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Riding the Metals & Mining ‘Super-Cycle’
A LO N G -TERM ‘S U P E R - CYC L E ’ combined with an

extended current cycle will drive sustained earnings growth in
the metals and mining sector and outweigh conventional sell
signals in a maturing cycle, according to Alan Heap of Smith
Barney (a division of Citigroup Global Markets Inc.). 

Smith Barney believe that we are in an extended cycle, that,
in turn, is part of a ‘super-cycle’ which will drive a sustained
period of earnings growth and deliver a ‘quality’ of earnings
n ot seen in the se c tor befo re. This outweighs more
conventional sell signals that would apply at the maturing
stages of a conventional cycle.

“Previously we have viewed the sector against a super-
cycle background without fully embracing the quantitative
implications in our commodity assumptions, and therefore our
company numbers,” says Heap. “We expect continued above
trend growth, supported by China and the USA – even though
the momentum of global growth is slowing and commodities
demand has peaked.”

A super- cycle co n st i tu tes a sustained period of tre n d
increase in real commodity prices driven by higher trend
demand growth as major eco n o m i es indust r i a l i se and
u r ba n i se. Supply increa ses but not suffi c i e ntly to offset
demand. Previous super-cycles occurred in the late 1800s
early 1900s driven by urbanisation and industrialisation in the
USA; in the 1940s and 1950s (post war reconstruction in
Europe); and in the 1960s and early 1970s (the Japanese
economic renaissance). “China is the catalyst for a similar
cycle commenced in 2002. A clear conclusion is that long-
term commodity prices should increase,” according to Smith
Barney. The current super-cycle entails:

• Higher trend growth in global demand, driven by materials
intensive growth in an urbanising and industrialising China.

• Trend rises in real commodity prices, reversing the trend
decline of the last 30 years.

• New supply from higher cost projects, which drives industry
average costs higher.

• Long-term average margins will be broadly unchanged.
Smith Ba r n ey have increa sed their long-term price

assumptions for most commodities driven by an expectation
of trend increases in costs, sustained margins and stronger
commodity currencies.

An Extended Cycle
Cyc l es are ty p i cally bro u g ht to an end by a dow nturn in

demand. Excess ca pa c i ty build also so m et i m es occu rs,
co ntributing to an ex tended co m m o d i ty price re cession (e.g .
the mid 1990s). “Howeve r, in this cyc l e, demand fo r
co m m o d i t i es is ex p e c ted to slow from the cyc l i cal peak in
20 0 4, but remain above trend, driven by China and the USA .
Fu rt h e r m o re, although a ca p i tal ex p e n d i tu re boom is
u n d e r way there is no sign of excess ca pa c i ty at this sta g e :
Ca p i tal budgeting is more st r i n g e nt and lead times are
l o n g e r,” says Hea p.

Most of Smith Barney’s forecasts for 2007 are higher than
their long-term price assumptions (see table below).

The hea l t hy financial position of metals and mining
companies is also set to continue. Excess cash generated from
superior earnings is likely to be dist r i b u ted into ca p i ta l
expenditure with acquisitions less attractive than project
d eve l o p m e nt at this stage of the cyc l e. Des p i te this,
acquisitions are more common at the peak of the cycle,
because companies with few internal growth options are likely
to pursue an acquisition strategy. Special dividends remain
attractive in Latin America and Australia whilst share buy-
backs are attractive in the USA and UK. Debt repayment
remains unlikely given already under-geared balance sheets
and the low cost of debt.

Smith Barney’s preferred commodities are the bulks (iron
ore, coking coal, alumina), aluminium, zinc and gold. “Our
p refe re n ce is for co m pa n i es ex p osed to our prefe r re d
commodities and those with quality earnings, strong free cash
flow, growth, and capital management potential.”

A key implication of the super-cycle is that higher rates of
l o n g - term demand growth will pro m pt increa sed supply.
However, Smith Barney believe that additional supply will only
come at higher cost and that although prices will rise, margins
will not expand significantly. “In certain commodities however
(most notably the bulks) we now believe margins will be
retained at recent higher levels in order to stimulate the
necessary investment.”

Riding the Super–Cycle: Smith Barney Global Equity
Research: Metals & Mining, 2005.
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KEY COMMODITY PRICE & EXCHANGE RATE CHANGES

2005e 2006e 2007e Long-term
New Old Change New Old Change New Old Change New Old Change

A$/US$ 0.80 0.80 -1% 0.80 0.80 0% 0.70 0.75 -7% 0.70 0.65 8%
US$/ZAR 5.93 6.76 -12% 6.32 7.33 -14% 6.77 7.89 -14% 9.00 9.00 0%
Aluminium US¢/lb 88 85 3% 82 80 3% 75 78 -4% 70 65 8%
Copper US¢/lb 130 118 10% 115 110 5% 100 105 -5% 95 85 12%
Nickel US$/lb 5.60 4.98 12% 4.00 4.00 0% 3.50 3.75 -7% 3.50 3.25 8%
Zinc US¢/lb 58 52 11% 55 50 10% 48 49 -2% 50 45 11%
Lead US¢/lb 40 37 7% 32 30 5% 23 27 -15% 27 25 8%
Oil - WTI US$/bbl 36 36 0% 28 28 0% 28 28 0% 28 28 0%
Iron Ore % chg +45% +30% 0% 0% 0% 0% 45* 35* 29%
Coking Coal US$/t chg +71 +38 +10 +10 +0 0 62** 48** 29%
Thermal Coal US$/t chg +12 +12 -5 -5 +0 0 33** 30** 10%

N ote: Although we have not changed our LT Rand, we no longer depre c i a te it at 2%/yr (the inflation diffe rential we assume between South Af r i ca and US); * US¢/Fe unit; ** US$/t  So u rce: Smith Ba r n ey est i m a tes.
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