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BUY/BUY 
27 March 2009 

BHP Billiton and Rio Tinto 
Should BHPB seek an agreed merger with RIO? 
RIO PRICE: £23.82 | RIO LN                  BHPB PRICE: £14.59 | BLT LN        

We feel there have been big changes since BHP Billiton walked from 
Rio Tinto last year and that the stars are now aligning for it to be 
able reach an agreed bid.  An all share offer at a ratio of >2.5:1 (vs 
ratio now of 1.6:1) makes sense for both sets of shareholders, 
particularly as we value the synergies at c.65% of RIO’s market cap.   

 Changed circumstances demand action by BHP Billiton now… So 
much has changed since the deal break which we feel may compel 
BHPB to reconsider bidding a) the Chinalco deal, if approved in July, 
is bad news for BHPB; b) we believe the bottom of the cycle is 
approaching and time is running out for BHPB to put their pristine 
balance sheet and premium equity rating to good use and c) capital 
markets are re-opening, easing concerns over both the financiability of 
a new deal for RIO and the viability of EU forced disposals. 

 ….and also make it more likely that a deal can be struck this time 
around.  We feel the shareholder fallout from the Chinalco deal and 
subsequent appointment of a new Chair at RIO signals a change of 
heart in both RIO’s board and shareholders as regards their 
consideration of a ‘Plan B’. In Australia the heightened political 
environment surrounding inward investment can only assist in closing 
a mega merger. Finally and most importantly the large gap between 
the current share ratio (1.6:1) and old offer (3.4x);and the enhanced 
value of the synergies (16% of earnings) make the potential gains for 
each side from any deal now too big for both boards to ignore.   

 Should BHPB go now rather than July? We feel there could be a 
case for BHP Billiton to approach the RIO board prior to any 
FIRB/Treasury ruling on the grounds that the macro outlook is 
bottoming now and an approved Chinalco deal re-rates the target.   

 We feel risk/reward still favours RIO: a best case scenario of a bid 
implies share price upside of >55%; an agreed Chinalco deal +15-
20% and a downside case ‘Plan B’ is now priced into the shares 
(current PER discount implies 25% dilution from rights?). Premium 
rated BHPB only remains a BUY as we feel it can deliver the deal. 
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Stock Data 
BHP Billiton 
52-Week Range 2205-731.5
Shares Outstanding (m) 5,565
Market Cap (US$m) 114
Avg. daily value (m) 20.1
 

Rio Tinto 
52-Week Range 7167-995
Shares Outstanding (m) 1284
Market Cap (US$m) 41.4
Avg. daily value (m) 10.7
*E=Liberum Capital estimates 
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Estimates and ratings at spot commodity prices and FX  

Liberum Capital Estimates on spot prices 
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BHP Billiton (Y/E June) 2009E 2010E 2011E
EBITDA (US$m) 19,945 13,471 14,614
EPS (USc) 192 115 127
P/E (x) 11.9 18.3 16.7
EV/EBITDA 6.2 9.2 8.3
 
Rio Tinto (Y/E Dec) 2009E 2010E 2011E
EBITDA (US$m) 15,665 12,655 13,063
EPS (USc) 463 321 345
P/E (x) 7.4 10.7 10
EV/EBITDA 4.8 5.8 2.6

12mth fwd PER - consensus 
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Why re-examine a bid? 
A slew of recent events have made us wonder whether BHP Billiton should be re-
examining another bid for Rio Tinto.   

 The Chinalco deal is bad news for BHPB. The proposed Chinalco deal is the 
biggest factor changing the game - in three ways.  First, the proposed transaction 
de-levers and de-risks Rio Tinto – making it a tougher competitor.  Second, 
Chinalco, as RIO’s partner is a competitive threat for the industry as a whole – it 
gives RIO favourable access to capital (a rumoured A$30bn China-Exim loan 
waiting in the wings) and potentially favourable access to Chinese offtake 
contracts and mineral rights in China and Africa. Third, it makes RIO a tougher 
target to buy – a 18% holder does not have a blocking stake under a scheme of 
arrangement (at 50% + one share acceptance threshold), but it certainly forces a 
bigger price.   

 New Chair at RIO signals a change of heart of both management and 
shareholders? Following extensive shareholder consultation by senior NED 
Andrew Gould, Paul Skinner has stepped down as Chairman of RIO. Jan du 
Plessis is now the first call for BHPB.  It is thought he has a brief to be more open 
minded to corporate opportunities, especially in the light of shareholder disquiet 
at the Chinalco deal and the other perceived mistakes of the previous two years. 
We believe the contrast between how the average RIO shareholder feels about 
the merits and pricing of a bid now relative to the early days of the BHPB bid a 
year ago is stark.  We have gone from “no way except for an extreme price” to 
“put something reasonable on the table and get on with it”.  

 The bottom of the cycle is approaching and BHPB haven’t bought. Judging 
from equity markets, US housing and early results from Chinese stimulus 
packages many feel the bottom of the cycle may be in sight.  BHPB have made it 
clear in their recent round of shareholder meetings that they have not seen any 
signs of a turnaround however.  Whatever their view now it is clear that by 
waiting for the market to turn could mean a very different pricing outcome on any 
acquisition – especially since public deals take at least six months to plan and 
close.  

We look around at the list of other potential targets and in mining the 
opportunities look unattractive relative to Rio.  They are either too small to make 
a difference (First Quantum, Talvivaara), too risky a jurisdiction (eg: plays in 
Congo, Kazakhstan, Russia), too low quality (Freeport, Alcoa) or too difficult to 
execute (Anglo American, Xstrata, Teck Cominco). RIO by contrast is large, high 
quality, has big synergies and perhaps now has a shareholder base and 
management team that are ready to talk. In the oil sector land ratings are more 
punchy than mining and come with fewer synergies – the obvious buy is 
Woodside which has an undisturbed current year EV/EBITDA of c.10x. 

 Capital markets re-opening, easing concerns over viability of disposals. 
Back in November, when BHPB walked away, equity, bond, convertible and M&A 
loan finance markets were all virtually shut. Although BHPB had a financed deal, 
the disposals that were expected to be forced by the EU would have needed 
functioning capital markets for interested buyers to be able to execute. It is early 
days but in March there have been best efforts non-rescue equity placings in the 
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sector (First Quantum and Aquarius), some very large and reasonably priced 
convertible bonds (ArcelorMittal EUR1.1bn), some large bond deals (Roche 
prices a $13bn and EUR8bn bond issues inside one week) and even large M&A 
loan financings (Pfizer’s US$22.5bn signed facility and Gas Natural €18.3bn).  
Mining equities are also on a sounder footing – equity prices are up materially 
giving potential buyer better acquisition currency and some key potential buyers 
of disposals such as Xstrata have repaired balance sheets.   

 The Australian political environment may be a helpful backdrop to a bid.  
The Chinese raid on the Australian minerals sector has stepped up a gear in Q1 
2009 with proposed deals for Oz Minerals, Fortescue and Rio Tinto all now on 
the table.  The ensuing political furore is likely to favour BHPB in some way. A 
straight “no” could leave RIO much more vulnerable to a bid and tough conditions 
applied to the deal could make the Chinalco deal less attractive to RIO 
shareholders.  We feel a new BHP Billiton/RIO merger plan will be favoured in 
Australia, but both politicians and by key Australian institutional investors in RIO 
and BHPB. 

 Equity ratios favourable, but for how long?  On the eve of BHPB’s bid for Rio 
Tinto in October 2007 BHPB was trading at £17.74/share.  It is now only -18% off 
this level when the commodity backdrop has clearly changed massively and the 
UK sector (including BHPB) has fallen -46%. BHPB’s shares are now within a 
whisker of their all time high relative to the sector (see below).  Utilising this 
equity premium when it is still intact has to be a prerogative of management – still 
having a strong balance sheet and no acquisitions when the market recovers will 
have been a mistake. 

 

BHPBilliton relative to FTSE Mining Index  BHPB 12mth PE relative to FTSE Mining 12mth PE 
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RIO’s share price, though it has recovered sharply from its lows is still trading a 
nadir relative to the sector in both share price and consensus forward earnings.  
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Rio Tinto relative to FTSE Mining Index  Rio 12mth PE relative to FTSE Mining 12mth PE 
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Perhaps most importantly with the original deal proposed at a ratio of 3.4 BHPB 
shares to one RIO and the current exchange ratio at 1.6:1 we feel there is good 
scope to for both management teams to agreed new terms and ‘win’ something 
for their shareholders.  The “Zone Of Possible Agreement” (ZOPA) is unusually 
large.  We discuss what the right ratio could be later on in this note. 

 Value of synergies more meaningful as 17% of combined entity. The 
rationale for consummating a deal increases the lower equity prices become.  
This is because the value of the synergies are relatively fixed as they mainly 
consist of the NPV of the cost savings.  The chart below illustrates that the NPV 
of the synergies assuming a 5%, 7% and 10% of costs of good sold for the 
combined entity is in the order of $18bn, $27bn and $36bn respectively.  These 
figures represent 43%, 65% and 86% of Rio’s current market cap and 12%, 17% 
and 23% of the combined entity’s market cap.  Too big to not care about and a 
very strong rationale for the deal. 



27 March 2009 BHP Billiton and Rio Tinto  

6 www.liberumcapital.com 

Current value of synergies is a massive 65% of RIO’s current market cap 
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Why stay away? 
Certainty of outcome a must? 
We feel BHPB are likely to be cautious in any reappraisal of the bid – making sure 
they have very high probability of success after the climb down of Q4 2008. Key to 
the decision to “go” will be the addressing of the key elements that put them off in 
the first place. 

 The cycle.  Although the equity and bond markets are beginning to price in some 
“green shoots” of recovery, BHPB is adamant that the outlook is grim. We think a 
condition precedent is a market that is no linger deteriorating – something that 
may be happening now that global manufacturing output is below consumption – 
implying that the important de-stocking phase has begun. 

 Anti-trust issues and the Chinese.  At the time of the deal break BHPB denied 
that the complexity of the EU process was the overriding factor behind the 
decision. However, we would guess the EU’s desire for divestments in iron ore 
and coking coal to be agreed possibly before the closing of the transaction was a 
major factor in the decision.  Now that acquisition financing markets are up and 
running again, commodity markets have stabilised and potential buyers are back 
in the game, we feel disposals could be achievable.  The Chinese led by 
Chinalco are of course natural interested parties in disposals – so we wonder if 
an elegant solution to the three sets of issues (Australian political, key 
shareholder and EU antitrust) could be the sale of certain mines to Chinalco.  

An agreed deal also makes anti-trust issues less difficult – it allows for greater 
planning as regards disposals – improving execution and also the range of 
disposal possibilities (how about a spin-out of an iron ore NewCo?).  BHPB have 
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very good visibility now on the range of potential outcomes now and we feel they 
are comfortable with the EU “asks”. 

 Financing. The combined net debt of BHPB/RIO assuming an all share offer 
again would be c.US$30bn, or 0.79x 2009E EBITDA at spot commodity prices.  
As such the transaction delivers an optimally geared balance sheet for NewCo. 
However, a change of control of Rio Tinto triggers the re-financing of RIO’s 
c.$40bn debt facility.  With BHPB’s $55bn acquisition facility now lapsed, finding 
$40bn becomes quite a challenge. We feel BHPB could get a c.US$20-25bn 
acquisition facility, backed with $10-20bn in straight bonds and/or convertibles.  
Of the potential debt packages around we feel the acquisition facility is the most 
onerous.  For even A credits, LIBOR spreads are high (c.250bps), as are upfront 
fees (200bps).  Recent packages are also very short term (1 year or less) with 
onerous extension fees (200bps).  As such acquisition finance is likely needed to 
be refinanced quickly either by way of disposals or a rights issue. This may 
become an issue for BHP Billiton shareholders in particular.  

That said, recent news flow from BHP Billiton has been very supportive on the 
financing front.  In the past week BHP has raised $6.3bn for “general corporate 
purposes”, comprising a two tranche $3.25bn bond in the US (19 March) and 
followed by a two tranche Euro bond worth €2.25bn ($3.0bn 26 March) at rates 
well below that of its peers. 

 Deliverability – both RIO and BHPB shareholders.  We understand several 
key RIO shareholder and other key BHPB shareholders had reservations about 
the deal at the time of the break.  For BHPB shareholders there were the worries 
of overpaying, for the smaller group of RIO shareholders there was the feeling 
that RIO management would prevail perfectly well on their own.  These issues 
are less relevant now as a deal can be struck at a material price premium to the 
current one to the benefit of RIO shareholders and BHPB get a re-cast deal at a 
substantial discount to what they walked away from. 

What is the right level to pitch a bid? 
 

Share Ratio: Rio/BHPB  EV Ratio: Rio/BHPB 
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We see the combined company with earnings of US$10.8bn in 2010 with synergies 
set at c.7.5% of group costs adding c.16% to combined earnings from 2011; with 
earnings crushed, the synergies are no longer a ‘slither.’  
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Rio Tinto/BHP Billiton share of combined earnings 
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Rio Tinto/BHP Billiton share of combined EBITDA 
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The chart below shows the share of earnings for the combined company and the 
starting point for negotiations with synergies shown in the “ZOPA” (Zone of potential 
agreement”).  Rio’s share of earnings including synergies, rises to c.48% in 2011, 
equivalent to a share ratio of 4:1, assuming 7.5% of combined cost of goods sold. 
Ex-synergies, Rio’s share of earnings are 38%.  In the previous hostile bid, we 
would have expected BHP Billiton to pay for all the synergy benefits but under an 
agreed offer Rio’s board may be required to show greater flexibility.   

Most likely agreement zone 2.5:1 to 2.7:1? 
Assigning the synergies along the share of market cap split would give Rio 
shareholders c.1/3 of the synergies, taking their target ratio to c.2.6x.  A 50:50 split 
of synergies would take the ratio to 2.9x. For BHPB we feel they need to come away 
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with a decent valuation haircut for them to present to their shareholders sufficient 
justification in returning to this deal.  We would guess they would be looking for a 
minimum cut of 20% in the deal terms on an equity basis implying a ratio of 
2.7:1.This is equivalent to an 11% discount on the EV. 

At 2.5:1 to 2:7:1 the deal represents a premium of 55-67% to the current RIO share 
price.  For BHP shareholders they get a discount of 20-26% on the original terms.  
Happy everyone? 

 

Zone of potential agreement – share of earnings and merger ratios 
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An agreed bid at 2.6:1 compares favourably to Chinalco 
terms 
Comparing valuations in an all share agreed bid to a complicated strategic 
partnership with Chinalco is fraught with difficulty.  Leaving the convertible bond 
aside, the minority interests in RIO assets are to be bought for a historic 2009 PER 
of 9.6x and historic EV/EBITDA of 5.6x.  Both trailing multiples are c.30% above 
RIO’s current trailing valuation multiples.  A 30% price premium is low relative to 
what we feel BHP Billiton can afford to pay and ‘win’ from the deal and any merged 
entity will still have the benefits of synergies to be collected by existing shareholders. 

How we expect BHP Billiton to play it 
Has to be an agreed deal for BHPB and they have to 
make the first move 
There are two principal considerations in the context of a potential deal between Rio 
and BHP: restrictions under the UK Takeover Code and Rio’s current agreement 
with Chinalco. 

 Takeover code allows only an agreed deal before 25th November. Since 
withdrawing its Rio acquisition proposal in late November 2008, BHP has been 
subject to UK Takeover Code restrictions, which restrict BHP from making an 
unsolicited approach for Rio for 12 months, or until 25th November 2009.  
However, the Takeover Panel may grant consent for a new deal within this 
restricted period if the transaction is recommended by the target company, 
allowing the Rio Boards to pursue an agreed deal with BHP. 

 Chinalco’s ‘No Shop’ and ‘No Talk’ mean BHPB must move first. Also of 
consideration is Rio’s agreement with Chinalco, which contains ‘No Shop’ and 
‘No Talk’ provisions, making Rio’s exclusivity obligations slightly more restrictive 
than most agreed transactions.  Combined, the provisions prevent Rio from 
soliciting a competing proposal or even engaging in conversations in response to 
an unsolicited proposal.  However, in satisfaction of their fiduciary responsibility, 
should the Rio Tinto Boards find an unsolicited competing proposal superior to 
the terms of the Chinalco deal and determine that such proposal is reasonably 
capable of being completed, the Boards may enter into negotiations or 
discussions with a third party.  In the event Rio terminates its agreement with 
Chinalco in order to enter into a superior transaction, Rio is liable to pay Chinalco 
a US$195 termination fee. 

Go now or wait till post the June? 
BHP Billiton getting ready to go? 
With these constraining factors BHP Billiton has little choice but to develop a serious 
counterproposal to take to the new Chairman of the RIO board – fireside chats are 
not allowed. BHP Billiton’s proposal could come in the form of a ‘second prize’ offer 
for specific assets or a full blown offer for the company.  For the latter to take place, 
BHPB needs to be sure of where it stands with its shareholder base and that of its 
target, as well as having a good idea of the financing capability of the market.  With 
a European investor roadshow just completed this Tuesday and bond markets well 
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and truly tested (BHP Billiton has raised US$6.3bn in US dollar denominated notes 
and euro denominated bonds this week alone!), there is every indication that BHP 
Billiton’s board now have all they need to make a decision. 

Key dates are the FIRB decision date for the deal which is 14th June and the Senate 
Committee’s hearing on Foreign investment regime on 17th June.  If the FIRB or 
Treasurer are expected to block the deal, it is worth waiting – RIO will be in a more 
distressed state.  If they are expected to approve, why wait until the decision 
properly de-risks and re-rates RIO shares? The call is a politically one – and of the 
kind we feel ill-at-ease to advise on.  With our pro-cyclical bias (we think the macro 
outlook will be better in three months time) and were it up to us, we would approach 
now. 

We note the overnight news that the FIRB has blocked the acquisition of OZ 
Minerals by China Minmetals. The nature of the rejection leaves the door open for a 
remedied deal which to our mind indicates that the FIRB/ Treasury will approve the 
Chinalco deal though possibly with modifications. 

What should Rio Tinto’s board do? 
Locked into Chinalco and working on an emergency 
‘Plan B’ 
In a sense RIO has done all it can do – it is locked into a process with Chinalco that 
will run its course and they are unable to actively seek out other alternatives.  
However, RIO management have also made it clear they have a “plan B” fundraising 
strategy if Chinalco’s $19.5bn investment in the Anglo-Australian miner is blocked by 
regulators or vetoed by shareholders. The Financial Times reports that the RIO FD 
Guy Elliott, speaking at a mining conference in Singapore on Thursday, said that if 
forced to, RIO would consider a rights issue, bond sale, additional asset sales and 
debt rescheduling.   

Much as some shareholders may be frustrated by the past actions of the RIO 
management, the controversial Chinalco deal may well be the catalyst that brings 
back what may well prove to be a far superior deal for shareholders.  If BHPB do get 
goaded into bidding again, the RIO board should be given some credit for it. 

How to play the two shares 
RIO Tinto the preferred play (still!) 
We feel RIO still is the best bet in the sector. The best outcome for shareholders 
would be a re-configured bid at in excess of a ratio of 2.5:1 (55%+ upside).  We still 
feel the Chinalco deal is no bad thing either, and see a consummated deal de-
risking the equity and re-rating it (15-20% upside).  If the Chinalco deal is blocked 
and ‘Plan B’ comes in there will be share price drama – however a $11bn rights and 
$3bn convertible could be c.25% dilutive, leaving RIO at a 12x consensus PER in 
2009.  Since this is in line with Anglo American, we feel the current price is already 
pricing in a successfully executed “Plan B”. As such we see positive risk reward 
under a risk adjusted outcome where a Chinalco deal failure is given a sub 1/3 
probability.  
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BHP Billiton still a buy on the grounds that a delivered 
deal will provide upside 
We feel BHP Billiton has a stretched valuation relative to its peers group and would 
be downgrading the shares to HOLD if we thought the company had a low 
probability of closing an agreed deal for RIO.  If it can reach agreement with the RIO 
board on terms that are at a significant haircut on its last offer (a 2.5 ratio is a drop in 
the deal terms of 25%+), we think the market will reward the combined entity 
handsomely.  

Looking across sectors we see similarities to the merger of Thompson and Reuters. 
It has been a world stock market success – outperforming the media sector in a 
negative top line growth environment as it has the benefits of significant cost 
savings. 
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A merged BHP Billiton and Rio Tinto is a category killer 
On our estimates the pro forma BHP Billiton / RIO would be on a calendar 2010 
PER of 13x based on consensus (17x on Liberum models at spot), with the promise 
of c.15% in incremental earnings growth to come from cost savings. This seems to 
low for the definitive global mining company. 
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Disclaimer 
The circumstances in which this communication have been produced are such that it is inappropriate to characterise it as independent investment research, as it has 
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