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A justification for investing in the global resource extraction industry 

 
“The basic reason for cyclicality in our world is the involvement of humans.  The main reason for 

this is that people are emotional and inconsistent, not steady and clinical” 

Howard Marks, The Most Important Thing, Uncommon Sense for the Thoughtful Investor, 2011 

 

The resources industry has performed well over 2016 and it may appear that it is ‘too late’ to 
increase exposure to this sector.  Our analysis suggests that the recovery remains in its early stage. 

At its simplest level our investment case for resources is based on the interaction of demand and 
supply: 

 

Demand… 

 We find clear evidence of a synchronised recovery in the global economy, which bodes 
well for companies that supply the global capital expenditure cycle. 
 

Supply… 

 Our research finds there is genuine supply side restraint, a function of disciplined supply 
behaviour from resource companies as well as policy driven reduction in production 
capacity across an array of Chinese industries. 
 

To make our argument for an investment in resource companies we detail eight related 
justifications. 

1. Economic outcome of the resources boom 
2. Existential crisis of the resources industry 
3. Psychological impact on leadership 
4. Recovery period: value over volume 
5. China capacity closures to protect the environment 
6. Chinese fixed asset investment 
7. Global growth is recovering strongly 
8. Animal spirits are yet to emerge 
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Point One   The squandered resources boom 
 

Fifteen years ago, resource companies embarked upon production expansion programs to 
satiate the demand for commodities driven by Chinese fixed asset investment.  These decisions 
were made amidst record high prices for industrial and bulk commodities such as iron ore, 
copper, nickel, tin, zinc and coal. 

While the motives for this production expansion were well grounded, they resulted in major value 
destruction.   

The first contributing reason for the poor economic outcome was that resource companies 
undertook their debt fuelled production capacity expansion simultaneously.  There was a 
‘scrambling’ to get projects developed to exploit high commodity prices, pushing up input prices 
such as labour and materials to a point where capital costs of expansion were much greater 
than originally forecast.   

The second contributing reason was that the simultaneous production expansion not surprisingly 
caused a major increase in commodity supply, causing sharp commodity price falls and making 
projects even more uneconomic.    

In very simple terms, one of the greatest resource booms in recorded economic history was 
squandered by the poor decisions made by the leadership of major global resource companies.  
They outlaid too much to expand supply, and when the increased production entered the 
market major price falls saw dreadful project economics.   

An example of unprecedented value destruction from the last cycle… 

 

“Firms with low asset growth rates earn substantially higher shareholder returns than firms with 
high asset growth rates.  Further, companies that contract their assets tend to generate higher 

shareholder returns than companies that expand their assets” 

Credit Suisse, Capital Allocation: Evidence, Analytical Methods and Assessment Guidance, 2014 

 

The chart on the following page illustrates the debt fuelled asset base expansion of diversified 
miner Rio Tinto (RIO) during the resource boom and the resultant fall in return on the expanded 
equity base to zero.   
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Point One   The squandered resources boom 
 

RIO increased its asset base from $20 billion to $130 billion over a five-year period (the blue line).  
The return on equity (the green line) shows the economic result, it fell to zero.   Not surprisingly 
the RIO share price reacted poorly, declining from $120 to $40, a fall of over 65% amidst a once 
in a generation resources boom. 

 

RIO’s experience was not unique, most other major resource companies emulated a rapid asset 
expansion strategy.  This type behaviour is not peculiar to the resources industry.  In most 
industries, we find companies tend to add too much capacity at the top of the cycle and suffer 
when the cycle recedes.  
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RIO expanded their asset base from $20 billion to 
$130 billion. The return on this capital spend 

plummeted toward zero.  The outcome of this 
capital allocation decision is one of the worst in 

Australian corporate history 

Source: Bloomberg financial analysis   

Return on Equity fell to zero 
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Point Two   The existential crisis 
The value destruction highlighted on the previous page almost destroyed some major resource 
companies, mainly because asset growth was driven by debt.   

One example of a company that almost failed was Glencore (GLEN LN), a major diversified 
resource company involved in production and trading of copper, zinc, lead, nickel, coal, 
aluminium, oil and agricultural products.  The diagram below illustrates their expansive 
production suite: 

 

Glencore was the highest profile company that experienced severe balance sheet problems 
that almost caused it to go into administration.  By 2015, Glencore was on the precipice of 
bankruptcy. 

“Will Asia's Largest Commodity Trader go Bankrupt? 

Various news headlines, November 27th 2015 (about one year ago) 
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PART 3. REMORSE  

March 2016 - Glasenberg said: 
'We've all learnt our lesson: 

don't supply into an 
oversupplied market.' 

PART 1.HUBRIS 

August 2014 – “The balance sheet is robust 
and it is improving. We don’t want a lazy 
balance sheet and that’s what allows us to go 
ahead with the share buybacks and operate 
in the manner we do.” CEO Ivan Glasenberg 

 

PART 2. CRISIS 

September 2015 – At the point of 
near bankruptcy Glencore 

executes a $10 billion fund raising 
programme consisting of a $2.5 
billion equity raise, asset sales, 

production cuts and a dividend 
suspension. 
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Point Three   The Psychological Impact – “Risk Aversion” 
As highlighted, just twelve months ago, the environment for resource companies was dire.  Many 
had to cut dividends, raise equity capital and sell assets to pay down debt, and cut operating 
costs just to survive.    

How has this awful experience changed the future behaviour of resource companies? 

 

“Across resource industries you’re seeing management focus on cost cutting, cash generation, 
debt reduction and overall financial discipline, which was lacking under old regimes 

preceding the 2011 cycle peak” 

Investor Insight: Foundation Resource, November 30th 2016 

 

Unsurprisingly the very recent ‘near death experience” has had a profound impact on the way 
in which resource company leadership plan manage their asset base. 

Our view is that resource company leadership are now a highly risk averse group, and this will 
not change for the foreseeable future.  It may be a generation before we see resource 
companies embark upon value destroying capital expenditure and merger and acquisitions.   

Some recent evidence of the mindset of resource company management:  

 
“Our focus on generating cash with our relentless capital discipline means you can expect us to deliver 

superior shareholder returns” 

CEO of RIO, Capital Markets Day, 23rd November 2016 

 

“We are targeting 15% unlevered internal rates of return and prioritising near term paybacks for new 
capital deployment” 

CEO of Glencore, Investor Update Call, December 2016 

 

“We are always focused on growth and value over volume” 

CEO of BHP, Andrew Mackenzie, full year results presentation, August 2016 

 

“Every decision we make will always prioritise value over volume” 

CEO of RIO, Capital Markets Day, 23rd November 2016 

 

“Our required investment returns are for an unlevered internal rate of return of 15%” 

CEO of RIO, Capital Markets Day, 23rd November 2016 

 

“We’re an absolute believer in focusing on value over volume” 

CEO of South32, Graham Kerr, 2016 full year results presentation 
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Point Four   “Value over Volume” and the impact on supply 
 “I want to know how a company allocates its capital, how they rank paying a dividend, 

making acquisitions or investing in organic growth” 

Carlo Cannell, US Investor 

The newfound philosophy of ‘value over volume’ is likely to result in the following general course 
of action by the resource extraction industry over the next two (2) years: 

The two-year recovery period: 2016 to 2018 

1. Continue to improve productivity to reduce the costs of extraction1 
 

2. Utilise free cash flow to reduce debt levels2 
 

3. Investment in small scale projects to enhance existing operations3 
 

4. Reward shareholders by using excess cashflow for increased dividends, share 
buybacks and capital returns4 
 

At the end of this two-year ‘recovery’ period, we suspect resource company management will 
then be assessing whether to increase supply of commodities if prices are still at levels that 
economically justify expansion.   

It is this final point that we need to focus on.  The risk aversion of resource companies manifests 
itself in the following attitude toward increasing supply: 

 

“Until Boards get comfortable that you have a market that is sustainable with current elevated prices, 
people are not going to commit to new projects.” 

Freeport McMoran, Energy and Natural Resources Conference, June 2016 

 

The scepticism of resource companies about the sustainability of current commodity price 
combined with their focus on generating very high returns on future invested capital5, may mean 
large and necessary projects may not occur for the foreseeable future.   

 

                                                           
1 For example, Rio Tinto is seeking to generate $US5 billion of cost cuts globally over the next five years.  This is in the 
context of a company that generates $US6.4 billion in operational earnings 
 
2 Most major global resource companies will be debt free within four years 
 
3 Most this expenditure will be relatively small ‘catch up’ capital on projects with internal rates of return of greater than 
50% 
 
4 Resource companies are not well known for rewarding shareholders.  We think that there has been a philosophical 
change at Board level, and this may mean the introduction of future shareholder friendly behaviour. 
   
5 The average unleveraged internal rate of return expressed in company transcripts and presentations are 12 to 15%. 
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Point Four   “Value over Volume” and the impact on supply 
Paradoxically, the attitude could constrain supply and maintain current high commodity prices. 

After reading the numerous result transcripts from major resource companies you see a very 
consistent mantra – “value over volume”.   

Companies are signalling to each other that they are not going to expand production if it means 
reducing commodity prices.  We think that this could be considered a very mild and involuntary 
form of tacit collusion by major resource companies. 

 

“Tacit collusion occurs where firms undergo actions that are likely to minimise a response from another 
firm.  Put another way, two firms agree to play a certain strategy without explicitly saying so” 

Thinking Strategically: Brandenburger and Nalebuff, 2014 

 

The other major point to make is that when resource companies are ready to contemplate new 
commodity supply the practical reality is that it takes time: 

 

“A major reason for mid to long term commodity market fluctuations in the field of industrial metals can 
be found in the delayed adjustment of supply.   

New mining projects have long lead times in planning phases and construction periods of five to ten 
years. This makes an instantaneous reaction on unexpectedly increasing demand impossible, leading to 

rapidly increasing prices in times of undersupply.” 

Systems Thinking, Humphreys et al, 2009 

 

Senior executives are telling us that even now there are potential supply problems in some 
commodity markets: 

 

“New supply coming into the market in copper, nickel, zinc and thermal coal is getting tighter and we 
don’t see new big suppliers coming in on these commodities.” 

CEO of Glencore, Investor Update Call, December 2016 

 

Specific evidence from the copper market… 

Given how long it takes to bring copper supply on, we will focus on this market to make our point 
about supply constraint. 

 

“The incentive price to develop new copper supplies is over $US3 per pound. So, even though copper 
prices have risen recently, we still don't believe the current prices are justified to incentivise new 

investment. 

Freeport McMoran, Energy and Natural Resources Conference, June 2016 
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Point Four   “Value over Volume” and the impact on supply 

 

 

From the time you begin investing in a new copper project to the time that it's placed in 
production, it can take seven years, eight years, nine years, 10 years or more to develop new 

sources of copper supply. 

CEO of the leading global copper producer, Freeport McMoran, November 2016 

 

 

“And, yet, if the price of copper would magically triple right now, it would be on the order of 
10 years before we could bring on new production just because of the time it takes just to do 

all the work that's necessary” 
 

Freeport McMoran, November 2016 

 

Supply will ultimately come… 
History will tell us that eventually resource companies will react to sustainably high prices by 
increasing supply.  Nonetheless, because of the recent experience of resource company 
leadership we may be in a situation for many years where resource companies are content 
generating excessive cash flow and rewarding shareholders, rather than increasing supply.  

As evidence for this view we find numerous comments from major resource companies about 
future commodity supply shortfalls, but no consequent commentary about responding to the 
situation by spending capital to increase production. 
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Point Five   Chinese supply side reforms  
The Chinese resource extraction industry has caused significant and widespread environmental 
problems.  In response to these problems, China’s leadership are shutting loss making, high cost 
and polluting resource extraction firms, reducing excess capacity in commodities such as steel, 
cement, coal and iron ore.   

This directive has been entitled ‘supply side reforms’ by the Communist authorities. 

 

“President Xi Jinping unveiled the grand strategy to revitalise the world’s second-largest economy 
through supply-side reforms at the Central Economic Work Conference last year, winding down excess 

capacity and accelerating infrastructure projects.” 

Source: Asia Times, October 2016 

 

Over calendar year 2016 these reforms saw production declines of 30% in ferrous mining, 28% in 
oil and gas production, 13% in transportation equipment, and 35% in coal mining1.   

Further cuts are expected over 2017… 

Coal as an example 

Thermal coal is one of the industry’s most in focus under the Chinese reforms with a target to cut 
500 million tonnes of surplus coal production in the next five years.  To put this into context China’s 
thermal coal consumption is four billion tonnes, and total global traded thermal, coal is 850 
million tonnes2.   So, the capacity reductions are nearly 12% of Chinese consumption3 and 60% 
of globally traded coal.   

 

                                                           
1 Global Steel, What China Reforms Mean for Global Steel, Morgan Stanley Research, December 2016 
2 Source: Platts 
3 Source: Bloomberg Energy Finance 
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Chinese capacity reduction has seen a major increase in 
thermal coal prices.  Many market participants argue 
prices will fall as supply respond to higher prices, but there 
are equally strong arguments that prices will fall but still 
stabilise at higher than forecasts due to Chinese capacity 
being permanently withdrawn from the market. 
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Point Six   Chinese demand for commodities 

  
 “Development is of primary importance and the key to solving every problem we face" 

Premier Li Keqiang, 2016 

 

In response to slowing economic growth early in calendar year 2016 the Chinese government 
embarked upon a major round of fixed asset stimulus (building roads, bridges, real estate, ports).   
With the positive economic impact of this stimulus program waning, there are clear signs that 
the Chinese government is to undertake more fiscal stimulus. 

The Central Economic Work Conference on 16th December 2016 provided high level guidance 
that fixed asset investment would continue to be supported1. 

One major example of an objective is the intention to increase the country’s urbanisation rate 
from 34% to 45%2.  The focus of this urbanisation will be on regional cities such as Guizhou, Tibet, 
Hunan, Henan and Anhui.  This policy will increase demand for steel, iron ore, metallurgical coal, 
concrete, copper and stainless steel. 

 

Apart from policy driven fixed asset investment driving future growth, there is much evidence 
supporting the notion that the Chinese economy is growing acceptably. 

 Power consumption growth 8% over the past 12 months3 
 High technology and equipment manufacturing grow 10.6% over the past 12 months4 
 Automobile sales growth growing at 26% over the past 12 months5 
 Railways freight volumes are growing for the first time since 20136 
 Excavator sales up 45% over the past 12 months7 

                                                           
1 China Commodities Focus, Citigroup, 16th December 2016 
2 Yuanta China Strategy, December 2016 
3 China Strategy, Inflation Nation, Macquarie Equities, October 2016 
4 China Economics Flash, Citigroup, December 2016 
5 Macquarie Chinese Economic Commentary, December 2016 
6 China Strategy, Inflation Nation, Macquarie Equities, October 2016 
7 Ibid 
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Even though fixed asset investment is contributing less in 
percentage terms to China’s overall economic growth, it is still 
a very large number.  Even low levels of growth translate into 

heavy resource demand given the ‘base effect’. 

Fixed asset investment grew 8.3% over the 12 months to 
November 2016 Citigroup, China December 2016  

 Source: Bloomberg 
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Point Seven   Global Economic Recovery  

 
The combination of relatively loose monetary policy globally and the early stages of fiscal 
stimulus in developed economies such as the USA has created a synchronised global economic 
uplift. 

The below chart illustrates the improvement in global the Purchasing Managers' Indices (PMI).  
The PMI is an indicator of the economic health of the manufacturing sector. The PMI is based on 
five major indicators: new orders, inventory levels, production, supplier deliveries and the 
employment environment.  PMIs lead economic growth 

A synchronised uplift in PMIs is a powerful economic signal and has been a rare phenomenon in 
recent years.  These important leading indicators in the US, Europe and China suggests there are 
upside risks to the global growth outlook in the period ahead.  Synchronised economic recovery 
augurs well for companies and industries that are exposed to the economic cycle, particularly 
resource companies. 
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Point Eight   Animal Spirits are yet to emerge…  
 

The final argument we put forward is purely a psychological concept.  Despite the US recovery 
being in its seventh year and leading growth indicators showing future global growth upgrades 
- there is little evidence of ‘animal spirits’. 

What are ‘animal spirits’? 

Animal spirits really describe confidence, and as animal spirits rise they indicate a high degree 
of confidence about the future.  Confidence has a habit of inspiring further confidence. 

 

“A large proportion of our positive activities depend on spontaneous optimism, our decisions to 
do something positive, the full consequences of which will be drawn out over many days to 
come, can only be taken because of animal spirits – of a spontaneous urge to action rather 

than inaction” 

John Maynard Keynes, The General Theory of Employment, Interest, and Money, 1953 

 

Renowned market strategist, James Paulsen from Wells Capital Management uses a proxy for 
animal spirits that comprises household big ticket spending on durable goods and housing 
outlays added to business capital spending, which is then divided by nominal GDP. 

The long term 60-year chart below shows that animal spirits are still depressed by historical 
standards, and there is clear scope that they continue to rise strongly to move to more 
normalised levels – increased purchases of cars, televisions, furniture, houses, capital equipment 
and technology products. 
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Our Conclusion 
Our conclusion from our research is resource companies are going to be very reluctant to 
expand their asset base and supply in the face of rising commodity prices.  The very recent 
history of value destruction means they are strictly applying the mantra ‘value over volume’. 

We believe commodity prices may be able to maintain their gains if not improve on them, partly 
because of this supply restraint from major producers, but also because the global economic 
cycle is turning and major economies are embarking upon resource heavy fixed asset 
investment programs.  Animal spirits may be returning to the global economy. 

What does it mean for some resource companies? 

Below we provide an example of the degree of free cashflow generation from some major 
Australian mining companies, based on current commodity prices.  These free cash flow numbers 
are after interest payments, all operational and corporate costs and sustaining capital 
expenditure. 

Company  Market Capitalisation  Free Cash Flow Yield 

BHP    $79.1 billion   12% 

South 32   $14.5 billion   24% 

RIO    $95.0 billion   15% 

Independence Group  $2.4 billion   16%  

Whitehaven Group  $2.9 billion   29% 
Source: Citigroup, Macquarie, Morgan Stanley 

Based on our arguments outlined in this newsletter, we see Australian resource companies 
rapidly paying down debt levels, maintaining cost control and capital expenditure and 
ultimately rewarding their shareholders through: 

1) Increased dividends   2) Share buybacks 3) Capital Returns 
 

Our conclusion is that the recent harsh lessons of the previous cycle means a supply response to 
high commodity prices may be very slow.  This in turn may mean commodity prices remain 
elevated for longer than expected, allowing resource companies to enjoy heavy cashflows that 
can be paid out to shareholders over 2018 and 2019 and beyond. 

Despite the excellent performance from resource companies over calendar year 2016, we still 
assess that it is a mildly contrarian investment.  Many market participants are sceptical about 
current commodity pricing and are unwilling to invest in the sector, particularly after such strong 
performance over calendar year 2016. 

We concede that some of our arguments may be wrong (in particularly Chinese demand and 
their fiscal position), and we will be tracking our thesis closely, but on the balance of probabilities, 
we believe it is time to be optimistic on global cyclical companies, particularly resources. 

 

These are exceptionally 
high free cash flow yields.  

Sustainability is the 
obvious question, but 
nonetheless we could 

see shareholder friendly 
behavior in the form of 
much higher dividends 
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IMPORTANT DISCLAIMER

This may affect your legal rights: Because this document has been prepared without consideration of any specific client’s financial situation, 
particular needs and investment objectives, you should consult your investment adviser before any investment decision is made. While this 
document is based on the information from sources which are considered reliable, Newgate Funds Pty Ltd, its associated entities, directors, 
employees and consultants do not represent, warrant or guarantee, expressly or impliedly, that the information contained in this document 
is complete or accurate. Nor does Newgate Funds Pty Ltd accept any responsibility to inform you of any matter that subsequently comes 
to its notice, which may affect any of the information contained in this document. This document is a private communication to clients and 
is not intended for public circulation or for the use of any third party, without the prior approval of Newgate Funds Pty Ltd. This is general 
securities advice only and does not constitute advice to any person. 

Disclosure of Interest: Newgate Funds Pty Ltd, Newgate Capital Partners Pty Ltd and its associates may hold shares in the companies 
recommended. 

The individual fund performance figures are based on an investment in the Fund’s June 2013 Series made on July 1st, 2013, the date of the 
Funds’ inception. The performance numbers are based on the net asset value of the Fund and are calculated net of management fees, 
brokerage commissions, administrative expenses, and accrued performance allocation, if any, and include the reinvestment of all dividends, 
interest, new issue income or loss, and capital gains. 

The Firm and the Fund have a limited operating history. This report is not an offer to buy or sell any security. Offering by private Information 
Memorandum only. 

Investing in hedge funds such as the Newgate Real Estate and Infrastructure Fund is risky and investors are exposed to capital loss.  
Investors should review the Information Memorandum for the Fund, which contains a complete description of the investment program and 
its risks, in its entirety before investing. 

The Fund invests in listed securities, which can be volatile and subject to market factors beyond the control of the manager. 

Certain information provided herein is based on third-party sources, which information, although believed to be accurate, has not been 
independently verified. The Firm assumes no liability for errors and omissions in the information contained herein. This report is for 
informational purposes only and may not be reproduced or distributed without the prior consent of the Firm.

Volatility is calculated by using the annualised standard deviation of monthly returns since inception of Newgate Real Estate and 
Infrastructure Fund. Standard deviation measures the distribution of returns around the mean return. Low standard deviations reflect low 
variation in monthly results; higher variability is usually interpreted as higher risk. Standard deviations are based on monthly results, and 
then annualised.

The Sharpe Ratio is the ratio of “excess return” to volatility. Excess return is defined as the annualised rate of return less the risk-free rate, 
using monthly returns since inception. The volatility measure is the annualised standard deviation of monthly excess returns since inception.

Any investment in the Funds is speculative and involves substantial risk, including the risk of losing all or substantially all such investment.  
No representation is made that the Funds will or are likely to achieve their objective, that any investor will or is likely to achieve results 
comparable to the estimated performance shown, will make any profit at all or will be able to avoid incurring substantial losses. 

Past performance is not necessarily indicative of future results. Comparisons of the performance of actively managed accounts such as the 
Funds with passive securities indices involved material inherent limitations.  

Performance estimates are presented only as of the date referenced above and may have changed materially since such date. 

Newgate Capital Partners Pty Ltd, ABN 32 606 357 831, AFS Licence Number 478 388


