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March 26, 2012 

 

 

 

THE SCRAMBLE FOR RARE EARTH CONTINUES  

 

On March 8, 2012, Molycorp, a U.S. based rare earth producer offered a mix of $1.3 billion in cash and 

its own shares to purchase Neo Material Technologies, which happens to be our firm’s largest holding.  

The offer represented an approximate 40% premium from the prior close, but on many measures, the 

valuation placed on Neo Material appears low. For instance, and in particular Molycorp’s offer represents 

a firm value at 4.7x EBITDA which compares to an average multiple of 7.7x EBITDA over the past ten 

years encompassing 1,837 transactions in the specialty chemicals industry.  This comparison suggests that 

the business transacted at a noticeable discount, some 63.8%, from the average valuation during the past 

decade.  Similarly, our own internal discounted cash flow modeling suggests to us that the transaction is 

occurring at a similar level discount.  If these valuation gaps are accurate then perhaps a competing bid 

may emerge within 60 days of the announcement, but there are no indications to date that a counter bid is 

lurking.  Incidentally, this transaction was struck on friendly terms and another suitor may not find it 

attractive to jump into a triangle, but nevertheless Neo shareholders would entertain their arrival.  So 

while the seemingly low valuation represented our first reaction to the news, our second was…What took 

so long?   

 

It has been our belief for some time that prior to this announcement, Molycorp has existed as an 

incomplete rare earth enterprise.  Most importantly, the firm has lacked easy access to the heavy rare 

earths that are controlled by China, as well as meaningful expertise in processing these same materials for 

end users.  For these reasons, as well as what we believe to have been an heretofore inflated valuation in 

MCP shares until very recently, we have never generally entertained owning the company.  To be fair, the 

same has gone for any other start up miners in the industry for that matter (although MCP’s 61% share 

price decline since May 2011, was admittedly gaining our attention).  By contrast, we have had eyes for 

Neo Material since 2007.  Our affinity has been based on what we believe to be a well-positioned, 

standalone bottoms-up firm by any measure, that happened to be sitting on the cusp of a compelling 

industry dynamic set to unfold over the coming five to ten years through China’s control of the rare earth 

market.  Simply put, we saw a classic mismatch between supply and demand in the rare earth market, and 

believe Neo Material is competitively well positioned.   To begin, China’s stranglehold on the global rare 

earth supply was purposefully being rationalized by its government to preserve the resource.  In the 

meantime, it seemed probable that surging long-term demand for rare earth materials from across a 

number of global technology driven end users—ranging from auto manufacturers to smart phone 

producers—would at some point lead to sharply higher prices for these materials in the years to come.   

 

Under these anticipated circumstances, investors seeking to capitalize on rising input prices are often 

better served by owning companies that are closest to the raw material source within the value chain, i.e. 

the farthest upstream.  For example, in the case of rising copper prices, a miner extracting the copper is in 

a better position to pass along rising prices in the ore than the smelter downstream whose end markets 

may be tied to a depressed real estate market, etc.  What made Neo Material Technologies particularly 

compelling in this competitive context was that it was actually positioned in the midstream to downstream 

section of the market for rare earths, but competitively speaking passes along price increases in the same 

manner as an upstream firm.  To be sure, the Chinese government prohibits foreign ownership of rare 

earth mines or natural resources, but Neo’s operations are based in China, and in reasonable proximity to 

China’s mining operations.  In a sense, Neo Material lies about as close as one can get to the source while 
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still being a foreign firm.  Moreover, the Chinese government has treated Neo Material favorably over the 

years, more in keeping with a local outfit, given its long presence and good standing in the local industry.  

Although its good relationship with the Chinese government is a key strategic advantage in light of Neo 

being able to secure consistent raw material quotas, one cannot overlook the company’s possession of 

strong intellectual property within its refining processes, which has meant that its business could not be 

replicated with ease and its longstanding Asian customers have been happy to provide stickier contract 

terms.  Between its strategic location, and its expertise in refining skills, we believe Neo boasts the 

quintessential signpost of a durable competitive advantage, which is to say that it can pass along price 

increases to its customers with relative ease.  Needless to say, this ability has been tested over the past 

several years and remarkably, the business model held true to form.  As an example, consider that over 

the course of the past few years the price for Neodymium Oxide in China rose from $19.1 per kilogram in 

2009 to over $338.9 per kilogram by the third quarter of 2011, and the firm continued to pass along its 

price increases while its operating margin expanded from roughly 13% in 2009, to 34.5% in 2011.  In the 

illustration below, we can view the broader range of exponential price increases felt across the rare earth 

markets from 2009 through 3Q11. 

 

 
Source: Metal Pages, Lynas Corp. 

 

Despite the competitive dynamics, we must recognize that what prompted our investment in the firm like 

all others, was what we believed to be an exceedingly low valuation.  We continue to be  mindful of this 

reality and the experience with Neo strongly reinforces our conviction that bargains can most often be 

found by rummaging through the discount bins with a careful eye. 

 

As we continue to assess this proposed transaction between Molycorp and Neo Materials, including the 

intrinsic value of these pro forma assets and prospects for the industry over the coming five to ten years, 

there is much to consider.  As should be expected, the industry has already evolved over the past five 

years, and will continue to do so going forward.  Some of the most significant changes however over the 

past several years have involved the additional production that is in the process of being added outside of 

China, including that of Molycorp, and Lynas Corp. (Australia).  Although it is difficult to say at this 

developing stage that the newly added production is a game changer in the context of global supply and 
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demand, at least there are new players legitimately in the game (something that could not be said five 

years ago).   

 

Aside from the improving industry fundamentals, other aspects of the industry have begun to digress.  

Namely, we are referring to the March 13, 2012 WTO complaint filed by the United States, Japan, and 

Europe against China’s rare earth quotas.  China’s quotas, which have contributed to the meteoric rise in 

rare earth prices during the past couple of years, are being described by these governments as market 

manipulation.  From China’s official perspective, the country has been clamping down on production in 

order to curb environmental abuses, as many informal miners and processors will simply leach the rare 

earth ores with acid, which creates a toxic runoff into the soil and water resources.  To their credit, these 

are natural resources that China is in no position to contaminate any further.  However, this is the official 

rhetoric from China and obviously the country has always sought to monetize this natural resource 

through its monopoly (China controls over 90% of global supply), which is an idea best captured by Deng 

Xiaoping’s 1992 quote, “There is oil in the Middle East, there are rare earths in China.”  To date, China’s 

efforts to effectively monetize this resource have rested upon its ability (or lack thereof) to attract high 

tech global enterprises to set up shop near its rare earth supplies (thus creating jobs and transferring new 

intellectual property to China).  Irrespective of these strategies, the two main byproducts of China’s quota 

policies are clear, prices have risen dramatically and on this basis it has incentivized new rare earth 

production to come online from outside China (i.e., Molycorp, Lynas).   

 

Still, legitimate questions remain as to how global supply will continue to keep pace with global demand 

for rare earths over the coming decade.  As it stands, China continues to account for over 97% of global 

production based on a recent U.S. congressional report produced in September 2011.  Likewise, a 

continuation of the country’s export quotas (China only exported 30,246 metric tons versus 112,500 

produced during 2011) will only exacerbate the long-term supply and demand imbalance.  To bring this 

relationship into focus, Molycorp provides an updated version of an IMCOA supply and demand forecast 

(on the following page), and the longer term dynamics presented by the data have changed little over the 

past several years.  Of course, the real world rarely unfolds by the designs of supply and demand forecasts 

conducted by economists and industry experts.  One important source of ongoing rare earth demand in 

particular that should increasingly come into focus is the role of alternative energy. Whereas many efforts 

in alternative energy require public taxpayer support, some of this support is rapidly dissipating under the 

weight of developed market budget constraints in Western Europe.  Whether the United States own 

budget woes play out in a similar fashion remains to be seen.  Bringing the impact of alternative energy 

demand into the foreground, we can see that policymakers will require ever increasing amounts of 

neodymium and dysprosium to make their green fantasies come to life.  Based on a recent study published 

by three scientists from MIT
1
, policy makers’ anticipated build outs and installed capacity for wind 

turbines and electric vehicles would require 700% and 2,600% increases in the supply of neodymium and 

dysprosium over the coming 25 years.  These necessary supply responses suggest that production growth 

in the two respective elements will need to annualize 8% and 14% compared with the current run rate of 

6%.  No one can be sure whether these sources of rare earth demand will materialize in light of their 

frequent reliance on subsidy, but nevertheless, we can appreciate that there are a myriad of sources of 

demand for these materials (lying outside of traditional technology).  Putting it all together from a global 

demand perspective, clear questions remain regarding what producers will step into the deficit and supply 

the market’s probable shortfall, in the absence of new entrants.  This relationship is illustrated in the 

graphic that follows, and it is relatively easy to appreciate that producers outside of China will need to 

step up their production capacities in the years to come.  Without additional capacity coming on line, and 

                                                 
1
 Environmental Science and Technology 
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in the face of consistent secular demand for technological goods, it seems likely that rare earth prices 

would continue to possess a bullish backdrop. 

 

The Rare Earth Supply and Demand Balance Including Forecasts 

 

 
 
Source:  Molycorp, IMCOA 

 

 

In sum, the industry has continued to progress towards adding new sources of supply lying outside of 

China, but at the same time, it does not appear that China’s monopolistic applecart will be upset in the 

near-term by an influx of new competition. On the other hand, the country will now have to contend with 

the political trappings represented by the recently filed WTO complaint.  The timing of this maneuver in 

an election year—as candidates from both sides partake in China bashing—does not seem like a 

coincidence.  In any event, little if anything is ever gained through trade disputes or antagonism and this 

situation appears no different. In fact, and to some degree, China’s quotas are in the near-term 

incentivizing competition to come online from outside China, and so from a medium-term standpoint the 

rising prices are stimulating, if not aiding the development of the rare earth industry lying outside of 

China.  Conversely, should China surprise all and reverse its policy and thereby effectively dump on the 

market, many of these recent upstarts with weaker financing could be waylaid in the process, which 

would represent a setback to the global industry.  That outcome seems unlikely, but trade disputes can 

bring about rash behaviors, particularly in light of a new regime coming into power in China.   

 

Irrespective of the trade dispute outcome, the event will likely be long and protracted, and the industry 

will press on in the meantime.  One aspect that we will continue to consider is the role that the combined 

firm of Molycorp and Neo Material Technologies will play in this fold.  We suspect that the combined 

firm should be able to capture some synergies and the strategic underpinnings of the transaction should 

stand to reason. One obvious example is that Molycorp’s addition of light rare earth feedstock to Neo’s 

refining capacities lowers the cost of production.  In any event, we will continue to examine this 
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transaction and the probable value of the pro forma company over the months to come prior to the deal’s 

closure. 

 

We appreciate your interest in our firm, and welcome any comments or questions at any time. 

  

Happy Bargain Hunting, 

 

 

Lauren C. Templeton             Scott Phillips 

 

 
Principal & Portfolio Manager                                    Portfolio Manager 

 

 

 

 

 

 

Disclosures: 

 
This information is for one-on-one presentations only and in response to a specific, unsolicited request.  Past 

performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to purchase 

any fund managed by Lauren Templeton Capital Management (“LTCM”). Such an offer will be made only by an 

Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An investment 

in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

LTCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  
 

 

LTCM is a registered investment adviser.  The fee schedule for LTCM’s investment advisory services with respect 

to the Fund is stated in the Offering Memorandum.  The Fund will also incur other operating expenses such as 

administration fees, audit fees and legal fees which will reduce the performance of the fund.  More information 

about LTCM can be found in Form ADV Part 2 which is available upon request.  LTF-12-23 

 

 

 


