


Exercises on M&A

1. EnCana acquire a gas field which will cost costing about $3 per thousand cubic feet to find, develop and acquire. The current natural gas price is about $8.09 per thousand cubic feet. Why the original owner would agree to sell to right of gas field at such a large discount rate? 
2. The assets of two mining companies sit side by side. To achieve the economy of scale, they merge to form a single company. Suppose the fixed cost of each mining operation is 1 billion every year. The variable cost is 30% of the revenue. The merger will create a saving of 0.7 billion from the fixed cost. The new fixed cost of the combined operation will be 1.3 billion per year. The revenues from two mining operations are 2 billion and 3 billion per year respectively. The revenue of the combined operations 5 billion per year. Variable cost of the combined operation stayed at 30% of the revenue. 
a. Calculate the profit of each mining operation every year before merger.
b. Calculate the annual profit of the combined mining operation.
c. If the shareholders of the originally smaller operation hold 40% of the stakes of the combined entity and the shareholders of the originally larger operation hold 60% of the stakes of the combined entity, how much increase in percentage of the profit to the shareholders of the originally smaller operation and the larger operation?
d. Why in M&A, smaller firms, usually the target firms, often see their share prices increase more than the larger firms? 
Some background information
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EnCana Corp. is paying $2.5-billion (U.S.) to buy out its partner in the Deep Bossier natural gas play in Texas a little more than two years after acquiring its first chunk, and says the play could become the most important in its North American portfolio.

The Calgary company, North America's largest gas producer, said Monday that it is buying the 50 per cent of the Amoruso Field it does not already control from privately owned partner Leor Energy of Houston.

“These assets are a seamless fit with our existing production and operations, and they hold tremendous growth potential in the near and longer term,” EnCana president and chief executive officer Randy Eresman said in a news release.

“It has the potential to be the leading resource play in our North American portfolio.”

EnCana's shares have returned 118 per cent over the last three years, despite highly volatile natural gas prices.

Natural gas fell sharply in 2006 after surging above $15 per thousand cubic feet amid the devastation of hurricanes Katrina and Rita.

The Amoruso Field, located in Robertson County, northwest of Houston, has spawned several of the largest producing onshore gas wells in the United States in the past five years, EnCana said. The company currently has seven drill rigs working there now and plans top add three more next year. Production from the field has grown to 215 million cubic feet a day from zero in just over 24 months.

EnCana, which currently produces about 3.6 billion cubic feet of natural gas a day, bought 30 per cent of the Deep Bossier play from Leor in July, 2005, and an additional 20 per cent the following June. It is not clear how much the Canadian company paid for the first tranche, but according to Leor's web-site, EnCana paid just under $243-million for the second chunk.

Leor was founded in 2003 by Thomas Kaplan and Guma Aguiar.

EnCana estimates that the lands it is buying from Leor contain about 200 potential well locations, each of which would cost about $10-million to develop and each of which likely contains between 8 billion and 13 billion cubic feet of recoverable gas. After royalties, this would total between 1.3 trillion and 1.8 trillion cubic feet, costing about $3 per thousand cubic feet to find, develop and acquire.

Added to the estimated 170 well locations EnCana already has in Deep Bossier, this would bring the total gas recoverable after royalties to between 2.4 trillion and 3.3 trillion cubic feet at a cost of about $2.50 per thousand cubic feet, the company said.

At the end of last year, EnCana estimated its total proven reserves of natural gas at 19.2 trillion cubic feet.

EnCana said it will pay for the acquisition with a combination of cash and debt and that it has arranged $2-billion in bridge financing with Canadian Imperial Bank of Commerce.

The size of the deal appears to have taken some analysts slightly by surprise.

Analyst Andrew Potter at UBS Securities Inc. in Calgary told clients in a note that while EnCana had hinted acquisitions were possible in existing core areas, “this was larger than we had expected.”

However, he also said the price appears “reasonable ... for the asset,” and reiterated the “buy” recommendation he has on EnCana's shares.

As well, Mr. Potter said the company “can easily accommodate the transaction on its balance sheet.”

Amid a continuing stock market fall Monday, news of the acquisition pushed Encana's shares down. They were trading at $66.55 (Canadian) on the Toronto Stock Exchange in mid-morning, down $1.22 or 1.8 per cent from Friday's finish and $4.31 below the 52-week high of $70.86 they hit June 21.

The gas producer said it began discussions about buying out Leor last spring.

The acquisition comes 11 days after the Alberta government announced plans to hike the royalties and other levies it charges oil and gas companies by about 20 per cent, a controversial move that was preceded and followed by industry threats to cut back investment in the province and shift spending elsewhere.

EnCana, for instance, has warned it would cut $1-billion (U.S.) from planned spending of $3-billion in Alberta in 2008 if the royalty review panel's recommendations were fully adopted, with most of the cuts coming in natural gas exploration.

In a conference call, Mr. Eresman said that the Leor acquisition was “a normal strategic event in our pursuit of developing unconventional resource plays in North America,” that has “nothing to do” with any impact from Alberta's recent royalty changes.

He added that EnCana has now carried out a preliminary review of the new royalty structure, and believes that new ventures, and high-risk developments that require higher commodity prices to be profitable, “will be challenged under the new regime.” EnCana will give more details on the perceived impact of the royalty hikes when it presents its 2008 capital program in December.

The deal with Leor also comes at a time of continued weakness for natural gas prices in North America, because of moderate weather and the fact that offshore imports of liquefied natural gas appear increasingly to be putting a ceiling on prices.

After peaking at $15.38 per thousand cubic feet after the devastation of hurricanes Katrina and Rita in late 2005, gas fell sharply, bottoming out at $4.20 in September 2006. It is currently fetching about $8.09 per thousand cubic feet.
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Katanga, Nikanor tie-up to create African mining giant
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In a bid to create the world's largest cobalt producer and the leading copper miner in Africa, Katanga Mining Ltd. is merging with rival Nikanor PLC to form an African mining powerhouse with a market value of roughly $3.3-billion (U.S.).

The deal, which is being recommended by the boards of both companies, would combine Katanga's Kamoto copper complex in the Democratic Republic of Congo, with Nikanor's KOV project. The assets sit side by side in the war-torn African nation.

“We are setting the course to establish Kolwezi as one of the largest and best mining complexes in the world,” Art Ditto, Katanga's Canadian-born president and CEO said on a conference call. 

Jonathan Leslie, Nikanor's executive chairman said the merger would create “an African champion with a stable of assets that will rival the very best in the world.”

Katanga Mining Ltd., seen here, is merging with rival Nikanor PLC to form an African mining powerhouse with a market value of roughly $3.3-billion (U.S.). 

To be called Katanaga Mining, the new company is targeting annual production of 400,000 tonnes of refined copper and 40,000 tonnes of Cobalt by 2011. Mr. Ditto has been tapped to lead the merged firm.

The merger would see Katanga purchase all the outstanding shares of Nikanor. Katanga, which trades on both the TSX and in London is offering .613 of its shares and $2.16 in cash per share for each Nikanor share. The cash portion of the deal will be funded through a so-called “cash return” to shareholders that would see $452-million in cash on the company's balance sheet used to pay for the merger.

The assets of Katanga and Nikanor were once operated as a single mining complex by the DRC's state mining company. But the mines and smelters fell into disrepair in the 1990s and a bloody civil war that claimed more than 4-million lives saw the mines completely shut down.

Amid the relative stability that came with the end of the war in 2003 and the democratic election of Joseph Kabila as the DRC's president last year, the world's mining industry has flocked to the DRC, which contains more than 10 per cent of the planet's copper reserves and a third of its cobalt. 

Despite the massive mineral riches, however, many DRC mining projects have been racked by uncertainty. A government panel is currently reviewing the validity of 61 mining licenses signed over the past decade. Over the weekend, an early draft of the report was leaked to a newspaper in Kinshasa, the capital, suggesting that 23 of the contracts should be cancelled and 38 should be revised.

Katanga shares plunged 13 per cent on the TSX Monday as investors fretted about the validity of its mining contract.

This morning however, the stock gained as much as 33 per cent on news of the deal. 

Mr. Ditto said the combined companies could realize cost savings on the order of $700-million. 

Shareholders representing 78.4 per cent of Nikanor's shares have agreed to tender their shares to the deal. Shareholders representing 48.1 per cent of Katanga's outstanding shares have agreed to support the merger.

If completed, 60 per cent of the new company's shares will be held by Nikanor shareholders and 40 per cent by Katanga shareholders.

The company will be listed on the Toronto Stock Exchange and plans to apply for a main listing on the London Stock Exchange. 
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