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a b s t r a c t

Mining projects are complex businesses that demand constant risk assessment. This is because several

kinds of uncertainties influence the value of a mine project, typically. These uncertainties may be

classified as exploration uncertainties, economic uncertainties and engineering uncertainties. The

evaluation of a mine project under these uncertainties is a complicated job, which may lead to making a

wrong decision by managers and stockholders. Therefore, at first, the engineers must recognize the

mining uncertainties before carrying out the project evaluation. The economic uncertainties are the

most important factors, which may affect the project evaluation. Among the mentioned uncertainties,

the operating cost uncertainty is an important and effective factor, which is ignored to a certain extent.

This research uses the binomial tree technique to compute the net present value of the Cayeli

copper mine under three scenarios: (1) assuming certainty for both price and operating costs,

(2) assuming uncertainty for metal price and certainty for operating costs and (3) assuming uncertainty

for both price and operating costs. It is concluded that the mine evaluation suggests greater net present

value when uncertainty is considered for both price and operating costs.

& 2011 Elsevier Ltd. All rights reserved.
Introduction

Mining projects are complex businesses that demand a con-
stant assessment of risk. This is because the value of a mine
project is influenced by many underlying economic and physical
uncertainties, such as metal prices, ore grades, costs, schedules
and environmental issues. Therefore, evaluating and estimating a
mine project without mentioning the risk for future losses (or
opportunities) will lead to invalid results. Consequently, man-
agers and stockholders of a mine company make an indiscreet
decision based on invalid information.

The main sources of uncertainty arising at the beginning of a
mine project can be categorized into three groups: exploration
uncertainties, engineering uncertainties and economic uncertain-
ties. Exploration uncertainties will occur in the duration of
resource evaluation stages such as geologic uncertainty, data
collection, interpretation, modeling, deposit classification, report-
ing and so forth. Many researchers such as Dowd (1997),
Dimitrakopoulos et al., (2002), Dimitrakopoulos et al. (2007);
Godoy and Dimitrakopoulos (2004), Leite and Dimitrakopoulos
ll rights reserved.

ehghani),
(2007), Rendu (2007) and Dimitrakopoulos et al., (2009) studied
these types of uncertainties.

Engineering uncertainties include bench heights determina-
tion, planned grade control, minimum stoping widths, choice of
stoping method, dilution factors, geotechnical and hydrological
parameters, mining recovery factors and metallurgical recovery.
This type of uncertainty will affect the ultimate pit (stope) limit
and scheduling period.

Economic uncertainty is another important source of uncertainty,
which has a critical impact on mine project evaluation. From the
economic point of view, future metal prices and operating costs are
the most important factors of uncertainty. The metal price is the real
cash-settlement that represents the equilibrium or non-equilibrium
of the metal market. Since this market is based on demand, supply
and other factors such as speculation, news events and dividend
payouts (Fanning and Parekh, 2004; Case and Fair, 1989; Taylor et al.,
2000), uncertainty on future metal prices arises because of two main
factors (MacAvoy, 1988):
–
 The lack of exact knowledge of those factors leading to the
increase/decrease in metal supply and demand.
–
 The practices that producers or consumers perform in the face
of powerful speculative and political motives.

In the mining industry, metal prices are normally modeled as
the average price for the last three years, especially for those
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Fig. 1. Three time step binomial tree.
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commodities whose price is listed on open markets, such as
precious and base metals (Rendu, 2006). Even though the use of
a single commodity price makes the comparison between com-
panies easy, it prevents the use of excessively optimistic prices.
It may be misleading when evaluating mining projects. For
example, an overestimated metal price may result in a favorable
rate of return for a project, which is otherwise doubtful. Con-
versely, an underestimated metal price may result in an unfavor-
able return for the project, which is otherwise profitable.

Cost is another source of uncertainty when evaluating a mine
project. The economic evaluation component of the feasibility
study is based on the information that provides an answer to the
question, ‘what is it going to cost?’ (Gentry and O’Neil, 1984).
Since the estimation of capital and operating costs is an important
requirement for open pit mine evaluation, uncertainty in costs
arises due to the lack of engineering or economic information at
the beginning of the mine project. Simply put, current mining
companies do not know with absolute certainty how much they
will be able to spend tomorrow, let alone next month or next year
(Camus, 2002).

Numerous research works have been carried out for price
uncertainty (Brennan and Schwartz (1985); Trigeorgis (1993);
Moyen et al. (1996); Kelly (1998); Moel and Tufano (2002);
Monkhouse and Yeates (2005); Abdel Sabour and Poulin (2006);
Samis et al. (2006); Shafiee et al. (2009)). But there is no notice-
able research on operating cost uncertainty. Indeed, the operating
costs are determined as a certain parameter in the previous
research works, mostly. While, some parameters such as market
variations, government policy changes, novel technology, man-
agement adjustments and so forth may change the operating cost,
unpredictably. Thereupon, for determining the real and correct
project value, it is necessary to consider the operating costs
uncertainty.

In this paper, for determining the effect of operating cost
uncertainty on the project value, the project net present value
was computed and compared under three scenarios: (1) assuming
certainty for both price and operating costs, (2) assuming uncer-
tainty for metal price and certainty for operating costs and
(3) assuming uncertainty for both price and operating costs. The
binomial tree method was used for studying the operating cost
and price uncertainties.
Binomial tree

The binomial model is a well-known alternative discrete time,
which is developed by Cox et al. (1979). The method of binomial
pricing tree is a flexible, powerful and quite a superb method.
A binomial pricing tree is a structure that maps all possible
trajectories of metal price (or operating cost) through time as
are allowed by the model. This structure consists of nodes and
branches. Each node in a given layer corresponds to a potential
metal price (or operating cost) at a particular point in time. Nodes
are identified with traversal probabilities, as well as with metal
prices (or operating costs). Nodes and the data items with which
they are associated are easily indexed as elements in matrices.
A convenient indexing scheme has the layer or time step repre-
sented by j (a number between 1 and n, the number of layers or
time steps) and the nodes within each layer (the potential metal
prices or operating costs) by i (a number between 1 and m, the
number of nodes in the layer). Depending on whether or not the
tree is recombining, the node count m for any given layer may
range from j to twice the number of nodes in the previous layer.
Each branch or path in a binomial pricing tree represents a
possible transition from one node to another node later in the
tree and has a probability and a ratio associated with it. Branches
to higher nodes reflect up probabilities (pr) and multipliers (u),
while branches to lower nodes implement the down probabilities
(1�pr) and multipliers (d). A schematic binomial tree on the
metal price at time zero (P0) with three steps are shown in Fig. 1.
The up (u) and down (d) factors and the probability of occurrence
were determined using the following formula:

u¼ es
ffiffiffiffi
dt
p

ð1Þ

d¼ e�s
ffiffiffiffi
dt
p

¼
1

u
ð2Þ

pr ¼
ð1þrf Þ�d

u�d
ð3Þ

The basic inputs are the volatility of the metal price or
operating cost (s), the risk-free rate (rf) and stepping time (dt).
Methodology

In this section, three different scenarios were studied to
investigate the effect of the uncertainty of the economic para-
meters such as metal price and operating cost on a mining
project:

Scenario 1: NPV computation under certain metal price and
operating cost situation,
scenario 2: NPV computation under uncertain metal price and
certain operating cost situation,
scenario 3: NPV computation under uncertain metal price and
operating cost situation.

Scenario 1: certain metal price and operating cost situation

In this scenario the project NPV was calculated using the
traditional DCF technique. For this purpose, at the first step, the
free cash flow (FCF) was determined using Eq. (4).

FCFn,k ¼ fð½ðPn�CnÞQn��FCn�DnÞð1�TaxnÞgþDn ð4Þ

where FCFn is the free cash flow to the firm at time n, Pn is the
mineral commodity price at time n, Cn is the variable cost at time
n, Qn is the production rate at time n, FCn is the fixed cost at time
n, Dn is the deprecation at time n, Tax is the corporative tax and n

is the time period.
There are many methods for estimating the future metal price

and operating cost such as using the average of the previous
metal price and operating cost data and regression analysis. After



Table 1
Input data parameters.
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calculating the FCF, the NPV will be determined using Eq. (5).

NPV ¼
XN

n ¼ 1

FCFn

ð1þ iÞn
ð5Þ

where i is the discount rate for the mining project.

Scenario 2: uncertain metal price and certain operating cost situation

In this scenario, the metal price is considered uncertain but
like the previous scenario, the operating cost is assumed certain.
A binomial tree, which is constructed using the historical data is
utilized for estimating the future metal price changes. Therefore, a
new FCF binomial tree is constructed using the metal price binomial
tree, annual estimated operating cost and Eq. (4). Finally, the DCF will
be estimated using Eq. (6), after building the FCF binomial tree.

DCFn,k ¼ FCFn,kþ
ðpr � DCFnþ1,kÞþð1�prÞDCFnþ1,kþ1

ð1þrf Þ
ð6Þ

where k is the node number at time n.

Scenario 3: uncertain metal price and operating cost situation

In this scenario unlike the previous scenarios, the metal price
and operating cost are uncertain. Therefore, the uncertainty of
these parameters will be modeled using the binomial tree
method. Then, the project free cash flow binomial tree will be
constructed using these two trees and Eq. (4). Finally, the project
discounted cash flow will be estimated using Eq. (6).
Input data Amount Unit

Metal price 3.55 ($/lb)

Operating cost 2.83 ($/lb)

Copper production 67.2 (Mlb)

Fixed cost 40 (M$)

Deprecation 10.8 (M$)

Tax 30 %

Discount rate 7 %
Numerical example

Cayeli copper mine

In this section the role of price and operating cost uncertain-
ties is studied on the project evaluation using the Cayeli mine
data. Cayeli mine is located on the Black Sea coast of northeastern
Fig. 2. Copper price and operating cost from 200
Turkey (Inmet Mining Corporation, 2011). Sub-level stoping with
backfill mining method is utilized at the Cayeli mine. The Cayeli
deposit is a volcanogenic massive sulfide deposit. Cayeli produces
copper and zinc concentrate. The estimated reserve was about 20
million tons of ore grading 3.2% copper. Fig. 2 presents the
fluctuations of the copper price and operating costs of Cayeli
mine during 2001–2010.

Now, the Cayeli mine project may be evaluated using the
mentioned scenarios. For more simplicity, it is assumed that the
Cayeli mine produce the copper ore, only.
Scenario 1: evaluation under certain metal price and operating costs

situation

Table 1 shows the metal price, operating cost, fixed cost and
other fundamental information in 2010. In this scenario, it is
assumed the metal price, operating cost and fixed cost are
adjusted by the risk free rate for the entire life-of-mine. The
effective tax is 30%. The annual deprecation in this mine is equal
to 10.8 M$. The discount rate is 7%.

Table 2 shows the project discounted cash flow. In this table,
Eq. (4) is used for computing the FCF. The Cayeli mine project NPV
is obtained 81.75 M$ using Eq. (6).
1 to 2010 (Inmet Mining Corporation, 2011).



Table 2
The project cash flow.

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Price ($/lb) 3.55 3.80 4.06 4.35 4.65 4.98 5.33 5.70 6.10 6.53 6.98

Operating cost ($/lb) 2.83 3.03 3.24 3.47 3.71 3.97 4.25 4.54 4.86 5.20 5.57

Production (M lb) 67.24 67.24 67.24 67.24 67.24 67.24 67.24 67.24 67.24 67.24 67.24

Fixed cost (M$) 40.00 42.80 45.80 49.00 52.43 56.10 60.03 64.23 68.73 73.54 78.69

Deprecation (M$) 10.76 10.76 10.76 10.76 10.76 10.76 10.76 10.76 10.76 10.76 10.76

Free cash flow (M$) 7.71 8.47 9.29 10.17 10.95 11.49 12.07 12.68 13.35 14.05 14.81

Discounted cash flow (M$) 7.20 7.40 7.59 7.76 7.81 7.65 7.51 7.38 7.26 7.14 7.04

Table 3
Fundamental data for copper price binomial tree.

Input data Volatility (s) Up (u) Down (d) Risk free rate (rf) Probability (pr)

Metal price 33.72% 1.40 0.71 0.07 0.52

Fig. 3. Binomial tree of copper price from 2010 to 2020 ($/lb).
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Scenario 2: evaluation under uncertain metal price and certain

operating costs situation

In this scenario, the copper price fluctuations are modeled
using the binomial tree method. For this purpose, the volatility of
the metal price was calculated using the historical data. Table 3
shows the fundamental information for building the copper price
binomial tree. Up, down and probability factors are calculated
using Eqs. (1)–(3), respectively.

Fig. 3 illustrates the binomial tree of copper prices for 10 years. To
calculate the upside node copper price in 2011, the copper price in
2010 should be multiplied by the upside factor (3.55�1.40¼4.97)
and for downside node, the copper price in 2010 should be multiplied
by the downside factor (3.55�0.71¼2.53). Consequently, a similar
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approach has been utilized, to work out the range of copper prices up
to 2020.

The operating cost and the rest of input data are the same as
that of Scenario 1. Table 4 shows these data from 2010 to 2020.

Therefore, the FCF binomial tree is calculated using the Eq. (4).
For example, FCF for the first node of 2011 is calculated as bellow:

FCF2011�1 ¼ fð½ð4:97�3:03Þ � 67:24��42:80�10:76Þ:ð1�0:3Þg

þ10:76¼ 64:84 M$

Fig. 4 demonstrates FCF binomial tree for the Cayeli mine.
In this scenario, the project discounted cash flow binomial tree

is calculated from project free cash flow binomial tree. The last
column in Fig. 5 is the same as the last column in Fig. 4. Eq. (6) is
used to calculate the project DCF for the remaining years. For
example, DCF of the first node of 2009 is calculated as bellow:

DCF2011�1 ¼ 64:84þ
0:52� 1167:94þð1�0:52Þ � ð�565:47Þ

ð1þ0:07Þ
¼ 376:08 M$

According to this approach, the NPV is �327.2 M$.
Table 4
Fundamental information.

2010 2011 2012 2013 201

Operating cost ($/lb) 2.83 3.03 3.24 3.47 3.7

Production (M lb) 67.24 67.24 67.24 67.24 67.2

Fixed cost (M$) 40.00 42.80 45.80 49.00 52.4

Deprecation (M$) 10.76 10.76 10.76 10.76 10.7

Fig. 4. Binomial tree of FC
Scenario 3: evaluation under uncertain metal price and uncertain

operating costs situation

In this scenario, the NPV of the Cayeli mine is determined by
considering the uncertainty of both the price and operating costs.
For this purpose, the binomial tree is built for the operating costs
(Fig. 6). The volatility of the operating cost data was calculated
using the historical data. Table 5 shows the fundamental informa-
tion for building the operating cost binomial tree. Up, down and
probability factors are calculated using Eqs. (1)–(3), respectively.

The free cash flow is calculated using Eq. (4). Pn and Cn in this
formula are replaced by Figs. 3 and 6, respectively. For example,
FCF for the first node of 2011 is calculated as bellow:

FCF2011�1 ¼ fð½ð4:97�3:78Þ � 67:24��42:80�10:76Þ:ð1�0:3Þg

þ10:76¼ 29:34 M$

Fig. 7 presents the FCF binomial tree.
After calculating the FCF binomial tree, the DCF binomial tree

will be determined using Eq. (6). Fig. 8 shows the DCF binomial
4 2015 2016 2017 2018 2019 2020

1 3.97 4.25 4.54 4.86 5.20 5.57

4 67.24 67.24 67.24 67.24 67.24 67.24

3 56.10 60.03 64.23 68.73 73.54 78.69

6 10.76 10.76 10.76 10.76 10.76 10.76

F (M$) for scenario 2.



Fig. 5. Binomial tree of DCF (M$) for scenario 2.

Fig. 6. Binomial tree of operating costs from 2010 to 2020 ($/lb) for scenario 3.

H. Dehghani, M. Ataee-pour / Resources Policy 37 (2012) 109–117114
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tree. Using this method, the NPV of the project is obtained
106.0 M$.

By comparing the NPVs of the mentioned scenarios, it is found
that when uncertainty is taken into account for both metal price
and operating cost, the maximum NPV is obtained.
Sensitivity analysis

In this section a sensitivity analysis was carried out using the
input data. For this purpose, the NPV of each scenario was
computed by changing the input data. The NPV, obtained pre-
viously, was assumed as the base NPV for comparison. Then each
kind of input data was changed 710% (or 720%) while other
kinds of input data were constant. Using new input data, the task
was performed under all scenarios and the corresponding NPVs
were obtained. Table 6 shows the sensitivity analysis.

Table 6 shows that even by changing in input economic
parameters, the project NPV, which is calculated in uncertain
metal price and uncertain operating cost situation is the greatest.
The main reason is the metal price and operating cost fluctuations
Table 5
Fundamental data for operating cost binomial tree.

Input data Volatility (s) Up (u) Down (d) Risk free rate (rf)

Operating cost 29.01% 1.34 0.75 0.07

Fig. 7. Binomial tree of FC
have a same behavior in the project life. For example, in Fig. 2, in
70% of cases, when the price goes up (down) the cost goes up
(down) too. In the case of volatility, in scenario 3, the effect of
changes is low-impact, because the volatility changes are applied
on the metal price and operating cost, simultaneously.
Conclusion

The NPV of the Cayeli copper mine production project was
determined under three scenarios, i.e. using: certain metal price
and certain operating costs, uncertain metal price and certain
operating costs and uncertain metal price and uncertain operating
costs. The following results were concluded:

The binomial tree method is a suitable and applicable techni-
que for forecasting the economic uncertainties in mining
projects.

The conventional approach (Scenario 1) provided $81.75 M$
for the NPV, while the NPV in uncertain metal price and
certain operating costs situation was obtained for �327.2 M$.

The NPV in uncertain metal price and uncertain operating
costs situation was obtained for 106.0 M$.

The sensitivity analysis shown that even by changing in input
economic parameters, the NPV, which was computed in
uncertain metal price and uncertain operating cost situation,
was the greatest.
F (M$) for scenario 3.



Fig. 8. Binomial tree of DCF (M$) for scenario 3.

Table 6
Sensitivity analysis.

Input data Change (%) Scenario Calculated NPV (M$)

Metal price (p) 10 1 256.52

2 85.15

3 266.98

�10 1 �230.79

2 �409.20

3 �216.56

Operating cost (C) 10 1 �166.08

2 �375.85

3 �79.87

�10 1 221.68

2 55.57

3 271.64

Volatility (s) 10 2 �369.09

3 105.07

�10 2 �286.75

3 106.14

Risk free rate (rf) 20 2 �200.95

3 137.32

�20 2 �523.89

3 57.85

H. Dehghani, M. Ataee-pour / Resources Policy 37 (2012) 109–117116
Applying the metal price and cost uncertainties cause the net
present value to be calculated more realistically than certain
conditions.
References

Abdel Sabour, S.A., Poulin, R., 2006. Valuing real capital investments using the
least-squares Monte Carlo method. The Engineering Economist 51, 141–160.

Brennan, M.J., Schwartz, E.S., 1985. Evaluating natural resource investments.
Journal of Business 58, 135–157.

Camus, J.P., 2002. Management of Mineral Resources—Creating Value in the Mining
Business. Society for Mining, Metallurgy and Exploration Inc, Littleton, p. 107.

Case, K.E., Fair, R.C., 1989. Principles of Microeconomics. Prentice-Hall, Englewood
Cliffs, p. 610.

Cox, J.C., Ross, S.A., Rubinstein, M., 1979. Option pricing: a simplified approach.
Journal of Financial Economics 7, 229–263.

Dimitrakopoulos, R., Farrelly, C.T., Godoy, M., 2002. Moving forward from tradi-
tional optimisation—Grade uncertainty and risk effects in open pit design,
Transactions of the Institutions of Mining and Metallurgy. Mining Technology
111, 82–88.

Dimitrakopoulos, R., Martinez, L.S., Ramazan, S., 2007. A maximum upside/
minimum downside approach to the traditional optimisation of open pit mine
design. Journal of Mining Science 43, 73–82.

Dimitrakopoulos, R., Godoy, M., Chou, C.L., 2009. Resource/reserve classification
with integrated geometric and local grade variability measures. Orebody
Modelling and Strategic Mine Planning, 207–214.

Dowd, P.A., 1997. Risk in minerals projects—Analysis, perception and manage-
ment. Transactions of the Institution of Mining and Metallurgy. Section
A—Mining Technology 106, 9–18.

Fanning, S., Parekh, J., 2004. Stochastic processes and their applications to
mathematical finance. The Maryland Mathematics Department (working), 31.

Gentry, D.W., O’Neil, T.J., 1984. Mine Investment Analysis. Society for Mining,
Metallurgy and Exploration, Littleton, p. 510.

Godoy, M.C., Dimitrakopoulos, R., 2004. Managing risk and waste mining in long-
term production scheduling. SME Transactions 316, 43–50.

Inmet Mining Corporation, 2011. In: Annual reports from 2001 to 2010.
Kelly, S., 1998. A binomial lattice approach for valuing a mining property IPO.

Quarterly Review of Economic Finance 38, 693–709.



H. Dehghani, M. Ataee-pour / Resources Policy 37 (2012) 109–117 117
Leite, A., Dimitrakopoulos, R., 2007. A stochastic optimisation model for open pit
mine planning—Application and risk analysis at a copper deposit. Transactions
of the Institution of Mining and Metallurgy. Section A—Mining Technology
116, 109–118.

MacAvoy, P.W., 1988. Explaining Metal Prices: Economic Analysis of Markets in
the 1980s and 1990s. Kluwer Academic, Boston 132 p.

Moel, A., Tufano, P., 2002. When are real options exercised? An empirical study of
mine closings. Review of Financial Studies 15, 35–64.

Monkhouse, P.H.L., Yeates, G., 2005. Beyond naive optimisation. Orebody Model-
ling and Strategic Mine Planning, 14. In: R. Dimitrakopoulos (Ed.). The
Australasian Institute of Mining and Metallurgy, Melbourne, pp. 3–8.

Moyen, N., Slade, M., Uppal, R., 1996. Valuing risk and flexibility—a comparison of
methods. Resources Policy 22, 63–74.

Rendu, J.-M., 2006. Reporting mineral resources and mineral reserves in the United
States of America, In: Proceedings of the Sixth International Mining Geology
Conference. S. Dominy (Ed.). The Australasian Institute of Mining Metallurgy,
Melbourne, pp. 11–19.

Rendu, J.-M., 2007. Orebody modeling, mine planning, reserve evaluation and
the regulatory environment. Orebody Modeling and Strategic Mine Planning,
219–226.

Samis, M., Davis, G.A., Laughton, D., Poulin, R., 2006. Valuing uncertain asset cash
flows when there are no options—A real options approach. Resources Policy
30, 285–298.

Shafiee, S., Topal, E., Nehring, M., 2009. Adjusted real option valuation to maximize
mining project value—a case study using century mine, In: Project Evaluation
Conference, pp. 125–134.

Taylor, J., Moosa, I., Cowling, B., 2000. Micro Economics. John Wiley & Sons, p. 508.
Trigeorgis, L., 1993. The nature of option interactions and the valuation of

investments with multiple real options. Journal of Financial and Quantitative
Analysis 28, 1–20.


	Determination of the effect of operating cost uncertainty on mining project evaluation
	Introduction
	Binomial tree
	Methodology
	Scenario 1: certain metal price and operating cost situation
	Scenario 2: uncertain metal price and certain operating cost situation
	Scenario 3: uncertain metal price and operating cost situation

	Numerical example
	Cayeli copper mine
	Scenario 1: evaluation under certain metal price and operating costs situation
	Scenario 2: evaluation under uncertain metal price and certain operating costs situation
	Scenario 3: evaluation under uncertain metal price and uncertain operating costs situation

	Sensitivity analysis
	Conclusion
	References




