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THE A.P. M@LLER SHARES, THE USDOLLAR
AND THE PRICE OF OIL

CASE BY OLE RISAGER, 2003"

1. Brief Introduction

Thetwo companies D/S Svendborg and D/S 1912 havefor dmost acentury been the parent companies
of the A.P. Mdller Group. These companies were founded by Mr. Arnold Peter Mdller and his father
Captain Peter Magsk Mdller. They were in the beginning entirely into shipping. In 1912, the fleet
conssted of 6 vessls.

Much has happened since the company was founded: The A.P. Mdller Group has by any standards
become the biggest company in Denmark. Moreover, “ Svendborg” and “1912" have recently been
merged into one company “A.P. Mdler — Maask A/S’. However, as we shal be concerned with the
performance of the company aso in the past we will repestedly make reference to the historic parent
companies.

As “Svendborg” and “1912" grew bigger they expanded into a number of other businesses. It is
common to split the main businesses of the APM Group into three broad categories:

|. Shipping and Offshore Activities
II. Oil and Gas

[11. Other Activities

It used to be shipping that dominated, but Oil & Gas and the Associated Companies have certainly
increased their importance as measured by their contribution to the APM Group’ s profits. According to
the 2002 statement, the Associated Activities, including Supermarkets, I T etc., are currently making the
largest contribution to overdl profits. That said, it should be noted that the contribution from the three
business activities varies from year to year due to changing economic conditions. Box 1 provides a
survey of the different businessesin the APM Group.

1 Case revised July 21, 2003. | have benefitted from insightful comments from CFO Jargen Engel on a previous version, which
was used at the Maersk International Shipping Program over the years 1997 to 2001. | am of course solely responsible for all
views expressed in the paper.



BOX 1: The A.P. Mdller Group
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Box 1 shows that the ownership structure of " Svendborg” and ”1912" vis a vis the three business
adtivitiesisabout the same?. Dueto the symmetric ownership, underlying changesin business conditions
should roughly affect thetwo sharesin the sameway?. The Simiilarity of the parentsexplainswhy wewill
focus only on one of them; we have chosen to look mainly a ” Svendborg”.

There are three objectives of the case:

Firdt, the case outlines the share structure of the comparny and the stock market’ s valuation of

the shares.

Secondly, the paper anayzesthe overal development of thetwo share pricesand estimates how
they have performed relative to the market.

Thirdly, the paper andyzes the links between the shares and the US Dollar and the Qil Price.

Aswewill see, theperformanceof the A.P.M. Group measured both by itsearningsand by the
return on the sharesdependscrucially on thevalue of theUS Dollar reflectingthet ail ispricedin
Dollars and that freight rates are dso denominated in the world’ s most important currency.

In other words, the APM Group isaDollar businessand thesharepricesarethereforehighly
sengitive to swings in the Dollar, which of course provides a rationde for studying the key

determinants of the Dollar exchange rate.

2 Since Box 1 was set up, Maersk Medical has been sold.
3 This is not entirely correct but this case ignores more subtle differences between the two shares



2. The APM Group’s Share Structure and the Stock Market’s Valuation of

" Svendborg” and " 1912"

Table 1 shows the number of sharesin “Svendborg” and “1912" and the prices quoted on the stock
exchange prior to themerger in June 2003. Moreover, the table d so showsthat the company hasissued
both A and B shares. For both types of shares, the face valueis DKK 1000. Moreover, shareholders
receivethe samedividend paymentson A and B shares. A shareshave, unlike, B sharesvoting rights. As
the right to vote at the annua meeting is vauable one could expect that A shares were more expensive
than B shares, but that is not the case, on the contrary. The reason isthat the freefloat ismuch larger in
B sharesthan in A shares, which meansthat thereismuch moretradein B shares. Actively traded shares
are dtractive from an investor point of view because investors can easly sdll or buy such stocks.

Moreover, the difference between what you haveto pay if you want to buy and what you get if you want
to sdl (the socalled bid-ask spread) isdso generdly smdler for highly liquid shares. Liquid shares are
therefore often the most expensve shares, whilst lessliquid sharestrade a adiscount. The shareprices
guoted June 11, 2003 prior to the merger of the two companies are very high; both

" Svendborg” and ”1912" are among the most expensive sharesin the world®.

Table 1. Number of Sharesand their Prices Prior to the merger of “1912” and “ Svendborg’

Type of Shares Number of | Votesin | Price (DKK) Value (Bill. DKK)
Shares per cent | (June 11, 03)

Svendborg A 372.600 100 104.579 38,966
Svendborg B 372.600 0 108.688 40,497
1912 A 540.000 100 70.463 38,050
1912 B 540.000 0 73.301 39,583
Total Stock Market 157,096
Value (24,857 US $)

4 Asthe exchange rate between the US $ and the Danish Krone was 6.32 on June 11 2003, the price of Sendborg B
stood at US$ 17197 whilethe price of 1912 B wasUS $ 11598.



But why are these shares so expensive? There are many explanations, the most obvious is the
company’ shigh profitability, which of courseresultsin ahigh demand for the company’ ssharesand- as
we know from economics— ahigh demand isin general associated with ahigh price. But the high share
prices have aso something to do with the supply sde and the fact that there are not that many sharesin
themarket. A buoyant demand side and alimited number of sharesavailablefor themarket arebound to
lead to high stock prices. To cope with the limited number of shares in the market, the APM has on

severa occasons made astock split. In 1998, the APM made a 1.4 stock split, which meansthat each
shareholder received four new sharesfor one old share. Dueto that the price of each share of coursefell

to onefifth of the previous leve. However, asthe number of shares increased afive fold, the vaue of

each shareholder’ sAPM portfolio was unchanged after the stock split, and the same appliesto thetotal

sockmarket value of the company. In connection with themerger of “ Svendborg” and“1912”, the APM

has again made asplit. Thistime* Svendborg” shareholdersreceived 2 new sharesfor 1 existing share,
which essentidly meant that the price of the new A.P. Mdler — Maask dropped to one third of the
Svendborg pricein Table 1°.

Who aretheinvestorsinthe APM Group? Thebiggest investorsin” Svendborg” and” 1912" arethe
foundations controlled by Mr. Maask Mc-Kinney Mdler. Thefoundations have around 57 per cent of
thesharesin” Svendborg”, whereasthefour largest pension fundsin Denmark possess about 8 per cent
of theshares. Other investors, including ordinary investors, have 35 per cent. The foundations controlled
by Mr. Mgller possess 53 per cent of the sharesin ”1912", whereasthefour largest pension funds have
8 per cent, see Aros (1999). The remaining 39 per cent are in the hands of other investors'.

5 It's not all businesses in the APM Group that are profitable: Maersk Air is producing red numbers like many others in
the aviation branch.

6 “1912” shareholders received shares in the new company plus a liquid sum of money (DKK 330 per share) that
altogether corresponded to the value of a “1912” share prior to the merger.

7 These numbers date back to 1999, but the overall picture has not changed: The APM Group is essentially a family
owned business with some external investors.



Table 1 also showsthetotal stock market value of the APM Group prior to the merger
given asthe sum of the value of all the shar es. Because share prices generdly vary subgtantialy
over time (from minute to minute, hour to hour, day to day, and week to week) and because the total
vaue of the company is so high, the change in the company’ s slock market capitalization is often of

cong derable magnitude.

In any case, the APM Group is the most valuable company in Denmark. The vaue of the
company amounts to more than 20 per cent of the total stock market value of al sharestraded at the
Copenhagen Stock Exchang. As both the A and B shares of the new A.P. Mdller —Maask Company
will be in the KFX index (encompassing the 20 largest and most liquid shares), the APM Group's
importance has actudly gone up since the merger (it wasonly the B sharesthat entered the KFX index
previoudy). A.P. Mgller —Maar sk A and B sharesaccount for roughly 30 percent of theKFX; a
10 percent increasein thetwo sharepricesleadsthereforeto around a 3 per cent increasein
the KFX index.

In a Scandinavian context, the value of the APM Group is only surpassed by a few others like the
Finnish giant Nokia and the SwedighBritish pharmaceutical company Astra- Seneca.

3. The Performance of the APM shares since 1982

L et usnow look at the performance of “ SvendborgB” . Webegin by taking along-run view by
assumingthat wehaveinvested in thesharein late 1982 (on December 31). Wewant to caculate
the return over the period 1982 (December 31) to 2003 (June). Inthe APM case, the key to thisisthe
gopreciation of the share price Snce dividends play only aminor role, cf. below.



Figure 1 (in the Annex) plots the movement of the adjusted “Svendborg B” share price®. The chart
shows a clear upward trend in the share price from 1982 to 1999 followed by a drop from 2000 to
2002. Since the Fall of 2002, “ Svendborg B” has shown aremarkable recovery; from December 28,
2002 (last trading day) to June 11, 2003, the share is up by 52 per cent, which is something we will

return to. Over the whole period 1982 to 2003, the aver age annual (geometric) increasein the

share price amountsto 18,0 per cent. Box 2 shows how to caculate this number.

BOX 2.

The share price is indexed to be equa to 100 in late 1982; on June 11, 2003 the share price has
increased to 3230,50 (correspondsto DKK 108688). Under the reasonabl e assumption that the share
price stays at that leve late December 31, 2003 we can then calculate the average annua percentage
increase, denoted g, by using thefollowing formula: 100(1+g)(1+g)(1+Q)............ (1+g) =3230,50. The
equation saysthat we start out with 100, December 31, 1982. On December 31, 1983 the share price
has grown to 100(1+g). On December 31, 1984 the share price has grown to 100(1+g)(1+g) etc.
Becausethereare 21 years, the formulabecomes 100(1+g) %! = 3230,50. From this equation weobtain

(1+g)** = 32,50. Hence, g = 18,0 %.

Becausethetwo decades are al so characterized by inflation, itisuseful asoto caculatethered incresse
in “Svendborg B”. The result is a more than 12 per cent red gppreciation per year. That is by any
standards impressive. On top of that, investors have aso received dividends, cf. below.

8 Adjusted for stock splits and changes in the nominal value (from DKK 100 to DKK 1000).



The general messageisthat “ Svendborg” has strongly outperformed the Danish stock

mar ket, see Figure 1. Over the whole period 1983 to 2002, the average annua price increase on
the market is“only” 9,7 per cent relative to the 18 per cent on “ Svendborg”. Notwithstanding this, it
is a'so important to note that there are severd years in which the market outperforms * Svendborg”
(in 1985, 1986, 1990, 1994, 1995, 1998, 2000 and in 2001), but the market outperformance is tiny
relative to the gainsin “ Svendborg” in al the other years. By dividing the Svendborg index with the
market index we obtain Figure 2, which shows that “ Svendborg” has outperformed the market by a
factor 4.5 or by 350 per cent.

Figure 3illustratestheannual percentage changesin “ Svendborg” and the market: when the
market goes up (down) “Svendborg’ also goes up (down), but the percentage change in
“Svendborg” is generally much larger than in the market. This shows that Svendborg isa
highly volatile stock. The high return on Svendborg (relative to the market) hastherefore dso to do
with risk; investorsin APM shares experience large swingsin the portfolio vaue of their investments, and
the market will therefore tend to compensate them for this by offering them a higher return than the
average return in the market. The excessreturn on “ Svendborg” istherefore to some extent areflection
of risk, but does of course aso reflect that the APM has been highly profitable and probably more
profitable than what investors had expected.

So far we have only looked at stock prices and disregarded dividends. The tota return consists,
however, of a component that reflects that companies often (but not aways) pay dividends and a
component that Smply reflectsthe price change of the stock, whichiswhat we have just been looking at.

The annud return on a stock can therefore be written as,

Annual Return in % = Dividend per Share/Price of the share at the beginning
of theyear + Percentage annual price change

Thefirg component isthe dividend yield in per cent. The next component can either be positive (if the
price hasgone up) or negative (if the price hasfalen). In thefirst case we spesk about acapital gain, and
inthe second about acapitd |oss. When we add the dividend yield to the capital gain we obtain thetotal
annud return. Often investors haveto pay taxesat least on their dividends, but aso sometimeson capita

gans.



Tax rules differ, however, from country to country and across investors and that is one reason why
taxation is often disregarded. If that is the case we use the terminology gross or before tax returns.
Earlier it was said that not all companies pay dividends to their shareholders. One obvious reason
is that the company cannot afford it. But that is not always the explanation: Microsoft does not pay
dividends and there are also other starperformers in the IT sector that do not pay dividends.

The dividend yield on APM sharesis also fairly low; in recent yearsthe dividend yield has
been below oneper cent. Most of the return to the sharehol dersistherefore coming from capita gains.
In the Danish stock market (and in many other markets including the US) the dividend yied has
fluctuated between one and two per cent in recent years. The bottom line is therefore that the APM
shares d so outperform the Danish stock market when we take dividends into account. Moreover, the
return on “ Svendborg” over the period 1983 to 2002 has aso been much higher than the return on
bonds, including private bonds (kreditforeningsobligationer) and government bonds.

The APM shares were hit very hard in the period after 1999 characterized by a bursting IT
bubble and sharply declining equity prices worldwide. In late December 1999, “Svendborg B”
stood at DKK 121600, which is a level that the share has not yet reached in spite of the rally in the
share price in the run up to the merger in June, 2003. Investors who purchased “Svendborg” in late
1999 have therefore lost money, whereas investors who came in a bit earlier (in the beginning of
1999) have made a huge profit now given that the share price stood at “only” DKK 62600 in
January 1999.

The latter also shows that the share price (almost) doubled in 1999, which to a large extent is
due to a soaring oil price — something that benefitted the APM group strongly, cf. below.

4. The APM sharesand the Price of Qil

Dueto the company’ soil and gasactivities, earningsdepend on the oil price. The APM share priceswill

therefore aso depend on the ail price. When the oil price goes up the revenue from oil production will

eventudly increase; that will occur after the forward deliveries have been met (at the predetermined

forward price). On the cost Sdethereisabunkerseffect, but theincreased cost of running thevessasis

smdler than the postive revenue effect, and earnings therefore increase in response to higher ol prices.

Figure 4 illugtrates the rel ationship between the share prices and the Brent crude oil price expressed in
DKK. Obvioudly, thereisa close connection between theail priceand the market’ spricing of

thetwo shares. In general, increasing (falling) oil pricesleadstorising (falling) share prices.



Financid andydts try to figure out the exact quantitative relationship between the share price and
explanatory factors by doing regresson andysis, that is, they try to explain the movement in the share
pricesby theail price, theUS Dollar and ” other factors’. The problem with thisisthat there are so many
" other factors” that it isimpossibleto take dl of them into account, and dueto that oneisbound to miss
out on some of the factors. Due to that, analysts' regression analyses do often give biased (incorrect)
results, which means that one should be cautious in relying too much on what analysts are reporting.
However, with this qudification in mind it is of someinterest to know what market andyssthink isthe
exact connection between the price of oil and the share prices. The estimate by Aros(Mar ch, 1999)
suggeststhat the elasticity between the share prices and thepriceof oil isaround 0.6. Taken
at face valuethat meansthat a 10 per cent increasein the price of Brent crude oil increases

the value of the sharesby 6 per cent according to Aros.

If we pursue this line of thought further we can dso estimate how much of the price increases on the
sharesin 1999 that are dueto theriseintheail price. In 1999, “ Svendborg B” increased by 91 per cent,
see Figure 3. The price of Brent crude oil went up by 142 per cent. By using the el agticity estimate due
to Aros, it followsthat the share price should increase by 0.6 times 142 per cent, that is, by 85 per cent.
However, as mentioned earlier such a caculation is subject to uncertainty. My own research into this
issue reveds tha the pure oil-price effect (not mixed up with a Dollar effect) is rather unstable and
probably smaller than the estimate suggested by Aros. However, if the company continuesto expand so
much into the ail business, the estimate might a a future date be more to the point. In any case, it
remainssafeto concludethat the hikein the priceof oil in 1999 isan impor tant explanation of

the enormousrisein the APM sharesin thisyear.



The price of il dependson OPEC’ sprice and production policy and on other oil producers behaviour,
but so onthedemand for oil. Thelatter depends crucidly onthe overall macroeconomic situation. High
growth in the US, in Europe and Asatendsto lead to a high demand for energy and therefore to an
increasing oil price. Thebooming wor Id economy in thelate 1990sand in early 2000 istherefore
a key factor in explaining the soaring ail price. The overall macroeconomic situation in the
wor Id economy hasther eforeimportant bearingsfor the APM group through the development

of thepriceof ail.

The world economy also influences the APM group through freight rates and through the
volume of trade. Thus, the better the countries of the world are performing, the more they trade with
each other and the higher isthe demand for shipping and trangport services. Moreover, world trade and
transportation has actualy grown much faster than world GDP since the 1960s reflecting the different
rounds of trade liberdizations and the huge advances in communication and transportation, which of
course helps to explain the high performance of the APM Group and the impressive trend in its share

prices.

Inthenext section weturn to yet another ” macrofactor” which isof crucial importancefor the
APM shareprices, that istheUSDollar, which playsakey rolefor thecyclical fluctuations of
“Svendborg” and “1912" but not for thetrend as the exchange rate DKK-US Dallar isbascdly

trendless.

5. The APM share prices and the US Dollar

Figure 5 shows a strong graphical relationship between the US Dollar and the APM shares.

The strong effect of the Dollar on “ Svendborg” worksthrough the effect on freight ratesand ail. Thus, a
high Dollar means high freight rates/earnings when measured in Danish kroner. Given that the il priceis
adso st in Dallars, a high Dollar dso increases profits when measured in DKK. Because the APM
sharesare denominated in DKK and traded in Copenhagen, astrong Dollar isthereforelikely tolead to
higher APM share pricesin DKK.



This effect isto some extent offset by higher interest payments on loans denominated in US Dallarsand
on an gppreciated Dollar debt, but this effect is obvioudy of less importance even though the APM
Group triesto hedge againgt the Dollar by aso having some of itsexpensesin Dollars. T he net-effect of
ahigher Dollar isthereforegood newsto Danish APM investor s, but will of cour sebeof much

lessimportanceto American investors.

The closerel aionship between the Dollar and the share priceinvitesto afurther andysisof thisissue. In
particular, we would like to estimate the quantitative relationship. Box 3 gives detalls.

BOX 3.

For the reasons dready discussed it is not an easy task to get an estimate we can rely on. Inthe
following we assumethat the Svendborg share priceisdetermined by the price of ail, theDallar, a
congtant and atime trend that allows for the possibility that the share price moves (increases or
declines) in away that can be described by atimetrend. Thefirst thing we therefore haveto find
out iswhether these variablesform agtablerdationship, that is, ardationship that we may believe
in. To put thisin amore direct way we ask whether the Dollar, the price of oil (and the constant
and thetrend) can give astable and rliable explanation of thelonger run movement of Svendborg
B ?Theanswer to thisquestionisobtained by using cointegration andysis. Our Satigtica analysis
shows that the afore-mentioned variables do cointegrate, that is, form afarly stable rdationship
even a the 5 per cent significance leve, but the estimated coefficients are unfortunately time
varying. By examining different sample periods we find thet the eagticity between Svendborg B
and the exchange rate (between the Danish Krone and the US Dallar) isin the broad interva 1,5
to 2,5. It isimportant to emphasize that thisis the adticity under the assumption that thereisa
fairly long lagting change in the exchangerate. A temporary changeintheexchangeratewill havea
amdller effect.




The outcome of the statistical analysisisthat the elasticity between “ Svendborg B” and the
exchangerateisin theinterval 1,5 to 2,5. Theinterpretation of theesimated intervd isthat afairly
long lasting 10 per cent rise in the vaue of the Dollar will increase the price of Svendborg B (and the
other APM shares) by something like 15 to 25 per cent.

In spite of the difficulty of coming up with a precise number, the analys's shows how important the US
Dollar isfor the APM share prices.

6. Therole of other factorsand news

Asnoted previoudy there are many factors, including news, that influence share prices. Ingenerd, when
stock markets get new information, share prices adjust to the new sStuation. On August 28, 2002, the
APM Group reveded for the firgt timeits haf year profits (for H1 2002), which for the whole Group
came as a poditive surprise to the market, according to Financid Times. Moreover, the group adso
reveded for thefirg time the market value of sharesin outside companies, previoudy these shareswere
vaued at the origind purchase price (book vaue). The new information showed that the wedlth of the
APM Group is much higher than previoudy estimated. In response to the good news, share prices
jumped by more than 15 per cent. In Fall 2002, the company aso announced an upcoming merger of
“Svendborg” and “1912”, which wasimplemented in June 2003. Asthishasmade the new share*A.P.
Mdler — Magsk” aheavyweighter and hence of importance to worldwide indeces, thismove may aso
be of someimportancein explaining the strong recovery of the share, which hastaken placein spiteof a
weskening of the US Ddllar.



7. Conclusion
This case has examined the stock market performance of the APM shares since the beginning of the
1980s. The results show that the APM Group has served its shareholders very well indeed.

Over thewholeperiod from December 1982 to June 2003, theaverageannual returnisaround
18 per cent, which isa high return by any standar dsand amost twicethereturn on al sharestraded
at the Copenhagen Stock Exchange.

The APM sharesarehighly volatileand investor sther efor eexperiencelar geupsand downsin
the value of their APM portfolio, which to some extent explainsthe high return but only
to some extent asthe APM Group has aso arecord for surprising the market with better than expected

earnings or higher than expected asset vaues etc.

The high volatility of the share prices isto some extent due to a high volatility of the US
Dollar, whichisof key importancetothe company given that freight ratesand oil arepriced in
Dallars. Due to the increasing importance of the oil business, the ail price has dso a clear Satidtica
effect on the APM share prices and the (amost) doubling of the share pricein 1999 isto alarge extent
driven by a soaring oil price. But there are of course many other factors that play a role for the
development of the APM shares.

Therecentrally in“ Svendborg” and “ 1912, up by morethan 50 per cent from August 2002to
June 2003, illustrates the importance of some of these other factors: the new accounting
legidation in Denmark that led to a revedation of a better asset position than previoudy known (an
“inver se-Enron”) has probably played arole for the raly as has the announcement of the merger of
“1912” and“ Svendborg”, whichislikely toincreaseforeigninvestors appetitein spite of the outstanding
trangparency and reporting issues. Notwithstanding these issues, the APM has over along period
srongly outperformed the Danish stock market.
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ANNEX

Table2: Number of A.P. Mdller - Mar sk sharesand their pricesfollowing the merger in

June 2003

Types of Shares

AP Mgller - Marsk A

AP Mgller - Mzrsk B

Total stock market value DKK
Total stock market value USD
DKK/100USD on 1 July 2003

Number of shares Votes in per cent Price (DKK) (July 1,03) Value (Bill DKK)

2.197.800
2.197.800

656,57

100
0

34.500
35.500

75,824
78,022
153,846
23,432



Figure 1. Svendborg B and the Market
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Figure 2. Svendborg B relative to Market
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Figure 3. Percentage change in Svendborg B and the Market
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Figure 4. APM Stock Prices and the Oil Price, 1992 (1) - 1999 (12)
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Figure 5. APM Stock Prices and the US Dollar, 1992 (1) - 1999 (12)
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