded in the reclassification of both the balance sheet and the income statement. The former was
reclassified with the liquidity criterion, in order to underline if the company is healthy from the short/long-term
liabilities point of view. Moreover, due to the accounting principles (US Gaaps), most of the “current” items (in
the sense of “related to the core activities of the company”) were already reclassified as short-term. On the
other hand, the income statement has been reclassified with the functional approach in order to evidence
intermediate results of Baker Hughes.
BALANCE SHEET
Reclassified Balance sheet (in millions of USD)

2014

2015

2016

2017

Cash and Short term Investments

1.740

2.324

4.572

7.023

Net Accounts receivable

5.418

3.217

2.251

6.014

Total Inventory

4.074

2.917

1.809

4.590

813

810

535

872

Total Current Assets

12.045

9.268

9.167

18.499

Property, Plant, Equipment (PPE) – Total

17.278

14.071

10.838

9.776

Accumulate Deprecazioni – Total

(8.215)

(7.378)

(6.567)

(2.817)

4.271

6.959

Assets

Other Current Assets, Total

Property, Plant, Equipment (PPE) – Net

9.063

Godzilla – Net

6.081

6.070

4.084

19.927

Intangibles - Net

812

583

318

6.358

Note Receivables – Long Term

826

1.466

1.194

2.745

Other Long Term Assets - Total

-

-

-

2.562

Pension Benefits – Overfunded

-

-

-

-

Deferred Income Tax – Long Term Asset

-

-

-

482

Other Long term Assets

-

-

-

2.080

28.827

24.080

19.034

57.050

2014

2015

2016

2017

Accounts Payable

2.807

1.409

1.027

3.377

Accrued Expenses

1.345

1.160

1.067

-

0

0

0

1.398

220

151

132

639

Total Assets

Reclassified Balance sheet (in millions of USD)

6.693

Liabilities

Notes Payable – Short Term Debt
Current Port. Of LT Debt/Capital Leases
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Other Current Liabilities, Total

265

55

78

3.483

Total Current Liabilities

4.637

2.775

2.304

8.897

Long Term Debt

3.913

2.886

6.225

Capital Lease Obligation

3.890

-

-

-

87

Total Long Term Debt

3.913

3.890

2.886

6.312

Total Debt

4.133

4.041

3.018

8.349

Deferred Income Tax

740

252

328

524

Minority Interest

105

84

81

140

Other Liabilities, Total

807

781

779

2.144

10.202

7.782

6.378

18.017

-

-

-

-

434

437

425

0

Additional Paid In Capital

7.062

7.261

6.708

15.483

Retained Earnings (Accumulated Deficit)

11.878

9.614

6.583

(73)

Treasury Stock – Common

-

(9)

(27)

-

Unrealized Gain (Loss)

-

-

-

1

(749)

(1.005)

(1.033)

23.622

18.625

16.298

12.656

39.033

Total Liabilities

Shareholders Equity (in Millions USD)
Preferred Stock – Non redeemable, Net
Common Stock, Total

Other Total Equity, Total
Total Equity

INCOME STATEMENT
Income Statement (in millions of USD)

2014

2015

2016

2017

TOTAL REVENUES

24.551

15.742

9.841

17.259

COGS

17.933

12.760

8.807

12.943

Gross Profit

6.618

2.982

1.034

4.316

Selling/General & Admin.

1.271

1.173

815

2.535

613

483

384

0

Other Op. Expense

1.884

1.656

1.199

2.535

EBITDA

4.734

1.326

(165)

1.781

D&A

1.813

1.742

1.166

1.103

Operating Income

2.921

(416)

(1.331)

678

62

1980

531

785

EBIT

2.859

(2.396)

(1.862)

(107)

Interest inc. (Exp)

(232)

(217)

(178)

(142)

R&D

Extra-ordinary expense
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Other non-operating inc (exp)

0

0

0

78

2.627

(2.613)

(2.040)

(171)

Taxes

869

(639)

696

203

Net income before extraord. Items

1731

(1974)

(2736)

(374)

0

0

0

132

1719

(1967)

(2738)

(73)

EBT

Extraordinary items

NET INCOME

For the reader should be evident that the results in the income statements have been extremely volatile.
The main instance among these is the huge difference between the net income in 2014 and 2015, even
if no extraordinary expenses were registered during the respective years.
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Ratio analysis
In this section the financial statement ratios have been computed in order to really evaluate the liquidity,
duration, solvency, profitability and growth of the company. It must be underlined that, in this section,
the comments limit their selves to both, the analysis of a mere interpretation of the results given the
financial statements and what is known about Baker Hughes and a comparison with the industry. Indeed,
both absolute and relative comparisons will be done with what can be considered the ideal values of the
ratio. In fact, thresholds must be cautiously interpreted as a comparison with the industry average is the
best way to extrapolate concrete results. In addition, in the notes to the financial statements, the
company itself underlines the impossibility to run a time series comparison of the results because of the
aggregation of BH in July 2017. Hence, the reader should pay attention and refer to both parts of this
report when evaluating financial ratios.
Another important premises must be done regarding the kind of industry we’re analyzing. Oil & Gas’s
market is known for being one of the most volatile industry and it is always subject to fluctuations. Hence,
especially when analyzing profitability ratios and similar, these factors could influence the values also in
the short-term.

LIQUIDITY& DURATION
The ratio analysis begins with liquidity (also called short-term solvency) ratios:

Current Ratio vs Acid Test
4,50

3,98

4,00
3,50

3,34

3,19

3,00
2,50

2,29

2,08

2,00

1,56

1,50
1,00
0,50
0,00
31 Dec. 2015

31 Dec. 2016

Current ratio

31 Dec. 2017

Acid test

First of all, the current ratio has been computed in order to comprehend the percentage of total current
liabilities covered by the total current assets. In general, it is better when this ratio is greater than one.
However, a too high value could result in an underusage of assets (especially cash). Indeed, for Baker
Hughes it is more than 2 in the last three years but decreases by 47.7% from 2016 to 2017. This is
mainly explained by the increase in the current liabilities. In fact, the company registered other current
liabilities (employee related liabilities in particular) and issued new short-term debt. Moreover, it is
important to notice the bad change of the quality of the current assets as inventories doubled their size
and accounts receivable increased from 2 to 6 billion dollars.
In fact, the company doesn’t seem to collect its receivables in the short term, evidence that finds
confirmation in the duration ratios. Indeed, the cash cycle of Baker Hughes is approximately 166 days
and it has been increasing over time.
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Again, days inventories and days receivable are greater than days payable, reflecting a non-significant
bargaining power:

Days inventory
Days receivable
Days payable
Cash cycle

31 Dec. 2017

31 Dec. 2016

31 Dec. 2015

128
132
94
166

74
101
42
133

82
82
40
125

If compared with the industry average, it is possible to appreciate that Baker Hughes is slightly more
liquid than the other competitors, sign that the company won’t incur in liquidity problems but could better
manage its assets.
We also computed the acid test, which is a more conservative estimate of liquidity, as it does not take
into consideration inventories and other less-liquid assets (i.e. prepayments of deferred taxes) but only
short-term assets directly used to repay short-term liabilities. Of course, it also gives a hint about the
weight of the inventories itself and, as a consequence, the ability of the firm to generate cash. The
difference between current and acid ratios tends to decrease from 2016 to 2017 but it must be
highlighted again that the company is increasing its inventories (both finished goods and work in
progress). However, this is in line with the related industry as the median acid test is 1.40.

SOLVENCY
In this section, the solvency analysis has been assessed in order to better evaluate the ability of the
company to face and meet its long-term obligations. This analysis is really important to further underline,
through these metrics, the financial policy of Baker Hughes and, thus, to understand how solvent is the
company towards its creditors. Secondly, this analysis usually gives a truthful overview of the positioning
of the company in the industry and its solidity.
For what concerns the debt ratio, the index remained stable during the last years. The ratio was 0.32 in
2017 and 2015, with a slight increase to 0,34 in 2016. Overall, it is possible to notice that, regardless
the great increase in total assets from 2016 to 2017 that rose from $19.034 to $57.050 (in millions), the
amount of total liabilities increased proportionally ($6.378 in 2016 and $18.017 in 2017). As a result, the
ratio remained fixed.
Compared to the industry average, whose ratio is assessed at 0.52, Baker Hughes debt ratio is positive,
reflecting a relative sane debt structure.
The debt-to-equity ratio is useful to assess the proportion of liabilities and shareholder’s capital
necessary to finance the assets of the firm. Considering Baker Hughes’ balance sheet, the debt-toequity ratio for the company was 0.46, 0.50 and 0.48 in 2017, 2016 and 2015 respectively.
This ratio witnesses the non-particularly high level of indebtedness of the firm. Furthermore, considering
the industry trends, the debt-to-equity ratio is 1,28 on average, meaning that, compared to the industry,
the company did not reach a high level of debt capacity, so it is probably using a too low leverage.
The long-term assets coverage ratio is a measure to assess how the total stockholders’ equity is able
to cover the fixed assets of the company (in particular PPE). In this sense, the company has dramatically
improved this ratio in the past three years. In fact, this value has more than doubled from 2015 to 2016
passing from 2,44 in 2015 to 5,61 in 2017. By the way, these values could be misleading since the main
driver of this change is represented by the increasing amount of equity rather than a higher value of
fixed assets. As a result, PPE accounted for $6959 in 2017 compared to $9000 on average in 2013 and
2014 (in millions).
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Solvency ratios
0,6

0,5

0,4

0,3

Debt ratio
Debt-to-equity ratio

0,2

0,1

0
31 Dec. 2015

31 Dec. 2016

31 Dec. 2017

Nevertheless, in order to compute a more detailed analysis of the solvency structure of the firm, it is
necessary to calculate the financial debt-to-equity ratio. This index takes into account the relation
between the financial items of the liabilities and the total shareholders’ equity. Looking at the table below,
it is possible to notice that there has been a slight decrease of this ratio in the past three years.

Financial debt-to-equity
ratio

31 Dec. 2015

31 Dec. 2016

31 Dec. 2017

0,26

0,25

0,24

GROWTH
Regarding the growth ratio analysis, it would be misleading to compare BH with the industry because of
the closed transaction that combined GE O&G and Baker Hughes itself in July 2017, generating
disruptive results in terms of growth of the main financial items in the last fiscal year:

Growth rate in sales
Growth rate in Total Assets
Growth rate in Shareholders'
Equity

31 Dec. 2015
-35,88%
-16,47%
-12,49%

31 Dec. 2016
-37,49%
-20,96%
-22,35%

31 Dec. 2017
75,38%
199,73%
208,41%

As it can be seen from the table above, the company significantly increased its assets (because of the
transaction), going from 19 to 57 billion dollars. The same trend can be noticed for equity and revenues.
As it can be seen in the notes to the financial statements in the changes of equity analysis, the former
trend is due to two main factors: the contribution in terms of cash given by GE and the huge issuance
of class A common stock (net of special distributed dividends). Revenues’ increase, instead, is a mere
consequence of the merger for the major extent and partially due to the positive deltas in revenues’
change regarding different businesses in which BH operates in.
Milan, 1st December 2018
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PROFITABILITY
Profitability ratios allow to understand the ability of the company to remunerate its stakeholders. This is
probably the most suitable field in which it is possible to appreciate the importance of the comparison
with the sector. As aforementioned previously, the time series analysis would be misleading because of
the merger in 2017. Indeed, extremely different values of both ROE and ROA in the last two years were
registered. Nonetheless, it is possible to see that the company was able to exploit the synergies
indirectly benefited from the merger, as both values increase disruptively. It is true that these were not
enough to result in positive ROE and ROA but, when analyzing the industry, it is easy to notice that the
company performs well with respect to its competitors:

Baker Hughes vs the industry
0,0000%
-0,5000%

Baker Hughes

Industry

-1,0000%
-1,5000%
-2,0000%
-2,5000%
-3,0000%
-3,5000%
ROE

ROA

Overall, the ratio analysis gives the opportunity to obtain a great screenshot of the company’s
performance compared in two levels: the historical trends and competitors.
Considering the industry of the Oil&Gas, it is opportune to remember once again that the key metrics
must be analyzed carefully taking into account the characteristic that this is a very volatile field.
Finally, we can affirm that despite the irregular trend of the industry, mainly due to the unpredictability
of the fuel price, the company has positive ratios that point out the health of the company both from a
financial and profitable point of view.
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Valuation
The valuation of a company that operates in Oil & Gas industry is always a hard task to deal with
because is known to be one of the most unpredictable and volatile sector of all the stock market.
We decided to follow two main approaches:
1. An intrinsic valuation concerning the DCF model (FCFO)
2. A relative valuation with market multiples of companies we considered to be the best fit for our
company

1. Free Cash Flow to Operation approach: DCF model
The approach used in the discounted cash flow has been a Free Cash Flow to Operation (or unlevered
free cash flow) model.
The main reason is that, in an asset-centric industry as Oil a& Gas and with a company that has a very
moderate debt/equity position, we would like to show how the company is effectively operating to satisfy
all its stakeholders.
Proceeding step by step the first thing we did was the WACC calculus, computing:
• Cost of debt
• Cost of equity
• Cost of preferred stock (we do not have any preferred stock)

BETA COMPUTATION
Firm

Market Cap (bn USD)

Schlumberger NV

63.562.403.079,00

Halliburton Co

27.937.115.582,19

National Oilwell Varco Inc

12.547.587.116,04

John Wood Group PLC
Gazprom
Saipem SpA

5.651.308.121,36
52.905.700.000,00
4.422.090.200,91

Relative Cap weight
0,38
0,17
0,08
0,03
0,32
0,03

Debt (th USD)

Raw Beta Debt/Equity

18.199.000.000,00

1,08

10.942.000.000,00

1,10

2.712.000.000,00

1,04

2.879.300.000,00

1,49

14.284.539.000,00

1,05

3.118.000.000,00

1,19

Marginal Tax Rate Unlevered Beta Weighted Unlevered Beta

0,286
0,392
0,216
0,509
0,270
0,705

27,00%
27,00%
27,00%
19,00%
20,00%
24,00%

0,891
0,856
0,899
1,057
0,863
0,777

0,339
0,143
0,068
0,036
0,274
0,021

To compute the ß we choose 6 competitors using the following criteria:
• Market cap > 5 Billions
• Core business coherent with Baker Hughes
• Public traded
Some outliers were removed because, to have a precise and coherent comparability, the chosen
companies need to be as similar as possible in business terms and company structure, to BH.
Then, after taking the raw betas from Bloomberg, we calculated the specific debt equity ratio of each
company and the marginal tax rate depending on the country in which the firm has its headquarters.
For the D/E ratio is important to notice that, even if a market value of debt should be the best choice, it
is really difficult to know the exact composition of the debts (and relative interest rates) of each company,
so we considered the book value to be a good proxy for the market value.
Hence, we unlevered the raw betas of each company and, because the outliers were already removed,
we considered the weighted average to be a better measure of central tendency than median.
We also decided to weight each unlevered beta for the market cap, in order to give much weight, in pure
business risk terms, to the companies with a higher market capitalization to have a good proxy of the
beta of the market.
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Simple Average

Weighted Average

Unlevered Beta

0,891 Unlevered Beta

Baker Hughes
Debt (th $)
Market
Capitalization
Debt/Equity
Marginal Tax Rate
Beta Bottom-Up
Approach

Median
0,880 Unlevered Beta

Baker Hughes

8.349.000.000,00 Debt (th $)
23.917.269.391,55 Market

Capitalization
0,349 Debt/Equity
27,00% Marginal Tax Rate
Beta Bottom-Up
1,118 Approach

0,877

Baker Hughes

8.349.000.000,00 Debt (th $)
23.917.269.391,55 Market

Capitalization
0,349 Debt/Equity
27,00% Marginal Tax Rate
Beta Bottom-Up
1,104 Approach

8.349.000.000,00
23.917.269.391,55

0,349
27,00%
1,101

Once having computed the weighted unlevered beta we re-levered it with the specific debt/equity ratio
and marginal tax rate of Baker Hughes, reaching a value of 1,104. If we think at the type of industry,
basically volatile and difficult to predict, a beta higher than 1 (a procyclical one) is reasonable enough.

COUNTRY RISK PREMIUM COMPUTATION
Looking at the notes to the financial statement it is easily possible to see that approximately 75% of
Baker Hughes revenues come from regions outside US. Thus, we considered necessary to add to the
cost of equity a Country specific risk premium.
As we all know, the country risk premium in USA is basically 0, so the CRP to be considered are the
ones coming from EMEA and Asia Pacific, which are the regions where the outside-U.S.-revenues come
from (according to the notes to the financial statement).
As it was not possible to have a precise composition of the outside-US-revenues per region we assumed
that the 75% of extra US revenues are equally distributed among EMEA and Asia Pacific, computing a
simple average for the country risk premium of these countries (notice that, usually, it is useful to
compute a Lambda, which represents the exposure to risk for each region calculated as % of revenue
of the company in that region divided by the total revenue of the industry in that region and then
multiplying it for the CRP).

THE COST OF EQUITY
The main assumptions and components used to compute the cost of equity are an essential part of our
DCF model.
For our computation we decided to use:
• Risk free rate: 10 years US Treasury bonds as an average of the values of the last month
(3,017%) instead of the 30 years because we have considered the 10 years to be more liquid
and less risky, even if in a “theoretical approach” the 30 years yield is the one that better
represent a perpetuity income.
• The Equity Risk Premium (5,32%) which represents the premium an investor will to receive to
invest in the stock market instead of a risk free.
• The ß as the specific risk of a company

Milan, 1st December 2018

16

\

Simple average
Beta
Risk free
ERP
CRP middle east
CRP Europe russia
CRP ASIA
CRP Africa

1,118
3,02%
5,32%
1,61%
2,69%
1,19%
5,58%

Weighted average
Beta
Risk free
ERP
CRP middle east
CRP Europe russia
CRP ASIA
CRP Africa

1,104
3,02%
5,32%
1,61%
2,69%
1,19%
5,58%

Median
Beta
Risk free
ERP
CRP middle east
CRP Europe russia
CRP ASIA
CRP Africa

1,101
3,02%
5,32%
1,61%
2,69%
1,19%
5,58%

ƛ
CRP medio

0,7497
0,0276731

ƛ
CRP medio

0,7497
0,0276731

ƛ
CRP medio

0,7497
0,0276731

CRP to add

0,0207465

CRP to add

0,0207465

CRP to add

0,0207465

Ke

11,04%

Ke

10,96%

Ke

10,95%

THE COST OF DEBT
In order to compute the cost of debt we considered the various outstanding financial debts of BH and,
after applying each specific weighted interest rate to each specific debt, we computed the total financial
interest expense (equal to $270 million). Then, we divided those interests by the total outstanding
financial debt (Financial Debt – Debt towards the controlling company) and found a cost of debt equal
to 3,74%. Considering that the average cost of debt for the Oil & Gas Services & Equipment industry is
4,66% we can state that Baker Hughes’s cost of debt is 0,92% smaller than the industry average.

Short-term borrowing
Current Portion of Long-Term Borrowings
Other short-term borrowings

Weighted average rate Interest
171
12,60%
21,546
639
2,10%
13,419
103
7,60%
7,828

Total Short-term borrowings

913

3.2% Senior Notes due August 2021

Total Long-Term Borrowings

526
1.244
135
1.342
308
1.311
1.337
87
22
6312

Total Borrowings

7225 Total Interest

Kd

3,74%

2.773% Senior Notes due December 2022
8.55% Debentures due June 2024
3.337% Senior Notes due December 2027
6.875% Notes due January 2029
5.125% Notes due September 2040
4.080% Senior Notes due December 2047
Capital leases
Other long-term borrowings

2,50%
2,90%
3,90%
3,40%
3,90%
4,10%
4,10%
7,00%
1,90%

13,15
36,076
5,265
45,628
12,012
53,751
54,817
6,09
0,418

270

Furthermore, analyzing Baker Hughes’s outstanding debt, it is possible to see that only $935 millions
out of a total financial debt of $7225 are bank borrowings. The thing that only 12,94% of the total
financing of the company comes from financial institutions, together with a cost of debt lower than the
industry average, means that the various investors (bondholders) of the company have a high
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expectation regarding the fundamentals of the company and its ability to repay the interest expenses.
Finally, we computed the Weighted Average Cost of Capital:
𝑊𝐴𝐶𝐶 = 𝑘𝑑 (1 − 𝑡𝑐)

𝐷
𝐸
17877
39137
+ 𝑘𝑒
= 3,74 % (1 − 27%)
+ 10,96%
= 8,38%
𝐷+𝐸
𝐷+𝐸
17877 + 39173
17877 + 39173

FCFO: COMPUTATION AND ASSUMPTIONS
As the assumption of a constant growth rate in a volatile industry such as O&G could have led to a
misleading and trivial result, we decided to forecast the main components for the next five years of the
FCFO. To do so, a Two-Stage approach has been implemented.

2018
Revenue
Operating margin
EBIT
Effective tax rate
NOPAT
Non cash charges

2019

2020

2021

2022

$ 18.598,30 $ 20.041,53 $ 21.596,75 $ 23.272,66 $ 25.078,61
3,93%
3,93%
3,93%
3,93%
3,93%

$

730,91 $

787,63 $

848,75 $

914,62 $

985,59

22,40%
567,19

23,80%
600,18

25,20%
634,87

26,60%
671,33

28,00%
709,62

Goodwill impairments
CAPEX

$ 1.045,00 $ 1.128,86 $ 1.220,12 $ 1.319,35 $ 1.427,17
$
771,56 $
831,43 $
895,95 $
965,48 $ 1.040,40
$
417,03 $
449,39 $
484,27 $
521,84 $
562,34
$
39,87 $
42,97 $
46,30 $
49,89 $
53,76
$ -183,47 $ -194,93 $ -206,40 $ -217,87 $ -229,33
$
$
$
$
$
$ -716,60 $ -772,21 $ -832,14 $ -896,71 $ -966,29

Δ Operating WC

$

FCFO

$ 1.166,782 $ 1.228,023 $ 1.294,050 $ 1.365,168 $ 1.441,702

Depreciation
Amortization
Stock-based compensation
Deferred income taxes

271,20 $

271,20 $

271,20 $

271,20 $

271,20

The main assumption has been made about revenue growth. We decided to let the revenues grow at the
forecasted average growth rate of the barrel price, indexed for the weighted inflation related to each region in
which the company operates in. In order to avoid the overestimation of the intermediate values of BH, the
operating margin was assumed to be constant over the next 5 years, equal to the 2017 value that has been
typically below the industry’s threshold.
The U.S. Tax Act Reform of 2018 imposed a tax rate of 21% plus a different specific taxation for each state
of the U.S. which is progressive over the next 5 years. As a consequence, we assumed a convergence of the
effective tax rate to the marginal rate at the fifth year.
Different ratios were assumed to be constant over the forecasted years. The most important ones are:
• CAPEX / Sales
• Depreciation / PPE
• Amortization / Intangibles
• No goodwill impairments are forecasted and no M&A are planned by the company
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As the working capital was negative due to the high weight of account receivables in the current assets, we
assumed that these receivables will be collected in 5 years. Hence, working capital will converge to zero in
the long-term so we have a constant positive change in working capital every year.
All these assumptions led our analysis to the Free Cash Flow to Operations indicated in the table above.
The Terminal value has been computed thanks to the Gordon Growth Model’s formula. Obviously, both FCFO
and TV were discounted at the Weighted Average Cost of Capital. Summing both present values we got the
Enterprise Value and, subtracting minority interests and the net financial position, we obtained the Equity
Value.
The results were the following:

Low

Mean

Max

Terminal value
Present value of TV

$
$

45.836,96
30.723,60

$
$

48.549,30
32.541,63

$
$

50.388,32
33.774,29

NPV of the FCFO

$

5.070,83

$

5.092,08

$

5.105,40

Enterprise value (EV)
Minority Interests
Net Financial Position
Equity Value

$
$
$
$

35.794,43
-140,00
-2.385,00
33.269,43

$
$
$
$

37.633,70
-140,00
-2.385,00
35.108,70

$
$
$
$

38.879,68
-140,00
-2.385,00
38.879,68

N° shares outstanding
Target Price

1129
$

29,47

1129
$

31,10

1129
$

32,20

2. Comparable Company Multiple Approach
Thanks to Bloomberg databases, we took the data of 20 comparable companies that could be considered as
BH competitors (same criteria used for the beta, in order to be consistent with the analysis). Thus, we
computed the 25-percentile, mean and 75-percentile of three asset-side multiples (we decided to use the
FCFO approach. This is a quantity that is available to all the stakeholders, justifying the usage of these
multiples and not the equity-side ones):
•
•
•

EV / Sales
EV / EBITDA
EV / EBIT

Hence, we compared the results with Baker Hughes:
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Football Field Analysis
EV/EBITDA

$27,02

EV/EBIT

$25,48

EV/SALES

$33,13

$28,03

FCFO: Our valuation
$15,00

$32,67
$35,90

$29,47
$20,00

Min to Mean

$25,00

$30,00

$32,20
$35,00

$40,00

Mean to Max

We found the analysis to be coherent because, as it can be seen from the football field analysis above,
the considered intervals are approximately the same.

Investment Risk
The main concerns related to the investment in Baker Hughes are, of course, connected to the industry
in which the company operates in. In particular, we have identified three reasons why people should be
at least skeptical and cautious when investing in O&G: political, geological and seasonality and price
risk.
First of all, political issues. O&G companies are subject to strict regulations related to how, when and
where the extraction is done. The typical and trivial risk is to extract the materials in countries with
unstable political regimes in which the company has to adapt its own extraction procedures. This is why,
when investing in this kind of stocks, an ad-hoc analysis must be conducted about the company’s
sustainability in the long-run in the specific regions in which it operates in and, more in general, the
extraction regions.
For instance, Baker Hughes and GE signed a contract with Iraq’s government in April 2018 that allows
the company to process natural gas extracted in southern Iraq. In fact, due to scarce and bad functioning
facilities in the local region and the dependence of the Iraqi governance on O&G sales (about 95% of
its income), the government decided to rely on GE as an effort to limit these wastes. This should lead
the analysis towards a positive view about this agreement, also because the production of associated
gas is expected to grow for the next 5 years. However, what if the unstable position of the Iraqi
government results in an impediment for Baker Hughes? This would mean increased costs and wastes
of time for the company, negative influencing the valuation. Hence, this kind of analysis should be
conducted for every extraction region in which the company operates in.
Furthermore, the number of fatal occupational injuries in the industry in the U.S. are significantly higher
than all other mining extractions. Of course, thanks to both stricter safety regulations and cutting-edge
techniques these numbers shrunk over time (from the 142 fatal injuries in 2012 to more than one half of
it in 2016). However, even more severe conditions could be introduced in the future, damaging the core
business of Baker Hughes.
On the other hand, seasonality must be taken into consideration when investing in this industry. Both
Baker Hughes and its competitors’ margins can be affected by seasonal weather that can delay the
deliver and the finalization of the products (also helping us to explain the noteworthy weight of the
inventories in the balance sheet). Two main instances for Baker Hughes are the following. The number
of customer requests significantly increase during the fourth quarter whereas operations are usually
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interrupted in northern regions (Russia or North Sea) in the first quarter. Several studies have been
conducted regarding the correlation between seasonality’s issues and prices’ trends, resulting in higher
prices in winter and lower prices during summer months. Of course, this becomes more evident in the
long-run.
In addition, Baker Hughes’ activities involve drilling in uncommon environments such us platforms in the
middle of an undulating ocean. Geological risk must be considered because the instances of spilled oil
are always more frequent. Exploded and sank rigs due to hurricanes in the Gulf of Mexico are only few
previous cases that led to dropped prices.
Hence, when considering if investing in this company, supply disruptions, equipment and facilities’
damages and consequential losses in revenues must be taken into consideration (a scenario analysis
could be conducted, assigning probabilities to major and minor events and finally influencing growth
rates of the main financial items).
Finally, prices fluctuation is the mere consequences of the aforementioned risks (and other several
factors influencing the players in the market).
Crude oil is one of the most widely traded commodities in the world and, in addition to the previous
variables, other contributors could be:
• Demand-Supply dynamics
• Growth of the world economy (energy intensive industries such as manufacturing, electricity,
transportation and shipping)
• Laws in general and OPEC (Organization of the Petroleum Exporting Countries) policies related
to eventual limits to oil production, leading to the extreme volatility in the market:

•

Appreciation of the U.S. dollar (making oil more expensive for importing nations and reducing
the demand)
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