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Lucara Diamond (OTC:LUCRF & TSE:LUC) 
 
Price when First Report 
Issued: $2.08 

Current Price: $2.30 Target Price: $3.25 

 
Initial Thesis Review: Based on first quarter 2017 results there are no substantive changes to the 
investment thesis.  Lucara operations continue on course, the balance sheet remains strong, and 
industry dynamics remain supportive of continued favorable returns.  

First Quarter 2017 Review: The first quarter results by Lucara are an excellent demonstration of both 
why this opportunity exists and also why it is a difficult business for many to own. During the first 
quarter, Lucara engaged in no special stone tenders and only one regular stone tender. As a result 
revenue was down significantly.  The lack of a special stone tender will almost always lead to revenue in 
a quarter being 50% below the level it might have been had a special stone tender occurred given 
special stone tenders account for roughly 50% of revenue in any given year.  

The volatility that operational reality creates is understandably problematic for many, and requires, in 
our mind, a little more behavioral control on the part of the investor than other less volatile businesses. 
That being said, digging into some of the results reveals ongoing improvement in the reception of Lucara 
stones within the market.  The first quarters stone tender generated an average sale price of $405 per 
carat, which is the 3rd highest per carat price earned by the company via a regular tender. 

In addition, flat results were achieved despite torrential rains, transitioning of mine operating 
contractors and processing of stockpile material vs. fresh material from the pit.   

Initial Investment Thesis: A scarce and pricey product, produced by a long-lived 
asset with limited reinvestment needs, throwing off cash significant cash. 

• Lundin family backed diamond mine in Botswana. 
• Debt free balance sheet, with $53 million in cash and significantly undervalued 

inventory of ready for sale rough diamonds on the balance sheet. 
• Low cost mine with minimal maintenance capital expenditure needs, that has 

produced a unique number of large high quality gem stones and produced an average 
ROIC of 50.8% over the last four years with an average FCF Margin of 31.2%.  

• Current Estimated Next Twelve Months dividend yield of 3.65% excluding any special 
dividend resulting from revenue generated by exceptional stone tenders.   

• Favorable industry dynamic: high barriers to entry, foreseeable supply dynamics, 
significant producer bargaining power with consumers of rough diamonds.   
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• Heavy Rains: Heavy rains led to a slowdown of operations at the mine, putting the company two 
weeks behind where they thought they might be regarding mining this year. 

• Transitioning of Mine Operation Contractors: At the end of last year, Lucara changed mining 
contractors due to the inability of the former operators to meet the goals of management 
related primarily to an accelerated timeline for stripping of waste rock from the south lobe. The 
transition from one contractor to the other involved a slowdown in mining that should be at an 
end.  The long term benefit of employing the new contractors (Aveng Moolmans) is primarily 
their more robust operating ability.  Moolmans is a larger firm with more of the tools necessary 
to move the waste rock in bulk quicker.  The move by management to strip waste rock sooner, 
rather than later (removing waste this year that was planned to be stripped in 2018 and 2019) 
does not change the life of mine plan overall but does, according to management increase 
optionality for mining in the long term.       

• Processing Fresh Material vs. Stockpile Material: Due to the rain and the mining contractor 
transition ore processed during the first quarter was primarily stockpiled ore. Stockpiled ore is 
generally of a lower grade than primary ore (in this case roughly three carats per hundred tons 
below average or $7.2 million in revenue in the first quarter). We believe this is an important 
point; the company operated for a quarter without significantly utilizing its primary asset (the 
mine).  
 
Roughly 80% of the ore processed this quarter was extracted in previous quarters, in 
comparison to Q1 2016 when 92% of the ore processed was freshly mined ore.  From our 
perspective during a quarter of transition, management moved capital projects forward, and on-
boarded a new contractor expected to deliver superior margins by lowering costs, in a roughly 
operating cash flow neutral way.  Meanwhile, operating expenses incurred during a quarter 
focused on waste stripping, new contractors onboarding and hindered by rain were in line with 
previous quarters (COGS has averaged $28.78 million a quarter for the past 12 quarters vs. $27 
million in the 1st quarter of 2017).   
 
When your primary asset is a wasting asset (as all mines are), this seems like an excellent 
accomplishment.  Furthermore, based on the balance sheet it does not look like the ore 
stockpile was significantly depleted, the value fell only $3.1 million, yet, given that 80% of the 
processed ore this quarter came from the stockpile, can be attributed with generating roughly 
$20.8 million in revenue.  At the end of the first quarter 2017, the stockpiled ore was on the 
balance sheet for $14 million.  We do not think it is appropriately conservative to write up the 
value of stockpiled ore in the same way we do the inventory of rough diamonds, which we know 
includes the yet unsold 1,111 carat Lesedi La Rona, but it is intriguing to think that the stockpiled 
ore could have a value of as much as $90 million. 
 
 In short, this was an uneventful quarter for Lucara, and the thesis remains in taked; positive 
progress was made putting the new mining contractor in place, ongoing CapEx projects (XRT 
technology for middle and small size diamonds) has moved forward and is on schedule/on 
budget.  The first special stone tender is currently ongoing, the catalog of diamonds for that 
auction is available at the following link.  The first of the dividends at the new rate of C$0.10 was 
issued, which is in keeping with our thesis and belief is management’s focus on generating 

http://www.moolmans.co.za/
https://www.lucaradiamond.com/assets/docs/2017-04-07-Catalogues.pdf
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shareholder value (year on year regular dividend growth of 67% and 50% in 0217 and 2016 
excluding special dividends).   

Management's outlook for the year remains conservative.  Currently forecasting revenue (excluding any 
sales of the Lesedi La Rona) of between $200 and $220 million, or 9% below the three-year average (a 
period over which management's forecast has always been in the range of $200 to $220 million).  

The following are answers to a series of questions asked by Cavendish Fund management. I have 
answered them out of order as some were due diligence questions and some are valuation questions. 
(Questions are in Bold; Answers are in Normal Type Face) 

Question 2) “Our Google search on the company turned up allegations of fraud. We don't know 
anything about this and haven't done any work related to that - but here is the link to the article. 
What's your view on this? Was the last audit conducted before or after this came out?  (Link). 

Answer) I do not really have much to say on this, management is aware of the article, but they are 
unaware of any fraud and have refuted the claim, which appears only in that article. It is also worth 
noting that there are a few factual inaccuracies in the article. For example, the statement about jetting 
the Lesedi La Rona out of the country is not accurate, rough diamond showings are legal required to 
occur in Botswana (this is part of a government effort to build up domestic expertise) and Lucara had to 
get special government permission (many months after unearthing to diamond) to bring it out of the 
country for the Auction that they held.  Year-end 2016 Financial came out after that article, most recent 
quarterly results after, there was no discussion or questions about it on the call.   

Question 3) I see that PWC audits the company in Canada. Do you know who audits the company in 
Botswana or have you discussed with the company if PWC professionals from Canada travel to 
Botswana? Would be interested in whatever color you have here to get comfort. 

Answer) I do not know who the auditor in Botswana is, I derive no comfort from auditor’s opinion 
though, I find them borderline pointless and incredibly uninformative. To quote a study by the CFA: “The 
current “pass/fail” model simply communicates that the financial statements are, in the auditor’s 
opinion, presented in accordance with generally accepted accounting principles, but there is no 
information available on how the auditor addressed the risks of material misstatements identified 
during the audit process.”   

Regarding comfort with the information presented by the company though I believe in building that 
comfort based on multiple pieces of evidence. First, it is a Canadian company, with well-known 
management and a strong history (it does also have a clean audit from a reputable auditor, for whatever 
that is worth).  

Next, the Audit Committee (which is separate from the auditor, this is the internal board committee) is 
composed of three board members considered independent and financial literate under Canadian 
securities regulations (See NI 52-110). Then digging a little deeper the audit committee has the skill set 
to evaluate the business properly: there is a Lawyer, a CPA and a Geologist. Both the CPA and the 
Lawyer have spent their entire career in mining, and the Geologist is a woman by the name of Eria 
Thomas. Eria Thomas is one of the world’s leading diamond geologists and was instrumental in the birth 
of the Canadian Diamond mining industry (See Diamond, A Journey to the Heart of an Obsession for 

http://www.businessweekly.co.bw/lucara-diamond-corp-in-p100m-fraud-scandal/
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both an overview of her experiences in the industry and as a good general read on the business of 
Diamond mining).  It is a strong committee.  

After that, I think one has got to start thinking about incentives of the various major players involved. 
For this discussion, I would just look at two of them. The Lundin family is well known, 50% owners and 
the driving force behind numerous publically traded companies all focused on natural resources 
(principally mining and oil/nat gas). They play a significant role in all the companies associated with the 
group and quite simply cannot afford a missteps or issues that might bring their character into question. 
The Lundin Group of companies deals with large institutional shareholders that are not accepting of 
character issues and have partnerships with corporates that don’t have time for it either. The Lundin 
Group is the controlling shareholder in 12 companies that operate in 25 countries and have a combined 
market cap of $16 billion.  This is a serious family with global reach and interests. Lucara is a very 
valuable component of their operations, but small, and not one that they can afford to allow to taint the 
others.  

Botswana can also ill afford any issues. The country, the government, the economy all have strong 
positive momentum. All of which is driven by the mining sector.  I think most people are probably 
viewing this company as a frontier investment, its Africa, its diamonds; it is a mine, etc. While not 
incorrect in a technical sense, Botswana is better than most places one might venture in Africa from a 
political risk and business perspective and frankly better than many locations in the developed world. 
(Please see the additional 3rd Party Research materials with this update for more details on this 
assessment, specifically BMI Research Reports and the Fraser Institute Annual Mining Survey).  

I also believe that comfort can be derived from the duel mining audit process that a company like Lucara 
undergoes. The company is a Canadian headquarter diamond mining company in Botswana.  Both 
countries partake in the Kimberly process, and thus their diamonds are certified through that process, 

and the firm's technical reports are NI 43-101 standard reports, which is a Canadian standard created in 
the wake of the Bre-X mining scandal in the 80s to avoid mining scandal.  The assets in the ground are 
there. How may carats of diamonds are still in the ground waiting to be recovered? That is a precise 

On comfort with Natural Resources Companies 

Massif Capital is generally overweight natural resources in some way (that may be mining, it 
may be oil/natural gas or it could be any number of other natural resources). Natural resources 
are very technical though, it does not matter if it is farming or mining or timber, there are 
technical issues that need to be understood. An investor is fine not understanding the technical 
aspects of a natural resources investment if it’s something like Exxon or Glencore but when you 
get to small/mid-cap natural resources you have got to understand the technical side. Reading, 
understanding and interpreting the technical geological studies (NI 43-101 in the case of a 
Canadian company like Lucara), the drill results, the reserve and resource calculations etc, is 
essential.  You don’t need to be able to understand it the same way a Geologist understands it 
but you do need to be able to read the docs. The place to start with mining firm is Mining 
Explained which is published by Northern Miner, it takes maybe two hours to read. From there 
The Hard Rock Mining Handbook is an excellent read (see additional documents), after that you 
can go in many different directions.  
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question without a precise answer, but to the best of geological understanding, this is a rich find. When 
taken altogether these diverse pieces of information, along with the fact that everything they are saying 
syncs up together, I have comfort.  It is a mosaic rather than any single piece of information. 

Question 4) Can you point us in the right direction to understand the government licensing for 
diamond mines in Botswana and if it is difficult to get a license or get one extended? Do you have to 
pay the government etc?  I suggest the following sources:  

• The Botswana Chamber of Mines 
• Republic of Botswana Government Website – Mining Legislation & Gemstone 

Exploration and Trade 
• Government Department of Mines Website 

Both Question 1 and 5 have to do with valuation so I will address them together. 

Question 1) We do not understand your view that there is a margin of safety on this investment. You 
note yourself that without a mine extension "At the current time, without an extension of the mines 
life, a situation roughly equivalent to our DCF scenario without a terminal value," Based on a review 
of your model, assuming 9 years of cash flow and all of your other assumptions that would only equal 
$1.25 / share. Even if you added in $100 million of extra diamonds (about what is on the balance 
sheet now, but it is probably in your DCF) - so even if we double count that amount we get to only 
$1.51 / share. Its seems that this is really a bet on a mine extension and without that or a really big 
find, this will lose money - are we missing something? 

Question 5) Do you think the company deserves a lower multiple because of big finds such as the 
“Lesedi La Rona”. It seems that (and you do note this) that there is risk about finding big diamonds - if 
that is the case, it seems that there is greater risk to the DCF. With that said - why do you think a 10% 
DCF is the correct discount rate? (We haven't figured out what to use, but that seems very low for 
such as asset). 

Answer) In regards to risk and big diamonds I think there are two things worth nothing. If you are mining 
copper, you can apply a geological model to the find and then drill to confirm the geological model with 
a reasonably high degree of precision. Furthermore, if we continue with the example, the copper will 
occur in the ground in relatively predictable ways such that you have ore you have dug up that has 
copper in it, and waste that does not (and this will determine the mine stripping ratio).  

Diamonds are a little different. They have geological models based on sampling and drilling that 
determine there are diamonds and that they exist in a tested kimberlite in commercial quantities. 
Beyond that, there is very little that can be done to identify where in the Kimberlite you are going to find 
them.  It is possible to produce a heat map type of model of the kimberlite which will indicate the areas, 
based on drilling, which appears to have the highest grades, but there is a relatively large margin of 
possible error. An example of what this looks like can be found on page 83 of the NI 43-101 report for 
Karowe.  

Theoretically, Lucara could dig for an entire quarter and find nothing and then dig the next quarter and 
find that there are two quarters worth of diamonds in the patch of kimberlite that they are working. So 
there is little risk that there are no diamonds, but there is risk that the results will be lumpy.     

http://www.bcm.org.bw/
http://www.gov.bw/en/Citizens/Topics/Mining-Sector/Mining/
http://www.gov.bw/en/Citizens/Topics/Mining-Sector/Gemstone-exploitation--trade/
http://www.gov.bw/en/Citizens/Topics/Mining-Sector/Gemstone-exploitation--trade/
http://www.mines.gov.bw/
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 The other risk is that the market for exceptionally large diamonds is going to be smaller in the future, 
but they are unique items, so they also demand a premium. Additionally, Lucara is not a forced seller; 
they can sell as they want when prices warrant. That again could create lumpy results though.  Does that 
mean the results are particularly risky? I do not know; I do not think so, but I am okay with lumpy results 
though.  

So what does this all mean for the multiples? I am not sure as multiples are not the driving force behind 
my analysis of this company as you do not have much to compare them to.  You cannot compare the 
multiples (let say EV/EBIT for example) to that of Canadian diamond miners and certainly can't compare 
them to Russian miners.  Not only is the output of the mines completely different but the mining 
variables are very different.  I am also not sure why producing bigger diamonds would warrant a lower 
multiple, larger diamonds have a higher per carat value and produce higher per carat cash flow than 
small diamonds.  Is it because finding large diamonds seems like more a question of luck?  Well in this 
mine it is more about geology then it is luck, certain kimberlites are just known to produce different 
types of diamonds, and you do not know what you are going to get until you start digging.  I do believe 
that this company is best valued via a DCF type analysis, this investment is an investment in a project 
that happens to be a publically traded company.  

In regards to the DCF and the discount rate, I think your question is more of a philosophical question 
than a technical one. People appear to have all kinds of different ways of executing a DCF analysis.  I 
always use 10% and account for risks to specific value drivers via multiple DCF scenarios.  I like to do it 
this way so I can compare cash flows across not only scenarios but across different investments within 
my portfolio.   

Additionally, this approach allows me to understand the risk and value drivers better and understand 
changes in the company over time as they occur relative to my analysis.  Management teams never say: 
we foresee this good thing or this bad thing happening and believe it will impact discount rates by X. 
They say this will affect revenue, or they say margins have been impacted in such and such a way.  I 
want a constant discount rate across all my investments, and I want the to judge the investment against 
that rate based on multiple scenarios in which the value and risk drivers have been adjusted across a 
spectrum of possible, plausible or probable values. Is that the right way to go about doing it, I do not 
know, but it works for me.   

I do believe that accounting for risks via potential impact to valuation drivers is better than lumping risk 
into the discount rate and executing a DCF on a base case model.   Regarding scenario creation, I did not 
include all my scenario work in the documents I provided to SumZero but my process starts with a series 
of questions and results in a handful of situations that each fall under different general themes, the 
themes are described below: 

a. As 50% of revenue is derived from the sale of large and unique diamonds we need to 
stress test that 50% at reduced volumes with no carat replacement. 

b. As 50% of revenue is derived from sale of large and unique diamonds we need to stress 
test revenue by reducing the % derived from unique diamonds and replacing it with run 
of mine carats that fetch a lower per carat rate. 

c. Overall Declining carat value  
d. Overall Increasing carat value 
e. Overall improved recovery at current cost structure 
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f. Overall decreasing recovery at current cost structure 
g. Lower margin due to higher stripping costs 
h. Higher margins due to lower stripping costs 
i. Decreasing demand for large diamonds with stable pricing (extension of cash conversion 

cycle) 

As you note the current NPV of the mine without a life of mine extension is below the current share 
price.  On this I would say two things: 

1) The analysis provided in my report is based on the assumption that neither recovery nor 
pricing improves.  In regards to pricing, I think with a company like this you should stick with 
the pricing you are currently getting to lower in your analysis.  In regards to recovery, I 
expect it to improve, two ongoing capital projects (which I probably did not spend enough 
time discussing in my research) are currently underway to improve recovery (The 
exceptional large diamond recovery system and the sub middles XRT).  Again because of the 
unique nature of diamond geology it is hard to foresee the impact that these capital 
investments will have but the are expected to improve recovery substantially.  Additionally, 
the dire case described in our analysis does not adjust revenue up for the likely improved 
grade that will occur as the company moves from mining the center lobe and the north lobe 
to the south lobe.  The south lobe is the richer more substantial part of the mine and so it is 
reasonable to expected increased recovery. 
 

2) Our DCF scenario with no terminal value was run as a result of thinking about what to do 
should it turn out that no life of mine extension was going to occur. Artful execution will be 
essential, but I believe that the share price would fall significantly enough to warrant 
growing the position dramatically and earning a return solely via the dividend.  This is more 
akin to a purchase of a liquidation if you will, no capital gains will occur, you will get a loss, 
but recovery will occur via the dividend.  Granted the preference in the case of a liquidation 
would be for the NPV of future cash flows (liquidation value) to be above the current share 
price but that “company” is not going to come with the substantial upside that the 
extension of the mine creates. See page 7 of the appendix file, the rough carat value of the 
extension is $803 million to $1.2 billion in our estimation. 
 
Should the life of mine extension not occur (which seems a low probability event based on 
our analysis of the technical documents and based on conversations with industry 
participants) it will be necessary to bring your average share price down via additional 
buying. Not everyone wants to do that or is comfortable being involved in that type of 
situation. Our analysis suggests (given a drop in share price to $0.5) we would likely want to 
triple the size of the position. Given at least 50% of yearly FCF is returned to shareholders 
with a lump sum $100 million being returned in year nine (in addition to share price 
dropping to zero), we foresee multiple possible scenarios with an internal rate of return in 
excess of 10% assuming a one buys more. Not the ideal situation but it is not a bad one 
either. 


