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Royal Dutch/Shell Group's admission in January that it overstated petroleum-reserve data has stung investors in both stocks of the Anglo/Dutch oil concern. But not in exactly the same way.

In the week following the news, shares of Royal Dutch Petroleum Co. fell, in dollar terms, 9.6% on the Amsterdam Stock Exchange. Shares of Shell Transport & Trading Co. in London fell a little more -- 10.1%. At the end of January, the relationship flipped, with Royal Dutch's stock having lost more ground than Shell following the reserve announcement. As of Tuesday, the tally had flipped back, with Royal Dutch down 8.1% and Shell down 8.7% from the January announcement.

This divergence isn't, strictly speaking, supposed to happen. In 1907, Holland's Royal Dutch and Britain's Shell agreed to combine their interests on a 60%-40% basis while remaining separate entities. Because they share the same profits and dividends, the two companies should trade lock step with one another.

But they never do. One of the stocks is almost always trading at a premium -- oftentimes a substantial one -- to the other. Right now it is Royal Dutch that is in pole position, with a premium around 5% above where an efficient-markets theorist might say it should be.

The discrepancy between Royal Dutch and Shell shares is a natural opportunity for arbitrage. In the current case, a trader would short Royal Dutch -- the more expensive stock -- and buy Shell. Regardless of which direction the shares go in, if they move back to parity, the trader profits.
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This arbitrage has been a staple of the London Stock Exchange for years, according to David Smith, senior managing director at Cantor Fitzgerald in London. Mr. Smith said he has traded it for clients ever since he began working in the 1970s.

Through much of the 1970s, the divergence between Royal Dutch and Shell shares was driven by limits on dividends in Britain. When those limits were withdrawn in 1979, Shell began paying out a backlog of unpaid dividends, making Shell the more attractive of the two.

As the U.S. bull market gathered momentum, Royal Dutch shares came into favor because their U.S. American depositary receipts were far more liquid and, more important, were included in the S&P 500 Index. Standard & Poor's decision to remove non-U.S. shares from the index in 2002 pulled a good deal of premium out of Royal Dutch -- although its liquidity and its representation in many other indexes mean that U.S. investors' appetite for stocks in general makes the value sway in relation to Shell. Currency shifts in the British pound and the euro also come into play.

Because Royal Dutch and Shell can trade out of whack for so long, said Mr. Smith, the trick to the arbitrage trade is not to expect too much. "People trade in and out of it on fairly small spreads," Mr. Smith said. "There's a lot of setting up and unwinding."

Investors who place too heavy a bet on the notion that Royal Dutch and Shell should reach parity can be badly burned -- as the hedge fund Long-Term Capital Management was reported to have found out.

At the beginning of 1998, Royal Dutch shares were trading at a more than 10% premium to Shell, as wide a spread as seen in recent memory. LTCM, believing that its experience in bond arbitrage would translate into stock arbitrage, bet heavily that the spread would come in, according to reports at the time. It didn't.

Instead, with investors plowing money into the market, S&P 500 index funds, along with many fund managers that were hugging the index, were natural buyers. As the year pressed on, the spread between Royal Dutch and Shell got wider.

Eventually, with so many of its big credit-derivative and currency-market bets coming down around its ears, LTCM was forced out of the trade, selling its Shell position and covering its Royal Dutch short. This unwinding pushed Royal Dutch's premium over Shell up near 20%. The spread came back in the months that followed, but that wasn't much solace to LTCM, which found itself proof of Keynes's dictum that markets can remain irrational longer than you can remain solvent.

Part of the problem, said Dresdner Kleinwort Benson global investment strategist James Montier, is that unlike bond arbitrage, where set maturities provide a drop-dead date for when valuations will come in line with where they are supposed to be, there is no defined time for when Royal Dutch and Shell shares will become fungible with one another.

That time may never come. Things have gone on this way for nearly a century now, and Royal Dutch/Shell states in an e-mail that the issue of formally combining operations "should not be addressed hastily and without appropriate consultation and deliberation."

Good news for Mr. Smith and his compatriots, who can look forward to booking arbitrage trades for years to come.
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This arbitrage has been a staple of the London Stock Exchange for years, according to David Smith, senior managing director at Cantor Fitzgerald in London. Mr. Smith said he has traded it for clients ever since he began working in the 1970s.
Through much of the 1970s, the divergence between Royal Dutch and Shell shares was driven by limits on dividends in Britain. When those limits were withdrawn in 1979, Shell began paying out a backlog of unpaid dividends, making Shell the more attractive of the two.

As the U.S. bull market gathered momentum, Royal Dutch shares came into favor because their U.S. American depositary receipts were far more liquid and, more important, were included in the S&P 500 Index. Standard & Poor's decision to remove non-U.S. shares from the index in 2002 pulled a good deal of premium out of Royal Dutch -- although its liquidity and its representation in many other indexes mean that U.S. investors' appetite for stocks in general makes the value sway in relation to Shell. Currency shifts in the British pound and the euro also come into play.

Because Royal Dutch and Shell can trade out of whack for so long, said Mr. Smith, the trick to the arbitrage trade is not to expect too much. "People trade in and out of it on fairly small spreads," Mr. Smith said. "There's a lot of setting up and unwinding."

Investors who place too heavy a bet on the notion that Royal Dutch and Shell should reach parity can be badly burned -- as the hedge fund Long-Term Capital Management was reported to have found out.

At the beginning of 1998, Royal Dutch shares were trading at a more than 10% premium to Shell, as wide a spread as seen in recent memory. LTCM, believing that its experience in bond arbitrage would translate into stock arbitrage, bet heavily that the spread would come in, according to reports at the time. It didn't.

Instead, with investors plowing money into the market, S&P 500 index funds, along with many fund managers that were hugging the index, were natural buyers. As the year pressed on, the spread between Royal Dutch and Shell got wider.

Eventually, with so many of its big credit-derivative and currency-market bets coming down around its ears, LTCM was forced out of the trade, selling its Shell position and covering its Royal Dutch short. This unwinding pushed Royal Dutch's premium over Shell up near 20%. The spread came back in the months that followed, but that wasn't much solace to LTCM, which found itself proof of Keynes's dictum that markets can remain irrational longer than you can remain solvent.

Part of the problem, said Dresdner Kleinwort Benson global investment strategist James Montier, is that unlike bond arbitrage, where set maturities provide a drop-dead date for when valuations will come in line with where they are supposed to be, there is no defined time for when Royal Dutch and Shell shares will become fungible with one another.

That time may never come. Things have gone on this way for nearly a century now, and Royal Dutch/Shell states in an e-mail that the issue of formally combining operations "should not be addressed hastily and without appropriate consultation and deliberation."

Good news for Mr. Smith and his compatriots, who can look forward to booking arbitrage trades for years to come.

Write to Justin Lahart at justin.lahart@wsj.com  [image: image4.png]



