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Gravity defines a large kimberlitic signature at L259

Diamond: Producer / Explorer

Lucapa (LOM) recently received very encouraging gravity survey results over
the high-priority L259 kimberlite, Lulo Diamond Project, Angola.
The gravity survey has identified a large kimberlitic signature (gravity low)
which covers a known area of 110Ha, but remains open to the south-west.
The edges of the gravity low are also relatively sharp, and correlates well with
an erosion surface which is typical of a kimberlite body. The Company will
now extend the gravity survey to fully cover the target area and use ground
electromagnetics (EM) to better define the limits of the intrusion. Follow-up
drilling is expected to commence this quarter (MarQ).

Potential for a large diamond-bearing pipe (= high prize)
Kimberlite material, in the form of in-situ re-sedimented volcaniclastic
kimberlite (RVK) was confirmed at L259 in late 2015. Importantly the
kimberlite is immediately adjacent to alluvial mining block (MB) 8, which
continues to produce large diamonds of significant value. The verification that
L259 is the primary source of these large diamonds is seen as a major nearterm catalyst, but is subject to positive results from proposed drilling.
The initial drilling will likely target shallow zones of pyroclastic kimberlite (PK),
which generally concentrates on the margins of the intrusion. PK is
considered to be a good medium to sample to ascertain if the kimberlite is
diamond bearing. The potential size (+110Ha) of the L259 kimberlite is
considered significant. Angola’s largest diamond mine, Catoca, is currently
producing over 6.5mctpa from a pipe with a surface area of ~64Ha. However,
kimberlites are generally made up of multiple intrusions, which may or may
not contain diamonds. Drilling and bulk sampling are the definitive test to
ultimately determine resource potential, providing grade and indicative value.

DecQ diamond sales generates gross revenues of A$8.1m
Lucapa generated gross revenues of ~$8.1m from three diamond sales
(2,151 carats) in the DecQ, taking CY15 total sales to ~A$12.8m from the
sale of 8,394 carats. We would estimate net proceeds of over A$11m after
marketing fees, royalties and taxes. The high average carat price for CY15 of
A$1,370 per carat is testament to the large, quality stones being recovered,
in particular from MB 8 and now expected from MB 6.
MB 6 is an exciting new mining area, located ~4km from the diamond plant
and ~2km downstream of MB 8. Lucapa reported four special diamonds from
MB 6 in January 2016, which included a 133.4ct compound diamond and has
now recovered two additional large stones (120.4ct - D colour and 86.2ct - E
colour), which are both Type IIa gems which are exceptional diamonds in
regards to colour and clarity, and considered very high value. The continued
recovery of large diamonds, some of which indicate very short transport
distances, further highlights the potential prize in the search for the primary
kimberlite source of these very “special” diamonds.
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Maintain our Speculative Buy recommendation
We maintain our Speculative Buy with a price target of 55cps, which is derived
from a discounted cashflow analysis of the alluvial operation and perception
of exploration value in the search of primary diamond sources. LOM’s current
cash of ~A$0.9m, does not include cash held in the Lulo JV account, which
we estimate to be ~US$3.5m (excluding capital adjustments) or inventories.
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Investment Summary
Alluvial diamond mining in Angola, continues to recover exceptional
value stones. Significant diamond-bearing kimberlite potential.

Lulo - Alluvial *

40%

Angola

Diamonds

Highly experienced management, with strong diamond skillsets.

Lulo - Kimberlite **

39%

Angola

Diamonds

Ramping up alluvial production and increasing kimberlite exploration.

* JV Partners interest: Endiama 32% and Rosas & Petalas 28%
** JV Partners interest: Endiama 51% and Rosas & Petalas 10%

Resources

Vol m3

Grade cphm3

Carats

Key Milestones

Attr.

Diamonds
Alluvials

Inf

550,200

9.27

51,000

20,400

Project

Alluvial Mining Commenced

Q1 CY15

Lulo

Ramp-up 10,000bcm to 20,000bcm

Q3 CY15

Lulo

Maiden JORC alluvial resource

Q4 CY15

Lulo

Expanded mining blocks

Q1 CY16

Lulo

L259 exploration gravity/EM

Q1 CY16

Lulo

Q1/Q2 CY16

Lulo

Late CY16

Lulo

L259 exploration drilling
Ramp-up 20,000bcm to 40,000bcm

P&L
Net Revenue

FY2013A

FY2014A

Ongoing kimberlite testing

CY16

Lulo

Potential listing on LSE

CY16

LOM

$ (m)

Ave Pr

% Ord

FY2015F

-

-

12.3

Total Costs

(1.2)

(2.6)

(13.6)

EBITDA

(1.2)

(2.6)

(1.3)

Options

Deprec/Amort

(0.0)

(0.0)

(0.1)

31-Dec-15

0.00

0.00

0.00

0%

EBIT

(1.2)

(2.6)

(1.3)

31-Dec-16

59.29

17.79

0.30

23%

53.76

11.45

0.21

21%

113.05 29.24

0.26

44%

Net Interest
Pre-Tax Profit
Tax Expense
NPAT

Unpaid Capital

0.0

0.0

0.0

31-Dec-17

(1.2)

(2.6)

(1.3)

Total

-

-

-

(1.2)

(2.6)

(1.3)

Abnormal Items

-

-

-

Reported Profit

(1.2)

(2.6)

(1.3)

No (m)

Comments
Alluvial operation to generate cashflows to fund kimberlite exploration.
Exceptional quality diamonds and indicator minerals from mining block 8, 6
indicative of a proximal (high value) primary source.
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Mining alluvial diamonds searching for primary sources

Angolan focused, with
a diamond concession
in Lunda Norte

The Company has
already identified and
confirmed multiple
kimberlite pipes, some
of which are
diamondiferous, which
bodes well for ongoing
exploration

Lucapa is an Angolan-focused alluvial diamond miner and diamond-bearing kimberlite
explorer. The Company holds a diamond concession (Lulo) in joint venture (JV) with
Angolan government’s Endiama and local partner Rosas and Petalas in the Lunda
Norte province. Under the current JV framework, Lucapa is the operator with a 40%
interest in the alluvials and holds a 39% interest in kimberlites. Lucapa’s interest in
both alluvials and kimberlites has the potential to be increased through pre-emptive
rights with the local partner and through government initiatives. Any increase(s) in
project ownership is seen as value-add opportunities.
Alluvial mining commenced at Lulo in January 2015, and Lucapa has now scaled up
to the initial target of 20,000bcm of gravels per month, which could deliver over 1,500
carats of diamond per month. LOM has a funding option with a local Caterpillar dealer
(Barloworld) to increase the earth-moving fleet to further increase the mining rate to
up to 40,000bcm per month, which could double diamond production. With in-themoney options and growing diamond inventories, alternate funding may be available.
The alluvial operation has good grades and high per carat diamond prices (testament
to the regular recovery of large “special” diamonds).

Fig. 1:

Project Location – Lunda Norte, Angola

Source: Lucapa Diamond Company Ltd

Improved alluvial production anticipated in the MarQ
Diamond production
down in the DecQ but
sales were a record
~A$8.1m

Processing rates for DecQ were lower qoq, primarily due to mechanical issues with
the DMS plant, which resulted in plant downtime for ~2 weeks. Access was also
restricted to the high-value MB8 due to the wet season, which reduced overall mine
grades and production. We forecast alluvial production of just over 4,000 carats in the
MarQ, generating free cash which can be reinvested into the operations and for
kimberlite exploration.
The alluvial operation in CY15 (full year) generated ~A$12.8m in gross revenues from
the sales of 8,394 carats of diamonds. We estimate that once producing at and above
the 20,000bcm of gravels per month, free cash flows should be generated. The
generated free cash continues to be reinvested into the alluvial operation and into the
search for the diamond-bearing kimberlites, which we see as the ultimate objective.
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Alluvial Production and Sales CY15

CY15 (full year)
generated ~A$12.8m
in gross revenues
from the sales of
8,394 carats of
diamonds

The number of special
diamonds also
increased significantly
in the H2 CY15

Maiden alluvial
diamond resource of
550,200m 3 @
9.27cphm 3 for 51,000
carats

Kimberlite exploration
is now being
accelerated with
drilling expected to
commence in the
MarQ

Source: Lucapa Diamond Company Ltd

Maiden alluvial resource with significant growth to come
Lucapa released a maiden JORC-compliant alluvial diamond resource for the Lulo
operation during the DecQ. The Lulo alluvial diamond resource as at 31 October 2015
has an insitu volume of 550,200m3 at grade of 9.27carats per 100 cubic metres
(cphm3) for some 51,000 carats. If we assume an A$1,150/ct average diamond price
(ie. well below the actual price received to date), implies a potential insitu value in the
order of A$60m.
The diamond resource (inferred) is considered sufficient to supply the alluvial diamond
mining operation for ~4 years at the current 20,000bcm per month mining rate. The
maiden resource covers less than 10% of the alluvial diamond mining concession, and
is expected to be upgraded through proposed drilling during the course of 2016. We
see potential for a significant resource extensions and anticipate mine life growth.

Kimberlite exploration being accelerated, drilling in MarQ
Lucapa has identified a number of high-priority kimberlite targets that could be the
potential primary source for the highly valuable (and large) alluvial diamonds
consistently being recovered from MB 8 and 6.
Proximal kimberlites to MB 8 and 6 include L259, L13 and L15 kimberlites, with the
L259 kimberlite immediately adjacent to MB 8. The large diamonds that continue to
be recovered from both mining areas (8 and 6), are irregular in shape with jagged
edges indicating short travel distance from source. In addition, the recent recovery of
a large (133.4ct) compound diamond, which is the largest diamond recovered to date,
is indicative of a proximal primary source.

Fig. 3: MB 6: 133.4ct compound stone (LHS); 120.4ct Type IIa gem (RHS)

Source: Lucapa Diamond Company Ltd
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View of MB 6 from MB 8

MB 8 and 6 are within
a stone’s throw

Source: Lucapa Diamond Company Ltd

Kimberlite material, in the form of in-situ re-sedimented volcaniclastic kimberlite (RVK)
was confirmed at L259 in late 2015. The verification that L259 is the primary source
of these diamond is seen as a major near-term catalyst, but is subject to positive
results from proposed drilling and potential bulk sampling.
Recently completed exploration has included a ground-based gravity survey over
L259, which has identified a large gravity low (kimberlitic signature) which covers a
known area of 110ha, but remains open to the south-west. The edges of the gravity
low are also relatively sharp, and correlates well with an erosion surface which is
typical of a kimberlite body. The Company will now extend the gravity survey to the
south-west to fully cover the target area and use ground EM to better define the limits
of the intrusion.

Source Kjarsgaard, 2007

The potential size (+110ha) of the L259 kimberlite is considered significant, especially
if deemed to be diamondiferous. Angola’s largest diamond mine (4th largest globally)
is Catoca, which is currently producing over 6.5 million carats per annum from a pipe
within a surface area of ~64Ha. However, kimberlites are generally made up of
multiple intrusions, which may or may not contain diamonds.
Follow-up drilling is expected to commence in the MarQ, with the multipurpose drill rig
arriving into Angola in February 2016. The initial drilling will likely target shallow zones
of pyroclastic kimberlite (PK), which generally concentrates on the margins of the
intrusion and is considered to be a good medium to sample to ascertain if the
kimberlite is diamond bearing. Drilling and bulk sampling are the definitive test to
ultimately determine resource potential and overall grade.

Fig. 5: Gravity survey area (LHS); Residual gravity map with kimberlite signature (RHS)

Source: Lucapa Diamond Company Ltd
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Preliminary Valuation and Price Target
Our preliminary
valuation for the
alluvial operation is
based on
assumptions, some of
which are yet to be
achieved

The estimation of alluvial diamond resources and reserves can be problematic due to
the variable distribution of the diamonds within the gravel host. Lucapa has now
released an independent maiden JORC-compliant resource estimate for the alluvials
which we expect will continue to grow over time. With a few hundred kimberlites within
the immediate catchment area eroding over a long time period provides some comfort
that mining can be sustained at the targeted levels over a number of years. In our
preliminary modelling, which forms the basis of our price target, we simulate a lower
case (LC) 3 year operation, a base case (BC) 5 year operation and an upper case
(UC) 10 year operation. Note on the current processing rate a resource mine life of ~4
years can be implied.
When assessing diamond deposits, tonnes, grade, and the average value of the
diamonds ($/carat) must be determined. Diamonds, unlike commodities such as gold,
do not have a set value, with their value ($/carat) depending on their quality (4Cs).
The project also has a higher than average price per carat which again is difficult to
model, especially the recovery rate of the “special”+10 carat stones and frequency of
highly prized Type IIa stones. The actual average sale price received to date from nine
sales is A$1,855/ct (ranging from A$400/ct up to A$7,873/ct).
Our basic preliminary modelling uses the following assumptions:

We will continue to
update our modelling
from Company
released information
and actual production
results



Processing rate of 20,000bcm ramping up to 40,000bcm/month (steady-state)



Grade of range 8-9cts/100bcm



Production (annualised) of +20,000cts up to +40,000cts (once at ramp-up)

Under the terms of JV, Lucapa is entitled to 70% of the free cash flows (50% direct
payment and 40% of the remaining 50% for 20% through dividends) until accumulated
expenditure is repaid (we estimate accumulated expenditure of A$55m). We assume
surplus funds will be used for working capital and kimberlite exploration.
Our updated price target of 55cps is derived from both a discounted cashflow analysis
of the current alluvial operation and perception of exploration value in the search of
primary diamond sources (which we regard as high).

Fig. 6:
Preliminary price
target of 55cps

Hartleys LOM Price Target

Price Target Methodology

Weighting

Spot

Lulo alluvials - NPV@14% - 3 year mine life (LC)

5%

$0.17

$0.22

Lulo alluvials - NPV@14% - 5 year mine life (BC)

25%

$0.28

$0.37

Lulo alluvials - NPV@14% - 10 year mine life (UC)

20%

$0.56

$0.73

LC + Kimberlite exploration value - "blue sky"

5%

$0.33

$0.43

BC + Kimberlite exploration value - "blue sky"

25%

$0.45

$0.58

UC + Kimberlite exploration value –“blue sky"

15%

$0.73

$0.87

Net Cash

5%

$0.00

$0.00

Risk weighted composite

$0.43

12 Months Price Target

$0.55

Shareprice - Last

$0.300

12 mth total return (% to 12mth target + dividend)

12 mth out

82%

Source: Hartleys Research Estimates; LC = lower case; BC = base case; UC = upside case
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Risks
Key risks for Lucapa Diamonds include establishing resources (exploration target)
which can be converted for mine life growth, improving balance sheet to fund ongoing
exploration activities and managing movement in diamond prices and exchange rates.

Fig. 7: Key Risks
Risk of not realising
assumption

Downside risk to share
price if assumption is
incorrect

Low-Med

Meaningful

Long history of civil unrest but has been stable for
over 10 years with a freely elected government,
last election in 2012. The Lulo kimberlite
exploration concession will need to be renewed
during the course of 2016. Though no issues for
renewal are anticipated, it still remains a risk.

Model parameters for our
LOM valuation

Med

Meaningful

We have made a number of large assumptions in
our LOM preliminary valuation, based on past
Company performance, forecast production
profiles and an indicative mine life. Any changes to
these assumptions have both upside and
downside risks.

Favourable diamond prices

Med

Meaningful

LOM remains highly sensitive to changes in
commodity prices (diamond), exchange rates and
market sentiment. The Company operates a highvalue alluvial mine which recovers higher than
normal special stones for higher than average per
carat prices. The pricing of the diamond market is
largely opaque and relies on supply and demand
fundamentals and luxury item consumption. The
Company is not immune to market sentiment.

Upside from exploration

Med

Moderate

Positive cash flows from the alluvial operation is
expected to be reinvested into the search for the
ultimate prize diamond-bearing kimberlites.
Exploration in and around mining block 8 has a
number of kimberlite targets within the catchment
area which could be the primary source for the
high-value stones recovered in the alluvial gravels.
If a diamond-bearing kimberlite can be identified
as the source for these diamonds, then LOM has
significant upside potential. However, the lack of
exploration success would have a negative impact
on the Company.

Assumption

Stable government and
operating environment

Conclusion

Comment

At this stage we consider the assumptions have a medium risk of not being achieved.

Source: Hartleys Research
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