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European Integrated Oils Look Cheap: Is ESG the Reason? 
ESG investing seems to be playing a role along with other factors, 
which means shares might not be as cheap as they seem. 

Executive Summary 

Measured against their U.S. rivals ExxonMobil and Chevron, European major integrated oils—BP, Shell, 

and TotalEnergies—look comparatively cheap. We think environmental, social, and governance factors 

are playing a role in two ways. First, the greater amount of assets invested in, and flowing to, 

sustainable funds in Europe, which are underweight integrated oils, has eliminated a large group of 

potential buyers. Second, a more aggressive transition strategy that rests on greater investment outside 

traditional hydrocarbon businesses has failed to attract sustainable investors, who think it is not 

aggressive enough, and turned off oil investors who have no interest in underwriting low-carbon 

investment. Combined with discounts related to Russian assets and the risk of windfall taxes, European 

integrated oil shares have underperformed U.S. integrated oils even as earnings for both have soared 

and the outlook for commodity prices has improved.  

 

What's an investor to do? We think the valuation disparity could persist unless sustainable funds start to 

invest in European integrated oils as companies in transition. However, this may take time and if 

commodity prices remain strong, the valuation gap with Exxon and Chevron could widen. Although on a 

positive note, investors can acquire European integrated oils' hydrocarbon-derived cash flows at very 

attractive yields if they want to bet the ESG discount narrows.  
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Key Takeaways 

× Sustainable funds comprise 25% of European equity assets and are growing. Yet these funds 

are underweight European integrated oils by 50% relative to the market. 

× European integrated oils are investing an average of 30% into low-carbon-related businesses 

during the next five years, which will reduce their returns and leverage to higher oil/gas 

prices.  

× The lack of interest in European integrated oils firms from neither sustainable investors nor 

oil/gas investors appears to be contributing to their underperformance and valuation discount.  

× Total and BP's uncertainty over their Russian assets appears to be playing a role in their 

discounts for as well. Removing all Russian value from our models, reduces their fair values by 

20% and 16%, respectively.  

× Incorporating the higher cost of equity implied from ESG avoidance as well as the impact of the 

U.K windfall tax and removing all Russian assets, show TotalEnergies is fairly valued while 

Shell and BP trade at only a slight discount.  

× If commodity prices remain strong for the next few years, we expect Exxon and Chevron to 

continue outperforming and widen the valuation gap. However, European integrated oils 

should still realize strong earnings, supporting total cash yields of 17% through end-2030 on 

average.  
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European Integrated Oils Look Comparatively Cheap 

Although European integrated oils BP—(0.76 price/fair value estimate), Shell (0.79), and TotalEnergies 

(0.77)—have benefited from the meteoric rise in commodity prices from coronavirus pandemic lows to 

postrecord earnings this year, just as their U.S. counterparts Chevron (1.11) and Exxon (1.00), their 

shares have materially underperformed, leaving them trading at a material discount. 

 

Exhibit 1  European Integrated Oils Remain Below Prepandemic Levels As Exxon and Chevron Reach All-Time Highs, Even As Both Groups Report Record 

Earnings 

 
 

 
Source: Morningstar Direct. Data as of  Oct 13, 2022. Share prices indexed to Jan. 1, 2020.  

 

The discount exists even as we account for a quality differential in our fair value estimates by awarding 

a higher valuation to Chevron and Exxon given their narrow moat ratings1 In other words, greater 

discounts to fair value estimates for European firms can't be explained by "quality," as defined by our 

moat ratings. Furthermore, the discount is evident in earnings and cash flow multiples as well. 

  

 

1 Combining our analysts' financial forecasts with the firm's economic moat helps us assess how long returns on invested capital are likely to exceed the firm's cost of capital. 
Returns of firms with a wide economic moat rating are assumed to fade to the perpetuity period over a longer time than the returns of narrow-moat firms, and both will fade 
slower than no-moat firms, increasing our estimates of their intrinsic value. All things equal, a wide-moat firm will have a higher intrinsic value than a narrow-moat firm, 
which will have a higher intrinsic value than a no-moat firm. For more information on our valuation methodology, see the Research Methodology for Valuing Companies 
disclosures at the end of our company reports.  
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Exhibit 2  European Integrated Oils Trade at a Discount to U.S. Firms Based on P/E, EV/EBITDA, P/B, and FCF Yield 

 
 
Source: PitchBook. Data as of Oct 13, 2022. 

 

However, a discount for European oils is not unusual, as there has always been some valuation gap 

between the two groups. What is unusual is the size of the gap, which has widened meaningfully since 

the pandemic after narrowing for the last two decades, raising the questions: are European integrated 

oils cheap or are valuations reverting to historical relationships? This means they are not as cheap as 

they appear. 
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Exhibit 3  U.S. P/B Ratios Have Been Converging to European Levels, but Began Widening Again After the Pandemic 
 
 

 
 
 

Source: Morningstar Direct. Data as of Aug. 31, 2022. U.S. integrated oil P/B and Europe P/B are market-weighted averages of companies. See Appendix for chart of individual companies.  

 

Using price/book ratios to measure relative valuation and avoid the volatility in earnings multiples, we 

can see the market has historically valued the U.S. firms (Exxon and Chevron) at a premium. Much of 

that premium came from Exxon, which was more highly valued given its historically high returns. 

However, as those returns eroded the premium narrowed.  
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Exhibit 4  Returns on Equity Have Been Falling for 20 Years While Exxon's Leading Returns Have Faded, but All ROEs Rebounded Sharply This Year  
 

 
Source: PitchBook. Data as of Sept. 1, 2022.  
 

 

The overall deterioration in returns on equity, largely explains the multiple compression (P/B) during the 

last 20 years, including Exxon, whose returns have clearly come back to the pack (returns on invested 

capital demonstrate similar trends.) However, the trend in returns does not explain the recent 

divergence in valuations. Despite U.S. and European firms reporting similar recoveries in returns since 

the 2020 bottom that resulted in returns on equity surging to levels well above 2014 when oil prices 

were $100/barrel; P/B ratios for the European firms have remained below prepandemic levels. 

Meanwhile, U.S. P/B ratios have returned to prepandemic levels, albeit still well below 2014 levels.  

 

Based on the historical valuation we can make three conclusions: 

× Valuations (measured by P/B, but seen in other metrics) have compressed during the last 20 years. 

× During that time, prior to the pandemic, U.S. valuations have compressed to a greater degree (largely 

due to Exxon's multiple compression) and converged to Europe’s levels. 

× However, since the pandemic the trend in multiple compression and convergence has reversed, 

despite no concurrent divergence in returns. 

 

Is ESG To Blame? 

We think the widening discount between U.S. and European integrated oils can at least be, in part, 

attributed to ESG or sustainable investing in two ways:2  

 
 

2 We are not here to debate the merits or precise definitions of each and thus use them interchangeably in this report.  
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× First, the greater amount of assets invested in, and flowing to, sustainable funds in Europe, which are 

underweight integrated oils compared with the market, has meant a lack of investment even as 

earnings soared. 

× Second, the greater focus on sustainable investing in Europe, combined with other forces—investor, 

activist, political, and judicial—has prompted a more aggressive transition strategy that rests on 

greater investment outside traditional hydrocarbon businesses. This transition strategy has failed to 

attract sustainable investors who think it is not aggressive enough and turned off oil investors who 

have no interest in underwriting low-carbon investment. 

 

European Sustainable Funds Shun European Integrated Oils  

Europe has embraced sustainable investing more aggressively as evidenced by the percentage of assets 

invested in sustainable funds,3 which exceeded 25% of total net assets as of mid-2022. In contrast, the 

amount of U.S. net assets invested in sustainable funds barely registers.  

 

Exhibit 5  European Assets Invested in Sustainable Funds Dwarf That in the U.S. and Are Growing 
 

 

 
Source: Morningstar Direct. Data as of Aug. 31, 2022. Sustainable funds defined by prospectus, not official regulatory designations.  
 

While definitions for each fund vary about what qualifies as ESG or sustainable, including the potential 

inclusion of fossil fuels, it's clear from the data that funds identified as sustainable are materially 

underweight energy, but even more so underweight integrated oils.4,5  

  

 

3 We include sustainable funds as measured by prospectus in Morningstar Direct.  

4 Measured against Morningstar Europe PR EUR.  

5 While the market capitalization of energy equities is greater in U.S. markets, the market capitalization has a greater amount of capital invested in 
energy equities; European markets have a greater market capitalization in integrated oils. See Appendix for more.  
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Exhibit 6  European Sustainable Funds Modestly Underweight Energy, but 50% Underweight European Integrated 

Oils 
 

 
Source: Morningstar Direct. Data as of Aug. 31, 2022.  

 

Compared with about 6% for the Morningstar Europe PR EUR index, European sustainable funds only 

have about 5% of assets in energy, or about 75% of the index's weight. However, European sustainable 

funds have less than half the market weighting of assets invested in European integrated oils with less 

than 2.5% of assets invested in integrated oils compared with about 5% for the index.  

 

In comparison U.S. sustainable firms hold market weightings of integrated oils, although this choice is 

largely irrelevant, given the immaterial amount of assets in such funds and as such does not influence 

valuations of U.S. firms.  
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Exhibit 7  U.S. Sustainable Funds Are Only Slightly Underweight Integrated Oils  
 

 
Source: Morningstar Direct. Data as of Aug. 31, 2022. U.S. index = Morningstar US Target Market Exposure PR USD. 

 

Our inference is that the large and growing amount of European assets in sustainable funds, which are 

materially underweight (relative to the index) integrated oils has played a role in the low valuations of 

European integrated oils compared with U.S. peers. The increasing flows into these funds likely meant 

fewer buyers of European integrated oil shares relative to the number of investors buying U.S. 

integrated oil shares as commodity prices increased and profits soared.  

 

That is the point of sustainable funds after all: by not investing or divesting certain firms, their cost of 

capital will increase making it more difficult to fund projects sustainable investors do not like. In this 

case, oil and gas projects. Adjusting the cost of equity in our models higher, from 9% to 11%, in fact 

closes some of the valuation gap and brings our fair values much closer to current market prices, 

suggesting the market is assigning a higher cost of capital to European integrated oils (see later section 

for detail).  

 

The valuation discount has kept European integrated oils' share prices from breaking prepandemic levels 

even as Exxon and Chevron hit all-time highs, despite all positing record results. 

 

Energy Investors Shun European Integrated Oils Too 

Strategy and capital allocation are the other elements influenced by sustainable investing that are likely 

playing a role in the discount, in our view. Facing greater pressure on a variety of fronts—investor, 

activist, political, and judicial—European integrated oils used the pandemic to enact major strategic 

shifts that accelerated their transition away from hydrocarbons to low-carbon businesses. BP and Shell 

even went so far as to cut their dividends in 2020, a historic decision, to fund their transitions. 

Meanwhile, BP suggested oil demand had peaked in its energy outlook that year.  
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Exhibit 8  European Firms Are Investing a Much Greater Portion Into Low-Carbon Businesses Through 2026  
 

 
 

Source: Company reports, Morningstar. 

 

In contrast, Exxon and Chevron largely stayed the course while reducing overall investment to cope with 

lower prices. Both have since increased spending in low-carbon businesses, but those investments 

remain relatively small and focused. Instead of pushing into entirely new business lines with little or no 

competitive advantages, such as renewable power generation, they are focused on emissions 

abatement and low-carbon businesses tangential to their current ones (for example carbon capture, 

renewable diesel natural gas, and so on). 
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Exhibit 9  European Firms Are Investing in More Types of Low-Carbon Businesses Than U.S. Firms 
 

 
Source: Morningstar. Note: Illustrative. Does not capture every low-carbon investment such as venture investments.  

 

Since the pandemic lows, oil and natural gas prices have soared and refining margins widened, 

prompting a change in perceptions around the outlook for prices and need for continued reinvestment. 

While the energy transition is likely assured, the timing is not. Oil demand will likely continue growing 

for another decade and natural gas demand even longer.6 This will require reinvestment and support 

higher prices. It also makes Exxon and Chevron's strategies more appealing to investors. At the same 

time, increasing investment by the European integrated oils in low-carbon businesses will reduce their 

leverage to oil and natural gas prices over time. These businesses also offer lower returns by the 

companies' own admission. Shell's return expectations are representative of the integrated oil 

companies' expectations.  

  

 

6 See our report from November 2021, The Future of Oil Demand—Reports of Its Death Have Been Greatly Exaggerated  

https://my.pitchbook.com/?rcpubr=318253
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Exhibit 10  Shell Expects Renewable Businesses To Return Less Than Traditional Hydrocarbon Businesses Such As Upstream and Integrated Gas  
 
 
 

 
Source: Shell strategy day, Feb 11. 2021.  

 

Admittedly, returns alone are not the only consideration, and each is above the cost of capital. Arguably, 

upstream returns (primarily oil) need to be higher to account for greater risk such as stranded assets.7 

However, with investor perception on the durability of oil and natural gas demand and the potential for 

a continuation of high prices given underinvestment (including by the European firms) and geopolitical 

turmoil, it is likely they would prefer to invest in Exxon and Chevron; both will continue investing in their 

core businesses and maintain greater exposure to hydrocarbon prices in the medium- to long term.  

  

 

7 We think this risk not as great as perceived and will explore it further in future publications.  

 



  

 

 

 

European Integrated Oils Look Cheap: Is ESG the Reason? | 18 October 2022 | See Important Disclosures at the end of this report. 

 
      

 
      

 
      

 
      

 
      

 
      

 
      

Page 13 of 36 

 
    

 
    

 
    

 
    

 
    

 
    

 
    

Exhibit 11  Perceived Higher ESG Risk Is Not Translating Into Lower Valuation 

 

 
Source: Morningstar, Sustainalytics, PitchBook. 

 

In fact, perceived ESG risk seems to be at the bottom of investors' lists now with an almost inverse 

relationship between Morningstar company Sustainalytics' ESG Risk Ratings and valuations. In fact, 

valuations more accurately reflect expected returns, as they arguably should. With higher Sustainalytics 

ESG Risk Rating scores and relatively greater investment in hydrocarbons, it would seem Exxon and 

Chevron would garner lower valuations given perceived higher risk, when in fact the opposite is true. 

Investors appear to be taking these returns at face value and not "risking" them further given the 

potential for hydrocarbon obsolescence.  

 

Other Issues Sharing the Blame 

While we think the fund flows and capital allocation explain a portion of the discount, they are unlikely 

the only factors at play. To varying degrees, the following issues are adding to the list of concerns for 

those investing in European integrated oils.  

× Russia risk 

× Windfall tax risk 

× Earnings mix 

 

Russia Exposure Likely Weighing on Valuations, Especially for TotalEnergies and BP 

We think the market has already largely priced in the relative Russia exposure with the initial round of 

exit announcements and impairments recorded in first-quarter 2022 results. Some companies have 

already announced their exit plans while others work through the details. Chevron has no exposure 

while Exxon and Shell's were not meaningful. BP and TotalEnergies were the exceptions.8 In 

TotalEnergies' and BP's case, the overhang of Russia seems to be playing a role in its discount.  

 

8 See our Feb. 24 note, Integrated Oils Russia Risk; Total and BP Most Exposed, Chevron one of Least Exposed for each company's exposure.  

https://my.pitchbook.com/?rcpubr=324391
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With its 19.75% voting interest/22.03% economic interest in Rosneft, BP has some of the highest Russia 

exposure among the integrated oils. In 2021, Rosneft accounted for $2.7 billion of BP’s $22.3 billion in 

adjusted operating income, about 12%. BP’s share of Rosneft production was 1.1 million barrels of oil 

equivalent per day (80% oil) in 2021, compared with BP’s own production of 2.2 mmboed. Worth about 

$16.5 billion at the beginning of the year, the stake's current value is unknown as its unclear how BP will 

divest the position and what, if anything, they will receive for it. Based on the last trading prices from 

February, BP's stake was worth $3.6 billion. Previously consolidated and reported as an operating unit, 

BP now accounts for its stake as a financial asset marked-to-market with a value of zero as of second-

quarter 2022. In our fair value estimate, we now assume zero value for Rosneft,  reducing our fair value 

estimate by $7/share or 16%, still leaving shares trading at a meaningful discount to our fair value 

estimate. 

 

TotalEnergies' situation is somewhat different, given the relative size of its Russian business and its 

decision to stay in the country. While it will not invest in future projects, TotalEnergies holds direct 

interests in projects like Yamal LNG and Arctic 2 LNG (under construction) in addition to an indirect 

interest in the projects through its 19.4% stake in Russian oil company Novatek. As a result, 

TotalEnergies’ exposure is more meaningful as well, with Russia accounting for about 5% of 

TotalEnergies’ oil production and 30% of its natural gas production. Rystad places the value of 

TotalEnergies’ Russian assets, outside Novatek, at about $10 billion while the value of the Novatek stake 

has likely fallen sharply from $13.1 billion at the beginning of the year. During the last three years, 

Russian production has contributed about 7% of TotalEnergies’ operating cash flow on average. 

 

If like BP, we were to assume no value for TotalEnergies' Russian assets (including Arctic 2 LNG), our fair 

value estimate would fall by nearly 20%. While its unclear if TotalEnergies will receive any benefit from 

its stake in Arctic 2 LNG once operations begin and the residual value of its Novatek holding is unknown, 

it is still receiving cash from its operations including Yamal LNG cargoes. However, for how long is 

uncertain and management remains cautious, removing Russia-related cash flow from its recent forward 

outlook.  

 

Windfall Tax Odds Rising, Presenting a Risk That Is Unlikely in U.S.  

One potential risk the European integrated oils face that U.S. firms likely do not is a potential windfall 

tax. The European Union and individual European countries have explored various ways to combat the 

energy crisis and soaring prices. One way is windfall taxes on those companies benefiting from higher 

prices such as oil and gas producers and utilities. The U.K. has already introduced a windfall tax on oil 

and gas production in the country above $60/bbl, but includes offsets for investments in new 

production, which will ultimately reduce the final amount.9 Exxon and Chevron have a minuscule amount 

of production in the country compared with TotalEnergies, BP, and Shell. TotalEnergies estimates at 

current oil and gas prices, it will have to pay about $1 billion this year. We have incorporated the tax into 
 

9 The new investment allowance rate is 80% and means total tax relief on investment nearly doubles for every GBP 1 that businesses invest and they 
will, overall, get a 91 pence tax saving. The current 10% Supplementary Charge provides companies with an investment allowance that can only 
be claimed once income is received from the field subject to the investment (which can take several years). In contrast, the new 80% Investment 
Allowance for the Energy Profits Levy will be available to companies at the point of investment, making it more immediate and more generous. 
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our models for the next few years, assuming oil and gas prices remain high, but assume they are rolled 

back at our midcycle price level of $60/bbl. As such, the implications for our fair values are modest while 

the impact on earnings is not significant, even if the investment offsets are not considered.  

 

Exhibit 12  U.K. Production Windfall Tax Reduces Near-Term Earnings Only Slightly 
 

 

Source: Morningstar, Rystad. Note: Shell and TotalEnergies do not report U.K. segment earnings. Data above are estimates. 

 

With the lack of materiality and the fact these taxes were announced in late May, well after the 

valuation divergence emerged, we do not think they play a meaningful role in the underperformance 

and valuation discount. That said, the potential for additional windfall taxes that disproportionately harm 

these companies could a be risk investors are incorporating into valuations. 

 

The U.K. windfall tax appears to be only the first of these taxes to spread throughout Europe. Italy 

already imposed a 25% windfall tax on profits from October 2021 to April 2022, which cost Eni EUR 1.4 

billion. In September, the EU proposed a surplus tax on oil and gas producers and refiners, who are 

considered permanent residents of the EU for tax purposes of at least 33% on profits 20% above the 

average taxable profits of the proceeding three fiscal years beginning Jan. 1, 2019. The measure still 

needs to be passed into law.  

 

We have not incorporated this tax into our models as it's unclear at this point if the tax will be passed 

into law and how exactly it will apply. While BP and Shell are now headquartered in the U.K., their 

operations in the EU might qualify for taxation, meaning TotalEnergies might not be the only company 

affected. Even so, we can safely assume the impact will be only on near-term earnings in our model 

given our midcycle price forecast and as such will likely have a modest impact on our fair value 

estimates. That said, the uncertainty about this and future taxes might continue to keep investors away 

as they will not participate in the full upside of higher oil and gas prices in the future. However, similar 

to the U.K. windfall tax, the divergence in performance between European and U.S. integrated oils 

began before this most recent announcement of the EU tax. As such, we do not think this risk is playing 

a major role in the discount even if it might contribute to maintaining it. 
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Earnings Mix Might Be Playing a Small Role  

Although BP, Shell, and TotalEnergies are investing, so the exposure to hydrocarbons will fall over time, 

they are currently capitalizing on high prices to a similar degree as Exxon and Chevron. As a result, they 

have reported strong earnings improvement through the first half of 2022, if not at quite the same levels 

as Exxon and Chevron.  

 

Exhibit 13  Earnings Growth for H1 2022 Has Been Strong Across All Companies  
 

 
Source: Morningstar, Company reports. Note: Segments consolidated to upstream and downstream for comparability.  

 

However, underpinning a portion of the earnings growth for BP, Shell, and TotalEnergies are strong 

trading results. Unlike Exxon and Chevron, all three European major integrated oils have large trading 

operations that support their oil and gas production and refining and retail operations. Given the 

volatility in the market over the past 18 months, trading results have been very strong, further boosting 

earnings. Although trading results are not reported, companies do use language in earnings releases 

that indicates the relative strength of trading operations.  

 

Exhibit 14  Strong Trading Performance Has Contributed to Earnings for European Integrated Oils 
 

 

Source: Company reports, Morningstar. 

 

Based on this language, we can see that trading operations have been meaningful contributors over the 

last few quarters, especially relative to the first half of 2021. Although trading operations can be 
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accretive to returns over time (BP estimates it adds 200 basis points), they tend to be volatile. The price 

volatility in commodity markets has been especially favorable for all trading organizations and is unlikely 

to be repeated given the uniqueness of a global pandemic followed by sanctions on a major energy 

producer. As such, the market might be placing a lower multiple on trading earnings given the volatility 

and lack of consistency compared with earnings from oil and gas production. 

 

In contrast, all of Exxon or Chevron's earnings come from oil/gas production, refining, and chemicals 

production making them more certain. Relatively speaking of course. All production earnings depend on 

prices, which are inherently volatile as well, albeit more "forecastable." 

 

We will likely see this dichotomy play a role in third-quarter earnings. While Exxon issued an update 

indicating another strong quarter, with strong gas prices offsetting weakness in oil prices during the 

quarter, Shell issued an update pointing to weaker quarter-on-quarter earnings due to the impact of 

higher natural gas prices on trading operations.  

 

Over the long term, we think the portfolio model of the European firms, particularly Shell and 

TotalEnergies, can add value. In fact, Exxon and Chevron are moving toward this model by securing 

third-party volumes for trading and optimization purposes. However, in the short term it seems it can be 

hurtful as volatility can work against a company as well, as Shell's announcement indicates. 

 

Are European Integrated Oils Really the Bargains They Seem To Be? 

Well, it depends. 

 

Investors looking at the low earnings and high cash flow multiples, as well as our fair value estimates, 

should tread carefully as the discount could widen before it narrows, leaving shares stagnant, While we 

think windfall tax issues could act as a headwind and weigh on earnings and valuations in the near 

term, they shouldn't materially hit financial performance in the long term. Depending on the company, 

lost Russia value will have an impact on value, but alone does not fully explain current discounts. 

However, ESG flows and energy transition strategies are structural and depending on the path of energy 

prices, both could underpin outperformance by U.S. firms for many more years.  

 

We think European integrated oils' market valuation can evolve in one of a few different ways:  

× The ESG trend continues in Europe while remaining stalled in U.S., likely maintaining the valuation 

spread. 

× ESG funds in Europe continue to increase share of total equity funds while U.S. growth is modest. 

However, instead of avoiding European integrated oils, sustainable funds start to invest as they 

expand mandates to include companies in transition or low-carbon earnings growing to such a 

magnitude they qualify for sustainable funds.  

× ESG funds in Europe continue to increase share of total equity funds while U.S. growth is modest. 

However, the predictions of a new commodity supercycle prove correct (sustained higher prices), as 

European sustainable funds fail to embrace European integrated oils' transition strategy, potentially 
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further widening the discount back to historically high levels as returns on capital and earnings 

growth diverge in favor of Exxon and Chevron. 

 

Greater ESG Fund Flows and Tighter Criteria Make a Continued Discount a Realistic Outcome 

Regarding the first scenario, essentially the status quo, it's unclear how valuations would converge, if 

the two key factors we listed—ESG flows and energy transition investment plans—only grow in 

magnitude.  

 

In fact, the pressure may become greater for European integrated oils as EU efforts to clarify sustainable 

investing result in greater flows to ESG/sustainable-oriented funds, especially those with stricter 

mandates. The new classification slots funds into three EU categories: those that either promote 

environmental and/or social characteristics (Article 8, "light green" funds) or have a sustainable 

investment objective (Article 9, "dark green" funds). Funds in scope of sustainable finance disclosure 

regulation that are neither Article 8 nor Article 9 are Article 6 funds (“not stated” in Morningstar Direct). 

 

 

With greater clarification, greater flows may come as investors have a better idea of what they are 

investing in and are more able to express their preferences. Already, Article 6 funds (nonsustainable) 

have been ceding flows, resulting in sustainable funds increasing market share. This would exert further 

pressure on European integrated oils as Article 8 and Article 9 funds are meaningfully underweight 

integrated oils relative to the market and nonsustainable funds. 

  

Exhibit 15  Despite Overall Equity Outflows, Article 8 and Article 9 EU Sustainable Funds Are Gaining Share  
  

 
Source: Morningstar Direct. Data as of Aug. 31, 2022. Updated on a rolling basis when fund prospectus is filed. 
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A Change in Perception Could Make ESG Fund Flows a Positive  

We think, for the valuation discount to narrow in the face of increased ESG fund flows, sustainable 

funds would need to change their perception and mandates around what type of energy companies 

qualify for investment. Possibly, the best-case scenario for BP, Shell, and TotalEnergies is that they are 

accepted as companies in transition and not penalized for the bulk of earnings coming from 

hydrocarbons, in which case sustainable funds might need to adjust any thresholds they have for 

earnings contributions from hydrocarbons relative to low carbon. Alternatively, each company's focus on 

growing LNG production and trade could be viewed differently given natural gas's recent, albeit 

controversial, designation as sustainable in the European Commission's Taxonomy Delegated Act.  

 

Last, although controversial and debatable10, BP, Shell, and TotalEnergies stand out for their 

commitments to emission reductions that include scope 3 emissions and are aligned with the Paris 

Agreement (according to each company), which could further smooth their inclusion in sustainable 

funds.  

  

 

10 Much is up for debate surrounding integrated oil emission targets including the magnitude, accounting, usefulness, and accuracy of claims. It's 
clear though that European firms' targets are more comprehensive. 

Exhibit 16  Article 8 and Article 9 Funds Hold Very Little Exposure to Integrated Oils  
  

 
Source: Morningstar Direct. Data as of Aug. 31, 2022. Updated on rolling basis when fund prospectus is filed. 
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Exhibit 17  Only European Firms Have Set Scope 3 Net-Zero Targets, Possibly Making Them More Attractive to 

Sustainable Investors  
 

 
 

Source: Company reports, Morningstar. Note: Paris Agreement-aligned as defined by company.  

 

If these types of criteria are accepted by sustainable funds, greater fund flows could actually act as a 

tailwind. Although, we do not rate this as a highly likely scenario.  

 

Rising Prices Could Mean Wider Discounts, but Investors Will Still Get Paid 

Perhaps the worst-case scenario for European integrated oils is sustainable funds' perceptions or 

mandates do not change and the prediction of a commodity supercycle proves correct. In this case, we 

see little chance valuations will converge as Exxon and Chevron will increasingly outearn BP, Shell, and 

TotalEnergies while their hydrocarbon exposure falls. At the same time, the impact of any continuation 

of windfall tax increases, if implemented, would further increase the earnings divergence. It's worth 

noting, the last time valuations began to diverge was during the mid-2000s through 2014 when oil prices 

were rising and remained high. 

  

Emission Targets 
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As with the first scenario, it's likely European integrated oils continue to trade at a discount. However, 

that does not prevent further price appreciation, although increases in European shares will lag that of 

U.S. firms. Despite incremental reinvestment going toward low carbon, most of those businesses will not 

be meaningful contributors until the second half of the decade and even then will be dwarfed by 

hydrocarbon earnings. Also, our fair value estimates take into account this transition as it factors into 

our no moat ratings and thus a lower valuation.11 But it also assumes a midcycle price of $60/bbl, which 

would imply higher stock prices if oil prices are higher.  

 

Exhibit 18  Lower Valuations Mean Higher Yields for European Integrated Oils  
 

 
Source: Morningstar. 

 

In this scenario, European integrated oils, still primarily hydrocarbon producers and traders, would 

generate strong cash flow. And although they are investing more in low carbon than Exxon and Chevron, 

they have adopted the same capital discipline and focus on shareholder returns. Combined with the 

lower valuations, this means meaningfully higher yields for BP, Shell, and TotalEnergies. As such, 

investors waiting on a potential rerating will at least be paid handsomely to do so. 

  

 

11 Returns of firms with a wide economic moat rating are assumed to fade to the perpetuity period over a longer period of time than the returns of 
narrow-moat firms, and both will fade slower than no-moat firms, increasing our estimates of their intrinsic value. The second stage of our model 
is the period it will take the company's return on new invested capital—the return on capital of the next dollar invested (RONIC)—to decline (or 
rise) to its cost of capital. During the Stage II period, we use a formula to estimate cash flows in lieu of explicitly modeling the income statement, 
balance sheet, and cash flow statement as we do in Stage I. The length of the second stage depends on the strength of the company's economic 
moat. We forecast this period to last anywhere from one year (for companies with no economic moat) to 10-15 years or more (for wide-moat 
companies). During this period, cash flows are forecast using four assumptions: an average growth rate for EBI over the period, a normalized 
investment rate, average return on new invested capital and the number of years until perpetuity, when excess returns cease. The investment rate 
and return on new invested capital decline until the perpetuity stage is reached. In the case of firms that do not earn their cost of capital, we 
assume marginal ROICs rise to the firm's cost of capital (usually attributable to less reinvestment), and we may truncate Stage II. This is the case 
with no-moat firms such as BP, Shell, and TotalEnergies, which have shorter Stage II periods and thus lower valuations than Exxon and Chevron, 
which are narrow moat rated.  
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If ESG Headwinds Hold, Integrated Oils Are Not That Cheap  

What exactly is the market pricing? 

 

Whether or not ESG is responsible as we believe, it seems as if the market is pricing in a higher cost of 

equity for European integrated oils. This makes sense as the point of ESG investment (or divestment) is 

to affect the cost of capital for those industries in favor or disfavor. 

 

We think this higher cost of capital explains a meaningful portion of the market price discount to our fair 

value estimates, with Russia risk explaining the remainder. If we substitute 11% cost of equity for the 

9% we currently use, fair value estimates fall close to current market prices (see company charts). 

 

However, our published fair value estimates continue to incorporate a 9% cost of capital as our cost of 

capital methodology is based on cyclicality of earnings. Arguably, investments in low carbon should 

reduce cyclicality, not increase it. For example, much of our European utility coverage has cost of equity 

of 7.5%. Granted, European integrated oils' investments are not in regulated utilities, but they are in 

areas that should be more stable than hydrocarbons. In which case, a higher cost of equity is not 

warranted in our view. 

 

Instead, the issue here is around supply/demand for shares either because of ESG or oil/gas investors' 

lack of interest. In both cases, our model captures the reasoning behind their decisions, capital 

allocation.  

 

We also favor accounting for ESG risk through our Morningstar Uncertainty Ratings. However, in this 

case the ESG risk, as typically defined, lays with Exxon and Chevron, not the European firms.  

 

Below we provide the impact from a change in cost of equity, as well as the U.K. windfall tax and Russia 

exposure, for investors who differ with this view.  

TotalEnergies  

Fully incorporating the U.K. windfall tax, completely removing any Russia value post-2022, and assuming 

an 11% cost of equity reduces our fair value estimate to $52, right about the trading price at the time of 

writing.  
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However, our published fair value estimate is higher. We based our $65 fair value estimate on an equal 

weighted probability of continued Russian value, excluding Arctic LNG 2 and a fair value, assuming a 

complete loss of Russian value. We use a cost of equity of 9%.  

 

Shell  

Incorporating the U.K. windfall tax and completely removing any Russia value in our model has little 

impact on Shell's fair value. However, increasing the cost of equity to 11% reduces our fair value 

estimate to $56, still above the current market price. 

  

Exhibit 19  TotalEnergies' Shares Look Fairly Valued Assuming No Russia Value and 11% CoE 
  

 
Source: Morningstar. Note: We use USD share class to eliminate foreign-exchange effects on share value translation. Company reporting and our 
modeling are in USD. 
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In our published fair value estimate of $66 a share, we include the impact of the U.K. windfall tax and 

exclude any Russia value while using a 9% cost of equity. 

 

BP 

Incorporating the U.K. windfall tax has minimal impact, but completely removing any Russia value in our 

model reduces BP's fair value materially. Also, increasing the cost of equity to 11% reduces our fair value 

estimate to $34 still above the current market price. 

  

Exhibit 20  Shell's Shares Look Undervalued Even Assuming 11% CoE 
  

 
Source: Morningstar. We use USD share class to eliminate foreign-exchange effects on share value translation. Company reporting and our modeling 
are in USD.  
 



  

 

 

 

European Integrated Oils Look Cheap: Is ESG the Reason? | 18 October 2022 | See Important Disclosures at the end of this report. 

 
      

 
      

 
      

 
      

 
      

 
      

 
      

Page 25 of 36 

 
    

 
    

 
    

 
    

 
    

 
    

 
    

 

In our published fair value estimate of $39.50 per share, we include the impact of the U.K. windfall tax 

and exclude any Russia value, while using a 9% cost of equity, which implies a share discount at current 

prices. K 

Exhibit 21  BP's Shares Look Undervalued Assuming No Russia Value and 11% CoE 
  

  

 
Source: Morningstar. We use USD share class to eliminate foreign-exchange effects on share value translation. Company reporting and our modeling 
in USD.  
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Appendix 

 

Exhibit 22  U.S. and European Index Ownership of Integrated Oils  
 

 

Source: Morningstar Direct. Data as of Aug. 1, 2022. Indexes: Morningstar Europe PR EUR. U.S. and Morningstar US Target Market Exposure PR USD. 

 

Exhibit 23  European Sustainable Funds Are Modestly Underweight Energy, but Are 50% Underweight European Integrated Oils 
 

 
Source: Morningstar Direct. Data as of Aug. 31, 2022. European index = Morningstar Europe PR EUR. 
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Exhibit 24  Exxon and Chevron P/B Ratios Have Been Converging to European Levels, but Have Begun to Widen Materially Since the Pandemic 
 
 

 
 
 

Source: Morningstar. U.S. integrated oils P/B and Europe P/B are market-weighted averages of companies.  

 

Exhibit 25  ExxonMobil's Adjusted Earnings by Segment 
 

 

Source: Company reports. 
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Exhibit 26  Chevron's Adjusted Earnings by Segment 
 

 

 
Source: : Company reports. 

 

Exhibit 27  BP's Adjusted Earnings by Segment 
 

 

 
Source: : Company reports. 
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Exhibit 28  Shell's Adjusted Earnings by Segment 
 

 

 
Source: : Company reports. 

 

Exhibit 29  TotalEnergies' Adjusted Earnings by Segments 
 

 

 
Source: Company reports. 
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Research Methodology for Valuing Companies 
 
Overview 
At the heart of our valuation system is a detailed projection of a company's future cash flows, resulting from our analysts' research. 
Analysts create custom industry and company assumptions to feed income statement, balance sheet, and capital investment 
assumptions into our globally standardized, proprietary discounted cash flow, or DCF, modeling templates. We use scenario 
analysis, in-depth competitive advantage analysis, and a variety of other analytical tools to augment this process. Moreover, we 
think analyzing valuation through discounted cash flows presents a better lens for viewing cyclical companies, high-growth firms, 
businesses with finite lives (for example, mines), or companies expected to generate negative earnings over the next few years. 
That said, we don't dismiss multiples altogether but rather use them as supporting cross-checks for our DCF-based fair value 
estimates. We also acknowledge that DCF models offer their own challenges (including a potential proliferation of estimated 
inputs and the possibility that the method may miss short-term market-price movements), but we believe these negatives are 
mitigated by deep analysis and our long-term approach.  
 
Morningstar's equity research group ("we," "our") believes that a company's intrinsic worth results from the future cash flows it 
can generate. The Morningstar Rating for stocks identifies stocks trading at a discount or premium to their intrinsic worth—or fair 
value estimate, in Morningstar terminology. Five-star stocks sell for the biggest risk-adjusted discount to their fair values, whereas 
1-star stocks trade at premiums to their intrinsic worth.  
 

Morningstar Research Methodology 
 

 
Source: Morningstar. 

 
Four key components drive the Morningstar rating: 1) our assessment of the firm's economic moat, 2) our estimate of the stock's 
fair value, 3) our uncertainty around that fair value estimate and 4) the current market price. This process ultimately culminates in 
our single-point star rating.  
 
Economic Moat 
The concept of an economic moat plays a vital role not only in our qualitative assessment of a firm's long-term investment 
potential, but also in the actual calculation of our fair value estimates. An economic moat is a structural feature that allows a firm 
to sustain excess profits over a long period of time. We define economic profits as returns on invested capital (or ROIC) over and 
above our estimate of a firm's cost of capital, or weighted average cost of capital (or WACC). Without a moat, profits are more 
susceptible to competition. We have identified five sources of economic moats: intangible assets, switching costs, network effect, 
cost advantage, and efficient scale. 
 
Companies with a narrow moat are those we believe are more likely than not to achieve normalized excess returns for at least the 
next 10 years. Wide-moat companies are those in which we have very high confidence that excess returns will remain for 10 years, 
with excess returns more likely than not to remain for at least 20 years. The longer a firm generates economic profits, the higher its 
intrinsic value. We believe low-quality, no-moat companies will see their normalized returns gravitate toward the firm's cost of 
capital more quickly than companies with moats.  
 
To assess the sustainability of excess profits, analysts perform ongoing assessments of the moat trend. A firm's moat trend is 
positive in cases where we think its sources of competitive advantage are growing stronger; stable where we don't anticipate 
changes to competitive advantages over the next several years; or negative when we see signs of deterioration.  
 
Estimated Fair Value  
Combining our analysts' financial forecasts with the firm's economic moat helps us assess how long returns on invested capital are 
likely to exceed the firm's cost of capital. Returns of firms with a wide economic moat rating are assumed to fade to the perpetuity 
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period over a longer period of time than the returns of narrow-moat firms, and both will fade slower than no-moat firms, increasing 
our estimate of their intrinsic value.  
  
Our model is divided into three distinct stages: 
 
Stage I: Explicit Forecast  
In this stage, which can last five to 10 years, analysts make full financial statement forecasts, including items such as revenue, 
profit margins, tax rates, changes in working-capital accounts, and capital spending. Based on these projections, we calculate 
earnings before interest, after taxes, or EBI, and the net new investment, or NNI, to derive our annual free cash flow forecast.  
 
Stage II: Fade  
The second stage of our model is the period it will take the company's return on new invested capital—the return on capital of the 
next dollar invested, or RONIC—to decline (or rise) to its cost of capital. During the Stage II period, we use a formula to 
approximate cash flows in lieu of explicitly modeling the income statement, balance sheet, and cash flow statement as we do in 
Stage I. The length of the second stage depends on the strength of the company's economic moat. We forecast this period to last 
anywhere from one year (for companies with no economic moat) to 10–15 years or more (for wide-moat companies). During this 
period, cash flows are forecast using four assumptions: an average growth rate for EBI over the period, a normalized investment 
rate, average return on new invested capital (RONIC), and the number of years until perpetuity, when excess returns cease. The 
investment rate and return on new invested capital decline until a perpetuity value is calculated. In the case of firms that do not 
earn their cost of capital, we assume marginal ROICs rise to the firm's cost of capital (usually attributable to less reinvestment), 
and we may truncate the second stage.  
 
Stage III: Perpetuity 
Once a company's marginal ROIC hits its cost of capital, we calculate a continuing value, using a standard perpetuity formula. At 
perpetuity, we assume that any growth or decline or investment in the business neither creates nor destroys value and that any 
new investment provides a return in line with estimated WACC. 
 
Because a dollar earned today is worth more than a dollar earned tomorrow, we discount our projections of cash flows in stages I, 
II, and III to arrive at a total present value of expected future cash flows. Because we are modeling free cash flow to the firm—
representing cash available to provide a return to all capital providers—we discount future cash flows using the WACC, which is a 
weighted average of the costs of equity, debt, and preferred stock (and any other funding sources), using expected future 
proportionate long-term market-value weights. 
 
Uncertainty Around That Fair Value Estimate 
Morningstar's Uncertainty Rating captures a range of likely potential intrinsic values for a company and uses it to assign the 
margin of safety required before investing, which in turn explicitly drives our stock star rating system. The Uncertainty Rating 
represents the analysts' ability to bound the estimated value of the shares in a company around the Fair Value Estimate, based on 
the characteristics of the business underlying the stock, including operating and financial leverage, sales sensitivity to the overall 
economy, product concentration, pricing power, and other company-specific factors.  
 
Analysts consider at least two scenarios in addition to their base case: a bull case and a bear case. Assumptions are chosen such 
that the analyst believes there is a 25% probability that the company will perform better than the bull case, and a 25% probability 
that the company will perform worse than the bear case. The distance between the bull and bear cases is an important indicator of 
the uncertainty underlying the fair value estimate.  
 
Our recommended margin of safety widens as our uncertainty of the estimated value of the equity increases. The more uncertain 
we are about the estimated value of the equity, the greater the discount we require relative to our estimate of the value of the firm 
before we would recommend the purchase of the shares. In addition, the uncertainty rating provides guidance in portfolio 
construction based on risk tolerance. 
 
Our uncertainty ratings for our qualitative analysis are low, medium, high, very high, and extreme. 
× Low–margin of safety for 5-star rating is a 20% discount and for 1-star rating is 25% premium. 
× Medium–margin of safety for 5-star rating is a 30% discount and for 1-star rating is 35% premium. 
× High–margin of safety for 5-star rating is a 40% discount and for 1-star rating is 55% premium. 
× Very High–margin of safety for 5-star rating is a 50% discount and for 1-star rating is 75% premium. 
× Extreme– margin of safety for 5-star rating is a 75% discount and for 1-star rating is 300% premium. 
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Morningstar Equity Research Star Rating Methodology 
 

 

 

 
Market Price 
The market prices used in this analysis and noted in the report come from exchange on which the stock is listed which we believe 
is a reliable source. 
 
For more details about our methodology, please go to https://shareholders.morningstar.com. 
 
Morningstar Star Rating for Stocks 
Once we determine the fair value estimate of a stock, we compare it with the stock's current market price on a daily basis, and the 
star rating is automatically re-calculated at the market close on every day the market on which the stock is listed is open. Our 
analysts keep close tabs on the companies they follow, and, based on thorough and ongoing analysis, raise or lower their fair 
value estimates as warranted.  
 
Please note, there is no predefined distribution of stars. That is, the percentage of stocks that earn 5 stars can fluctuate daily, so 
the star ratings, in the aggregate, can serve as a gauge of the broader market's valuation. When there are many 5-star stocks, the 
stock market as a whole is more undervalued, in our opinion, than when very few companies garner our highest rating.  
 
We expect that if our base-case assumptions are true the market price will converge on our fair value estimate over time, generally 
within three years (although it is impossible to predict the exact time frame in which market prices may adjust).  
 
Our star ratings are guideposts to a broad audience and individuals must consider their own specific investment goals, risk 
tolerance, tax situation, time horizon, income needs, and complete investment portfolio, among other factors.  
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The Morningstar Star Ratings for stocks are defined below: 
 
QQQQQ We believe appreciation beyond a fair risk-adjusted return is highly likely over a multiyear time frame. Scenario 
analysis developed by our analysts indicates that the current market price represents an excessively pessimistic outlook, limiting 
downside risk and maximizing upside potential.  
 
QQQQ We believe appreciation beyond a fair risk-adjusted return is likely.  
 
QQQ Indicates our belief that investors are likely to receive a fair risk-adjusted return (approximately cost of equity). 
 
QQ We believe investors are likely to receive a less than fair risk-adjusted return.  
 
Q Indicates a high probability of undesirable risk-adjusted returns from the current market price over a multiyear time frame, 
based on our analysis. Scenario analysis by our analysts indicates that the market is pricing in an excessively optimistic outlook, 
limiting upside potential and leaving the investor exposed to Capital loss.  
 
Risk Warning 
Please note that investments in securities are subject to market and other risks and there is no assurance or guarantee that the 
intended investment objectives will be achieved. Past performance of a security may or may not be sustained in future and is no 
indication of future performance. A security investment return and an investor's principal value will fluctuate so that, when 
redeemed, an investor's shares may be worth more or less than their original cost. A security's current investment performance 
may be lower or higher than the investment performance noted within the report. Morningstar's Uncertainty Rating serves as a 
useful data point with respect to sensitivity analysis of the assumptions used in our determining a fair value price.  
 

General Disclosure 
Unless otherwise provided in a separate agreement, recipients accessing this report may only use it in the country in which the 
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