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Find Me Somebody to Love: The Rise of the Basin Dominator 

In September 2015 we presented the Kimmeridge outlook for commodity prices and suggested 
that the environment of 2015-16 strongly echoes the cycle that unfolded in 1998-99. Both periods 
follow a similar schematic: a collapse in commodity prices to levels where returns on capital are 
the lowest seen in 20 years, a deceleration in emerging markets coupled with currency instability 
as US-denominated debt becomes harder to sustain, stabilization in demand, and eventually, a 
reduction in supply leading to a recovery in price. Another output of previous down-cycles was 
industry consolidation, a trend that is also likely to dominate 2016. In this note we outline the 
specific factors influencing the types of consolidation which appear most likely to occur, 
emphasizing that while we expect transactions for both Majors and mid-sized E&Ps, the strategic 
rationale for each industry class will be different. 

A History of Energy M&A: What Goes Around Comes Around  

Since 1980 there have been two major down-cycles in the oil price which resulted in abnormally 
low returns. These include the periods between 1982-86 and 1997-2000. In the first cycle of the 
early 1980s, the industry saw a wave of consolidation as the companies created by the breakup 
of Standard Oil in 1911 began to recombine. This trend began in 1983, when Phillips merged with 
General American and continued in full-force in 1984 with the mergers of Texaco and Getty, 
and Standard Oil of California and Gulf Mobil and Superior, and with Royal Dutch acquiring the 
remaining portion of Shell that it did not yet own. The combination of BP and Standard Oil in 1987 
marked the end of the wave.  

Source: Company Reports, Google, and Bloomberg 
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For almost a decade following this consolidation, Major M&A activity was minimal, while return 
on capital for the peer group hovered around 9%, or “normal” levels. However in 1998, with the 
drop in crude prices, the major oil companies were once again forced to reevaluate their 
strategies. BP led the charge with the creation of the SuperMajor through its acquisition of 
Amoco in 1998. That same year saw copycat transactions between Exxon and Mobil, and Total 
and PetroFina (later adding Elf), and the trend continued in 2000 with the merger of Chevron 
and Texaco, and in 2001 with Conoco and Phillips. The one-upmanship didn’t stop there either, 
as BP also acquired Arco in 1999 and Castrol in 2000, while five years later, ConocoPhillips went 
on to add Burlington, and ChevronTexaco acquired Unocal. Further down the food chain the 
merger mania also accelerated, as Anadarko acquired Union Pacific, Western Gas Resources, 
and Kerr McGee, Alberta Energy and PanCanadian formed EnCana, Devon bought Mitchell 
and Ocean Energy, and Chesapeake bought Gothic, to name just a few.  

Looking at today’s down-cycle, the markets have been less active, but the trend for rising M&A 
has arguably already begun with the BG/Shell transaction and the Halliburton/Baker Hughes 
merger. These likely represent the first of many more transactions, while the proposed 
Anadarko/Apache trade is a clear harbinger of things to come. This raises the question of who 
will be next and what the implications are for oil and gas markets. 

Now as ever, one of the reasons that the upstream oil & gas sector is ripe for consolidation is that 
companies operate within a highly disaggregated industry in which everyone is a “price taker”. 
The four largest publicly-listed producers each represent just 1.5-2.6% of the total oil and gas 
production base globally. In the US gas market, the largest producer ExxonMobil accounts for 
4.3%, followed by Chesapeake (4%) and Anadarko (3.3%). There are some larger companies, 
but these are unlisted. For example, Saudi Aramco represents 10.8% of the world oil market, but 
there are 1,000 operators in the US alone. This suggests that unlike the oil service industry, the 
refining and marketing business, and the power space, which are more consolidated, the 
upstream segment is ripe for a wave of M&A. 

While other forecasters have also predicted a rise in M&A in response to record low returns, the 
more pressing questions are what the strategic rationales will be for the various participants and 
what shape these transactions will likely take. 

The Rationale: The First Cut is the Deepest 

A merger is rarely the primary solution for a management team given its impact on career 
development. As prices fall, operators slash headcount, reduce drilling, and squeeze service 
providers. Sooner or later, however, little fat remains to cut, with service providers operating at 
cash costs and operations lean. At this point, combining to create further synergies becomes an 
obvious, if not necessary, fix. 

Historically the urge to merge has been driven by the following efficiencies: 

• Head count reduction – typically the removal of one corporate headquarters and 
removal of duplicative staff 

• Capital spending reductions – through high grading the drilling program and 
consolidation of acreage 

• Service/operations leverage, i.e. concentrating buyer bargaining power 
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• Cheaper financing – lowering cost of capital through a more profitable, diversified 
portfolio 

The relative balance of these motivations changes with each cycle, and it is important to 
understand how they weigh over time. In the early 1980s, M&A activity was focused primarily on 
deriving benefits from scale and was somewhat US-centric. It was also largely led by a survival 
instinct; borrowing costs were high and OPEC spare capacity of almost 10 million barrels per day 
suggested a long down-cycle. The strategic drivers in the mergers of the late 1990s were 
primarily driven by financing needs. As the industry moved into the ultra deepwater and away 
from the US onshore, the enormous capital costs involved in mega projects (Angola, Nigeria, 
Brazil, Kazakhstan, etc.) meant that only the largest players could bid; as a result there was a 
significant competitive advantage in scale here too but for a much different reason. This led 
many bankers to look at the acreage overlap in the international market, hence the 
combinations of BP/Amoco/Arco, ExxonMobil, and ChevronTexaco. In addition, consolidation 
within the downstream and chemical segments implied further cost reductions. 

Today the rationale is different as compared to previous cycles and depending on one’s 
position in the sector. Looking at the Majors, it is clear that the strategic drivers are not access to 
capital or service leverage. For the Majors it is a question of replacing the reserve base, which 
has become increasingly difficult as the deepwater has disappointed and Russia/Middle East 
has become more difficult to access. Their other motivation, as always, is head count reduction. 
In this respect, the Shell/BG transaction makes perfect sense in that Shell is acquiring LNG/gas 
growth while the relative overlap allows for the removal of an entire organization.  

 

Source: Company Report 
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Outside the US, obvious acquisition candidates for BP, Total, and Exxon are limited to the likes of 
Oxy (by Total), Marathon Oil, Apache (ENI), Anadarko (BP/ExxonMobil), and perhaps Noble. 
However, the scale of these deals is smaller – even Anadarko would only be a 40% addition to 
BP/Total by market cap. Santos and Woodside could also be candidates, although both have 
unique challenges. 

E&P Mergers: It’s About the Zip Code 

The strategic rationale for the E&Ps is different from the Majors. Balance sheets are more 
leveraged, mergers can lead to true operational synergies and leverage against service 
providers, and the market continues to reward those who sit at the front of the cost curve with a 
pure play story. We thus expect that the theme across E&P mergers will be the rise of the Basin 
Dominator E&P, where, taken to its extreme, one E&P controls 50% of the position in a single 
basin like the Bakken, Marcellus, Utica, Eagle Ford, Delaware, Midland, or SCOOP. The upside 
prize in this approach is significant. Not only should a Basin Dominator be able to remove an 
entire organization’s SG&A, but the surviving entity should be able to further lower service costs, 
increase transport flexibility (lowering differentials), combine acreage (minimizing partial 
interests/undrillable acreage), increase the percentage of single pads, share frac pits, drill a 
higher proportion of longer laterals, and high grade the acreage/well set. It is with this ambition 
in mind that the majority of activity should occur. 

Breaking down the Basins 

When breaking down the major US unconventional plays there are clearly basins that are easier 
to consolidate than others. Key elements are: 

• Maturity (is the basin approaching a plateau of production?); 
• Level of disaggregation in acreage and production; and 
• Distribution of ownership (who are the relevant players?). 

In the current environment it is difficult to envisage consolidation in the Midland or Delaware 
Basin.  Despite the high number of smaller E&Ps (Laredo, RSP Permian, and Diamondback in the 
Midland, and Cimarex, Concho, and Energen in the Delaware), both basins are growth areas, 
while share performance has been relatively solid and access to capital remains open. As a 
result, management teams are likely to avoid combinations out of fear that they will miss out (on 
commodity price upside and/or geologic de-risking of additional targets) or because of 
perceptions that they can have outpaced growth in the next 2-3 years, and would thus be 
giving away value by combining today. 

In the Bakken, an opposite problem exists. The top 10 acreage holders include Continental, 
Whiting, Hess, Conoco, EOG, Exxon, Oasis, Marathon, Statoil, and Occidental, or seven large-
cap E&Ps/Majors (greater than $10Bn EV). 
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Bakken Shale Net Acreage 

  

Source: Shale Experts, Company Reports, and Kimmeridge Estimates 

Here, consolidation would most likely take one of two paths. In one scenario, Continental and 
Whiting could merge, with the combined entity then set up as a buyer of Oasis or a seller to Hess 
(arguably more accretive). However, this could be challenging given the strong controlling 
influence of Harold Hamm at Continental. The second path could involve Conoco or Hess 
acquiring Whiting or Oasis, but would fall short of developing a truly dominant land position. 

In the Eagle Ford the challenges are similar to that of the Bakken. Ownership of acreage is 
heavily skewed towards large-cap companies who are more likely to be buyers than sellers. 
However, the relative overlap in the Delaware, Eagle Ford and Bakken does highlight the 
appeal of EOG to ConocoPhilips if they should choose to focus on a domestic unconventional 
strategy.  Outside of Lewis Energy (private) and Sanchez, there are few obvious 
merger/acquisition candidates.  

Eagle Ford Shale Net Acreage 

 

Source: Shale Experts, Company Reports and Kimmeridge Estimates 

Company Net Acreage
Continental Resources  1,170,000
Whiting Petroleum  811,737
ConocoPhillips  626,000
Hess Corp.  613,000
EOG Resources  600,000
ExxonMobil  580,000
Oasis Petroleum  505,703
Marathon Oil  370,000
Occidental Petroleum  341,000
Statoil  330,000

Company Net Acerage
EOG Resources, Inc. 624,000
Chesapeake Energy Corporation 449,000
Lewis Energy 430,000
BHP Billiton Limited 332,000
Sanchez Energy Corporation 223,000
ConocoPhillips 220,000
Marathon Oil Corporation 200,000
Anadarko Petroleum Corp 162,000
Pioneer Natural Resources Co. 150,000
SM Energy Company 144,000
Murphy Oil Corporation 135,591
Penn Virginia Corporation 103,300
Carrizo Oil & Gas Inc. 84,000
Statoil ASA 73,000
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The situation is complicated further by the relative attractiveness of the liquids-rich window and 
pressure, with the implication (as with other unconventional plays) that not all acreage is equal. 
Additionally, the major players in the preferred liquid-rich window are EOG, Pioneer, Marathon, 
and Chesapeake, so it’s disproportionately skewed to larger-cap companies as an acquisition 
target. 

Eagle Ford Shale Acreage and GOR 

 

Source: Shale Experts and Company Reports  

This is not to say consolidation in the play doesn’t have its merits or isn’t possible, just that without 
a Conoco/EOG or Pioneer acquisition, most transactions are likely to be on the sub-$1 billion 
scale amongst operators such as Carrizo, Sanchez, Matador, etc. 

In contrast, the Marcellus stands out for its attractiveness for the basin consolidation strategy. 
Among the top 10 acreage holders, seven are below $10 billion in enterprise value and none 
are above $40 billion. In addition, none of these operators have strong controlling shareholders, 
and most have good overlap of operations, with the exception of the head offices. 

Marcellus Shale Net Acreage by Operator 

 

Source: Shale Experts, Company Reports and Kimmeridge Estimates 

Company Net Acreage
Chesapeake Energy 1230
Range Resources 1020
National Fuel Gas 908
Southwestern 756
Consol Energy 667
Equitable 600
Anterro Resources 565
Noble 350
Rexx Energy 317
Anadarko 254
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More importantly, the basin has significant operating synergies. Land is disaggregated (dissimilar 
from the large ranches you see in areas like Texas), infrastructure is a major cost, and three 
players comprise 48% of the active rig count. Assuming Chesapeake is off the table due to its 
size, the obvious candidates for a merger are Equitable ($9.2Bn), Antero ($9.86Bn), and Range 
($7.58Bn), who have combined annualized SG&A of $550M, followed by Southwestern ($7.21Bn), 
who despite their Fayetteville position would be relatively easy to consolidate, and Consol 
($5.39Bn). Additionally, many of the Marcellus players have high degrees of leverage. For 
example, Consol, Antero, and Range have combined debt of $11.6Bn versus annualized 
operating free cash flow of $2.3Bn.  These heavy debt burdens suggest that many will require 
some form of restructuring in the next 1-3 years if they are not acquired.  

The cheapest reserves are on the floor of the NYSE. But what if they disappear? 

One of the oldest adages in the industry is that sometimes the cheapest place to explore for oil is 
on the floor of the NYSE. During such periods, investors should expect increasing M&A activity. 
Over time finding and development costs have trended with EV/boe. This makes logical sense 
given that as the cost of finding reserves goes up, so does the value of the historical reserve 
base. Consequently, during periods of divergence or volatility, operators often take advantage 
of depressed public prices to acquire assets. As of 2014 the weighted average PD F&D cost was 
a staggering $31.80/boe for the group, versus the current EV/PD boe of reserves of $21.54 (note: 
for the peer group XOM is excluded due to the impact of R&M/Chems on the EV).  

This suggests that it is currently significantly cheaper to acquire reserves than explore for them. 
Even taking into account a 30% reduction in capital costs would lower organic PD F&D to 
$22.26/boe, suggesting that the potential for broad-based M&A is large. 

PD F&D for Selected Names versus Average EV/PD boe of the Peer Group 

 

Source: Annual Reports and Kimmeridge Analysis 
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If buying is cheaper than exploring, it stands to reason that one of the key data points acquirers 
are looking at is the reserve base of the target company. Those looking for a wave of M&A may 
have to wait until March 1, 2016, or until year-end reserves are reported, to see a pick-up in 
activity. Few management teams will look to announce an acquisition beforehand for fear that 
the target company could write down 30-50% of their reserves at year-end or take a multi-billion 
dollar impairment due to lower oil and gas prices. Moreover, debt redeterminations are set by 
the reserve numbers, and few acquiring companies will want to push forward with a merger or 
acquisition without line of sight on financing capacity. There are also strong optical reasons for 
acquiring post year-end reporting: 

• Book values will have been written down aggressively, creating little risk of further 
impairments 

• Reserves will have considerable upside by reclassifying PUDs if commodity prices recover 
• Post divestments,  acquiring companies will be able to show pro forma production 

growth, while cutting capex and headcount, creating a positive stock story 
• An acquiring company may be able to take advantage of historical tax credits taken by 

the selling company in the former fiscal year, lowering their go-forward tax rate 
• Distressed companies will increasingly face 2017 debt expirations and hedges rolling off 

Lastly, looking at the financial positions of some of the key independents, it is clear that there is a 
significant spread between larger-cap names and the small-cap space. For example, the debt-
to-market cap of names above $14Bn is 19%, whereas for those below $5Bn it is 109%. 
Furthermore, the ratio of debt-to-annualized operating cash flow is 1.6x for the large caps, 3.5x 
for the mid caps, and 3.75x for the small caps. 

 

Source: Annual Reports, Yahoo Finance and Kimmeridge Analysis 

Summary 

The current environment increasingly indicates that the industry is set for a period of heavy 
consolidation, as operators fight for survival. The greatest upside is likely to accrue to the E&Ps 
who can consolidate within a single basin to become the Basin Dominator, with the Niobrara 
and Marcellus as the most obvious candidates for such an initiative. While the stronger balance 
sheets of the Majors make them likely to also participate, their involvement will be driven by a 
desperate need to replace reserves at a price below their organic F&D cost. The losers in this 
environment are likely to be the service companies who face the heightened potential for an 
extended trough as merger synergies are generated from capex reductions and operating 
leverage. 

All this being said, little activity is likely to occur until commodity prices stabilize and year-end 
reserves are reported, since few will want to undertake an acquisition and leave themselves 
vulnerable to major reserve write-downs or catastrophic debt redeterminations. 

Group MC EV Debt
Debt to 

MC
Op CF 

Annualized OP CF/Debt
Large Cap $528,080 $626,820 $98,740 19% $60,573 163%
Mid Cap $58,880 $106,610 $47,730 81% $13,452 355%
Small Cap $11,165 $23,344 $12,179 109% $3,260 374%
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Appendix 

 

Source: Annual Reports, Yahoo Finance and Kimmeridge Analysis 
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Notice & Disclaimer 

This document and all of the information contained in it, including without limitation all text, 
data, graphs, charts (collectively, the “Information”) is the property of Kimmeridge Energy 
Management Company, LLC or its affiliates (collectively, “Kimmeridge”), or Kimmeridge’s 
licensors, direct or indirect suppliers or any third party involved in making or compiling any 
information (collectively, with Kimmeridge, the “Information Providers”) and is provided for 
informational purposes only.  The information may not be reproduced or redisseminated in 
whole or in part without prior written permission from Kimmeridge. 

The information has been derived from sources believed to be reliable but is not guaranteed as 
to accuracy and does not purport to be a complete analysis of any security, company or 
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