Firm production path could galvanise market

Michael Quinn, 26 January 2010 (www.high-grade.net) 
ENSURING investor interest in a stock during the drawn out period when feasibility work is underway is typically a tough ask, but Meridian Minerals managing director Jeremy Read has mapped out a year ahead to keep investors on their toes. Having some extremely positive noises about zinc’s prospects from investment banks will be a big help too.

Meridian is currently drilling its Lennard Shelf zinc-lead project in Western Australia, while carrying out various studies into the viability of mining.

Read expects to give the market some production possibilities by March and again in mid-year, the latter following the extensional drilling currently underway. Drilling results are anticipated every few weeks, with two rigs in action, a third on its way, and more than 20,000m planned.

Meridian is targeting and/or planning to target the area between zinc and lead pods at Kapok West, the Cadjebut Splay, and Kapok East. Investors shouldn’t expect to be bored by confirmatory infill drilling, with brownfields/extensional drilling the priority for Meridian as the company seeks a clearer picture of the upside at Lennard Shelf.

Crunching the numbers on potential mining based on established resources is also underway, with Read telling HighGrade in Brisbane this week that as a base case scenario, Meridian wants to initially see a project with an NPV of at least $A50 million using a $US1 per pound zinc price. This week the company was capitalised at less than half that minimum targeted project value.

Mine production and processing in the order of 400-500,000 tonnes per annum is seen as likely, with earlier work using a 550,000tpa throughput seeing 40,000tpa of contained zinc and 20,000tpa of contained lead produced in concentrate.

Capex was put in the order of $A78 million, though that didn’t include refurbishment of the Kapok mine, which is currently being studied. Read wasn’t prepared to speculate on possible mine capex.

Upside in addition to significant increases in resources – including the confirmation of higher grade parts of the nearby Palijippa and Kutarta resources – includes potential mining of Cadjebut Splay, which is near the established Kapok decline but much shallower than Kapok and Kapok West. That would mean early cashflow that could fund such work as dewatering, refurbishment and/or development at Kapok/Kapok West.

Read also made the point that he’d been told previous Kapok miner Western Metals had been cashflow positive at a US38c/lb zinc when it decided to withdraw for what it thought would be better margins elsewhere (Pillara) at its Lennard Shelf project. While exchange rates and operating cost regimes (as well as commodity prices) clearly differ now, the point is a strong one.

Further upside is the potentially significant reduction in the possible $A50 million plant capital costs estimated for the purchasing, re-locating, re-furbishing and constructing the Galmoy plant in Ireland.

Meridian’s engineering consultant was to head to China this week to assess the potential for getting a Chinese built plant, after major Meridian shareholder NWME recently oversaw the design, fabrication and construction of a 600,000tpa plant inside a 12 month time frame.

At this stage Meridian is required to pay a further $A2 million for Galmoy in mid-April, after which time it will have paid about half the $A9 million or so the Galmoy plant is costing – with the balance due by the mid-November.

Meridian’s feasibility study is costing about $A8 million, meaning the company will require additional funds during 2010.

While only a small amount of analyst coverage on Meridan has been produced to date (by Patersons and Fosters), Read expects that to pick up once mining scenarios/investment cases are unveiled in March. He also said the company would be commissioning some research.

Meanwhile, as indicated, market interest should become particularly focused should the bullish zinc outlook of Credit Suisse gain traction. Earlier this month the commodity team at Credit Suisse outlined a raft of reasons why it likes zinc, with the relatively well known supply basis for the positive story – that is, anticipated mine closures from about 2012 – being significantly enhanced by a demand thesis.

“Demand could go exponential,” Credit Suisse said.

“Around 70% of the global galvanised steel demand now comes from developed countries. In our view, while the developed world therefore will drive the cyclical story in zinc, the structural story will be driven by the demand growth in emerging markets, and especially China, over the next  5-10 years. This could see the global zinc market requiring a circa 60% uplift in mine capacity by 2016 (estimated) at a time when few companies are investing seriously in zinc. This in our view is the big driver on the structural side.

“The key driver in our view will be China, which we estimate should move from 12-15% of global galvanised steel output (on a normalised basis) to 30-40% in the coming 5-10 years. This is because the early stages of a country’s development tends to be driven by construction-grade long products and progresses to high quality flat steel as growth becomes more consumer driven.

“As a rule of thumb, early-stage development sees a steel production mix of 60% long product, 40% flat product, with only low grade flat products produced. As a country moves from infrastructure led- to consumer-driven production, the long/flat steel split typically moves to a 40%-60% long-flat mix.

“Within that transition period, more consumer-driven metal is sold (autos and white goods, for example) and buildings tend to be built increasingly as prestige symbols—out of steel and glass with lots of galvanised steel on the outside. Hence, at the later stages of development in the transition to consumer economies, steel tends to be more zinc friendly.

“Our contacts in the steel equipment supply industry already tell us that demand for galvanising lines in China and the developing world in general is very robust. 

“On a very conservative basis we believe that China should move to close to 29% of global

galvanised output by 2016, at the latest suggesting some 50mt of galvanised sheet output versus about 17Mt in 2008—an exponential increase versus its underlying steel production growth—bullish for zinc demand, but supply remains the risk. This could be significantly higher in our view -in the past China has surprised on the upside with steel production and iron ore consumption and it is plausible we see 60-80Mt of galvanising capacity in that period in our view.”

On the supply side of the equation, Credit Suisse made the point that significant scheduled new mine capacity that could come on line, meaning that there remains plenty of zinc mine capacity in the world to fulfil even bullish demand forecasts. 

However, the investment bank certainly doesn’t believe that the new mines are a foregone conclusion. 

“In the current environment, with mining juniors struggling for funding and the majors extremely cautious, we probably need to see a huge price spike in zinc before capex projects are funded or fundable,” it said.

“Zinc may therefore one day return to oversupply—there is plenty of the metal in the ground to meet even our most bullish demand assumptions. But it is the one metal (other than copper) where we see a need for new capacity to be built, and to entice CEOs to build that capacity, we will probably need to see a price spike first.”

All of which would all be music to Read’s ears, as well of those of his developer peers at companies such as Overland, Ironbark and Terramin, the latter which is also already a zinc producer via its Angas project in South Australia.
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