The economic argument for renegotiation
Introduction
In view of the controversy surrounding the Kamoto Project and other Kolwezi contracts, it is important to assess whether the right balance has been struck between the financial rewards accruing to the private companies and the stake in the assets and level of control retained by Gécamines. An independent mining expert, with extensive experience of conducting evaluations around the world, was therefore invited to examine and model key economic aspects of the Kamoto project.[FN – brief profile Pierre] The assessment considers, inter alia:

· The level of returns generated by the project, comparing this to the accepted norms for similar mining ventures. Key to this assessment is determining whether the base price for copper and cobalt, which KML uses to calculate the internal rate of return, is realistic.

· The stake in the joint venture company retained by Gécamines and whether or not this minority holding fairly reflects the contribution of the state-owned company to the project, i.e., the value of the assets that it has transferred.

· Whether or not, based on modeling realistic scenarios concerning metal prices, the call for the renegotiation of the joint venture contracts is justified on economic grounds. 

· The extent to which the DRC Government benefits from revenue streams – taxes and royalties – generated by the project. The private investors have emphasised these benefits.

The Feasibility Study for Kamoto has recently been completed and a summary of this, together with a Technical Report, including an economic analysis of the project, has been posted on KML’s website [ref].  The economic analysis shows the sources and uses of funds over the 20 year life of the project. The data made available by the company in its Technical Report is used by the independent mining analyst in assessing and modeling the Kamoto project.

While the analysis and economic sensitivity model developed by the analyst relates to the Kamoto project, the methodology used could be adapted and applied to some of Gécamines other JV agreements.

	The Kamoto Concession

Project description

On Feb 7 2004 a Joint Venture Contract n° 632/6711/SG/GC/2004
 was signed between Gécamines Kinross-Forrest Limited (KFL) establishing the Joint Venture Company Kamoto Copper Company SARL (KCC). KCC is 75% owned by KFL and 25% by Gécamines. The contract was approved on August 4th 2005 by Presidential Decree n° 05/070
.

Under the contract, KCC has the right to mine in Kolwezi district in Katanga province, south-DRC for the next 20 years, with an option to extend.
 The 15.235 [chk] hectares area awarded to KCC includes the underground Kamoto mine, three open-pit mines, and prospective sites[?].
 Other assets comprise the Kamoto Concentrator and the Luilu metallurgical plant, as well as all other infrastructure. The total proven and probable reserves of copper and cobalt at Kamoto are 3.28 million tonnes and 344,000 tonnes respectively. [chk & update]
Current Status

KCC is to become a leading copper company
. On January 31 2007, the company announced the closing of two contracts related to the rehabilitation of the Kamoto Mine
. The Kamoto underground mine and Dima open pits are on schedule to start production in April 2007, with work on the Kamoto concentrator and Luilu Metallurgical plant completed by, respectively, July and September 2007. First copper is to be shipped in December 2007. Annual production is estimated at 150,000 tonnes of Cu and 5,000 tonnes of Co
.

Company structure

Kamoto Copper Company SARL (KCC) is owned 75% by Kinross Forrest Limited (KFL) and 25% by Gécamines. [Role KOL?] KFL is itself a wholly owned subsidiaries of the holding company Katanga Mining Limited, registered in Bermuda but with its corporate address in London.

Kamoto Operating Limited (KOL)

Registered in DRC

Subcontractor of KCC
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Kamoto Copper Company SARL (KCC)

Registered in DRC

Joint venture company owned by KFL (75%) and Gécamines (25%)



Kinross Forrest Limited (KFL)

Registered in British Virgin Islands

On 26 June 2006 KML took over KFL - KFL is now a 100% subsidiary of KML


Gécamines

Katanga Mining Limited (KAT)

Holding company

Registered on Bermuda – 7 Oct 1996

Listed on Toronto Stock Exchange – 28 Jun 2006




The level of returns

Measuring returns

To estimate the value and the feasibility of a project and to be able to decide whether to invest or not, companies calculate the Internal Rate of Return (IRR). This IRR is the 
Rate of interest that renders the initial capital cost equal to the future revenues.

A project is a good investment  ie. Economically feasible if its IRR is greater or equal than the rate of interest that prevails on the market for industrial projects. This rate of interest is generally referred to as “the opportunity cost of capital”. .In general, if the IRR is greater, than the opportunity cost of capital then the project will add value for the company.
 The extent to which risks attach to a particular project – for example, whether production may be disrupted by political instability or even conflict – requires that the opportunity cost of capital should include a premium to offset these risks.

Note: IRRs are always calculated in constant value of money ie. Without inflation.
Typical returns for mining projects

Internal Rates of Return (IRR) of mining projects are typically fairly low, between 12 -15 per cent because they involve a long time lag (20 years), high levels of risk in prices of minerals, and technical risks related to mining, ore processing and metallurgy as is the case for Kamoto.
The opportunity cost of capital contemplated here is 4% plus a risk factor of 8% in the case of DRC so 12%.
The returns for Kamoto

By establishing the IRR for Kamoto, it is possible to say whether or not it is higher than the opportunity cost of capital. However, one factor of particular importance in determining the IRR is the market price paid for the copper and cobalt produced by Kamoto. Two scenarios are presented:

· low metal prices, as used by the company in its Technical Report;

· cautiously realistic prices, used in the expert model.

The IRR using low metal prices

With the capital and operating cost estimates given in the Feasibility Study and Technical Report, and copper/cobalt prices of 1.10/10.00 US$/lb, the project’s internal rate of return is 29.3 %. This value which compares to a 12% ‘opportunity cost of capital’ allows a good margin of 17.3% for the project sponsors in the case of Kamoto. This produces revenues for developing other mines, or investing in other industrial projects in DRC and in other parts of the world. The returns are shared between the project owners, KML and Gécamines at 75% and 25% respectively, under the Kamoto Copper Company (KCC) Joint Venture agreement. 

The IRR using realistic prices

Copper and cobalt prices are volatile and, as of end 2006, copper and cobalt prices were very much higher than 1.1/10 US$/lb used in KML’s Technical Report as the base price [cite current prices]. The expert view is that historical prices in 2005 US$ values are a better guide. Over the last fifty or so years, the average copper price has been 1.52 USD/lb and the average cobalt price 15.00 USD/lb in 2005 US$ (using US GDP deflators).
 When these prices are used, the IRR for Kamoto increases significantly to 76.9% which compared to 12% opportunity cost of capital leaves a margin of 64.9% to the project sponsors..

Dividing the returns

The respective stakes of Gécamines and the private partners

The returns that have been calculated, including those that model more realistic metal prices, benefit the Kamoto Copper Company Joint Venture as a whole. In other words, both the private sponsors and Gécamines, as a state owned company, are rewarded. However, in order to determine whether the returns from the project as a whole are distributed equitably between the parties, it is necessary to assess whether the return that each expects to receive from the venture is a fair reflection of their contribution to the project ie. Commensurate with its contribution...

Gécamines’ contribution to the Kamoto project is considered in more depth in the section that follows. At this juncture, it is sufficient to note that Gécamines has provided the concession itself, i.e., the geological reserves of copper and cobalt in the ground at Kamoto, the existing mine underground mine infrastructure and developments, the ore processing facilities and the metallurgical and electolyzing plants. Under other circumstances – for example, if it had been decided to privatise the DRC’s mining assets and sell them to private investors – then Gécamines would have received an outright payment for the Kamoto concession. Rather, the decision was taken to develop Kamoto as a joint venture between the state owned mining company and a private partner. Under this arrangement, in order to receive recompense for providing the concession in the first place, Gécamines should either receive an equity share in the project equivalent to its contribution or else receive a combination of equity share and a front downpayment..

Indeed, under the joint venture agreement, Gécamines retains a 25% stake in KCC while the private sponsors, KML, are given a 75% share, these being shares of future revenues. No consideration is given to any front payment for the assets transferred by Gécamines. Hence, of the margins of return above the opportunity cost of capital generated by the mine – ie.17.3% in the base case and the 64.9% with higher metal prices – one quarter will go to Gécamines and three quarters to KML.

In order to assess whether Gécamines’ contribution to the project is fairly reflected in the Joint Venture agreement, it is necessary to establish:

· What it is that Gécamines has contributed to the project;

· The value of Gécamines’ contribution – how much it has put into the project;

· The value of the Kamoto deal to Gécamines – how much it gets back for its 25% stake.

Gécamines’ Contribution to KCC
A legal study of the KCC Joint venture details Gécamines key contributions to the project. Firstly, the state-owned company contributes the concession itself, i.e., the geological reserves of copper and cobalt, and attributes exclusive exploitation rights to KCC. Secondly, it provides existing equipment and installations for mining and processing as well as metallurgy to the stage of production of copper and cobalt cathodese.
 The value of the assets transferred depends upon how much money is needed to refurbish them.

Statements made by KML acknowledge the importance of the mineral assets and plant contributed by Gécamines at Kamoto.

Plant, equipment and installations

According to KML’s Technical Report, Gécamines assets are considerable, and much of plant, though in need of refurbishment and upgrading, requires relatively modest levels of investment before production can be started: “The initial refurbishment and rehabilitation of the Kamoto Mine, Kamoto Concentrator and Luilu Metallurgical plant and related infrastructure will require approximately six months as the Kamoto Mine requires only limited work to restore it to production”.
 The Technical Report also notes that: “Limited maintenance of the remaining infrastructure is required. Mining can begin almost immediately once the equipment arrives on site.”

The copper and cobalt reserves

Kamoto has impressive proved copper and cobalt reserves as shown in the table below taken from the Technical Report: [Review & update as necessary]

In addition to the proved and probable reserves (i.e., those reserves reported with a high degree of certainty) which are detailed in both the Technical Report [and presentation], KML is also confident about Kamoto’s potential: “As meaningful exploration has not been carried out in the region since the early 1980’s, the Project area holds significant potential for new discoveries, and further target generation and exploration drilling should be undertaken.” [fn]

In a recent interview, the president and chief executive officer (CEO) of KML is unequivocal about the quality of both the reserves and production facilities:  ‘I am unaware of any start-up enterprise in the base metal mining sector that has come into the marketplace with such large, high-grade reserves and large installed capacity….If you look at the grade of these deposits, the production grade of the ore going into the mills and the plants, it’s extremely high by world standards, and as a result this operation will be one of the lowest cost producers in the world.’

The value of Gécamines’ contribution: the failure to audit Kamoto

In the absence of an audited book value of the assets transferred by Gécamines to KCC at Kamoto, it seems impossible to calculate whether the 25% stake it retains in the project is fair. Yet, incredibly, the value of these assets has either not been calculated at all or else the result of any audit has not been included in the Feasibility Study and Technical Report.

[QUOTE Pierre?]

The opinion of the independent analyst is in line with that stated in a legal analysis of the Kamoto agreement commissioned in January 2006.
 [FN on status of this]. The legal study concluded that: “The JV Agreement relates to extensive assets, part of the national wealth of the Democratic Republic of the Congo, which are being transferred to be used by the private sector without an evaluation and assurance that the country will be appropriately remunerated for the privilege granted to a private concern.” [fn]

The fact that the assets that Gécamines brings to the project have not been valued must raise serious concerns about the basis upon which the returns from the project are divided. As a result, the split 25% to Gécamines and 75% to KML appears entirely arbitrary.

The expert advice is that the only accurate way to obtain the actual value of assets transferred by GCM to KCC is to visit the site and to run a technical and financial audit of the assets and accounts – something which should have been done before the terms of the joint venture were finalised.
In the absence of this audit, however, it is still possible to make an assessment of whether the Kamoto deal is fair to Gécamines. The first step is to model how much Gécamines 25% stake in the project is worth in discounted US$ value of 2005. To do this, it is necessary to consider both the scenario presented by KML – which both reflects and justifies the existing Joint Venture Agreement – and an alternative scenario which uses the much more realistic copper prices, referred to above. The second step, in the absence of an audit, is to refer this to an estimated value for the Gécamines assets which have been transferred, by reference to similar projects in the world.
	[TO COMPLETE - HATCH OUT AS SEPERATE CHAPTER?]

A legal assessment of the KCC Joint Venture Agreement [chk]

The failure to account for Gécamines’ contribution

The legal analysis of the Kamoto Contract raised a number of questions about the true value of Gécamines’ assets and whether the 25 per cent share allocation and distribution of benefits from the project were adequate in view of Gécamines’ contribution to KCC. A number of unanswered questions are identified in the analysis:

“What would have been the cost of building a complete infrastructure (road, electric stations and sub-stations, canalisation for the water, railroads and access to public utilities, pumping stations, etc) in that area, a new plant, Equipment and Installations? How should Gécamines’ contribution be evaluated in regards to these costs?

· What is the value of Gécamines’ contribution in relation to the value of the ore in the ground or tailings available for reprocessing, if any?

· What is the value of all licences and permits being transferred to KCC with potential extraction targets of up to 150,000 tons Cu/year ore and profits related thereto?

· Why isn’t Gécamines remunerated for allowing its assets to guarantee the loans made to KF Limited and KCC?

· Why isn’t there an advance from shareholders recognised to the benefit of Gécamines for the previous studies conducted on the property?

The company [in full] rejected these concerns claiming that, according to its economic forecasts, Gécamines and the DRC Government would derive 56 per cent of the global revenues of the project as compared to 44 per cent for Katanga Mining.  It also objected to the NGOs’ failure to mention that Gécamines 25 per cent shareholding could not be reduced even if there was an increase in capital invested in the project by other parties.

 In addition, the company accused the Canadian law firm, who had provided the advice, of a conflict of interest, a claim the law firm vehemently denies.  Nevertheless the law firm took the unprecedented step of withdrawing the legal advice, but the lawyer who carried out the work has not retracted her advice.   Mr Forrest’s lawyers have since  made explicit in their communications to the NGOs  that the contract in question has in fact been signed in perfect conformity with the rule of law applicable in the Congo (including the Mining Code) and with respect for the interests of Gécamines and the State. 


An estimated value for the Kamoto assets
Using the overview figures provided by KML and drawing parallels with other mining projects, it is possible to model and estimate the approximate value of the assets transferred by Gécamines. Based on average annual production at Kamoto of 115 000 tonnes of copper and 6 000 tonnes of cobalt, assuming prices at $1.10/lb and $10/lb respectively, and making adjustments based on the price paid to acquire assets under [recent] agreements elsewhere in the world, the expert view is that the value of Gécamines contribution of assets to the project is worth $450 million. The details of how this figure was calculated are given in appendix X.

However, $450 million is a very conservative estimate. The CEO of KML has recently gone on record stating that ‘we can we can create the size of output that I have referred to with modest capital, compared to a greenfield undertaking. The program I highlighted will take CDN$427 million [US$365 million] to accomplish. If you looked at the cost of a greenfield program, it would be in excess of CDN$1 billion [US$0.85 billion]. So, in other words, we can compress the time it’s going to take to complete all this and we can achieve this level of production for far less than if it was a greenfield project.’ According to this estimation, it would therefore appear that the infrastructure and plant alone at Kamoto are worth over CDN$570 million [US$488 million]. 
The value of Gécamines 25% stake

Establishing a value for the assets transferred by Gécamines is an important first step in determining whether its 25% stake in the project is a fair reflection of its contribution. However, having estimated a value for these assets, the second step is to calculate what Gécamines’ 25% stake in the project is worth. If it is worth an equivalent amount to, or more than, the value of the assets, then Gécamines 25% holding is fair. If, however, the value accruing to Gécamines is worth less than its contribution, then the agreement is unfair. Of course, in making this calculation, a number of factors have to be taken into account, the most important of which is again the price of copper and cobalt. A model has therefore been used to calculate how much the Kamoto project is worth to each party – the net present value (NPV) – which allows metal prices to be varied. In calculating this worth, the fact that the different parties have higher or lower costs – for example, KML brings more investment funds to the project – has been taken into consideration. Once more the scenario envisaged in the feasibility study, which was used to determine how the joint venture was framed, is contrasted with a scenario of realistic metal prices, much more in line with prevailing market conditions.

How much is the 25% equity stake worth? The scenario favoured under the existing joint venture

Low metal prices, Gécamines actual 25% stake
	Equity split
	25% Gécamines

75% KML

	Metal prices
	Copper $1.1/lb

Cobalt $10/lb

	Up front payment
	0

	 Value (NPV@12% DF)
	$143.2
Gécamines

$145.5
KML

	% share value*
	26.7%
Gécamines

27.1% 
KML

	Project IRR

opportunity cost of capital or discount factor
	29.3%

12%


NB: 
% share values relate to total NPV of the project; the balance is DRC’s share
The Kamoto project is worth $142.3 million (i.e., NPV) to Gécamines. The project is worth a similar amount – $145.5 million – to KML, giving an attractive IRR of the investment (IRR) of 29.3%, or 17.3% above the opportunity cost of capital. Hence, the initial impression is that the value generated by the project is equally divided under the scenario modeled in the Feasibility Study and Technical Report and reflected in the terms of the Joint Venture agreement. Gécamines receives well under a third of the estimated value of the assets it has contributed to the project, but there is no scope for an up front payment under this scenario if KML are to benefit from their investment. Indeed, the scenario favoured by KML justifies the principal tenets of the Joint Venture Agreement: 25% to Gécamines, and no up front payment made nor envisaged for the assets transferred. However, the apparent equity of this arrangement relies on the use of low copper and cobalt prices that are not realistic in 2005 US$ values, average historical prices. 

How much is the 25% equity stake really worth? A more realistic scenario

Realistic metal prices 1.52/15$/lb for copper and cobalt, Gécamines actual 25% stake
	Equity split
	25% Gécamines

75% KML

	Metal prices
	Copper $1.52/lb

Cobalt $15/lb

	Up front payment
	0

	Value (NPV@12% DF)
	$351.2 million
Gécamines

$716.5 million
KML

	% share value
	21.4%
Gécamines

43.6% 
KML

	Project IRR

opportunity cost of capital or discount factor

	76.9%

12%


NB: 
% share values relate to total NPV of the project; the balance is DRC’s share
When metal prices are increased in line with historic prices to more realistic levels, a significant part of the value realised from the project under the terms of the existing Joint Venture Agreement is captured by KML at the expense of Gécamines. Although the project’s worth to Gécamines improves, the state mining company receives a significantly smaller share ie. 33% compared to 67% for – and under the existing Joint Venture, it receives no up front payment for the assets it has transferred. In comparison, the worth of Kamoto to KML increases dramatically to $716.5 million or over twice the value received by Gécamines. This scenario is much closer to the prevailing scenario at Kamoto: in other words, Gécamines is bound into a Joint Venture Agreement based on unrealistically low metal prices and no up front payment when, in reality, prices are much higher. A disproportionate amount of the value generated by the Kamoto project accrues to KML.

Prevailing prices are higher still. [chk]. But this is not taken into account by us. We retain historic average price in 2005 US$ value.
Arriving at a fair deal for Gécamines

In order to arrive at an equitable deal for both parties, there are two possible solutions: the first is for KML to make a one off, balancing payment to Gécamines; the second is for Gécamines to increase the amount of equity it holds in the project.

A balancing payment

Taken together, the worth of the Kamoto project to Gécamines, when combined with an up front balancing payment, should be equivalent to the book value of the assets the state owned mining company contributed at the outset. This combination of up front payment and present value can again be modeled for different metal prices: the scenario considered here uses realistic prices.

	Equity split
	25% Gécamines

75% KML

	Metal prices
	Copper $1.52/lb

Cobalt $15/lb

	Up front payment
	$266.3 million

	Value (NPV@12% DF)
	$589.0 million
Gécamines

$716.5 million
KML

	
	

	% share value
	31.3%
Gécamines

38.1% 
KML

	Project IRR

opportunity cost of capital or discount factor

	76.9%

12%


NB: 
% share values relate to total NPV of the project; the balance is DRC’s share
Using this scenario, Gécamines receives a total equivalent to $589 million for the assets it has contributed to the project, a figure that is in line with a plausible worth of the plant and equipment and metal reserves, at a reasonable discount. At the same time, KML still receives both a somewhat advantageous split of the value generated ie. 55%.

An increased stake for Gécamines

	Equity split
	40% Gécamines

60% KML

	Metal prices
	Copper $1.52/lb

Cobalt $15/lb

	Up front payment
	0



	Value (NPV@12% DF)
	$528.5 million
Gécamines

$539.1 million
KML

	% share value
	32.2%
Gécamines

32.8% 
KML

	Project IRR

opportunity cost of capital or discount factor

	76.9%

12%


NB: 
% share values relate to total NPV of the project; the balance is DRC’s share
Again using realistic metal prices, rather than Gécamines receiving a one off balancing payment, it is possible to model an increased equity holding for Gécamines that results in the state owned mining company deriving fair value from Kamoto over the duration of the project. Of course, Gécamines holding should only be increased to the point where the Kamoto deal remains attractive for KML. On this basis, it would appear that a fair distribution of equity is 40% to Gécamines and 60% to KML. This still allows KML to derive a value of $539 million from the project ie. 55% At the same time, the project is worth $528 million to Gécamines, which is in line with a plausible worth of the plant and equipment and metal reserves transferred, at a reasonable discount.
The terms of the alternative are equivalent. But the combination of downpayment and 25% equity share is preferable to Gécamines; indeed front money payment is certain and may permit uses today, whereas 40% of future gains will yield uncertain absolute values 
The wider benefits to the DRC: a justification for the existing joint venture?

So far the analysis has dealt with the fairness of the KCC Joint Venture in relation to Gécamines and the private partners. From this standpoint, it is apparent that, given the significantly underestimated metal prices and the zero value placed on the assets transferred by the state owned company for its 25% stake, the deal is unfair to Gécamines. However, KML has consistently argued that the Kamoto project should be seen in the wider context of contributing to the rebuilding of the Congolese economy and the reconstruction of the country. Clearly investment in DRC is vital: it will ultimately provide tax revenue (both corporate and income tax) to central government, create  waged jobs and foster a domestic market for goods and services. Such factors need to be taken into account when assessing the wider benefits of the Kamoto project, in order to establish to what extent, if any, they offset the existing poor deal for Gécamines.

Katanga Mining is planning to invest $658 million in the Kamoto project.
 The company estimates that the project over its twenty year lease will contribute almost $2.2 billion in taxes, royalties, wages and other spending to the DRC economy.
 [Based on Cu Co 1.10/10] Ultimately, 2,500 people will be employed during the operational phase, with ‘double that number indirectly employed in the supply chain.’ The company also points to ‘a significant multiplier effect as increased consumer spending supports local businesses.’ The initial redevelopment has created 1,600 jobs [chk Ditto interview] and the company claims that, even at current levels of  employment, $950,000 a month is injected into government and the local economy. As of the beginning of 2007, KML estimated its contribution to date into the DRC economy at $10.4 million, of which expenditure on locally sourced goods accounted for $5.1 million and ‘payroll and social support’ $4.6 million.
 No detailed breakdown of social expenditure per se to date or in the future is given: the focus is to be upon ‘strategically high impact, self sustaining projects – healthcare & education and training.’

It is, of course, pertinent to note that an improved deal for Gécamines will not actually effect many of these wider benefits: job creation, revenue streams from taxation and royalties, all will remain the same. [Spell out relationship SOE and central government; how does central government benefit from balancing payment?]
While KML has provided little or no data or explanations of how it has calculated the wider benefits it cites, the expert model can again be used to determine the relative worth of the Kamoto project not only to the project partners, but also to the DRC government. Again, this value alters depending on the metal prices used and whether or not a balancing payment is made for the assets transferred.
The following table gives the values in the case of 25% sharing to Gécamines with no front payment: A futher price scenario is added ie. 1.25/10US$/lb Cu/Co
[Why are you adding this; if so, it should also be done in the previous tables…]
	PWV12% $US million

% of total
	Metal prices Copper/Cobalt $US/lb

	
	1.10
10
	1.25
10
	1.52
15

	KML
	145.5

27.1
	274.4
35.2
	716.5

43.6

	Gécamines
	143.2

26.7
	189.6

24.3
	351.2

21.4

	DRC Government
	248.1

46.3
	316.7

40.6
	576.3

35.1


It should be noted that increasing metal prices from the low levels used in the Feasibility Study and Technical Report, through the conservative prices used in KML’s February 2007 presentation, to realistic levels based on historic data, results in a smaller proportion of the projects value accruing to the DRC Government (i.e., through taxes and royalties) and a larger proportion accruing to KML as the private sector partner.

Erring on the side of caution: final considerations

The object of modeling the returns and worth generated for each of the project partners at Kamoto is to obtain an independent assessment of the fairness or otherwise of the joint venture agreement. Considerable care has been taken to avoid using base data that would result in overstating the case for renegotiation in favour of Gécamines. Indeed, a conservative value has been given to many of the variables:

· The realistic, historically based, copper and cobalt prices used throughout are well below current prices for copper and cobalt. [Cite these] For as long as prices remain high, KML will increasingly benefit from the lion’s share. Hence the call for any redistribution based on realistic prices is reinforced should high metal prices persist.

· Estimating a value for the Kamoto assets is based upon production figures of 115,000 tonnes copper and 6000 tonnes cobalt, as used in the Feasibility Study and Technical Report. However, this level of production will leave 26% of proven and probable copper reserves (765,906 million tonnes) and 60% of proven and probable cobalt reserves (174,659 million tonnes) untouched. In other words, the in ground assets are worth considerably more than allowed for, should annual production increase.

· Moreover, account has only been taken here of proven and probable reserves. However, the latest figures from the company suggest that measured and indicated resources – that is, estimates of resources which may turn out to be underground – could amount to as much as 2.4 million tonnes of copper and 270,000 tonnes of cobalt.

· OTHER CAUTIOUS ASSUMPTIONS? [e.g., estimated value based on parallel with Balkashmed, which itself was a conservative estimate cf. market value]

· Impact of increasing Cu grade? Significant? i.e., production copper up for same amount of ore processed. Impact on IRR and NPVs?

Conclusion: justifying the call for renegotiation or dissolution of the Joint Venture Agreement

[CONCLUSIONS  - TO BE RE-WRITTEN]

· KCC, Gécamines and KML, appear to have underestimated the long term copper price (1.10$/lb instead of 1.57$/lb) and the cobalt price (10$/lb instead of 15$/lb) when compared with prices based on real historical data.

· Hence the IRR for the project is significantly increased to… [complete]
· However, KML, as the private partner, captures a disproportionate amount of these highly lucrative returns because the 25% stake in the project owned by Gécamines under the existing agreement does not reflect the true value of its contribution to the project.

· It is a matter of serious concern that the considerable value of the assets – the reserves of copper and cobalt and the plant and equipment – brought to the project by Gécamines have never been properly assessed. If KML had brought the company concession outright, a conservative estimate is that it would have had to have paid Gécamines $450 million for this assets. Instead, the 25% equity accorded to Gécamines translates to an equivalent worth of just $142.3 million, a third of the true value of the assets.

· It should, however, be noted that the assets transferred by Gécamines, in particular the potential [chk] reserves of copper and cobalt, have been significantly under estimated [in what? KML figures?]. Hence the value of $450 placed on these assets is likely to be a marked underestimation of their true worth.

Inequities in the Joint Venture Agreement: options for redress

A key concern must therefore be how this inequable treatment of Gécamines, as stipulated in the existing KCC Joint Venture agreement, can be redressed.

Dissolution of the contract and international tender

The most radical solution is for the Joint venture Agreement to be dissolved. Once the actual value of the assets contributed by Gécamines has been properly assessed, tenders could be invited from international mining firms – including the sponsors of KML – for their participation in a new joint venture with Gécamines. Given the poor deal for Gécamines in the current joint venture, coupled with the controversy surrounding the acquisition of the Kamoto concession by KML [chk], the call for dissolution is justified. Whether or not it is heeded depends upon the realpolitik behind the restructuring of the mining sector in the DRC.

Renegotiation of the contract

A second option is to renegotiate the terms of the existing KCC Joint Venture Agreement so that this more equitably reflects Gécamines contribution to the project. There are a range of ways in which this might be done, including

· Increasing Gécamines’ equity in the project from 25% to a figure equivalent to the value of the assets transferred to the joint venture company. The model suggests that, using a realistic copper and cobalt prices, a share for Gécamines of 40% would translate to an equivalent value for Gécamines assets of $528.5 million, whilst maintaining a healthy value for KML and lucrative returns on its investment.

· KML making a one-off up front payment to Gécamines which, when added to the current value of the project to Gécamines, equates to the value of the assets it contributed in the first place. Again, there are many ways at arriving at an appropriate balance between the size of the cash payment and the allocation of equity. Assuming, however, that Gécamines retains its current 25% equity share, it is entitled to a cash payment of $266.3 million, based on realistic copper prices.

* The relative value of the project to Gécamines and KML, excluding the proportion of value accruing to the DRC government – see below. 





� Convention de Joint Venture 632/6711/SG/GC/2004, 07 February 2004.


� Journal Officiel de la Républiqe Démocratique du Congo, première partie – n° 21, 1 November 2005


� The initial period can be extended by two more periods of ten years each.


� The Kamoto mine comprises Kamoto Principal and Etang. The DIMA open-pit mines are Dikuluwe, Mashamba East and Mashamba West. On November 4 2005 KCC signed a Leasing Contract with Gécamines, obtaining the exclusive right to perform mining activities on the above mentioned sites that are under mining permit n° 525. For the Musonoie T17 site, which is under mining permit n° 4958 an additional leasing contract was signed. (See Amended Technical Report, 23 June 2006, page 10, ‘3.2 Property’ and page 187, ‘26.1 Copies of mineral Concession Certificates’).


� Building a leader copper company, Katanga Mining presentation at INDABA, South Africa, 7 February 2007


� Katanga Mining News Release, Katanga Awards Important Infrastructure Contracts, 31 January 2007


� Building a leader copper company, Katanga Mining presentation at INDABA, South Africa, 7 February 2007


� � HYPERLINK "http://www.katangamining.com/about/structure.html" ��http://www.katangamining.com/about/structure.html� 


� Amended Technical Report, page 31, 6.4 The nature and extent of title, 23 June 2006


� Notice of Change in Corporate Structure, 12 October 206, � HYPERLINK "http://www.sedar.com" ��www.sedar.com�


� Bermuda register, � HYPERLINK "https://www.roc.gov.bm/roc/rocweb.nsf/public+register/l+public+companies" ��https://www.roc.gov.bm/roc/rocweb.nsf/public+register/l+public+companies�


� Company profile Katanga Mining Limited, � HYPERLINK "http://www.sedar.com" ��www.sedar.com� 


� The investment costs, known as the project’s cost of capital is made up of two components: the cost of equity and the cost of debt (i.e., interest payments on money borrowed for investment in the project).


� Stated in 2005 prices.


� Based on production of 115000t of copper and 6000t of cobalt [annual average?]


� “Gécamines is attributed a 25% free carried participation in KCC’s share capital in consideration for the Attribution of Exclusive Exploitation Rights to KCC.  The rent to be paid for the Rented Equipment and Installations is an amount equal to 2% of Net Sales Revenues� for the first three (3) years and 1, 5% of Net Sales Revenues thereafter.” There is also a category for ‘Other Contributions” under the agreement, although it is noted that: “There is no remuneration provided for the Other Contribution under the provisions of JV Agreement.” [ref] 


� 


� Arthur Ditto, managing director KML [chk], interview, Wall Street Reporter, 23 February 2007, <http://www.wallstreetreporter.com/profile.php?id=22932>.


� This value is estimated according to their book value in the accounts, their physical state and capacity to resume operations, and allowing for a reasonable discount.


� The legal analysis did not take into consideration the pre-feasibility study of the project that had been carried out by Hatch, which was subsequently posted on KML’s website [add ref]. [Relevance?]


� Letter from George A. Forrest, Président GFI Afrique to the Transitional Government of the DRC, 2 March 2006: « Il m’y a nulle référence au fait que les 25% détenus par la Gécamines sont incompressibles (même si il y a une augmentation du capital sans que la Gécamines n’y participe).  On compare aussi des revenus théoriques pour un Etat a ceux de la  Gécamines sans faire référence aux taxes que KCC va honorer en plus des paiements a la Gécamines…d’autres exemples tout aussi frappants peuvent encore être aisément relevés.  S’agissant des valorisations du projet et du gisement, il y a lieu de signaler qu’elles sont conformes au Code Minier ainsi qu’a toutes les redevances requises en la matière. »


� Ref.?


� The breakdown of this total: DRC royalty payments $173.54 million; Gécamines royalty payments $123.231 million; Tax on income (corporate tax?) $1194.181 million; dividend tax $242.724 million; capital equipment duties $15.657 million; import duties consumables $16.994 million; payroll & social $413.787 million. TOTAL $2180.114 million. See Building a leader copper company, Katanga Mining presentation at INDABA, South Africa, 7 February 2007.


� Contributions to date: locally sourced goods: $5.097 million. Import duties 0.69 million; payroll & social support 4.626 million. TOTAL 10.413 million.


� Increasing production will depend on many factors: metal prices, production costs, smelting and concentrating capacities. [Others? More detail needed?]
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