
2019 has been one of the most unusual market backdrops we have encountered in many years. A broad-based collapse 
in global bond yields that started in December last year has ignited equities and has been the key determinant of relative 
sector performance across the stock market.

By far the biggest winners have been high P/E growth stocks (typically technology and healthcare companies), along 
with defensive yield stocks (‘bond proxies’) and iron ore stocks, that have benefited from the supply shock from Vale’s 
unexpected production issues earlier this year.

Each of these three factors have been a major headwind for the portfolio in 2019 as we have been net short each of 
these themes. Our focus on valuation has made most growth stocks unappealing (most of these stocks are trading at 
enormous earnings and cashflow multiples and massive premiums to their long term average). Importantly, this is 
despite typically having a weaker earnings growth outlook than their long term average. The Fund has avoided or been 
short several bond proxies given that they are typically mature, low or no growth businesses facing major competitive 
threats or structural headwinds. Despite this, they have rallied strongly and are now trading at extreme P/Es versus history 
and relative to market. Lastly, the Fund was modestly net short iron ore stocks, as iron ore was already trading well above 
our assessment of mid-cycle levels with a weakening global steel demand outlook (until Vale’s supply shock sent iron ore 
prices soaring in early 2019). 

Given this unhelpful backdrop, it has been extremely pleasing that the Fund has still been able to deliver a 18.4% net 
return so far in 2019. Returns have been generated from careful bottom-up stock selection on both the long and short 
side of our portfolio (with notably strong periods of performance during February and August reporting seasons). 

In recent times, investors have downplayed the importance of valuations, rewarded over-geared companies (due to 
falling interest rates and forgiving debt markets) and ignored structural challenges (if the company was paying out a 
decent dividend yield). This has been a difficult backdrop, given our investment process is very focused on valuations, 
balance sheet strength and underlying operating trends. We take comfort in the knowledge that these fundamentals  
will prove their worth again as they have in the past. The disparity in valuations between our long and short portfolio  
is extreme and particularly exciting for us. The average P/E of the stocks we are short is now double that of our longs,  
the cash flow generation of our longs is almost double that of our shorts, yet the earnings outlook (using consensus 
forecasts) is identical. 

While leading economic indicators look unequivocally weak and suggest a significant global slowdown, we believe  
we are in the unnerving period between the economic weakness becoming evident and seeing the required policy 
response to recover from that weakness. In recent weeks, we have seen:
§ the early stages of central banks easing monetary policy (the Fed, ECB, PBoC and RBA have all begun to ease);

§ the potential for reduced trade tensions between the U.S. & China; and

§ a likely fiscal policy response in 2020. The Federal Government in Australia has begun discussing budget
stimulus, while President Trump is flagging potential tax cuts and infrastructure stimulus in the lead up to the
U.S. presidential election.
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Each of these actions would serve to steepen the yield curve and in turn lead to a rotation out of defensives and growth 
stocks and into value and cyclical stocks (i.e. a move from long duration to short duration assets). Lower long term bond 
yields have caused this extreme positioning in growth and yield stocks, and therefore in the short term we would expect 
that higher bond yields will most likely be the reason we could see a reversal. 

While the performance of the portfolio will undoubtedly have intermittent periods of volatility going forward,  
the businesses we own are generally very resilient and we are confident that their strong industry positions, operating 
trends, management teams and balance sheets stand us in good stead to deliver attractive returns over the years ahead. 

In this report, we discuss a number of the key stock contributors and detractors for the quarter, as well as a detailed  
look at Iluka and the huge upside that could be generated from a demerger of their undervalued Mining Area C (MAC) 
royalty with BHP. 

Key Stock Contributors:

Qantas (long) – Qantas performed strongly during the quarter (+16%), particularly in light of weakening consumer and 
business confidence and Middle East tensions leading to a rise in the oil price. Qantas delivered another very strong 
result, with the highlight being its exceptional cashflow generation. Qantas generated over $1.2b of free cash flow (after 
all capex) for the year, the equivalent of 13% of its market capitalisation. The board announced an off-market buyback (an 
astute way of tax-effectively returning capital taken by Qantas’ board). Once this buyback is complete, Qantas will have 
bought back almost one-third of its shares on issue since mid-2015 at an average price of around $4.65 (compared to its 
current price of ~$6.30). Qantas has established a formidable position in the domestic airline industry, where it generates 
very strong margins and returns on capital, while its main competitors (Virgin/Tiger) struggle to generate any profit. While 
demand for flights (across both business and leisure) is currently weak in Australia, we expect Qantas to perform well in 
the year ahead on the back of improving profitability in its International business, ongoing strong growth from its loyalty 
division (frequent flyer) and a gradual benefit from Virgin’s likely reduction in network capacity in Australia. These should 
begin to deliver a gradual improvement in performance in H2FY20 and more so in FY21. Despite the rally, Qantas trades 
on a P/E of only 10x (consensus FY20 earnings), with a 4.5% fully franked dividend yield, under-geared balance sheet and 
attractive growth prospects from ‘Project Sunrise’ in the years ahead.

Bellamy’s (long) – We first invested in Bellamy’s in February when the stock plunged to around $8.00 after management 
announced their intentions to repurchase old label products from distributors and launch a new formulation of their 
organic infant milk formula (IMF). While this was a clear negative for near-term earnings, we understood that Bellamy’s 
brand was still one of only a few foreign IMF brands that resonated with Chinese consumers and believed that the first 
half FY19 reset finally resolved its legacy problems of distribution mismanagement. In Bellamy’s, we saw a company with 
a strong balance sheet (~$90M net cash) playing in a growing segment (organic IMF formula) of a Chinese market where 
it already had a strong following. At the time, we also thought that Bellamy’s would shortly receive SAMR approval for its 
Chinese label product (which would enable it to make direct sales to stores in China, rather than be reliant on wholesalers 
or online channels). In June 2019, however, the Chinese government announced that it would seek to reduce the share of 
foreign brands in IMF and encourage acquisition of foreign assets by domestic Chinese IMF companies. While this made 
SAMR approval a less likely proposition, we believed that Bellamy’s would most likely be subject to acquisition offers and 
we added to our small position in the stock. In September 2019, Bellamy’s announced that its board had received a 
takeover offer from China’s Mengniu at a 59% premium.  

Alacer Gold (long) shares have more than doubled in 2019 on the back of the successful ramp-up of its new sulphide 
project and supportive gold market dynamics. Given the huge share price rally, we have significantly trimmed our position 
over the last couple months, but we believe Alacer still has substantial upside over the coming years. The Çöpler 
sulphide plant is currently on track to achieve nameplate production over the coming year, however many parts of the 
plant have substantial excess capacity and we believe that for a modest capital outlay, management could deliver a 
positive step change in output. Additionally, we see further upside to long-term oxide production compared to consensus 
expectations with the nearby Ardich and Çöpler Saddle deposits looking particularly prospective. Alacer remains an 
exceptional investment for the Fund, given its long-life, low-cost expandable operation with large exploration upside. 
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News Corporation (long) rose 7% in the quarter, after delivering a solid profit result. Pleasingly, the News and Information 
division which includes the Wall Street Journal (WSJ) and Dow Jones information services as well as the traditional 
Australian and UK newspaper assets, outperformed market expectations on the back of stronger digital growth. This 
more than offset slower growth in real estate services, (due to a weaker Australian housing market) and reinvestment  
in its U.S. digital real estate site, Realtor.com. News Corporation also announced a strategic review of its News America 
Marketing division and highlighted that it is “acutely focused” on highlighting the value of the News Corporation  
group, suggesting other assets may be in line for disposal or restructure. We have previously highlighted the huge 
undervaluation of News Corporation’s assets, versus its current market capitalisation. On our analysis, we believe the 
market is ascribing virtually no value to the WSJ, Australian and UK newspapers, book publishing or Foxtel. Together,  
we believe these businesses conservatively represent more than US$4b of value or 50%+ upside for NWS shareholders. 
We believe the new willingness from News Corporation’s board to look at unlocking value should act as a major catalyst 
for the share price in 2020. Additionally, the operating backdrop is improving, given a stronger outlook for REA, 
continued growth in WSJ and the stabilisation of Foxtel earnings following a period of heavy content investment. 

Lennar (long) – The Fund re-established a position in Lennar (the largest U.S. homebuilder by revenue) in early July at 
~US$48/ share, after a sell-off driven by concerns over the strength of the U.S. housing market post its Q2 reporting.  
As we have previously written (refer March 2019 quarterly report), we have a more constructive view on U.S. housing, 
where we believe lower interest rates, slowing price appreciation and positive macroeconomic fundamentals (low 
unemployment, solid wages growth and consumer confidence) will continue to underpin demand growth. Lennar 
traded up 17% in August and September as concerns around the U.S. market abated. It has continued to trade up in 
October after reporting a strong Q3 result where housing orders and completions came in above prior guidance and 
EPS was ~20% above analyst estimates. We continue to believe the company is undervalued, trading at a double digit 
Free Cash Flow (FCF) yield in FY20. Lennar has one of the best management teams in the industry and a number of 
catalysts to drive returns to shareholders, including an improving U.S. housing market, the transition to a capital-light 
operating model and disciplined capital management from its growing FCF profile. 

Key Stock Detractors: 

Chorus (long) fell by 15% during the quarter. Chorus’ operating result was in line with market expectations, with Chorus 
continuing to grow its fibre customer numbers, while managing costs and capex effectively. Chorus has undergone a 
major operational restructure, led by former CFO Andrew Carroll, which positions the business well given the communal 
fibre build is nearing completion. During the quarter, Kate McKenzie announced her intention to retire as Chorus CEO and 
return home to Australia, following a three-year period as CEO. In regulatory news, the Commerce Commission published 
an emerging views paper on the fibre pricing framework, as part of a two-year regulatory process. We have been closely 
tracking the process and have submitted our views to the regulator. While lower bond yields do have the potential to 
lower the Weighted Average Cost of Capital (WACC), the Commerce Commission also has to consider the higher risks of 
investing in Chorus relative to other infrastructure businesses including construction, operational and technology risks 
that continue to face Chorus as it builds its fibre network. We believe that these risks should provide an offset to the 
effects of lower bond yields when calculating the WACC (e.g. a higher asset beta and a higher cost of debt allowance). 
We remain very positive about the long-term outlook for Chorus and it remains a core portfolio holding.

Mineral Resources (MIN) (long) has performed very poorly over the past year (-16%). This has occurred despite MIN 
delivering very strong operational progress across most areas of its business. The core mining services division delivered 
39% EBITDA growth in H2 FY19 and is forecast to deliver strong earnings growth again in FY20 and beyond. MIN recently 
amended the Wodgina sell-down agreement with Albemarle increasing its Wodgina stake from 50% to 60% and 
incorporating the planned Albemarle hydroxide plant into the joint venture. We expect the sale to complete before the 
end of 2019, which will deliver a US$820m inflow (circa A$1.2b), completely removing all of MIN’s debt and leaving the 
company with around $200m of net cash (after paying capital gains tax on the asset sale). In the context of a company 
with a market cap of $2.4b, the Wodgina sell down is a transformational deal that we believe will enable the next phase  
of MIN’s growth profile. MIN’s high calibre management team has been able to build a multi-billion dollar business 
without relying on capital raisings and without gearing up the balance sheet. Post deal completion, we estimate MIN  
will have around $1b of gross cash available to kickstart its BOSS light rail growth project and potentially conduct some 
bolt-on acquisitions. Iron ore production at Koolyanobbing is steadily ramping up to over 10m tonnes p.a. and we expect 
the recent tenement acquisition and drilling program to result in an extension of the mine life to over 8 years. While we 
expect iron ore prices to begin to normalise through CY20, we believe MIN’s light rail infrastructure project will enable 
them to build a large scale, long life and low cost iron ore business to complement its existing niche iron ore projects.  
We believe MIN offers a rare combination of extreme undervaluation, high quality management, strong long-term 
earnings growth and a rock solid balance sheet.
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Research Trip – Mainland China & Hong Kong

In September, we spent three weeks in China. We met with more than 50 companies (primarily 1 on 1s with senior 
management), conducted site visits at electric vehicle related factories in Shenzhen, steel mills in Tangshan and also 
attended the investor days for Alibaba and A2 Milk. Unsurprisingly, signs of a macro slowdown were pervasive and most 
companies were cautious with their outlook. Less appreciated is that the two major events of 2019 – the ongoing Trade 
War and the 70th anniversary of the founding of the PRC – have sparked a tidal wave of Chinese patriotism that has huge 
implications for companies trading in China. For example, Chinese consumers no longer blindly trust western brands, 
but instead increasingly choose high quality domestic brands in almost every category, from streetwear (Li Ning, Anta) 
and sneakers (Feiyue) to beer (Snow), infant formula (Feihe) and smartphones (Xiaomi, Huawei). 

In the Internet space, we continue to witness the dominance of China’s twin powerhouses of Alibaba and Tencent. 
We bought stakes in these two businesses in November 2018 after they had sold off more than 35% from their  
52 week highs. 

In the past year, both companies have continued to improve their core businesses, while making inroads in strategic  
new verticals and markets. Alibaba, in particular, is in an interesting position where it dominates traditional eCommerce, 
logistics and cloud computing, but fights for leadership in a number of other markets. We were pleased to learn that it 
has prioritised eCommerce growth in lower tier cities over less core growth areas, such as food delivery and 
entertainment. We remain confident that it can maintain 20-25%+ eps growth p.a. over the next 5 years and believe that 
the shares are significantly undervalued at 25x next year’s earnings (a similar multiple to the ASX200 Industrials Index!). 

For Tencent, we also see a clear path for multi-year growth, as it continues to: 

1) expand its game content and distribution in China and overseas through data-driven decision making and astute
investments, including Fortnite, PUBG, Call of Duty Mobile, Clash of Clans and many other popular household names;

2) increase advertising load on its ubiquitous WeChat platform; and

3) maintain its leading position in payment processing with China continuing to be a global leader in the transition
towards a cashless society.

We also came away with a number of other stock or industry specific insights, including some compelling new ideas.
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Iluka (ILU:ASX) – Time to de-merge MAC
Iluka is the world’s largest producer of zircon and a leading producer of high grade titanium dioxide (TiO2) feedstock 
such as rutile, synthetic rutile and ilmenite. The company’s key producing assets are located in Australia and Sierra Leone, 
with aggregate production of ~300ktpa of zircon, ~200ktpa of rutile, ~180ktpa of synthetic rutile and ~600ktpa of ilmenite. 
These commodities are commonly referred to collectively as mineral sands, given the source of the commodities.

Iluka accounts for close to 30% of global zircon production, which is mainly used in ceramics manufacturing, 
where its opacity makes it an ideal input into tiles and sanitary ware. 

The company produces ~17% of global TiO2 feedstock, which is mainly used as a whitening pigment in paints, 
plastics and paper. 

Demand for both Zircon and TiO2 feedstock is closely linked to global construction growth, given the primary uses 
in ceramics and paints respectively.

Importantly, Iluka also holds a 1.232% royalty over BHP’s Mining Area C (MAC) iron ore operation. 

An overview of the Group’s main operating assets is set out in Figure 1.

Figure 1 – Iluka key operations overview 
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As illustrated in Figure 2, the Fund established a long position in Iluka in the September quarter, after a major price 
sell-off driven by two main concerns:

1) Softer zircon demand and falling zircon prices due primarily to a combination of negative sentiment around the
trade war and lower house completion volumes impacting ceramics demand; and

2) A delay in the feasibility study for Sembehun (a large development project in Sierra Leone) to enable a re-evaluation
of the cost estimates and plans for the project.

Figure 2: ILU share price
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We continued to build on our initial position in September and are now one of the largest shareholders in the company 
with a ~4% shareholding at an average entry cost of around $8 / share. 

We believe the sell-off has been overdone and while Iluka does face some near-term challenges, we see a clear path 
through the issues noted above. Furthermore, we believe the company has a number of attractive assets that are not 
appropriately valued in the current share price. 

Our investment thesis is underpinned by three key factors, further outlined below, which lead us to a  
sum-of-the-parts valuation (SOTP) for Iluka of ~$12.50 / share, equal to more than 50% upside to the current 
share price of around $8.00.

1) We have a positive medium term outlook on the TiO2 and zircon markets. In particular, while the current share
price appears to be pricing in a structurally weak zircon market into perpetuity, we believe the market will
gradually move to a deficit as demand recovers and existing mine supply depletes over the next few years;

2) The MAC royalty is a world-class asset that is materially undervalued within the Iluka group structure.
We believe there is potential to unlock enormous value through a structural separation of the royalty stream
via a demerger; and

3) The company has a pipeline of attractive development projects (including Sembehun) that we believe are
currently valued at close to zero, yet provide long-life growth optionality going forward.

1. TiO2 and zircon markets

Iluka produces primarily high quality chloride TiO2 feedstock (rutile and synthetic rutile) and within this subset is one of 
the top three producers globally. Processing this feedstock is generally more environmentally friendly and typically 
produces a higher quality end product than sulphate alternatives.

While global economic uncertainty has weighed on demand for feedstock on an overall basis, high quality chloride TiO2 
remains in tight supply in most regions due to its greater scarcity and higher ‘value in use’ for pigment producers, which 
should support both Iluka’s prices and volumes over the medium term.

For the zircon market, Iluka flagged a slowdown in its 2H19 demand expectations due to political and trade tensions 
affecting sentiment and customer purchasing behaviour, (particularly for ceramics applications). China accounts for 
nearly half of global zircon demand and is the major cause of the softer demand outlook.
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While 2019 volumes are likely to be subdued, we believe the medium-term market dynamics remain favourable. Chinese 
construction starts have recovered strongly and with a ~3 year lag to completions, the current momentum indicates a 
supportive outlook for zircon demand from CY20/21 onwards. Figure 3 shows a 3 year lagged view of floor space started 
in China vs. floor space completed, with the data indicating an upward inflection point in completions in the next 6-12 
months should be forthcoming, which should in turn lead to an uplift in zircon demand. In addition, as sentiment 
improves, demand for premium zircon over standard zircon typically increases, supporting even stronger weighted 
average prices for Iluka.

Figure 3 – China floor space started (on a 3 year lag) vs floor space completed 
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From a supply perspective, the medium-term outlook indicates that significant mine depletions are anticipated from 
2020 onwards, with new projects required to make a material contribution to supply from 2021 onwards if the market  
is to avoid going into a deficit. Figure 4 indicates the step-down expected in supply from existing operations over the 
next three years, which will likely lead to tightness in the market and support zircon prices and volumes.

Figure 4 – Zircon supply & demand forecast
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We have had several meetings with listed peers including Chemours, Eramet, Lomon Billions, Tronox and Base 
Resources, as well as private channel checks with Western & Chinese customers and industry experts, including TZMI, 
which support our positive views on the market outlook and demand dynamics outlined above. 
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2. MAC royalty and separation considerations

Iluka holds a royalty over iron ore produced from specific tenements of BHP’s Mining Area C (MAC) in Western Australia. 
The royalty resulted from a 1994 restructure of deferred payments owed to Consolidated Gold Fields Australia with the 
agreement outlining the following key terms:
§ Evergreen royalty of 1.232% of Australian denominated revenue from MAC; and

§ A one-off payment of AUD$1 million per million tonne increase in annual capacity.

We believe the royalty stream is a very lucrative investment stream for a number of reasons:
§ BHP is an extremely high quality counterparty and MAC is strategically important to their iron ore

production profile;

§ The insulation from any operating cost risk, given the royalty is based on a percentage of revenue;

§ The material and likely step-up in production expected from MAC as BHP commissions the South Flank
development; and

§ The long reserve life of MAC (minimum life more than 25 years) and evergreen nature of the royalty agreement.

First production from South Flank has been targeted by BHP in 2021, with production from MAC expected to nearly triple 
from current levels of ~50mtpa to ~135mtpa in 2023 as BHP ramps up production. Figure 5 from the Iluka H1 19 results 
presentation further outlines the expected production ramp up and earnings sensitivities at different FX and iron ore 
pricing assumptions, once steady-state production is reached.

Figure 5 – Mining Area C Royalty Growth
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The sensitivity table illustrates that the MAC royalty (including the South Flank development) could generate ~$140m in 
earnings p.a. in 2023 at AUD:USD FX of 0.70 and an iron ore price of US$55/DMT and ~$240m in earnings at a spot iron 
ore price of ~US$95/DMT. This is more than double the Dec FY18 earnings from MAC of ~$60m. In addition to this, Iluka 
will receive one-off production payments of ~$80m as annual capacity increases.

We believe the MAC royalty is materially undervalued within the Iluka corporate structure. 

As outlined in Figure 6, on a sum-of-the-parts basis, brokers value the royalty at ~$1.7b on average, representing ~50%  
of Iluka’s total market capitalisation. This compares to our valuation of ~$2.1b–$2.4b which is based on a NPV valuation 
factoring in one-off production step-up payments of ~$80m, as well as the increase in production as South Flank hits 
run-rate production.
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We have further cross-checked our NPV valuation on a multiples basis with listed royalty companies globally.  
We believe a 12-16x EV/EBITDA range is reasonable for the MAC royalty which would imply a valuation of ~$1.7 – $2.2b  
at the above-noted EBITDA forecast of ~$140m. The multiple range assumes the MAC royalty trades at a modest 
premium to non-precious metal peers due to the superior size, quality, counter-party and long-life nature of the asset, 
however, at a discount to precious metals peers who are diversified, larger scale players. Peer trading multiples are 
outlined in Figure 7.

In addition, given the decline in global bond yields, we believe the MAC royalty valuation has appreciated materially 
in recent years. The royalty is effectively a BHP bond (with leverage to iron ore prices). Given the surge in prices for 
high quality corporates bonds (BHP has an A credit rating from S&P and A2 from Moody’s), this translates into a 
higher underlying value for the royalty asset.

Figure 6 – Valuation of MAC royalty 

Broker MAC valuation ($m) *% of ILU Equity value

Goldman Sachs $1,964 58%
JP Morgan $1,464 43%
Macquarie $1,443 43%
Morgan Stanley $1,825 54%
UBS $1,800 53%
Average $1,699 50%

L1 valuation
NPV (5.5-6.5% WACC) $2,081 – $2,409 62%-71%
EV/EBITDA (12 -16x multiple) $1,668 – $2,224 49%-66%

* as at 30 September 2019

Figure 7 – Royalty companies – trading multiples

EV/EBITDA

Name
Mkt Cap 
(USDm) Dec-19E Dec-20E NTM NTM 3 year

Precious metals
Franco-Nevada Corporation 17,388 27.5x 23.5x 23.3x 24.0x 
Wheaton Precious Metals Corp. 11,938 23.8x 18.7x 19.9x 17.5x 
Royal Gold, Inc. 8,234 24.3x 21.6x 21.8x 16.9x 
Sandstorm Gold Ltd. 1,035 18.5x 15.7x 17.0x 15.8x 
Osisko Gold Royalties Ltd 1,387 19.3x 15.4x 15.0x 20.2x 
Average 22.7x 19.0x 19.4x 18.9x 
Median 23.8x 18.7x 19.9x 17.5x 

Non-precious metals
PrairieSky Royalty Ltd. 3,247 16.8x 16.6x 16.7x 22.6x 
Labrador Iron Ore Royalty Corporation 1,162 5.9x 8.9x 8.4x 11.7x 
Freehold Royalties Ltd. 688 8.1x 8.4x 8.3x 11.5x 
Altius Minerals Corporation 359 10.1x 10.5x 9.9x 12.6x 
Anglo Pacific Group plc 447 6.5x 6.5x 6.5x 6.9x 
Average 9.5x 10.2x 10.0x 13.1x 
Median 8.1x 8.9x 8.4x 11.7x 

Overall
Average 16.1x 14.6x 14.7x 16.0x 
Median 17.7x 15.5x 15.8x 16.4x 

Source: CapIQ
NTM = Next 12 months
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We believe a demerger of the MAC royalty via an in-specie distribution to existing shareholders is the optimal 
method to unlock value for Iluka shareholders as it allows:
§ access to specific investors who are prepared to attribute a large premium to royalty and streaming entities;

§ separation of the cost of capital hurdles, beta and risk characteristics attributable to the royalty company
relative to the mining company, with the royalty company attributed a lower discount rate given the more
certain cash flow profile, lower counterparty risk and minimal capital requirements;

§ more efficient, focused capital allocation with the mineral sands and royalty companies able to better pursue
independent investment objectives;

§ a roll-over of capital gains tax relief to the extent an ATO class ruling confirming demerger tax relief is granted,
(which we think has a high probability of success); and

§ the ability to optimise the capital structure of the royalty company using low-cost debt (secured against the
MAC royalty) to grow the proposed royalty company in an EPS accretive manner.

Figure 7 highlights the evolution of the royalty and streaming industry into a separate investment sector with a number of 
sizeable listed entities emerging over the last decade. The three largest companies, Franco-Nevada, Wheaton Precious 
Metals and Royal Gold, have a combined market cap. of ~USD$38b, with their value nearly doubling over the last 5 years. 
Royalty / streaming entities generally trade at significant premiums to the owners of the underlying assets they have 
royalties in, reflecting their lower risk and more certain cash flow profile.

We do not believe that management highlighting the value of the MAC royalty in presentations or having a separate 
dividend stream will be adequate in unlocking MAC’s true value potential for Iluka shareholders, as none of the 
advantages noted above are achievable without a structural separation of the royalty from the mineral sands 
operations. Without a demerger, we believe:

(i) the market will continue to apply a weighted average cost of capital (WACC) to the group as a mining entity;

(ii) specific royalty / streaming investors will be precluded from investing in the group; and

(iii) Iluka’s valuation will likely continue to trade at a discount to its sum of the parts.

The separation of the MAC royalty has been raised a number of times in the past and we understand has been strongly 
considered by Iluka, however, the group’s prior leveraged balance sheet and the volatility of the mineral sands market 
have often been cited as reasons to maintain the current structure (given the support and relative certainty it provides to 
group cash flows). We believe this argument is no longer valid as Iluka’s balance sheet is currently and forecast to remain 
in a stronger position than it has been the past. Figure 8 from Iluka’s H1 19 results presentation highlights the deleveraging 
profile from ~30% gearing in H2 FY16, post the funding of the Sierra Rutile acquisition, to a net cash position in H2 18. 
With an increase in growth capex, net debt has increased to $141.5m at H1 19, implying gearing of 10.7% and net debt / 
EBITDA (LTM) of 0.27x (excluding MAC royalty) which is still well below target credit metrics of ~1.0-1.5x ND/EBITDA.  
The net debt position has marginally improved to $108.7m at the end of July.

While Iluka has a large capital expenditure program (including Sembehun further outlined below), we believe the balance 
sheet is capable of supporting the future investment program without the need for MAC royalty cash flows. Furthermore, 
if there is concern from the Board that balance sheet metrics will be stretched, the demerger can be structured with  
an allocation of an appropriate level of debt to the royalty company, which will further strengthen the starting financial 
position of the stand-alone mineral sands business. 
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Figure 8 – Iluka net debt position and balance sheet framework

Net Debt, Gearing and Funding Headroom
§ Net debt of $141.5 million (31 Dec 2018: net cash $1.8 million)

– 10.7% gearing ratio*

§ Significant funding headroom remains

– completed refinancing in July

§ Net debt as at July of $108.7 million

– undrawn facilities of $346 million at end of July

Multi Option Facility Agreement (MOFA)
§ Completed refinancing of MOFA in July

§ Total facilities reduced to $519 million

– reflecting medium term liquidity
requirements

§ Reset 5 year tenure with maturity July 2024

-10

0

10

20

30

40

-200

0

200

400

600

800

1000

Gearing %$m Total facilities available Net debt (cash) Gearing*

* Net debt / net debt + equity

H1 14 H2 14 H1 15 H2 15 H1 16 H2 16 H1 17 H2 17 H1 18 H2 18 H1 19

Balance Sheet Framework 

Target credit metrics broadly consistent with 
investment grade credit profile including:
§ net debt to EBITDA ratio of 1.0-1.5 times;

§ whilst balancing impacts of commodity
pricing; and

§ investment factors through the cycle.

Source: Iluka

3. Development projects and life extension options

Iluka has a large pipeline of growth projects across Zircon and TiO2 as further outlined in Figure 9 which we believe the 
market is attributing little or no value to. Four of the more prominent development options are the:

(i) Sembehun expansion in Sierra Leone;

(ii) Eneabba mineral sands recovery in Western Australia;

(iii) Greenfield development at Balranald in New South Wales; and

(iv) Restart of the SR1 synthetic rutile kiln in Western Australia.

Figure 9 – Pipeline of Growth Projects 
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The Sembehun deposit (acquired as part of Iluka’s acquisition of Sierra Rutile in December 2016) accounts for more than 
70% of the Sierra Rutile remaining reserves and is key to expanding production and extending the life of Sierra Rutile’s 
operations significantly. The project has faced increases in capex as studies to consider the optimal development 
approach have advanced with a 40-60% increase on prior capex estimates of ~US$300m across Sembehun and the 
Lanti / Gangama expansions. In the H1 FY19 results, due to further capex increases, Iluka has decided to revisit and 
broaden the studies with a focus on optimising the risk-return of the project. While the deferral is a negative, what we 
believe the market underappreciates is that Sembehun could be ‘high-graded’ as a smaller production asset and/or 
deferred to enable greater asset utilisation of existing infrastructure. Either way, Iluka should have a number of options  
to develop the project on a value accretive basis.

The Eneabba mineral sands recovery project relates to the extraction, processing and sale of a historical monazite-rich 
tailings stockpile that is currently stored at Iluka’s Eneabba mine that is now under care and maintenance. The Monazite 
concentrate contains zircon, ilmenite and a selection of rare earths minerals. Iluka announced a 107% increase in the 
heavy mineral resource stockpile from ~400kt to 827kt in July this year and confirmed contracted offtake of 50kt per 
annum of the concentrate for two years in the recent results release. For relatively minimal initial capex of ~$10m to 
construct a screening and cyclone plant, Iluka effectively has over a decade of production available on the current 
resource base with first sales expected in 1H 20. Iluka has guided the market to a rapid return on its modest project capex.

Balranald is a substantial (45.5Mt) deposit located in the Murray Basin in NSW that is rich in both rutile and zircon. Iluka  
is currently assessing the viability of underground mining and backfilling technology to access the resource as the ore 
body is ~60m underground. The Board has approved final field trials, which if successful will result in the project being 
ready for a development decision shortly thereafter. 

Iluka’s North Capel operations comprise two synthetic rutile kiln’s, (the other kiln’s are no longer capable of being 
economically restored) SR1 and SR2. SR2 is still currently operating, while SR1 was idled in 2009 due to a drop in 
demand. Iluka is currently investigating the restart of SR1, which could add ~120ktpa of synthetic rutile capacity  
(subject to securing sufficient incremental ilmenite supply).

Valuation

Assuming a demerger of the MAC royalty to better reflect its stand-alone valuation, we believe Iluka is worth ~$12.50 / 
share on a sum of the parts (SOTP) basis, implying more than 50% upside from the current share price of around $8.00. 

As an alternative way of looking at the valuation, at our estimated MAC royalty valuation of ~$2.1b on a demerged basis 
(low end of the NPV valuation outlined earlier), we estimate the mineral sands company is currently trading on only ~2.5x 
EV/EBITDA at the current share price – an enormous discount to its peer group.

The summary of our valuation is further outlined in Figure 10.

Figure 10 – Iluka SOTP valuation 

Description A$m A$/sh Comment

SOTP Valuation
Mineral sands inc. corp costs (Australia, Sierra 
Leone (inc. Sembehun)) 3,400 8.05 NPV valuation

MAC royalty 2,100 4.97 
Low end of NPV and mid-point 
of multiples based valuation

Growth / exploration options (Eneabba, 
Balranald, etc) 600 1.42 NPV valuation
Rehabilitation and other provisions (721) (1.71) H1 19 results
Net (debt)/cash (109) (0.26) Post Jul-19 refinancing
Total equity valuation 5,270 12.47

Current share price  7.99 Per CapIQ on 30/09/2019
Potential upside 56%
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Description A$m Comment

Mineral sands valuation at current  
ILU share price
Iluka enterprise value(1) 3,484 
MAC royalty 2,100 Low end of NPV, mid-point of multiples valuation
Implied mineral sands EV 1,384 
Implied mineral sands EV/EBITDA 2.5x Based on steady-state EBITDA of $550m

Multiples valuation – cross-check
Group FY20 EBITDA 635 Consensus broker estimates 30/09/2019
Group implied EV/EBITDA 8.5x 

(1) Equity value of $3,38b (based on $7.99 share price and 422m shares in issue) + net debt of $109m

Consensus broker estimates 30 September 2019

We have further cross-checked our valuation on a multiples basis, with the SOTP valuation implying Iluka would trade  
on an EV/EBITDA of ~8.5x FY20 EBITDA based on broker consensus estimates. This valuation level is broadly inline with 
Iluka’s five year average NTM EV/EBITDA valuation of 8.8x as illustrated in Figure 11. Iluka is currently trading at close to  
a 3x EV/EBITDA discount to this average despite having a much stronger balance sheet, a variety of growth/ exploration 
options and the MAC royalty being worth considerably more as the South Flank development nears first production.

Figure 11 – ILU NTM EV/EBITDA (last 5 years)
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Source: CapIQ as at 30/09/2019 NTM – Next 12 months

We believe shareholders would be strongly supportive of a move by the board to demerge the MAC royalty, as it would 
act as a clear catalyst to address the large undervaluation in the share price.

We look forward to engaging with the Iluka management team and board on this proposal.
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L1 Capital Overview

L1 Capital is a global investment manager with offices in Melbourne, Sydney, New York and London. The business  
was established in 2007 and is 100% owned by its senior staff, led by founders Raphael Lamm & Mark Landau. The team 
is committed to offering clients best of breed investment products. L1 Capital manages money for a range of clients 
including large superannuation, endowment funds, private banks, insurance companies, financial planning groups,  
family offices, high net worth individuals and retail investors. 

L1 Capital uses a fundamental, bottom-up research process to identify investments with the potential to provide 
attractive risk-adjusted returns. The L1 Capital investment approach is largely style-neutral with modest value and 
contrarian characteristics. The firm launched its flagship L1 Capital Australian Equities Fund in August 2007. Since 
inception, the L1 Capital Australian Equities Fund has been one of the best performing large cap, long only funds  
in Australia, outperforming the S&P / ASX200 Accumulation Index by 3.0% p.a. (after fees).
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