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THE END OF THE MINING BUBBLE
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“Mining companies have reported
record profits on the back of an
expanding Chinese steel industry.
However, the financial health of the
Chinese steel industry is
deteriorating rapidly.”

In my investment career, I have seen two investment bubbles deflate. The first was the dot com bubble of the late 90s
early 2000s, and the second was the US housing bubble, which ended with the financial crisis of 2008. While there are
many drivers for investment bubbles, loose credit is often amongst them, I have also noted that investors often base
decisions on a fundamental belief that is ultimately proven wrong. In the case of the dot com bubble, heavy investments
were made in technology related areas on the belief that internet traffic was doubling every 100 days and would continue
to do so, (see http://www.economist.com/node/1234733). The housing bubble in the US was driven by the belief that the
US could never suffer a fall in nationwide house prices.
Recently, I have noticed that mining has begun to suffer from its own “belief” driven investment. In its most basic form,
it comes from the belief that Chinese steel production can only rise further as this has been the experience of other steel
industries in east Asian markets. The presentation that I found on the internet from Rio Tinto is a classic example of this
market belief, (see http://www.riotinto.com/documents/111128_Rio_Tinto_Investor_Seminar_slides.pdf - page 36).
However, the market belief of an ever increasing Chinese steel industry is beginning to run into ever more depressing
commercial reality. As noted in my previous note on iron ore, cash margins at Chinese steel producers are declining.
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However, lower margins have not caused Chinese steel production to decrease, but in fact it has increased to a new record
level, and together with a new record share of world steel production.

Rising steel production with falling cash margins has left the industry with static aggregate profit despite a big increase in
production.

The profits numbers have been estimated by taking the cash margin and multiplying it by steel production. While this is
only an estimate of industry profitability, a large part of the Chinese steel industry reports profits either to the HK Stock
Exchange or to Chinese stock markets. The aggregated numbers below are based on 19 Chinese steel companies,
including 7 out of 10 of the largest producers.

RMB millions
Operating Profit
Total Assets
Total Liabilities
Equity

2004
43435
309009
144367
164642

2005
48420
435789
236840
198949

2006
59657
590905
324049
266856

2007
79050
795804
441996
353808

2008
39945
880434
527954
352480

2009
19097
919084
566464
352620

2010
36423
1027932
654407
373525
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While a little cumbersome, the aggregate shows that operating profit for the industry is running at below 2004 levels.
More worrying, leverage ratios are showing signs of distress.
OP/Equity
Liab/ Equity
Liabilities/OP

2004
26.4%
0.88
3.3

2005
24.3%
1.19
4.9

2006
22.4%
1.21
5.4

2007
22.3%
1.25
5.6

2008
11.3%
1.50
13.2

2009
5.4%
1.61
29.7

2010
9.8%
1.75
18.0

2011 full year numbers are not out yet, but quarterly numbers have shown further deterioration at Chinese steel
companies.
What the above ratios show to me is that despite declining profitability in the Chinese steel industry, capacity has only
been increased through the extension of credit. This is adding to the risk that we may see major consolidation in the
Chinese steel industry.
I observe that Alcoa in their fourth quarter presentation note that one third of Chinese aluminium smelters operate at a
loss (http://www.alcoa.com/global/en/investment/pdfs/Alcoa_4Q11_Earnings_Presentation.pdf - page 37). The above
analysis makes me believe that a similar percentage of the Chinese steel industry is marginal, and could also close if
demand slows.
Recent results from large listed mining companies show that they have become very reliant on profits from their iron ore
divisions. Rio Tinto (“Rio”) reported a 10% increase in EBITDA in 2011, from 26bn USD to 28.5bn USD. However the
iron ore division alone had profits grow from 16.6bn USD to 20.9bn USD. BHP Billiton (“BHP”) in half year to
31/12/2011 results reported an increase in EBITDA from 14.8bn USD to 15.7bn USD. Iron ore reported an increase in
EBIT from 5.8bn USD to 7.9bn USD. BHP also saw a big increase in its petroleum business. The other mining
businesses produced negligible growth. Operating margins in iron ore for both BHP and Rio were over 60%.
One final observation on mining shares is that they are often used by investors as a hedge on inflation, particularly due to
the very loose credit conditions that currently prevail. The highest period of inflation in the western world (ignoring the
Weimar Republic) occurred during the 1970s and early 80s. See below the share price of BHP (in Australia dollars) from
1968 to 1985.

The above period coincided with very high inflation. Investors in BHP lost more than 90% in real terms, and took 17
years to break even in nominal terms.
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Conclusion
Mining companies have reported record profits on the back of an expanding Chinese steel industry. However, the
financial health of the Chinese steel industry is deteriorating rapidly. The potential for a substantial move lower in
commodity prices and mining stocks is rising in my view.
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by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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