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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.   

 
The Kimberlite deposit that the Karowe mine is focused on was initially discovered, along with 29 other 
Kimberlite deposits, by De Beers in 1969.  Due to the small size and low grade indicated by initial 
exploration work, De Beer’s turned its attention to other Botswana based deposits.  The company 
returned to the find in 1986 and 1997, but only in 2003 did De Beers focus on the deposit. Unfortunately 
for De Beers, this was also about the time the company began to lose its strangle hold over the diamond 
industry. Canadian and Australian mines were producing diamonds outside the firms control, price fixing 
and antitrust law suits in the US were on going and the loss of control of the Russian Diamond supply was 
on the horizon.  
 
Lucara acquired the mine in 2009, by 2013 Lucara had invested about $250 million in the mine, and by 
the end of fiscal year 2016 had a producing mine, $53 million in cash, no debt and paid $188 million to 
shareholders in dividends. Management accomplished this feat by tapping into a unique geological asset, 
one that produces an outsized portion of the worlds large (10.8+ carat) diamonds and almost all of rare 
quality, and by selling them into a niche segment of an industry well suited to generating high returns 
with the right asset.    
 
Business Overview: Lucara Diamonds is a diamond miner and prospector focused on the production of 
gem quality diamonds from the 100% owned Karowe mine in Botswana (which is just north of South 
Africa).  The mine has been in operation since 2012, with its first full year of commercial production in 
2013. The principal off-take from the mine is very high quality rough diamonds which the company sorts 
and values before selling several times a year via a competitive closed bidding process with minimum 
acceptable bids set by the company.  In addition, the mine is known for producing a regular stream of 
unique diamonds which are sold via Exceptional Stone Tenders held two or three times a year. 
Exceptional Stones are defined as those the company believes will fetch $1 million or more and are 
generally greater than 10.8 carats. 
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The Diamond Mining Industry 
 
An Attractive Industry for Long-Term Profitability: The Diamond mining industry is an extremely attractive 
industry in comparison to many other types of mining. 
  

• The bargaining power of buyers is limited as prices are not set via an open market, the supply is 
controlled by a handful of companies and there are no close substitutes. 

• The potential threat of new entrants is constrained due high mine development costs and low probability 
of finding a diamond baring kimberlite deposit. To date there are 6,400 known kimberlite deposits, only 
900 of which have diamonds, and of those only 30 have sufficient quantity and quality to be economically 
mined.   

• Competition among miners is constrained by a duopoly (De Beers and Alrosa) that controls 60% of global 
diamond production and have loosely coordinated supply management that has helped stabilize pricing in 
recent years at times of potential volatility.  
  
In addition to the attractive industry dynamics within the general diamond industry there are niche 
markets for both colored stones (dominated by a Rio Tinto) and for exceptionally large high-quality 
stones, a niche now dominated by Lucara. The large diamond segment is particularly interesting because 
the diamonds are unique, can be historically significant and often act as veblen1 goods, with higher prices 
begetting greater demand due to perception, status and exclusivity.  
 
Attractive Position in an Attractive Industry: As already noted Lucara operates in an attractive industry, 
and within both the overall industry and a niche segment of that industry. The overall industry for 
Diamonds is attractive because the duopoly of De Beers and Alrosa appear to have no interest in prices 
declining2, but that still leaves the average miner (of which there are only a few) at a disadvantage of 
being a price taker regardless of whether those prices are good or not.  Lucara, because of its unique 
mine, derives only 50% of its revenue from common engagement ring diamonds. The rest of its revenue is 
derived from rare and unique diamonds.   
 

                                                           
1 Veblen Good: A type of luxury good in which demand increases with price.  A price increase results in the perception of 
exclusivity increasing, making the good even more desirable.    
2 This assumption may not hold.  There was no reason to believe that Saudi Arabia (who in some respects has played a similar 
role in the oil industry to that now played by De Beers and Alrosa in the diamond industry) wanted the price of Oil to decline but 
they seemed accepting of the price decline between 2014-2016 as they believed it would allow them to drive US shale producers 
out of businesses.  

Selected Financial and Operational Data

FY2012 FY2013 FY2014 FY2015 FY2016
Carats Sold 303,000 438,717 412,136 377,136 358,806
Exceptional Stone Carats Sales 9.5 2,964 4,176 3,114 2,624
Exceptional Stone Avg. Price Per Carat 477,272 24,290 32,471 31,597 34,301

Revenue (In Thounds of USD) 41,830 180,507 265,504 223,846 295,466
EBIT (6,112) 87,367 158,778 120,190 169,391

EBIT Margin 48.4% 59.8% 53.7% 57.3%
ROIC -3.1% 46.3% 47.8% 56.6% 52.4%

Avgerage Price Per Carat Sold $272 $411 $644 $593 $649
Operating Expenses Per Carat Sold $92 $100 $115 $133 $156
FCF Per Carat Sold ($133) $206 $203 $129 $178

The Special Tender from 2012 highlights the 
unique  nature of diamond pricing which 
makes diamonds something other then a 
commodity. The color, shape, clarity, and 
character of a diamond are key to pricing. 
In 2012Lucara had a single Exceptional 
Stone Tender with a single 9.5 carat 
diamond, which is relativly small by the 
standards of the Karowe mine (produced 47 
stones greater then 100 carats in 2015 and 
31 in 2014) yet it is unlikley any stone sold 
by the firm will  top the $477,272 per carat 
the single blue diamond sold via special 
tender in 2012 did.  

Historical Data
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There are quarters when the mines output is 6% “weight percent special”, meaning 6% of the diamonds 
recovered are larger than 10.8 carats.  In 2015 roughly 8% of the mines total carats produced were 
associated with diamonds larger than 36.7 carats. The value of size is derived from the margin that rough 
diamond cutters make on larger stones, which is significantly greater than on small stones, as a result 
Lucara has seen growing demand for their diamonds as cutters have come to know the stones and what 
they should expect them to yield once cut. Equally important, 25% of the diamonds produced by Lucara 
are Type IIa diamonds.  Type IIa stones are the second highest ranking of diamond, they are nearly 
flawless. Lucara’s run of mine production is 25% Type IIa, an extraordinarily large percentage, especially 
given that only 1.8% of all-natural diamonds are Type IIa.  
 
In short, Lucara sells a selection of very high quality rough diamonds into a market with managed pricing 
and a unique selection of rough diamonds into a niche market, in which it has a genuine competitive 
advantage because of their ownership of a unique geological asset. 
 
Valuation – Value Driven by High ROIC and FCF Generation. 
 
Companies create value for shareholders by investing capital to generate future cash flows at rates of 
return that exceed their cost of capital. By that measure Lucara has been a great success, in three years of 
full operation management has returned to investors, via dividends, $188 million or 26% of the 
company’s enterprise value. The company has accomplished this impressive feat by sustaining high 
operating margins and impressive returns on invested capital. 
 

 2013 2014 2015 2016 
ROIC 46.29% 47.80% 56.64% 52.43% 
Operating Margin 48.40% 59.80% 53.69% 57.33% 

 
Although there are limited growth opportunities as the mine is producing at commercial levels, sustained 
margins and ROIC at the above levels creates significant value which can be sustained by the firm’s 
position in the industry.  Decomposing the ROIC (below) shows that the firms returns are driven by the 
per carat price received by the firm for its diamonds and by the firm’s capital efficiency.  
 

As the table to the below demonstrates 
Lucara receives a per carat price far in 
excess of most competitors, save for 
Gem Diamonds which is a similar mid-
tier diamond miner with mines in 
Botswana and Lesotho.   
 
If the per carat price is so important to 
the value generating ability of Lucara 
then why not invest in Gem Diamonds 
with its superior per carat price? The 
reason is to be found in a comparison 
of ROICs. While both firms earn 
comparable operating margins Gem 
Diamonds averages 1.09x revenue to 
invested capital (in 2016) compared 

ROIC

29.1% 52.4%

38.7% 54.6% 47.5% 115.5%

109.2% 201.5% 43.4% 57.3%

Tax Rate Pretax   ROIC

Revenues/
Invested Capital

Operating
Margin

Lucara Diamonds
Gem Diamonds

ROIC Decomposition
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with Lucara’s 2.01x. The superior asset utilization by Lucara translates into superior ROIC and thus 
stronger cash flows.  
 
Lucara’s high free cash flow has enabled 
management to operate the mine debt 
free and regularly return cash to 
shareholders in the form of both a 
quarterly dividend and special dividends. 
As was the case this past year when the 
firm sold the 813 carat Constellation 
diamond for the highest value ever 
recorded at auction for a rough diamond, 
$63 million.  The special dividend was 
$0.33 or a yield of 11.34% on the share 
price at the time paid resulting in total 
shareholder returns in 2016 of 70%.   
Since the special dividend the stock has 
fallen 30%, despite a quarterly dividend 
increase and strong 2016-year end results.  
 
The Cash Return Ratio for fiscal year 2016, defined as FCF/Enterprise Value, was 8.8%, down from the 
average during all operating years of 10% but still impressive.  Looking to the future, the firm intends to 
sell the 1,109 carat Lesendi La Rona during FY2017, the firm has already received offers for the stone in 
excess of $60 million and is forecasting revenue from run of mine diamonds and special tenders of $220 
million, the same forecast was issued for each of the last three years, and beat by $40 million in two of 
the last three years.  Capital expenditures for the year look to be higher than normal due to the 
introduction of new sorting equipment in the processing plant (that will improve the recovery of 
diamonds from ore), higher stripping costs (which will bring forward in the mine life access a rich area of 
the mines underlying kimberlite) and higher exploration costs.  
 
The expected result is lower free cash flow this upcoming year but improvement in the long run of both 
operational performance and access to rich ore, which will bring future cash flows forward in time. A base 
case valuation range of $2.45 to 2.93 is conservatively derived from a DCF with a 10% discount rate, no 
terminal growth, a discount rate of 12% on the terminal value and modest 1% revenue growth during the 
explicitly forecasted 10-year period.  The low end of the range assumes that the principal value driver, 
recovery high end unique diamonds, fades. The high end of the range assumes a continuation at current 
levels. (All DCF Scenarios can be found in the Excel Financials File and are calculating the low end of the 
range). 
 
Several alternate DCF scenarios have also been considered, each range assumes a similar fading of the 
unique diamonds going forward for the low end, and a continuation for the high end.   
 
• Inflation Scenario: During the late 1970s and early 1980s inflation resulted in a dramatic (but short 

lived) spike in the price of diamonds, a scenario based on that historical case yields a price range of: 
$2. to $2.64.3  

                                                           
3 Diamonds Aren’t an Investors Best Friend – WSJ article that reviews the idea of investing in polished diamonds as an 
investment. 

Avg $ Per Carat 2016 2015 2014 2013
Dominion Diamond 89 199 260 172
ALROSA 120 120 120 120
Rio Tinto 34 40 65 54
Petra Diamond 116 132 152 147
Lucara 824 593 644 411
Gem Diamonds 1,444 1,245 2,277 2,242

 

Why do differences in price per carat like this exist?
The average carat size and quality of diamonds that different mines produce is 
dramatically different.  For example Rio Tinto owns the largest colored diamond 
producing mine in the world (Argyle) but despite the high mine grade, most of the 
diamonds are smaller and of lower quality, but the mine produces a few very 
expensive, very high quality colored stones.  Both Lucara and Gem Diamonds 
produce very large, very high quality white diamonds, and per carat price increases 
with size exponentially, especially with high quality. Rough stone pricing differences 
are very difficult to capture, but polished stone wholesale price differences can start 
to reveal the jumps that can occur. The difference between the lowest gem quality 1 
carat round polished diamond and the highest quality is 15x, but when the carat size 
increases to 1.5 to 2 carats the price differnce is 23x, at 2 to 3 carats the differnce is 
31x.

https://www.wsj.com/articles/SB10001424052748704337004575059723597630174?emailToken=JRryd/hzZn+fg9QyZ8wH/gRwNvFRV7XVHg6NcyyaZRCQ7yeK+br9mvpo34bm/jn0GBcluYtctjFj
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• Revenue growth of 3%: $3.15 to $3.19 
• Flat 2016 Level Revenues with 5 years of unexpectedly high capital expenditures ($56 million a year): 

$2.32 to $2.37 
• No Terminal Value, 1% Revenue growth: $1.70 to $2.00 
• A possible future, that is difficult to put a probability on, is a significant increase in the per carat price 

that Lucara receives for its diamonds, for example to a level in line with what Gem Diamonds receives 
per carat.  The diamonds are of similar quality and size, the principal difference between the prices 
received by both firms is related to industry reputation and knowledge of the diamonds (there are 
only about 60 or so diamond cutters worldwide who buy the special diamonds both firms sell and 
experience with cutting the mine’s diamonds is limited). Additionally, Gem Diamonds is vertically 
integrated and sells some of its own jewelry, which drives up the value of prices that are reported for 
internal sale diamonds.  But assuming some of the relationship development is possible and the 
average price of carats sold increases to $1,250 a per share price of $5.26 is possible, a margin of 
safety of 61%. See Appendix Slide 4 – Key Risks to Investment for discussion of the firm’s relationships 
with large diamond buyers. 

 
An earnings power valuation (see Lucara Financials Excel File) that assumes mine maintenance capital 
expenditures of $9 million a year (which is the high end of managements estimates for the last 3 years), 
the sale of the Lesendi La Rona for $60 million and an average normalized net income based on the 
results from the last three years’ produces a range of valuations from a high of $2.76 to a low of $1.94 
depending on the discount rate assumed (between 8% and 12%).  
 
Furthermore, it is worth highlighting that the current balance sheet dramatically understates the value of 
rough diamonds held in inventory. In addition to the Lesendi La Rona, which alone is worth more than the 
stated inventory on the balance sheet, management also confirmed in the year end call that they had at 
least 7 or 8 exceptional tender stones, which means they have a value of at least $1 million per stone, in 
inventory.  The result is a likely minimum value of $67 million that is not currently recognized on the 
balance sheet.  
 
Finally, at the current share price, the company is trading at only 4.73x TTM EBIT, this is despite the fact 
the current mine configuration has a further nine-years of life and ignores a possible mine life extension. 
A mine life extension assessment is also currently ongoing, with the drilling for the extension of the mine 
below the current planned floor level of the open pit mine completed in February of this year. The drilling 
results will be used to update the current resource estimate, which could convert up to 3 million carats of 
inferred resource to indicated, a potential increase of inferred resource of 40%.4 The economics of the 
extension cannot be evaluated until the results of the resource update are available but an extension may 
add as much as $1.2 billion in value to the reserve statement.5 This a key variable to consider for this 
investment and could significantly impact the valuation, see Appendix slide 8 for further discussion. 
 

                                                           
4 An indicated resource is one whose size and grade has been estimated from sampling at places spaced closely enough together 
that its continuity can be reasonably assumed.  An inferred resource is one whose size and grade has been estimated from 
limited sampling and based on the assumption of continuity rather than the indication of continuity.  
5 The difference between resource estimate and reserve estimate is worth reviewing at this point.  A resource estimate is an 
estimation of the calculated amount of material in a mineral deposit, classified as measured, indicated or inferred, based on the 
density of drill hole information.  A Reserve estimate is a measure of the part of a resource that can be mined profitably, in 
essence the application of economic constraints to the resource estimate. Constraints are generally based on the size and grade 
of the material to be mined. The Lucara reserve estimate does not include inferred resources, only indicated.  
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At the current time, without an extension of the mines life, a situation roughly equivalent to our DCF 
scenario without a terminal value, the upside of ownership will depend entirely on the mine continuing to 
produce exceptional diamonds.  In this situation, management’s history, and 50% ownership of equity, 
suggests they are likely to return an increased percentage of the cash produced by the business to 
shareholders in the form of dividends. Furthermore, should no extension of the mines life occur the 
resulting/possible fall in share price may create an interesting opportunity to add to one’s position at very 
favorable prices and earn a possibly very significant dividend.  At this time, management has given no 
indication that the extension of the mines life is either unfeasible or unlikely.  More information should be 
available after the first quarter.  
 
A further area of concern is the likely lumpiness of results. Based on the geology, and current results, it is 
probable that further exceptional stones will be found.  The unpredictable timing of diamond finds and 
when those exceptional stones are found, will create significant volatility in the bottom line. It will also 
create significant volatility in the share price.  After the announcement of the Lesendi La Rona find, the 
market struggled to value it, and the stock traded volatilely while the market attempted to determine the 
value of the diamond to the company. Furthermore, the significant percentage of revenue attributable to 
exception stones exposes investors to geological risk that is difficult to quantify.  At the current time the 
mine’s results have gotten better and better as the company has dug deeper, there is no guarantee that 
will continue.   
 
Currently, Lucara is a unique single asset mid-tier miner with a rock-solid balance sheet, operating in a 
relatively price stable luxury goods market, with significant exposure to a high value niche and a history of 
returning significant value to shareholders.  
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Full Legal Disclaimer  

 
As of the publication date of this report, Massif Capital, LLC and its affiliates (collectively "Massif Capital") has a long position in 
the stock of LUC. Massif Capital stands to realize gains in the event the price of the stock increases. Following publication of the 
report, the Massif Capital may transact in the securities of any company covered or discussed herein. All content in this report 
represent the opinions of Massif Capital. Massif Capital has obtained all information herein from sources they believe to be 
accurate and reliable. However, such information is presented “as is,” without warranty of any kind – whether express or implied. 
Massif Capital makes no representation, express or implied, as to the accuracy, timeliness, or completeness of any such 
information or with regard to the results obtained from its use. All expressions of opinion are subject to change without notice, 
and Massif Capital does not undertake to update or supplement this report or any information contained herein. This report is 
not an investment recommendation and is only a discussion of Massif Capital’s opinions.  
 
This document is for informational purposes only and it is not intended as an official confirmation of any transaction. All market 
prices, data and other information are not warranted as to completeness or accuracy and are subject to change without notice. 
The information included in this document is based upon selected public market data and reflects prevailing conditions and 
Massif Capital’s views as of this date, all of which are accordingly subject to change. Massif Capital’s opinions and estimates 
constitute a best efforts judgment and should be regarded as indicative, preliminary and for illustrative purposes only.  
 
Any investment involves substantial risks, including, but not limited to, pricing volatility, inadequate liquidity, and the potential 
complete loss of principal. This report’s estimated fundamental value only represents a best effort estimate of the potential 
fundamental valuation of a specific security, and is not expressed as, or implied as, assessments of the quality of a security, a 
summary of past performance, or an actionable investment strategy for an investor.  
 
This document does not in any way constitute an offer or solicitation of an offer to buy or sell any investment, security, or 
commodity discussed herein or of any of the affiliates of the Massif Capital. Also, this document does not in any way constitute 
an offer or solicitation of an offer to buy or sell any security in any jurisdiction in which such an offer would be unlawful under the 
securities laws of such jurisdiction. To the best of Massif Capital’s abilities and beliefs, all information contained herein is 
accurate and reliable.  

Massif Capital reserve the rights for their affiliates, officers, and employees to hold cash or derivative positions in any company 
discussed in this document at any time. As of the original publication date of this document, investors should assume that Massif 
Capital has a position in one or more of the companies discussed and has positions in financial derivatives that reference the 
security and stand to potentially realize gains in the event that the market valuation of the company’s common equity is lower or 
higher than prior to the original publication date depending on if we are short or long as noted above in this disclosure and on 
the cover page of this report. Massif Capital, officers, and individuals shall have no obligation to inform any investor or viewer of 
this report about their historical, current, and future trading activities. In addition, Massif Capital may benefit from any change in 
the valuation of any other companies, securities, or commodities discussed in this document. Analysts who prepared this report 
are compensated based upon (among other factors) the overall profitability of Massif Capital’s operations. The compensation 
structure for Massif Capital analysts is generally a derivative of their effectiveness in generating and communicating new 
investment ideas and the performance of recommended strategies for the Massif Capital. This could represent a potential 
conflict of interest in the statements and opinions of Massif Capital documents.  
 
The information contained in this document may include, or incorporate by reference, forward-looking statements, which would 
include any statements that are not statements of historical fact. Any or all the Massif Capital’s forward-looking assumptions, 
expectations, projections, intentions or beliefs about future events may turn out to be wrong. These forward-looking statements 
can be affected by inaccurate assumptions or by known or unknown risks, uncertainties and other factors, most of which are 
beyond Massif Capital’s control. Investors should conduct independent due diligence, with assistance from professional financial, 
legal and tax experts, on all securities, companies, and commodities discussed in this document and develop a stand-alone 
judgment of the relevant markets prior to making any investment decision. 

 


