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THE BIG PICTURE

MINING RESOURCE CYCLE—ARE WE IN THE GREEN,
YELLOW OR RED ZONE?

By Adrian Clayton (Managing Director & CIO) and Rachel
Finlayson (Analyst)

“For it is, so to speak, a game of musical chairs — a pastime
in which he is victor who secures a chair for himself when the
music stops” (John Maynard Keynes).

Over the past decade, local resource shares have carried the
wooden spoon on the JSE, yet over the past 3 years, the
annualised return for the JSE Resource Index has been 7
times that of the JSE Financial and Industrial Index. Such a
change in fortunes has catalysed resource disciples into full
song. Is this the time to buy resources, or is owning
resources a game of musical chairs where most of the
players end up without a chair when the music stops?

We take a pragmatic and high level look at a very diverse
and complicated industry, appreciating that we cannot
consider all its facets here. At the end of the article we
summarise our findings in a table.

The bull’s argument for owning resource shares:

e Mining is the first stage in the global production value
chain of goods and services and thus represents the axis
for all value creation.

e  Population growth will underpin ongoing demand for
commodities.

e Emerging markets continue to urbanise and

industrialise feeding demand for commodities.

e ‘Reserve replacement values’ are falling, implying that
the depletion rate for many resources is higher than the
degree to which reserves are being replaced.

e ‘Reserve sufficiency ratios’, being the finite limit of
resources, are declining, i.e. global available reserves of
various commodities are dropping.

e Every commodity is finite and becoming genuinely
scarce to find, consequently, the cost of production
should rise over time and so too the price.

e The world’s largest commodity user, China, has for the
past few years engaged in pollution reducing policies.
As part of this strategy, it is seeking higher quality
resources.

The bear’s argument for avoiding resource shares:

e The capital intensity of the industry is increasing, this
entails larger capital risk for shareholders.

e Off a higher capital base, higher commodity prices are

needed to sustain returns.

e There is very little value per unit of production, but
volume creates cost effectiveness. To achieve
profitability demands enormous scale.

e High profit margins, entices
defeating the profit cycle.

increased production,

e Mining is extremely volatile due to the inability to
predict short-term demand.

e  Positive industry structure, such as barriers to entry are
irrelevant to profitability as producers always behave as
price takers.

e All future economic decisions are based on imperfect
and incomplete information — even the technical
feasibility study on a mine can prove erroneous. In
addition, socio-political factors in developing nations,
where a significant number of mines are based, such as
expropriation without compensation, threaten to
undermine entire ventures.

How advanced is the current cycle?

To assess the merits of investing into the current cycle, we
follow a process of looking at a mosaic of factors to gain
perspective.
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Figure 1. Resource cycles since 1998. Source: Bloomberg and Northstar Asset Management. March
2019.

Since 1998, we can identify 4 commodity cycles:

e The longest lasted 6 years, starting in 2002 — it was long
in duration, explosive and considered a super cycle. It
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failed spectacularly at the onset of the GFC — Great
Financial Crisis in 2008.

e Shorter 1 and 2 year mini-cycles started in 1998 and in
2011.

e The latest commodity cycle has lasted 3 years with gains
much in line with other mini-cycles.

Neither the length of the current cycle nor its magnitude are
obvious points of difference relative to anything seen before
it — this cycle’s price activity offers limited insight into risks or
current opportunities.

Resource prices

Although most commodity prices have been significantly
buoyed off their 2015 lows, adjusting these for inflation,
shows that prices are not absurdly high. In addition,
resources are not a homogenous grouping and performances
are quite disparate. Bulks like iron ore have rallied hard while
some of the base metals, such as copper, have had more
muted results.
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Company profit margins

EBITDA or profit margins are currently at elevated levels and
these margins inevitably mean revert (they return to an
average) — mining companies are presently thriving,
considering this is a boom and bust industry, we see this as a
good reason to be cautious!
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Figure 4. Profit margins of resource companies. Source: Bloomberg and Northstar Asset Management.
March 2019.

Returns on capital employed:

The returns that resource companies are earning on their
capital employed has reached long-term average levels, thus
not incentivising for extra capital commitment and potential
shareholder destruction. The risks to returns on capital is a
sudden demand shock.
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Figure 2. Inflation adjusted price of Iron Ore. Source: Bloomberg and Northstar Asset Management.
March 2019.
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Figure 3. Inflation adjusted price of Copper. Source: Bloomberg and Northstar Asset Management.
March 2019.

In nominal terms it is easy to argue that the individual
commodity price movements have been significant (iron ore
was $37 a tonne in 2015 versus $80 a tonne currently) yet in
real terms (adjusted for inflation), the degree of gains are
muted.

Figure 5. Resource companies return on capital. Source: Bloomberg and Northstar Asset
Management. March 2019.

Valuations

One of the many methods we use to value commodity
companies (albeit in this case very rudimentary) is price to
book. On this metric, the companies do not look expensive.
Coincidentally, they also do not look overvalued on cash flow
or earnings metrics.
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Figure 6. Resource companies price to book. Source: Bloomberg and Northstar Asset Management.
March 2019.

Chinese growth

If there is one lesson we have learnt about investing in
commodities it is that predicting short-term demand is a
fool’s game. China is the dominant global consumer of
commodities and affects pricing (see Figure 7 showing
Chinese GDP growth against the copper price), so predicting
demand, involves predicting China. Demand is predictable
over the long-term and is a function of an economy’s GDP
growth and the intensity of their resource usage and per
capita incomes. China should remain elevated on these
measures against other countries in the years ahead. Our
concerns include the trend in Chinese GDP growth since 2008
and the extent to which the government has had to
intervene to keep the train rolling.

Chinese GDP growth vs the copper price
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Figure 8. China’s share of base metals demand. Source: Bloomberg and Northstar Asset Management.
March 2019.

Time to buy?

So how far into the game of musical chairs are we? These
cycles are enigmatic and in the short-term predictions are a
lottery. However, what we know is that the resource
industry is one that, with clock-work precision, displays mean
reversion. Consequently, the lowest risk opportunity to own
commodity stocks occurs when commodity prices are rock
bottom and suppliers are generating poor returns off their
installed capital bases with weak profit margins. Our work
shows that this is not the case at present.

Performance over time

Figure 9 asks the question, even if an investor missed a
commodity cycle, in the long-term, does it really matter?

Since 1986, resource returns have lagged the MSCI World
Index whilst the risk taken by resource investors has been
higher, both in terms of capital draw-downs and volatility.

Figure 7. Chinese GDP growth (LHS) vs the copper price (RHS). Source: Bloomberg and Northstar Asset
Management. March 2019.

Client dependency

When China accounted for 10% of global commodity
consumption in the early 1990’s, their growth became a free
option to resource companies. Now that China represents at
least 40% of resource consumption, the ‘white knuckle
syndrome’ applies to suppliers. We struggle to see another
economy that can take the slack in the commodity market if
China has an unexpected shock.

Return and risk (since 1995)
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Figure 9. Returns and risk (since 1995). Source: Bloomberg, Morningstar and Northstar Asset
Management. March 2019.
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Conclusion

Our investment philosophy is ‘quality at a reasonable price’.
In terms of measuring quality quantitatively, it is evident that
relying on a consistent ROIC (Return on invested capital) and
FCF (Free cash flow) history in the context of mining, is
inappropriate.

We do look to other measures in our quality framework.
Commodity companies with proven management teams,
that operate at a low point on the cost curve and that
possess fortress balance sheets able to withstand the rigors
of down cycles, will be considered seriously by Northstar
Asset Management as portfolio holdings. However, we
remain firmly of the view that commodity investing is about
timing and the most opportune time to buy these businesses
is when the commodity cycle is in its infancy. We do not
believe that is the case currently!

We conclude with a table of our findings from this article.

1. Magnitude and duration of the

rally X

2. Resource prices in real terms X

3. Company profit margins X
4. Returns on capital employed X

5. Company valuations X

6. Chinese growth X

7. Client concentration X
8. Commodity returns over time X

Table 1. Summary of Northstar Asset Management findings on the commaodity cycle. Source:
Northstar Asset Management. March 2019.
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CIS DISCLOSURES

Collective investment schemes in securities are generally medium- to long-term investments.
The value of participatory interests or the investment may go down as well as up. Past perfor-
mance is not necessarily a guide to future performance. Sanlam Collective Investments (RF) (Pty)
Ltd (the manager) does not provide any guarantee, either with respect to the capital or the
return of a portfolio. The manager has the right to close certain portfolios to new investors, in
order to manage it more efficiently, in accordance with its mandate. Collective investment
schemes are traded at ruling prices and can engage in borrowing and scrip lending. The collective
investment scheme may borrow up to 10% of the market value of the portfolio to bridge insuffi-
cient liquidity.

Annualised returns are period returns re-scaled to a period of one year. This allows investors to
compare returns of different assets that they have owned for different lengths of time. Actual
annual figures are available to the investor on request. Income distributions, prior to deduction
of applicable taxes, are [included/not included] in the performance calculations. NAV to NAV
figures have been used for the performance calculations, as calculated by the manager at the
valuation point defined in the deed, over all reporting periods. Investment performance calcula-
tions are available for verification upon request by any person. Reinvestment of income is calcu-
lated on the actual amount distributed per participatory interest, using the ex-dividend date NAV
price of the applicable class of the portfolio, irrespective of the actual reinvestment date. The
performance is calculated for the portfolio. The individual investor performance may differ, as a
result of initial fees, the actual investment date, the date of reinvestment and dividend withhold-
ing tax.

Different classes of participatory interests apply to these portfolios and are subject to different
fees and charges. A schedule of fees, charges and maximum commissions is available on request
from the manager, or is available on the website at www.sanlaminvestments.com. Forward
pricing is used. The portfolio valuation time is 08h00 for fund of funds and 15h00 for all other
portfolios and the transaction cut-off time is 14h00. The transaction cut-off time should be
14h00, for portfolios except fund of funds, but execution is not always guaranteed. If execution
could not take place on the same day, it will take place the next business day, or at the earliest
possible opportunity. For fund of funds, the cut-off time for the execution of trades is 14h00 on
the day preceding the pricing date.

Foreign securities within portfolios may have additional material risks, depending on the specific
risks affecting that country, such as: potential constraints on liquidity and the repatriation of
funds; macroeconomic risks; political risks; foreign exchange risks; tax risks; settlement risks; and
potential limitations on the availability of market information. Fluctuations or movements in
exchange rates may cause the value of underlying international investments to go up or down.
Investors are reminded that an investment in a currency other than their own may expose them
to a foreign exchange risk.

The terms and conditions, a schedule of fees, charges and maximum commissions, performance
fee frequently asked questions as well as the minimum disclosure document (MDD) and quarter-
ly investor report (QIR) for each portfolio are available on Sanlam Collective Investments’ web-
site at www.sanlaminvestments.com. Associates of the manager may be invested within certain
portfolios and the details thereof are available from the manager.

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number
601, is the co-named partner and investment manager of the co-named portfolios within the
Sanlam Collective Investments Scheme and is an authorised discretionary financial services
provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). This infor-
mation is not advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37
of 2002). Please be advised that there may be representatives acting under supervision.

The manager retains full legal responsibility for the co-named portfolios.

THE FINANCIAL ADVISORY AND INTERMEDIARY SERVICES ACT, 2002

Northstar Asset Management Proprietary Limited is an authorised financial services provider in
terms of the Financial Advisory and Intermediary Services Act 2002. All information contained in
this document should not be construed, or relied upon, as advice. If you require financial and/or
investment advice, please engage the services of an independent financial adviser.

INFORMATION AND CONTENT

The information and content (collectively 'information') accessible in this document are provided
by Northstar as general information about the company and its products and services. Northstar
does not guarantee the suitability or potential value of any information or particular investment
source. Any information in this document is not intended nor does it constitute financial, tax,
legal, investment, or other advice. Nothing contained in any service or any other content in this
document constitutes a solicitation, recommendation, endorsement or offer by Northstar. Noth-
ing contained in any service or any other content in this document constitutes a solicitation,
recommendation, endorsement or offer by Northstar.

Illustrations, forecasts or hypothetical data are not guaranteed and are provided for illustrative
purposes only; returns or benefits are dependent on the performance of underlying assets or
other variable market factors; there are risks involved in buying or selling a financial product;
past performances are not necessarily indicative of future performances; and no guarantees are
provided.

NORTHSTAR ASSET MANAGEMENT

Northstar Asset Management (Pty) Ltd

Registration No. 1996/001423/07 | FSP number 601

Suite 1A, Madison Place, Alphen Office Park, Constantia Road,

Constantia PostNet Suite #784, Private Bag X16, Constantia 7848

Tel +27 (0)21 810 8400 | Fax +27 (0)21 794 2885

info@northstar.co.za | www.northstar.co.za

SANLAM COLLECTIVE INVESTMENTS

Sanlam Collective Investments (RF) (Pty) Ltd

Registration No. 1967/00865/07

2 Strand Street Bellville, 7530 PO Box 30, Sanlamhof, Bellville, 7532
Tel +27 (0)21 916 1800 Fax +27 (0)21 947 8224

service@sci.sanlam.com, www.sanlaminvestments.com

Please refer to our website for directors & company secretary details

DISCLAIMER

Northstar Asset Management (Pty) Ltd, registration number 1996/001423/07 and FSP number
601, is the co-named partner and investment manager of the co-named portfolios within the
Sanlam Collective Investments Scheme and is an authorised discretionary financial services
provider under the Financial Advisory and Intermediary Services Act (No. 37 of 2002). This infor-
mation is not advice, as defined in the Financial Advisory and Intermediary Services Act (No. 37
of 2002). Please be advised that there may be representatives acting under supervision.

Legal Information http://northstar.co.za/page/legal-information/
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