Rubicon Interview

In March, Rubicon reported a $US1.1 million net profit for the six months ended December compared with a $US4.7 million profit for the previous 15 months – the company has changed its balance date from March 31 to June 30, in line with the balance date of its biggest investment, Tenon. Both companies have moved to reporting in US dollars because Tenon’s major market is the US.

Q: Do you think Tenon will achieve its second-half forecast? 

Rubicon managing director Luke Moriarty (who is also Tenon chairman): I think we have to think that. Otherwise Tenon would have to announce something to the market. Most analysts have targeted around $20 million or $21 million EBITDA for the year. That’s the range that was advised to the market.

Q: Are you concerned about reports from Lowes and Home Depot of sluggish sales?

LM: That doesn’t concern us. In terms of reaching the end of year forecast, I think we have a reasonable idea of where Tenon is trading.


Q: How sustainable is the current level of radiata treestock planting in New Zealand or will it decline further?

LM: I think it’s there or there abouts, in terms of a low level of planting. This whole subject leads into what the government is going to do in meeting its Kyoto targets and generating carbon credits. We see forestry as a key way of delivering on what the government’s promised. It’s inevitable if the government wants forestry to grow they will need to incentivise forest planting in some way. This is what has to happen. We think it will happen. The government has set aside $100 million for what they call climate change initiatives for 2006. Nobody knows exactly what these initiatives are. Clearly, the incentivisation of forest plantings has to be high on their agenda if they’re going to meet their Kyoto targets. The second part is it would make sense, if they do incentivise forest plantings, that they should incentivise advanced clonals rather than low-value traditional seedlings. You just improve the efficiency of the New Zealand forest industry. You get much greater efficiencies, not only on land but also at the processing stage as well, which converts to higher value outcomes.

 Q: Why if clonal treestock seedlings offer such clear economic advantages, are forest growers resisting paying for them?

LM: The cost of the highest value genetics is probably 2.5 times traditional products. When times get tough in the industry, sometimes people make very short-term decisions. They can control costs so that’s what they do, they buy the cheapest rather than the best value. There are only so many levers you can pull when you’re a forestry company. You can control costs or you can improve your genetics. Buying into higher value genetics delivers a far better outcome than reducing your costs. When things get really tough, people generally focus on costs. What we’re saying here is that it’s an opportunity for the government, not only to meet its Kyoto goals, but also to improve the efficiency and productivity of the industry. 

Q: Has there been any change in the trend towards using low value seedlings?

LM: It’s about where it was. The trend hasn’t got worse.

Rubicon vice-president Bruce Burton: Sales, if anything, will be flat for Horizon 2 but we don’t know what’s happened to the rest of the industry.

Q: Is Horizon 2 actively looking for a Chilean purchase?

LM: We have relationships with players in Chile. We don’t have any immediate intention to make an acquisition in Chile but these partnerships do create opportunities to grow. For example, Horizon 2 currrently has clonal trials in Chile.

Q: Isn’t the current depressed state of forestry directly related to the extent of virgin forests being harvested elsewhere?

LM: There’s a lot out of Russia and a lot in Asia and that’s all having an impact, but it’s not sustainable. They aren’t sustainable plantation forests, they’re one offs and will be gone one day. Who knows how big the Russian estate is, but its going to become higher and higher cost. Russian timber is getting more expensive, there’s no doubt about it. Now you see these Asian pulp mills racing around desperately trying to get fibre supply because those indigenous forests are becoming seriously depleted. 

BB: That’s one of the reasons why Brazil is such a favoured spot. 

Q: How long do you think it will be before these problems abate?

LM: That’s a hell of a question. There are a whole lot of things that affect it. What New Zealand needs to do is find ways of adding value to the log. Tenon takes the highest value part of logs and converts them into appearance products like moldings and then sells them into high-value markets like the US. But that takes care of one part of the log. There’s the low-value part which is going to pulp. The rest is currently going to low value industrial uses. It has to move up the value chain. The future for the New Zealand forestry industry isn’t about exporting logs, it’s about adding value to them. If you’re asking how long before we all get better returns, part of it is the exchange rate, part of it is market development and part of it is improving efficiency and processing and developing new products.

Q: How much longer is a resolution of your dispute with your Agentine partner in Forestada Tapebicua likely to take? Will you meet your target for resolving it this financial year?

LM: It’s not going to be this financial year because we’ve only got two weeks to go, but we are making progress. It’s slow and hard and tortuous and it’s taking longer than we would like. The problem is we’ve said we either want to be in a position of control there or get out, one or the other. That’s what we’re negotiating on.

Q: Is FTSA’s improving operating performance helping negotiations?

LM: The underlying business is fine, it’s cash-flow positive. There’s been reinvestment going in there. It’s more sorting out relationship issues at the partnership level. FTSA isn’t the driver of value in Rubicon.

Q: Well you’ve said the market has written down your investment to nil.

LM: Yes.

Q: Is it more likely that you will sell out of FTSA?

LM: I can’t say at the moment.

Q: GPG was reported as having doubts about AborGen’s value. Is that true? Doesn’t the share price indicate that the market has doubts?

LM: The market value of ArborGen is about $US35 million currently. That’s a question for GPG. We don’t comment on individual shareholders’ views.

Q: Has Genesis been paid out of AborGen yet?

LM: No. It should be within a week, hopefully. We would like to get it cleaned up and so would Genesis. (It was.)

Q: How long is AborGen’s reduced lignin product likely to take to become commercial?

LM: We haven’t publicly said a date. It’s in trials at the moment in Brazil and most people are taling about commercial product in three or so year’s time.

Q: What is most likely to be AborGen’s second product to market? How long will that take?

BB: The second product is going to be in the hardwood area, the cold-tolerant eucalypts in the US.

Q: How long will that take?

BB: Soon after reduced lignin in Brazil.

Q: What AborGen does is essentially genetic modification. Are you concerned about consumer resistance to GM products, particularly in Europe?

LM: It’s tree biotechnology. 

BB: European consumers have changed their attitudes. What’s important to them is having labelling so they’ve got a choice.

LM: ArborGen’s market isn’t Europe. It’s targeting Brazil and the US where the environment’s are reasonably favourable, particularly the US. When you go through the regulatory process, they don’t ask the question how did this new tree variety come about. They don’t care if it’s genetically engineered or made the traditional way. They just want to know what it does. We think that’s a very positive environment. Quite honestly, we only have to have one of these markets for ArborGen to be a success. Even limited penetration of both of them would make ArborGen a significant success. It’s a huge market, 350 million eucalyptus plantings in Brazil and about 800 million of loblolly pine in the US. You don’t have to have a high penetration in those markets to be quite successful financially. 

Q: Stephen Walker (of Walker Capital Management which has a 7.45% stake in Rubicon) has said that, if all goes to plan, that AborGen could be worth more than $1 billion in three year’s time. Any comment?

LM: Certainly, it will be worth more than $100 million. It’s pick a number. It’s certainly considerably more than the $US35 million in our share price. If you look at that low lignin example (given at the AGM. It assumes the low-lignin eucalypts will capture a third of the Brazilian market of 350 million plantings a year and that that leads to an additional $US15 dollars of additional margin per tonne of pulp and which will equate to $US1 of additional value for each treestock sold. Assuming that $US1 is split equally between ArborGen and the pulp manufacturer, that would translate into annual net earnings of about $US38 million. Applying the forest industry’s 8% discount rate after tax, that would make the low–lignin product worth $US475 million.), it’s very easy to see how you get big numbers. That example was one product traded in one market and not a high penetration. ArborGen is talking about many products and many markets and it already has a long pipeline. $1 billion is quite believable, but who knows what it will be.

Q: Even after the share buyback you will still have a lot of cash. What are your plans for it?

LM: We’ve got $US16 million or $US17 million in cash currently. We’re putting in $US4.5 million to $US5 million into ArborGen a year. I don’t think it’s a lot in that regard. It’s three year’s of ArborGen funding. I think it’s about right. I wouldn’t define it as surplus cash. We don’t want to gear the company.

Q: Why do you think your share price has remained so depressed since GPG sold out despite the share buyback?

LM: We’re trading at 94 cents, 95 cents now and GPG sold at $1.03. Have a look at what’s happened to the whole market since. There are three things. GPG’s shareholding was 20%. That’s a lot of stock to swallow in one over-night placement. It took out a lot of the institutional buying that had been going on. It’s natural it would’ve traded down slightly. The whole market has come off. There has been a specific impact on Rubicon – Tenon had some cost pressures from National Home Centre customers in the US that affected its short-term earnings outlook. Tenon’s share price got hit and that flowed through to Rubicon. I think it’s the latter that had the most impact. While we’re not happy about Tenon’s share price, it doesn’t worry us because we see significant value above the share price. That’s why we used the creep provisions in the Takeovers Code. We currently own 57% and will own about 60% after Tenon’s buyback. Our own buyback will increase our exposure to Tenon. We’re very happy that the Tenon story hasn’t played out in terms of value that will flow through to Rubicon shareholders. Before the (Rubicon) buyback the shares fell back to 87 cents. As far as being the forgotten stock goes, since Rubicon listed our annualised return has been 17.5%, even with the recent decline. The NZ50 has been 12% or 13% over the same period. Our target is 17% and has been since day one. We would like to do more. We would like to do 20%.

Q: Your most promising assets are US based and you now report in US dollars. Does it make sense for the company to remain domiciled in New Zealand?

LM: Rubicon has very few people in the company, four or five people. I sit on the board of Tenon, I’m chairman of Tenon. I spend a lot of time in the US. Bruce, sitting beside me, and I spend a lot of time in the US for ArborGen. You get lower costs here than if you had US executives and you’ve got the retained knowledge of the individuals. I don’t think it matters. Whether Rubicon would trade better if it were listed elsewhere is a different question. We’ve got 65% to 70% of our stock held offshore and most of it doesn’t trade now. 

