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  Newsletter No.38 

February 2014 Alvine Capital Newsletter 

 

Mining value 

‘A hole in the ground owned by a liar’ Mark Twain (The Autobiography of John Hays Hammond.) 

 

Key issue: The latest super cycle theory for commodities has once again rolled over. However 

capital investment has became more disciplined with mining companies returning to do 

what they do best digging out product to fuel global growth. 

Key recommendation: Over the last two years mining stocks have been a car crash. Investors 

should look closely at those companies that have regrouped and focused on efficiencies and 

large scale production. While there is no immediate likelihood of a new bull commodity cycle it 

is always worthwhile to buy during downturns and await the inevitable next phase. 

Together with ‘peak oil theory’, since the millennium in particular we have had to endure 

numerous stories such as ‘commodity super-cycles’ and if every Chinaman buys a washing 

machine or drives a car...  

‘Even if China’s economic growth rate slows down from where we originally thought it would 

be, it matters less for resource demand than many people assume. China and India are a lot 

bigger than they were at the start of the century.’ Fraser Thompson McKinsey Global Institute 

(source: Bloomberg.com 25/9/13.) 
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This time was not different 

As is the way with markets, and the human nature that drives them sound fundamentals tend to 

get overtaken by speculation and eventually bubbles. The story of emerging market led ever 

increasing demand for commodities tended to be overtaken by supply. Man’s ingenuity to 

garner new ways to find supply should not be overlooked, and the collapse in prices since the 

peak has been every bit as sudden and painful as previous periods of retrenchment. 

Demand - faltering in the west 

We share Jim O’Neil’s excitement about the profound changes going in the BRIC/MINT/CIVETS 

etc. However, there are other less exiting but equally important issues that investors need to 

face in the developed markets. Faltering demand for an entire host of commodities centre on 

the following; 

Demographics - end of the baby boom, and ageing population 

Higher prices have choked usage 

Weak overall growth and consumption 

Internet shopping and other profound lifestyle changes 

 

Even ‘inelastic’ demand is not totally inelastic! 

While demand over the short term for essentials like fuel, can appear to be inelastic over a 

longer time period real changes in behaviour will cut into usage in particular if incomes are 

stagnant. Greater female participation in the workforce, together with high childcare costs and 

internet shopping all are transforming previous patterns of behaviour. Once these are bedded in 

there is little prospect in returning, something that every high street in the West world is 

belatedly coming to terms with. 

Usage of automobiles, a key driver in steel demand (and hence by proxy iron ore) has tended to 

fade as generation Y has become far less likely than their parents to own a car.  Stiffer 
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environmental standards together with their more efficient usage also tend to see a reduced 

range of a variety of commodity consumption. 

 

From EM stock market to economic crisis 

The more than four year sell off in most emerging market equities and bonds, had until recently 

been a strangely muted affair for those countries. While global investors had taken the pain, 

economic activity across the fast developing world had remained robust.  

As the crisis accelerated into 2014 country after country moved to raise interest rates to protect 

free falling currencies. At the time of going to press some stability has emerged in the currency 

markets, but at the price of potential severe damage to domestic demand. 

‘The tightening of policy may not be quite what meets the eye’ Daniel Dombey FT 29th January. 

Higher interest rates will hurt demand potentially further unravelling the entire EM 

commodity boom story. Brazil had already slid into a recession in the second half of 2013, 

worse is to come as these higher interest costs bite. 

 

Supply side changes - big is best 

 

Shishen pit North Cape RSA - one of the world’s largest holes 
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As the commodity supper cycle unravelled an increasingly small group of super producers, 

focussing on ever larger and more efficient production sites has emerged. The sheer scale of 

modern mining is breathtaking.  

The Finniston ‘SUPERPIT’ in western Australia is 3.8km long and 1.35km wide, this production 

facility will dig around 85million tonnes of which about 12million will be low grade ore. A new 

generation of equipment from vast diggers and truck to specialised rigs looked after by a skilled 

and well paid workforce, are helping to give economies of scale for extraction.  

From the previous over-the-top overspend a new generation of managers are learning to make 

incremental efficiencies, rather than blindly wait for the next upswing.  

 

 

Consolidation - a new era of super groups 
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As the mines get bigger, and the capital required to dig them correspondingly, the firms 

that have survived in today’s world of more modest sale prices, have had to grow, 

consolidate and adapt. 

During the decade long boom a clutch of ambitious entrepreneurs built a range of over 

leveraged companies. Companies like Citic Pacific embarked on grand new projects in Western 

Australia that were always optimistic in scale and costs. Having the engineering skills to pull off 

these mega-investments was a real obstacle to success. 

‘Looking back, both we and MCC underestimated the complexity and the amount of work, time 

and capital needed to build this project’ Chang Zhenming Chairman of Citic Pacific (source: 

FT.com 20/2/14.) 

 

 

 

 

 

 

 

 

 

Source: Thomas White International 

The more established super players have increasingly to exert a disciplined approach to 

investment, and market share. Cowboy shod buccaneers have been replaced by a new 

generation of managers that eschew grand projects, and rather concentrate on cost control and 

efficiency. 

The new Rio Tinto Chief Executive Sam Walsh is just one of this new breed. A $2bn annual cost 

saving programme was exceeded and debt is now falling fast. We include a link to the FT LEX 

feature ‘Rio Tinto: ore blimey!’ That applauds this sea change in corporate behaviour. 

http://www.ft.com/cms/s/3/0dde0526-9401-11e3-a0e1 

00144feab7de.html?siteedition=uk#axzz2tryz69yB 

At Vale (the world’s largest iron ore producer) things are not different, capital expenditure in 

2014 is forecast to be $16.3bn down from a cyclical peak of $18bn three years ago.  

http://www.ft.com/cms/s/3/0dde0526-9401-11e3-a0e1%2000144feab7de.html?siteedition=uk#axzz2tryz69yB
http://www.ft.com/cms/s/3/0dde0526-9401-11e3-a0e1%2000144feab7de.html?siteedition=uk#axzz2tryz69yB
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CEO Murilo Ferreira explained ‘we are strongly committed to allocating capital only to world-

class assets with big resources, low costs, high-quality products and opportunities for low-cost 

brownfield expansion’ (source: www.bdlive.co.za 4/12/13.) 

 

Price floor supports end of downturn 

Market cycles are all ultimately self correcting. Just as demand was not insensitive to higher 

prices, production has had the same effect. During the bull market many new projects were 

commenced at increasingly higher marginal cost. 

‘The inflation-adjusted cost of starting a new oil well doubled in the past decade, according to 

McKinsey. Metal mines now take as much as 20 years to develop, from six to ten years in the 

1980’s and 90s’. Joe Richter (source: Bloomberg.com 25.9.13) Costs such as energy, labour, 

transport and crucially the whole range of government induced taxes and environmental 

standards all make mining an expensive business. 

However halting production is a last resort, and only comes at the absolute pinch point. 

Companies will run right down to cash costs rather than discontinue a complicated, and 

expensive mine to close. But once they are there, it would take a substantial turnaround in 

market dynamics before re-starting. Even before this last resort is taken, companies can trim 

production and concentrate on higher grade low volume work. All of this helps the supply-

demand balance. 

 

 

 

 

 

 

 

 

 

 

 

 



 

ALVINE CAPITAL MANAGEMENT LTD. 4 HILL STREET, LONDON, W1J 5NE, TEL: +44 (0)20 7529 7690 FAX +44 (0)20 7409 1688 
WWW.ALVINECAPITAL.COM   ALVINE CAPITAL MANAGEMENT (UK) LTD IS AUTHORISED AND REGULATED BY THE FINANCIAL 

CONDUCT AUTHORITY, REGISTERED IN ENGLAND NO: 5504902 

 

Conclusion - support is at hand 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Bears look away now. 

There are still a few recidivist ‘end of the world’ economists, soothsayers, journalists etc who 

tend to trot out every time there are a few bad days in the markets. Albert Edwards the 

perennial pessimist in his latest missive stated ‘the ongoing EM debacle will be less contained 

than subprime ultimately proved to be....markets face a Freddie Kruger-like nightmare’ (6/2/14 

source : CNBC.com.) While we for once share his concerns about the immediate overbought 

conditions in the US markets, if this ultimate bear is half right it’s still a very dangerous play to 

buy into effectively a pro-growth story. 

However if you think the world is going to end—or even that 2014 growth will be sub-par then 

there are plenty of other financial assets that will suffer more. The prospects for mining, and 

the companies in this sector, have already priced in all but a doomsday scenario. In all other 

economic forecasts the real value, dividend cover and rebalanced corporate sector make this a 

good entry point to invest. 

To borrow another famous Mark Twain’s quote ‘rumours (of mining’s) demise have been 

greatly exaggerated’.  
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Model portfolio - time to take profits 

 

 

Unanimity on global equities - warning sign 

There are a multitude of reasons to feel the world economy is finally on track now that we are 

five years out of the financial crisis. Not least high and rising, equity prices engender a nice 

bullish feeling!  

However having ridden this cycle for such a long time we now feel it is prudent to take some 

profits, and we will be returning to a neutral weighting. With the Fed seeming set on the taper 

course throughout the year, we prefer to bide our time. 

 

March newsletter - Ethical investing 
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This material is confidential and is intended solely for the use of the person or persons to 

whom it is given or sent and may not be reproduced, copied or given, in whole or in part, 

to any other person. Nothing contained herein constitutes investment, legal, tax or other 

advice nor is it to be solely relied on in making an investment or other decision.  

The information and opinions presented here are for background purposes only and do 

not purport to be full or complete. No reliance may be placed for any purpose on the 

information or opinions contained in this document or their accuracy or completeness. 

No representation, warranty or undertaking, express or implied, is given by Alvine 

Capital as to the accuracy or completeness of the information or opinions contained here 

and no liability is accepted by Alvine Capital for the accuracy or completeness of any such 

information or opinions. 

No information provided herein shall constitute, or be construed as, an offer to sell or a 

solicitation of an offer to acquire any security, investment product or service, nor shall 

any such security, product or service be offered or sold in any jurisdiction where such 

offer or solicitation is prohibited by law or regulation.  

UK Residents: Alvine Capital Management Limited is regulated in the conduct of 

investment business by the Financial Conduct Authority, ("FCA"). 


