Tuesday 7th April, 2020

Portfolio Stock Developments
Allegiance Coal - (ASX: AHQ, Share Price: $0.074, Market Cap: $37m, coverage initiated @ $0.022 in
June 2017 – current gain of 236%)

Key Catalyst
Finalisation of an exclusive sales and marketing agreement with M Resources Trading Pty Ltd with
respect to coal produced from the New Elk coking coal mine in southeast Colorado, USA.
AHQ has performed strongly since our coverage initiation during June 2017, with a more than six-fold
price gain. AHQ has nevertheless remained something of a quiet achiever, with a relatively low market
profile despite the tremendous advances made at its Tenas metallurgical coal project in northwest British
Columbia. The project represents an enormously attractive development opportunity, with its primary
attractions being the potential for low-cost production, strong operating margins and modest start-up
costs. The project is being methodically de-risked, with two PFS completed and the recent on-time release
of a DFS. AHQ has more recently broadened its North American coal exposure with the acquisition of the
New Elk Coal Mine in Colorado, USA. The mine is fully-constructed, permitted and production-ready, with
a NI 43-101 hard coking coal resource of 656Mt, with production planned for early calendar Q3 2020.
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Latest Activity
New Elk Mine Update
AHQ has announced the granting of the coal sales and marketing agreement with respect to its New Elk
mine in Colorado, USA to M Resources. M Resources is a specialist in the marketing of metallurgical coal
for steel making and was founded in 2011 by Mr Matthew Latimore, who is currently its Managing Director.
Under the deal, M Resources will provide up to US$15M in off-take financing at an agreed percentage
above its cost of funds for doing so. M Resources will pay AHQ its FOB port price for the coal when it is
placed on the ground at the port of departure and export up to a maximum amount of US$15M. Off-take
financing takes away the credit and payment risk for AHQ, and enables the company to receive funds up
to two months in advance of when it would otherwise be paid.
The agreement is legally binding and provides for an exclusive global sales and marketing arrangement
for a term of five years. M Resources marketing fees will be based on a percentage rate of the FOB coal
sales price multiplied by the tonnes of coal sold.
Technical Significance
Having settled the mine to port rail contract last week, the M Resources’ sales and marketing contract is
the final piece in the jigsaw puzzle in terms of AHQ’s supply chain, from coal face to customer. This is a
big deal, as it’s one thing to mine the stuff – but selling it to reliable, high-quality customers is another. The
coal business is a very different one from say, the gold business, in this regard.
M Resources appears to have the skills and experience that align with the target markets for the coking
coals that AHQ’s New Elk mine will produce, along with a strong global client base. The group has strong
credentials in coal marketing, sales, rail, port and chartering management, blending, and technical
marketing (coal characterisation, testing, and value-in use analysis), with its team members having a
proven track record in the market development and successful establishment of various metallurgical coal
brands into global markets.
Prior to establishing M Resources, Mr Latimore held the position of General Manager Sales and Marketing
for Wesfarmers Curragh mine and was responsible for global sales of Curragh metallurgical coal products
to international steel mills, and thermal coal to domestic and international power utilities, rail and port and
quality and finance functions. Mr Latimore was also a Director of Curragh Coal Sales. Prior to joining
Wesfarmers in early 2001, he held various positions with Mitsui & Co (Australia) Pty Ltd.
In addition to Mr Latimore, Mr Marcelo Matos, the Chief Commercial Officer for M Resources, brings an
enormous amount of coal business experience with strong relationships into global steel markets,
including the South America and Europe. Mr Matos spent approximately 20 years with mining giant Vale in
various senior roles including sales and marketing, business development, M&A, strategic planning and

S

2

general management including the role of Chief Marketing and Strategy officer for Vale’s global coal
businesses and Managing Director and Country Manager for Vale in Australia.
Finalisation of New Elk Rail Contract
AHQ has also finalised the granting of the rail contract for its New Elk Mine to Union Pacific Railroad, and
as part of the contract, Union Pacific will assist AHQ in funding the construction of around 21 miles of rail
spur on an existing railbed from the New Elk Mine washplant connecting to the main railway line.
The rail contract will see the haulage of coal from the New Elk hard coking coal mine to either the
Pasadena Deepwater Coal Terminal in the Bay of Houston, or to the Port of Guaymas Coal Terminal on
the west coast of Mexico. Both BNSF Rail, the largest railway company by volume in the United States,
and Union Pacific, bid on the contract.
Technical Significance
Union Pacific Railroad is the principal operating company of Union Pacific Corporation (NYSE: UNP). One
of America's most recognized companies, Union Pacific Railroad connects 23 states in the western twothirds of the country by rail, providing a critical link in the global supply chain.
Union Pacific’s ability to competitively move New Elk coal to both the east coast of the United States and
to the west coast of Mexico, was a critical factor in selecting Union Pacific. The layout of their track system
including track sharing rights in the United States, along with their seamless service and connection into
Mexico and moving products across the border, provided them with a distinct advantage.
Added to that was a willingness on Union Pacific’s part to contribute funding for the rail spur from the mine
washplant to the main railway line - a significant commitment by Union Pacific.
Simplified New Elk Mine Plan
Following the results of the New Elk feasibility study announced during November 2019, AHQ has
updated that study by simplifying the mine plan in the early years of production to reduce start-up costs
together with sustaining capital. This will also allow AHQ more time to assess its production ramp-up
options, including the Primero seam located in the neighbouring Lorencito property, which AHQ plans to
acquire.
A key takeaway from the Original Study was the consumption of retained earnings in the early years of
production that was re-invested into expanding production - and in turn potentially impacting the ability to
prudently raise debt as part of start-up capital. The Updated Study mine plan sees a reduction in start-up
capital (including working capital), from US$56M to US$40M, and a reduction in sustaining capital in the
first two years of production after the first six months of start-up, from US$67M to US$35M.
These reductions are significant. Simplifying the mine plan in the early years of production, building the
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balance sheet and consolidating the business, while allowing time to determine the best ramp-up option,
is a prudent strategy for AHQ to pursue.
The results of the Updated Study are summarised in the table below:

The Updated Study was undertaken by Stantec, who was the lead consultant in the Original Study. The
focus of the work has been to take out the development and mining of the Allen seam, and to run the Blue
seam as a stand-alone mine plan for the life of its coal reserves, and also delay the timing in relaying the
railway track.
The Blue seam is a shallow seam that has established portal infrastructure, with its main headings already
advanced 350 metres underground. Subject to the refurbishment of mining equipment and minor mine-site
rehabilitation, the Blue seam is ready to produce, and with 23Mt of saleable coal reserves at a minimum
coal seam height of 4 foot, is a significant mine operation from which New Elk can develop and expand.
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The Tables 1 to 5 summarise the key results of the Updated Study compared to the Original Study.

Next Steps
AHQ entered into binding agreements to acquire New Elk on 21 January 2020, conditional only upon
raising the start-up capital requirement by 14 July 2020. The company has now expedited discussions
with both equity and debt funders in relation to New Elk and is hopeful of closing the funding within the
next two months. Assuming the acquisition completes in this time frame, the target date for the
commencement of production remains Q3 2020.
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Project Overview
The New Elk Coal Mine in Colorado, USA is fully-constructed, permitted and production-ready, with a
National Instrument 43-101 hard coking coal resource comprising 656Mt. The mine has been on care-andmaintenance since late 2012, following the fall in coking coal prices and the subsequent bankruptcy of
NECC’s shareholder, Cline Mining Corporation.
The purchase price for the shares in NECC was US$1, with NECC being debt-free except for debt owing
to Cline totalling C$55M. The debt will be repaid by NECC to Cline as follows: US$3M in cash on
completion of the acquisition of the shares in NECC; US$3M in AHQ shares issued upon completion;
US$5M to replace the Colorado State Mine reclamation bond upon completion; balance to be repaid from
an agreed percentage of mine operating cash flow.
History
The New Elk Coal Mine is located within the Raton Basin of southeast Colorado and northeast New
Mexico, which has seen active coal mining for nearly 150 years, producing good-quality hard coking coals
for domestic steel production. The Raton Basin hosts low-sulphur, mid to high volatile hard coking coals,
typically with excellent plasticity that is an important element in the blending of coking coals in blast
furnace steel production.
The New Elk Mine was originally named the Allen Mine that commenced production during 1951,
supplying coking coal to the Pueblo steel mill located 100 miles to the north. During the late 1970s, the
Pueblo mill transitioned from blast furnace steel production to electric arc furnace, no longer requiring
hard coking coal. Notwithstanding this, the Allen Mine continued production through to 1989 by supplying
coal to local power utilities, whilst the wash-plant continued operating until 1996 by servicing neighbouring
mines.

Figure 1: Historical Portal Entry into the Allen Mine
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While existing rail near the mine could transport coal 950 miles to the Gulf of Mexico, a lack of nearby coal
handling facilities at ports meant the coking coal could not access the export seaborne market. That has
now changed with a coal terminal nearby in Houston Bay and a dry bulk handling facility at Corpus Christi
that can also be developed into a coal terminal.
More recently the mine was acquired by Cline during 2008 for C$17 million and in 2010 was re-opened as
the New Elk Mine. Cline upgraded the mine infrastructure, including the wash-plant and supporting
infrastructure, developed a second underground portal entry and recommenced production – all at an
estimated capital cost of some C$150 million.
Production recommenced in 2011 with production of saleable coal intended for sale on the global
seaborne market via the port of Corpus Christi, with plans to increase production once the underground
headings were fully developed (allowing several production panels) and rail from the mine to the loadout
had been re-installed. Previous owner Cline during 2011 invested US$62.5M in surface and underground
equipment, including a US$8.5M upgrade of the wash-plant. These assets remain intact and on-site, and
appear to have been well maintained.
The mine operated for several months, but was forced to close in July 2012 when world hard coking coal
prices plummeted. Cline subsequently filed for bankruptcy protection that resulted in all liabilities being
extinguished, with the senior secured creditor ultimately taking ownership of Cline and its subsidiary
NECC. The mine has remained on care-and-maintenance ever since.

Figure 2: Aerial view of the New Elk Coal Mine today - ROM and Product pads, CHPP and twin storage silos.
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New Elk Feasibility Study
AHQ during late 2019 released the much-anticipated Feasibility Study results with respect to the New Elk
Coal mine in Colorado, USA. Significantly, the Study concluded that the New Elk project lies within the
lowest-cost quartile of the seaborne metallurgical coal market, whilst also being amongst the lowest-cost
US export coking coal producers by a significant margin.
Key Points:
o

High productivity room and pillar ‘walk through super-section’ underground mining operation.

o

68Mt of coal resources at 3.0 foot seam height cut-off from just 3 of 8 coal seams.

o

62Mt of ROM coal reserves converting to 45Mt of saleable coal reserves at a yield of 72%.

o

2.7Mt per annum average ROM production delivering 2.0Mt per annum average saleable coal.

o

23-year mine life from 2 of the 8 seams, with a small amount of production from a 3rd seam.

o

US$74 per tonne average all-in FOB cash cost (ex-port) before royalties, interest and tax.

o

US$132/t average sales price for US high vol hard coking coal.

o

A$370M annual average revenue delivering A$153M of annual average EBITDA.

o

US$28.4M start-up capital expenditure (excluding working capital).

o

A$1.2B NPV8% pre interest and tax.

o

130% IRR pre interest and tax.

Figure 3: Wood Mackenzie seaborne metallurgical coal cost curve as at November 2019

The results of the Study were outstanding, exceeding AHQ’s expectations based on its initial internal
review. The key aspects are the low operating costs that can in turn generate strong margins right
throughout the commodity cycle, along with relatively modest start-up expenditure.
The other important factor is the project’s scale. This has enabled the development of a mine plan that
minimises ‘out-of-seam dilution’, by setting a high minimum coal seam height of 4 feet, yet still enjoying a
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large resource base to design an efficient mine plan. Avoiding significant out-of-seam dilution has resulted
in an average yield of 72%, which is very high compared to most US coking coal mines - and sets this
mine apart.
Transaction Timeline
Under the Terms Sheet conditions, AHQ must complete the following:
o

Raise US$5M to replace the Colorado State Mine reclamation bond by 14 June 2020

o

Raise US$3M to meet the cash payment part of debt reduction by 14 June 2020

o

Raise sufficient working capital to bring the mine back into production by 14 June 2020

o

Obtain shareholder approval for the purchase by 14 June 2020

o

Enter into transaction documentation with Cline by 14 June 2020

o

Complete transaction no later than 14 July 2020

Summary
AHQ has been on the lookout for a quality hard coking coal mine in north America that could
generate cashflow in the very near-term and bridge the gap between permitting and construction
of its flagship Tenas metallurgical coal project in British Columbia. The rationale is clear - with
AHQ’s management team based in Vancouver to support the development of its Tenas project North America has been the logical place to grow the company’s coal production ambitions.
New Elk meets all of AHQ’s key criteria, comprising – mine permitting, low start-up capex, low
opex and good quality hard coking coal. The mine also boasts thicker coal seams compared to
that typically seen in US coal mines, potentially making it one of the lower-cost producers of hard
coking coal in the USA.
AHQ will remain firmly held within our coverage universe.

Disclaimer: Gavin Wendt, who is a director of Mine Life Pty Ltd ACN 140 028 799, compiled this document. It does not constitute investment
advice. I wrote this article myself, it expresses my own opinions and I am not receiving compensation for it. In preparing this article, no
account was taken of the investment objectives, financial situation and particular needs of any particular person. Investors need to consider,
with or without the assistance of a securities adviser, whether the information is appropriate in light of the particular investment needs,
objectives and financial circumstances of the investor. Although the information contained in this publication has been obtained from
sources considered and believed to be both reliable and accurate, no responsibility is accepted for any opinion expressed or for any error or
omission in that information. I have no positions in the stock mentioned and no plans to initiate any positions within the next 72 hours.
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