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earths, or rare earth metals 
as they are also called, are 
found in the third column of 
the periodic table, and are 
typically identified by their 
silvery to gray color, luster, 
and high electrical conduc-
tivity. 

In spite of their name, rare 
earths are actually highly 
ubiquitous in the earth’s 
crust, and from a con-
sumer’s perspective these 
materials touch our daily 
lives in a multitude of ways 
that are unnoticed and with-
out question taken for 
granted by the majority of 
people. 

 This quarter’s newsletter 
features excerpts from the 
upcoming title “Buying at 
the Point of Maximum 
Pessimism” authored by 
Scott Phillips and due for 
publication by the FT 
Press in 2010.   

In 1992, Deng Xiaoping, 
the man who led China into 
its free market reforms 
made a rather arcane state-
ment when he said, “There 
is oil in the Middle East; 
there are rare earths in 
China.”  While few observ-
ers might have understood 
the implications of this 
proclamation two decades 
ago, the chances are out-
standing that nearly every-
one will come to under-

stand Deng’s words as 
prophecy, in time.   

To begin, a reasonable 
question may be, what is 
rare earth?  Depending on 
your perspective, rare earth 
could refer to a rock band 
with a few top 40 hits on 
the Motown label in the 
early 1970s, or a set of ele-
ments clustered together on 
the periodic table that you 
probably studied in high 
school chemistry.  Not to 
take anything away from the 
band and its cover of “Get 
Ready”, but this letter will 
focus on the rare earths 
from the science classroom.  
Rare earths are actually 
nothing more than some ore 
materials that are mined 
from the ground.  Rare 
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Rare earth’s prevalence in 
people’s everyday lives stems 
from their wide range of uses 
in technology applications.  
During the past few decades 
as the use of modern com-
puter and communication 
technology has proliferated 
across the globe, so has the 
application of rare earth ma-
terials.  Television sets (flat 
screen and tube), computer 
LCD screens, computer disk 
drives, iPods, cell phones, 
copiers, fluorescent light 
bulbs, hybrid vehicles, MRIs, 
and home appliances repre-
sent a handful of the products 
you may come in contact with 
on a daily basis that use rare 
earth as a critical component.   

In the illustration below, we 
provide a brief summary of 

the many applications of rare 
earth across various indus-
tries.  These examples how-
ever neglect the important 
roles that rare earths play in 
military defense technologies 
including the manufacture of 
heat seeking missiles.  So as 
we can now see, these ob-
scure, but all too common 
resources play an important 
role in modern technology.   

With that said, the demand 
for these materials, cyclical 
factors notwithstanding, is 
robust when considered on a 
secular basis.  The simple 
reality is that in spite of the 
relative penetration of tech-
nology into the developed 
markets, there is still sub-
stantial room for growth in 
the developing world for 

technology devices and ap-
plications.  One simple ex-
ample of this phenomenon 
lies in the rate of cell phone 
device penetration in the 
developing world.  While 
cell phone penetration rates 
are approximately 86% and 
98% respectively in the 
United States and Western 
Europe, these same rates are 
24% and 43% in India and 
China.  Likewise, in China 
nearly 80% of the country 
has a television, but only 
close to 10% have an LCD 
screen television.  These 
examples of low per capita 
rates of consumption  extend 
to many other well known 
technology devices.  An-
other example comes from 
the number of personal com-
puters per 100 people where 
in the United States 81 out 
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of 100 people have a per-
sonal computer.  However, 
if we turn the largest and 
fastest growing emerging 
economies in the world we 
can see that their is substan-
tial room for growth.  In 
Brazil approximately 16 out 
of 100 people own a per-
sonal computer compared to 
3 out of 100 in India and 6 
out of 100 in China.  Given 
the outstanding rates at 
which these countries have 
been increasing their stan-
dards of living during the 
past decade, and the pros-
pects for continuation due to 
high-savings rates and pro-
growth policies, in China 

Source:  Arafura Resources 
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in particular, we can have some con-
fidence that demand for these tech-
nology devices will continue to 
grow. 
 
Even as compelling as these growth 
markets for technology may be, we 
can cite many other reasons for con-
tinued demand in the rare earth ma-
terials.  One of the easiest examples 
can be found in the critical role these 
materials play in the innovation of 
existing technologies.  Most of us 
can recall, at least from video foot-
age, the beginning days of the mod-
ern computer.  The computer, if we 
can recall was an unwieldy monster 
that was the size of an eighteen-
wheel truck.  To bring this into per-
spective, in 1949 the magazine pub-
lication Popular Mechanics made the 
bold statement that “computers in 
the future may weigh no more than 
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1.5 tons.”  Fast forward to today, 
and a laptop computer may weigh as 
little as 2.5 pounds.  Embedded 
within the constant flow of these 
incredible innovations from pre-
existing technologies is a new-found 
application of rare earth materials.  
Taking a perspective that probably 
resonates even better with modern 
technology users of all ages, we can 
all appreciate how it seems that 
every six months or so a new, 
smaller, sleeker version of the iPod 
is released.  For that matter, cell 
phones and other mobile devices also 
continue to get smaller, and provide 
more capabilities as the years pass.  
Incidentally, these advances in 
miniaturization are typically the re-
sult of an improved rare earth appli-
cation such as the use of neodymium 
magnets in the iPod’s disk drive.  As 
it turns out the iPod’s increasingly 

small size is helped along by the 
rapid innovation of rare earth uses 
leading to a continued miniaturiza-
tion of its disk drive.  Finally, for 
anyone who has ever stopped and 
wondered how the market made the 
leap from black and white to color 
television, they need look no further 
than scientists discovering the appli-
cation of red phosphors through the 
rare earth element Europium. 
 
 
 

IT’S NOT EASY BEING GREEN 

Up to this point we have illustrated 
many of the technologies that em-
ploy rare earth materials, and we 
have also discussed some of the 
long-term demand drivers for tech-
nology, and by extension rare 
earths.  There can be little question 
that the long-term demand drivers 
from the emerging market con-
sumer are worth considering, but 
this story is far from relegated to 
emerging market demand drivers 
and any additional demand stem-
ming from innovation across all 
markets.  Instead, the demand driv-
ers for future rare earth consump-
tion are also heavily tied to a long-
term secular growth trend in the 

developed markets as well.  While 
not very well known, the ideological 
push into all things green and envi-
ronmental conservation will need to 
be unequivocally backed by rare 
earth materials.  For those unaware, 
the construction of hybrid vehicles 
and wind turbines, to name just two 
of the emblematic green technolo-
gies, are wildly dependent on appli-
cations of the rare earth element 
neodymium.  To provide an exam-
ple of the hybrid vehicle’s require-
ment for rare earth, we can take the 
Toyota Prius as an example.  In the 
Prius, the engine requires between 
2-4 pounds of neodymium and dys-
prosium and the battery requires an 

estimated 20-30 pounds of lantha-
num.  For anyone curious, these 
requirements are common to the 
construction of hybrid vehicles 
which as a category is set to grow.  
As we turn to wind turbines, it is 
easy to see yet another strong con-
sumption driver for rare earths, 
which in this application requires 
neodymium magnets to help power 
the motor.  To bring this need into 
perspective, each utility scale wind 
turbine is estimated to use over 700 
pounds of neodymium.  If this 
sounds like a lot of neodymium, it 
is, and as we are about to discover 
the developed markets sustained 
push towards a green economy has 
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 As Deng Xiaoping forecasted back in the 
early 1990s, China has a remarkable 
competitive advantage in the twenty-first 
century economy due to its tight grip on 
the world’s supply of rare earth.  We 
mentioned earlier that rare earth deposits 
are found all over the earth’s crust, but 
the dual reality is that they are not often 
found in heavy concentrations that can be 
economically mined.   Ironically, despite 
the strong demand for rare earths by 
green technologies, it was environmental 
issues that shut-down the United States’ 
own strategic source of rare earths found 
in Mountain Pass, CA.  The problem is, 
the business of mining and refining rare 
earths is actually dirty and pollutive.  
Historically, the process has entailed ex-
tracting the materials from the ground 
through mining, and then filtering off 
unwanted materials on-site through an 

some clear problems confronting its 
growth expectations. The simple prob-
lem at hand is that in spite of this  end 
market demand for hybrid vehicles and 
wind turbines, there is a highly concen-
trated supply of rare earth in the market 
that is ostensibly monopolized by one 
country, China.  It is a matter of fact, 
that China controls by most estimates  an 
outright 95% of the world’s supply of 
rare earth.  So in order for the markets 
for hybrid vehicles to reach 10 million 
vehicles by 2020 and wind turbines to 
meet the Department of Energy’s sug-
gested goal of 20% wind energy by 2030, 
there will be growing competition to 
gain access to the necessary raw materi-
als.  In other words, despite the lofty 
goals, it’s not easy being green. 

Source:  IMCOA 

acid leaching process.  This practice is 
what ultimately became intolerable 
from an environmental standpoint and 
led to regulations and the de facto clo-
sure of the Mountain Pass site.  Since 
that time however, westerners have 
seen the writing on the wall (even if it is 
in Chinese) that they require rare earths 
to keep their economies running on so 
many fronts, and yet possess little to no 
supply of these materials.  This reality 
has led to action, and one example 
comes from a group of private investors 
re-entering the rare earth business 
through Molycorp, LLC which is trying 
to re-start the operations at Mountain 
Pass.  In addition to Molycorp at Moun-
tain Pass, several other mining firms are 
trying to start up operations in locations 
from Canada to Australia.  The reason 
for this response comes in spite of 

treacherous near-term factors includ-
ing weak developed market demand 
and diminished access to capital mar-
ket funding, as most people can rec-
ognize the compelling growth we 
described earlier, coupled with 
China’s own questioned ability to 
satisfy all of this demand over the 
long-run in the absence of production 
deficits.  The outside world’s prob-
lem is not necessarily that there is not 
enough rare earths to go around. In-
stead the issue surrounds future peri-
ods when demand picks up and out-
strips supply (i.e. 2007) as prices will 
spike and end-users will be over a 
barrel to meet those prices with one 
only supplier in the market.  China in 
its own right has been taking increas-
ingly proactive measures to protect it 
precious resource, and has sought to 
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regulate out of the market inefficient 
producers who waste the product 
through poor practices, and also cre-
ate pollution.  Alongside this trend of 
greater responsibility towards its en-
vironment and long-term self-
interest, the Chinese market for rare 
earths has also become increasingly 
subjected to demand factors springing 
out of its own economic success.  Put 
another way, as the Chinese have suc-
cessfully integrated themselves into 
the global village, their own rising 
standards of living have created a 
sharp rise in internal demand for rare 
earths as their people buy more cell 
phones, television sets, etc.  The bot-
tom line here is that in the midst of 
these secular demand trends backed 
by the developing world’s rising stan-
dards of living and the developed 
world’s need to be green, China’s 
ability to supply rare earth to the en-
tire world will be tested.   In that 
scenario, absent new production from 
the western resource bases, prices 
will rise.  To be sure, there have been 
a number of announced projects in 
both Canada and Australia for rare 
earth mining and production.  The 
problem is, as it always is in mining, 
are possible delays, cost-overruns, 
new regulations, etc.  Most of us rec-
ognize that we live in an age where 
mines and other natural resource pro-
ducers simply take time to reach pro-
duction.  Then if we add the addi-
tional wrinkle of a relatively tight 
credit market  (compared to previous 
years, not months) into the equation, 
we can believe that probability favors 
at least some of these projects experi-
encing delays over the coming years.  
In the table illustration table below 
we can see with better clarity the 
specific projects that have been an-
nounced outside of 

China.  Within this table are a num-
ber of projects that have not pro-
duced any tonnage of rare earths as of 
yet and clearly remain on a wait and 
see basis.  One good example from 
the list below comes from the Mount 
Weld project in Australia currently 
managed by Lynas Corp.  From a 
historical basis, producers have been 
trying to commercially produce this 
resource for decades, to no avail.  
Furthermore, to highlight the broader 
set of risk factors, the company 
sought additional funding within the 
past year for its operations, and per-
haps not surprisingly the white 
knights that rode in were Chinese 
investors.  The Australian regulators 
reportedly scuttled the investment 

since the proposed stake was 50%, 
rather than the minority interest of 
49% that officials desired, keeping 
control in Australian hands.  Lastly, 
we should point out the significance 
of the 2012 projection for roughly 
45,000-60,000 tons of outside pro-
duction since, without this additional 
supply arriving the market is expected 
to enter a deficit based on broader 
forecasts of worldwide supply and 
demand. 

Source:  IMCOA 
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Putting all of this together, 
we can see that the potential 
for businesses operating in the 
rare earth value chain looks 
promising over the coming 
years.  Of course, the econ-
omy is still subject to impor-
tant cyclical variables, includ-
ing any possible re-emergence 
of economic weakness.  Still, 
the focal point for making a 
long-term investment in this 
space is on the secular trend 
of increasing demand for rare 
earths coupled with modest 
supply responses in the pro-
duction base.  As mentioned 
earlier there are a number of 
early stage production ven-
tures in place and many have 
publicly traded equities.  
Likewise, there are several 
Chinese equities, many of 
which trade in the local mar-
kets closed to many outside 
investors.  With that said, we 
believe the most attractive 
security in the rare earth 
space taking a combination of 
these risk factors into consid-
eration is found in the Cana-
dian listed rare earth material 
producer, Neo Material 
Technologies (NEM.TO), 
trading on the Toronto ex-
change.  Neo Material is par-
ticularly interesting thanks to 
its heavy presence in the neo-
dymium space, which inci-
dentally carries the most at-
tractive long-term demand 
dynamic. Neo Material also 
possesses more than a simple 
upstream position in the value 
chain since its principal busi-

IN SEARCH OF A RARE PLAY 

ness lies in the intellectually 
weighted side of creating neo-
powders and rare earth pow-
ders supplied to global tech-
nology companies for their 
own high tech products.  The 
company’s competitive ad-
vantages in this area, coupled 
with its patents, are revealed 
in its high profitability with 
operating margins lying above 
20% and returns on capital 
above 25% in the past few 
years leading up to the global 
recession (earnings are cycli-
cal and did decline in the re-
cession).  Perhaps most im-
portant to our previous dis-
cussion, the firm has demon-
strated an ability to pass along 
sharply rising rare earth prices 
to its end users, such as dur-
ing 2007 when the market for 
rare earths faced a production 
deficit. 

Despite its Canadian listing, 
the company’s production 
facilities on the ground in 
China positioned near the 
supply.  The company’s 
Magnequench division holds 
the leading global market 
position for neodymium mag-
nets and while the company 
sells across the globe, it is 
very well plugged in to the 
Chinese growth story with 
51% of sales coming from 
China. 

The risk factors surrounding 
the company are relatively 
straight forward, as it relies 
on its continued ability to 

procure a steady supply of 
rare earth raw materials.  
While the Chinese govern-
ment created a recent stir by 
announcing increased export 
quotas, this move only repre-
sents a continuation in a chain 
of policies that are designed 
to consolidate and improve 
the domestic industry.  With 
that said, Neo Material and 
companies like it are part of 
the solution, rather than the 
problem in the eyes of Chi-
nese officials.  Essentially, the 
Chinese would like to use the 
resource to attract more 
manufacturing of higher 
value-added content to their 
domestic economy since it 
would add much needed high-
income jobs to the interior of 
the country.  The interior of 
the country is both relatively 
lower-income and happens to 
be where the resources are 
located.  Since Neo Material 
is a fabricator and exporter of 
high value added products, it 
fits well into the Chinese 
game plan.  Finally, the com-
pany has no net debt on its 
balance sheet providing it 
with a sharp strategic advan-
tage.  Neo Material’s stock 
has enjoyed a nice run from 
its bargain basement price 
dating back to the first of the 
year.  Despite the solid run, 
the stock remains attractive at 
these levels based on cash 
flow and book value which 
have not been distorted by 
the cyclical swing in earnings.  
From a price to cash flow 

perspective the stock trades at 
a reasonable 9.6x compared 
to its long-term average of 
12.7x and taken from a price 
to book vantage point the 
stock trades at 1.8x versus 
and average of 4.2x.  While 
the stock remains attractive 
versus its history, more pa-
tient investors may also 
choose to add this name to 
their wish-list should the mar-
ket correct after such a sig-
nificant rally from the March 
lows.  In any event, investors 
should find the long-term 
thesis intact over the coming 
years thanks to the staying 
power of the strong secular 
demand drivers. 

In conclusion, this stock 
solves a longstanding dilemma 
for value investors who have 
sidestepped tech investments 
due to valuation or fear of 
obsolescence.  No value in-
vestor wants to pay too much 
or buy stock in a beta-max 
VCR maker, shortly before 
VHS  comes on to the scene.  
In this respect Neo Material 
provides investors with a 
long-term tech play, whose 
products will stay in demand 
no matter what new device 
takes hold of the market. 



 

www.maximumpessimism.com 

PAGE 7 VOLUME 2, ISSUE 3 

 

 

IMPORTANT DISCLOSURES: 

 

All of the views expressed in this Report accurately reflect the authors’ personal views regarding any and all 
of the subject securities or issuers as of the date of the Report, but the authors do not have any obligation to 
update those views. No part of the authors’ compensation was, is, or will be, directly or indirectly, related to 
the specific recommendations or views expressed in this Report. 

  

Although the authors currently believe that the information and data presented in this Report and otherwise 
relied upon by the authors is accurate, they have not independently confirmed the accuracy of such informa-
tion and data.  All data and analysis contained herein are provided “as is” and without warranty of any 
kind, either expressed or implied. None of the authors or any of their affiliates or employees, or any third 
party data provider, shall have any liability for any loss sustained by anyone who has relied on the informa-
tion contained in this Report. All opinions expressed herein are subject to change without notice, and you 
should always obtain current information and perform due diligence before investing.  The authors, accounts 
that they or their affiliated companies manage, or their respective shareholders, directors, officers and/or 
employees, may have long or short positions in the securities discussed herein and may purchase, sell or sell 
short such securities without notice. 

 

The securities mentioned in this Report may not be eligible for sale in some states or countries, nor be suit-
able for all types of investors; their value and income they produce may fluctuate and/or be adversely af-
fected by exchange rates, interest rates or other factors.  Further distribution prohibited without prior per-
mission. Copyright 2009 © Maximum Pessimism, LLC. All rights reserved. 

 

Maximum Pessimism® is a registered trademark 

 

COMMENTS OR SUGGESTIONS? 
 

CONTACT US AT: 

MAXIMUM PESSIMISM REPORT, LLC 

1208 POINTE CENTRE DRIVE 

SUITE 210 

CHATTANOOGA, TN 37421 

scott@ltfunds.com 

(423) 826-0945 

 


