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Hard Rocks and Hard Shocks

Is a Fertilizef Producer a Mining Stock or an Agricultural Stock?
Or Does It Matter?

or months there had been growing speculation that the big mining

., " . anies were going to add fertilizer to their product mix.
...it’s positively poetic:

Yara bought Terra. Then, withi , Vale bought Bunge’s Brazilian fertili erations, and
BHP bought a small Sas izer wannabe, Athabasca Potash.
BHP has long held rights to potash permit land around the main producing
properties of the giant Potash Corporation, and is developing a potash mine

(Not that the miners are the only buyers: the world’s biggest fertilizer
company, controlled by the Norwegian government, bought a US nitrogen
producer this week. It's not only a big deal, it’s positively poetic: Yara bought
Terra.)

Several brokers have been flatly predicting that BHP will buy Potash, a
company whose stock has recently languished in response to disappointing
earnings:

Potash (NYSE:POT)
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The CEO of Potash, the messianic Bill Doyle, who is almost never ruffled,

recently complained that “BHP is trying to buy fertilizer companies on the
cheap.”

Why did BHP move into agriculture? Answer: it’s so big it has to think big.
Since BHP was frustrated in its attempt to buy Rio Tinto, it has what most

companies would consider a lovely challenge: how to reinvest its powerful
cash flow.
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How? Buying a basket of little mining companies would probably be little
more than a managerial nuisance; however, buying big mining companies
producing what BHP also produces can unleash a sea of antitrust troubles
—from the multitudinous tiers of Brussels Snouts, and the US Justice
Department, recently aroused from somnolence with the kiss from Prince
Obama.

Potash and phosphorus are mined, although the techniques have little in
common with hard-rock metal mining. The big mining companies’ experience
with farmers has tended to be of the unpleasant, pitchfork variety, because
of alleged or actual injury to the farmers’ air, land, water and livestock.
Diversifying into agriculture therefore is not, at first blush, the basis of a
sound business model. It arouses memories of what happened to Big Oil
when it bought base metals.

However, BHP naturally covets POT's reserves in the ground in politically-
secure Saskatchewan—possibly the longest-duration reserves of any mineral
asset on Planet Earth. (Potash Corp. people enthuse about their “thousand
years of reserves,” but even if they're out by 25%, that means they’ll be
pumping out potash for more than a half-millennium after the last drop of
bitumen has been drawn from the Alberta oil sands.)

As clients are aware, we have always included the fertilizer stocks within the
Agriculture component of our Recommended Asset Mix (and within our
Fund, where they have nearly a one-third weighting in Agriculture and a 9%
overall weighting).

If BHP is as serious about taking a run at Potash as Wall Street believes, we
suggest the managements of both companies consider the arguments about
mega-mining takeovers we adduced after the Falco-Inco-Fiasco. {Basic Points,
May 2007).

In brief, we believe that takeovers of companies with large mineral operations
in a Canadian province are not, primarily, a question for Ottawa but for the
legislature of that province—under Section 91 of the British North America
Act, which became Canada’s constitution. Provinces have jurisdiction over
mineral resources within their territory, except for pipelines and other forms
of interprovincial trade. We are virtually certain that Quebec would take that
position if there were a foreign takeover attempt at Agnico-Eagle’s mines in
that province. In the case of Potash, the Saskatchewan government’s veto
power may be stronger, because the company operated for many years as a
provincial Crown Corporation, until Bill Doyle and friends arranged that
historic privatization.

«..the US Justice
Department,
recently aroused
from somnolence
with the kiss from
Prince Obama.
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Canada’s federal Cabinet
was only slightly more
involved in the Falco-Inco
takeover battles than
were the Commissioner
of the National Hockey
League and the artistic
director of the National
Arts Centre.
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Canada’s federal Cabinet was only slightly more involved in the Falco-Inco
takeover battles than were the Commissioner of the National Hockey League
and the artistic director of the National Arts Centre. So Ottawa should not
be considered the premier player if Potash is the prey. The Saskatchewan
government, one of Canada’s most quietly competent, should, in our view,
set up an informal committee within the Department of Agriculture or the
Department of Finance to prepare a position paper on the province’s response
to any future takeover bid.

We greatly admire the management and ethics of BHP, but we feel that the
people of Saskatchewan should be heard if Potash Corp—a true national
treasure (even though its top management resides near Chicago)—control is
at stake. A thousand years is a long time for remorse.
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Hard Rocks and Hard Shocks

INVESTMENT ENVIRONMENT

Forinvestors worried aboutanemicgrowth in the G-7, industrial commodities
and commodity stocks may look highly risky, after their dramatic snapbacks
from the Depression fears of a year ago.

We talk from time-to-time with pension funds about the attractions of
commodities, and frequently find great willingness to consider new or
increased allocations to this sector despite all the worries about deficits and
unemployment in the developed world.

In the US, many pension fund managers and consulianis cite a paper
recommending commodity investing published four years ago by two Yale
professors—Gary Gorton and Geert Rouwenhorst. The Financial Times last
week interviewed them about how their forecasts had worked out, given
that “prices in the years following the report’s publication moved in tandem
with other asset classes...As stock markets plummeted worldwide in 2008,
commodities fared just as badly.” The academics seemed unruffled, still
maintaining that “Over a long period, commodity futures returns match
equities but with a negative correlation.”

Their work tends to confirm our friend David Rosenberg’s cogent analysis that
commodities and equities move in different long waves—and that equities
are still in a long-term bear market, whereas commodities are still in a long-
term bull market.

What does that imply for commodity stocks? Can they be in a long-term bull
market while the major equity indices are still in bear markets?

We believe that well-managed commodity companies offer investors the
opportunity to position themselves in the industries that are performing
more strongly than the global economy, while under-exposing themselves
to shares in companies whose market caps reflect the way the advanced
economies used to be when the industrial world was still industrializing
rapidly—as was its supply of citizens under age 25.

That was before the combined impact of negative demographies, disastrously
engineered financial behemoths, and overburdened governments brought
the developed world’s global economic leadership to an end.

Car drivers drive by watching the road ahead, with frequent checks to the rear-
view mirror. Northrop Frye, one of Canada’s most renowned intellectuals,
argued that the best way to travel across Canada by train was to ride seated
backward—watching where you have been.

..equities are still
in a long-term bear
market, whereas
commodities are
still in along-term
bull market.
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These economies are
the Global Olympians—
young, competitive

and optimistic.
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The major equity indices offer that vista—you know the companies, you
know their competitive positions, and you know which products and services
have been their growth engines. This is ordinarily comforting, compared to
the neck strain from trying to peer into the landscape ahead.

Commodity stocks are the asset class thatshould be priced mostly by appraisals
of the future of the global economy. They are the pre-eminent global asset class
because the materials the companies produce are priced internationally, and
are tied to rising demand in the fastest-rising economies. These economies
are the Global Olympians—young, competitive and optimistic. The advanced
industrial economies are rapidly becoming the equivalents of the high-end
golf and country clubs where the successful people who've already made
their wealth come to retire, play and drink with their own kind—and where
they don't have to compete with aggressive young upstarts.

Governments’ debts are the accumulated buildup of cumulative spending
growth above GDP growth—the underpayments made by earlier generations
for the rewards their politicians showered on them. They are an ever-present
reminder of past budget fantasies.

Investors have begun the momentous process of re-evaluating the endogenous
risk in the pre-eminent backward-looking asset class—OECD government
bonds—compared with high-grade corporate debt, which is priced the
way drivers drive cars—looking forward most of the time, with occasional
shoulder checks.

But, you ask, don't government bond prices reflect perceptions of future
deficits? Yes, governments, economists and investment firms routinely
publish projections of future public debt situations.

However, apart from basket cases like Greece, those longer-term guesstimates
seem to have little or no effect on bond prices today. Else why would 30-year
Treasurys offer a nominal yield of just 4.6%, when the range of future US
national debt estimates is from the deeply worrisome to the utterly terrifying?
Obama’s own forecasts are for endless deficits, even though they predict
strong economic growth forever, no real increase in inflation, and only a one
percent rise in long Treasury yields. The nation’s debt/GDP ratio is widely
predicted to be heading -within a very few years—into the Mediterranean
Eurozone—the Twilight Zone for risk-conscious investors.
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In contrast, blue-chip corporate debt sells based on the current balance sheet
and on assumptions about managements’ commitments to restrain future
bond issues in line with—or less than—actual earnings growth. Were IBM to
announce it expected to lose money for the next decade, but by then it would
dominate the computer service business, the yield on its outstanding bonds
would skyrocket, and it would be effectively priced out of the bond market.

So, what about the evaluations of commodity stocks?

The good mining companies should be priced three ways: the past, the
present, and the future:

The past is there in the form of the existing mines and reserves;
The present is there in the form of earnings and new discoveries.

The future is there in the form of expectations about the growth of “Chindia”
and other emerged and emerging economies, and the companies’ abilities
to position themselves for even greater future profitability as hundreds of
millions of new consumers vie for the products that will come from the
manufacture and use of commodities.

We place the greatest emphasis on the future, whereas the Street tends to
downgrade it, posting long-term base metal price forecasts that plunge to
levels last seen in 2005 or thereabouts. We disagree strongly with those future
earnings projections and question why any smart investor would want to pay
up for mining stocks that supposedly face grim years later in this decade
and beyond. Peddling stock with a forecast of future sustained gloom rarely
works—except for selling box seats for Wrigley Field.

The endogenous risk for the well-managed mining companies compared to
thebroad stockmarket is much less than mostbackward-looking conventional
strategists assert, and the future profitability is greater than most analysts
dare to predict.

Peddling stock with

a forecast of future
sustained gloom rarely
works—except for
selling box seats for
Wrigley Field.
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...the IPCC’s headline
claim that the great
Himalayan glaciers
would disappear
within 35 years

was as scientifically
based as reports of
conversations with a
Yeti...
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The Global Warmists’ Crisis

Global warming began to
f the industrial world
implosi

erge as the new challenge to the economies
the Fall of the Berlin Wall and the subsequent
shevism. The devastated global Left found a new cause
that, by attracting support from across the political spectrum, could give
Big Governments even greater power than they exercised before Reagan and
Thatcher made capitalism fashionable.

Crucial to warmism'’s rapid rise to power was its insistence that the science
of global warming was settled. Dissenters within the scientific community
found themselves marginalized and ridiculed, and their access to publications
restricted.

The Nobel Peace Prize awarded to the UN'’s Intergovermental Panel on
Climate Control {IPCC) and Al Gore sanctified the cause. The Copenhagen
Conference was to be the occasion at which the industrial world would not
only pledge itself to imposing strict controls on its practices, but would
pledge up to $100 billion in payments to the Third World in reparation for
the damages to emerging economies from Western industrialization, and to
assist its members in achieving climate-sensitive economic growth.

Then the settled consensus began to become unsettled:

First came “Climategate” —the thousands of hacked emails that showed
the extent to which the scientific dogmatists went to cover up embarrassing
data and discredit their opponents.

Second was Copenhagen. TV viewers across the world saw rioters in the
streets and socialists like Hugo Chavez getting standing ovations when
they demanded the end of capitalism. No deal was reached.

Third was the revelation that the IPCC’s headline claim that the great
Himalayan glaciers would disappear within 35 years was as scientifically
based as reports of conversations with a Yeti (The Himalayan Bigfoot).
The one scientific paper used for that scary claim had actually talked of
the possibility they would disappear by 2350, but the basis of the IPCC
assertion was anecdotal reports from a few enthusiasts at the World Wildlife
Foundation (WWF), which had long ago morphed from saving pandas to
fighting warming.

Fourth came the report from Swiss glaciologists that the Davos Glacier, the
most influential ice sheet on world opinion, had not shrunk because of
global warming but because of eight years of far-above-average sunlight.
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Fifth came “Amazongate.” The IPCC had leapt into the cause to save the rain
forest by claiming that a huge percentage of forestland faced destruction
from warming. Now it was revealed that the only basis for that scientific
alarmism was an article written by a pair of youthful global warmists with
scanty scientific credentials—one of whom worked for the WWE

Sixth came the saving of Holland. The IPCC had reported that, because of
rising oceans, 55% of the Netherlands was below sea level. Dutch scientists
showed that the part of its landmass protected by dikes was a small fraction
of the nation—and it hadn’t shrunk recently.

Seventh came the confessions of Phil Jones, the former head of the East
Anglia climate institute whose emails had been hacked. He had been put
on leave after the scandal broke. He admitted that their studies showed
“no statistical evidence” that the world had been warming since 1995, and
that the historical records showed the world was warmer 1,000 years ago
than now. He said that what was needed in coming years was a return to
peer-reviewed research.

More and more confessions and revelations come out each week.

This week, the big business alliance that had been backing Obama’s Cap and
Trade bill began to unravel, as BP, Caterpillar and Conoco Phillips pulled out.
Its biggest remaining member is General Electric, which has built its business
model on building alternative energy devices. The legislation is stuck in the
Senate, and it now looks as if that will be its tomb.

The record snowfalls across the Southern and Eastern US cheered the

opponents of global warming, but the warmists point to the problems for

the Vancouver Olympics to argue that, as they said all along, warming meant
wild weather swings, so a snowbound Washington is actually proof of their
claims. On balance, those snowfalls were further bad news politically for
warmists—because of their impact on ordinary people’s perceptions—but
they certainly weren't decisive. What matters most is the week-to-week
accumulation of evidence that the “science of warming” has to go back to
the drawing boards. There is no chance now that voters in the developed
world will support governments that impose heavy burdens on their own
economies, while sending billions in reparations to the newly industrializing
nations that have become such formidable competitors—and formidable
polluters.

What matters most
is the week-to-week
accumulation of
evidence that the
“science of warming”
has to go back to the
drawing boards.
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