Investment Insights

Metals and mining

The worst appears over but risks remain
Invesco Fixed Income, April 2016
Executive summary

Rahim Shad,
Senior Analyst

A rebound in metals prices has led to a rebound in the bond prices of a number of metals and mining
companies. The question now is whether value remains in metals and mining bonds. There are ample
reasons to be bearish on the metals and mining sector – the supply-demand picture for metals
remains challenged, for example, with uncertainty around Chinese demand a key factor. However,
there are market-supportive factors as well. We believe modifications in company behavior, the exit
of weaker players from the market and a weaker US dollar may mean that the worst for the industry
is behind us.

Key takeaways

Jason Trujillo,
Senior Analyst

• Based on our view that the worst has likely passed for the sector, we see value in metals and
mining bonds, as yields remain well above historic norms.
• Despite stresses in the metals and mining sector, the leading companies in the industry have
demonstrated an ability to remain profitable and demand, while far from robust, has not collapsed.
• However, we believe it is essential to distinguish between those companies well-positioned to
survive a prolonged period of depressed metals prices and those at risk of failure.
• We focus on top-tier companies that are cost leaders in their sectors with strategic assets and
strong balance sheets.
Since early January, metals prices have turned sharply higher. Apparent drivers have been a weaker
US dollar, improved sentiment about China and a recovery from overly bearish price levels. As seen
in Figure 1, the Bloomberg Base Metal Price Index is up 15% y ear-to-date, reflecting a strong, broad
based recovery. Following that move, we have seen a strong reaction in the bonds of metals and
mining companies. Investment grade and high yield metals and mining bond yields are tighter by 300
and 500 basis points, respectively, according to the Barclays investment grade and high yield
indices.1 After such strong moves, the question now is whether there is still value in metals and
mining bonds.
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Figure 1: Bloomberg base metal price index
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Source: Bloomberg Base Metal Price Index, data from March 23, 2015 to March 21, 2016.

There are ample reasons to be bearish on the metals and mining sector. In particular, the supplydemand picture remains challenged, with uncertainty around Chinese demand being a key factor.
That said, there are supportive factors as well: modifications in company behavior, the exit of weaker
players from the market and US dollar weakness. Weighing the various factors, it is clear that the
overall backdrop for metals is far from robust and significant uncertainty remains, leaving the
potential for prices to give back some or all of their recent gains.
However, it is important to note that in December and January when sentiment was at a nadir,
investors’ worst fears failed to materialize – prices did not fall to extreme bear case levels. In addition,
the leading companies in the industry have demonstrated an ability to remain profitable and demand,
while far from robust, has not fallen off a cliff. We think that has bolstered investor comfort with the
industry, at least as far as the top-tier operators are concerned. This marks a key shift in sentiment
as evidenced by the significant narrowing in bond spreads across the major miners from all-time wide
levels to levels more in line with fundamentals.2 In our view, this is a key adjustment and leads us to
believe that there is a strong probability that the worst has passed for the industry.
Figure 2: Global metals and mining yields have declined
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Based on our view that the worst has likely passed for the sector, we see value in metals and mining
bonds as yields remain well above historic norms as indicated in Figure 2. However, as detailed
below, we believe it is essential to distinguish between those companies that are well-positioned to
survive if the current environment of depressed prices persists and those that are at risk of failure.

What fundamental attributes do we look for in high yield metals and mining
companies?

Quickly shifting commodity prices make investing in the metals and mining sector, especially at the
riskier end of the credit spectrum, a challenging proposition, in our view. In general, we focus on
companies that are cost leaders in their sectors with strategic assets and strong balance sheets that
we believe can sustain a prolonged period of commodity price weakness. Specifically we look for:
• Comprehensive production and operating costs in the top quartile globally
We believe it is important to look not just at the basic costs of getting the material out of the mine
but also at the investment required to maintain production at current levels and any transportation
costs needed to deliver the product to the customer.
• Only moderately levered balance sheets
In this low price environment, every operator has seen balance sheet deterioration. Clearly, all
things being equal, credit investors prefer less financial leverage to more. However, the key is
identifying those companies with capital structures that are not only sustainable now, but that will
remain sustainable over time as the company seeks to refinance debt at significantly higher
interest rates. While there is no strict rule, we generally look for adjusted operating cash flow to
exceed interest expense by more than two times (assuming an adverse operating scenario), which
we believe helps provide a cushion against higher future borrowing costs.
• Stable cash flow position
The key, in our view, is ensuring that basic free cash flow (adjusted operating cash flow after
interest expense, capital expenditures and working capital requirements) is, at worst, only mildly
negative. Whether driven by low profitability, interest expense, capital expenditure requirements or
working capital needs, it is important that a company is in a relatively stable cash flow position.
Because it is unclear when we will see a meaningful resetting of metals prices, it is important that
companies are in a sustainable position in the current challenging environment.
• Diversified asset base
Having a large asset is base is good, but, in this environment, we believe it is more important to
have diversity, both because it offers revenue stream diversification and also because it provides
varied options if divestitures are needed. In an environment like the current one, there are plenty
of mining and steel production assets for sale making it difficult for those operators in stressed
positions to execute sales quickly at fair valuations. However, those companies with unrelated
assets or with related logistics and service assets are often in a much better position than their
pure play peers.
• Ample liquidity to cover near-term debt maturities
In periods of market tumult, such as we are currently experiencing, capital market access can
become quite limited, even for relatively high quality companies. In this type of stressed
environment, we take a cautious approach to companies with a significant mismatch between
near-term debt maturities and liquidity.
The above considerations represent an investment approach designed to identify companies that are
well positioned to weather a prolonged period of depressed commodity prices and asset valuations.
Considering the continued negative sentiment toward the industry, we continue to see value in the
bonds of such companies, despite their recent strong performance. While companies that do not
meet the above criteria can offer substantially greater upside in a stronger commodity price
environment, we think the risk remains too high, given the uncertainty about the direction of
commodity prices over the intermediate term. As such, we think the more attractive risk-reward
trade-off lies with the top-tier operators across the credit universe. As shown in Figure 3 below, even
within the higher quality segments of the metals and mining sector, spreads remain well above the
average levels of the past five years. While we may not see a return to those averages, we believe
there is still significant room for relative spread tightening over the next 12 months. The key risk to
our view would be a macro catalyst that would cause metals prices to retest or break though recent
lows. This could be driven by unexpected deterioration in demand from key developed and emerging
markets, especially China, significant renewed US dollar strength, stronger than expected metals
production or a global risk-off catalyst such as geopolitical turmoil.
1 Source: Barclays US Aggregate Metals and Mining Index, Barclays US High Yield Metals and Mining Index, data
from Jan. 31, 2016 to March 23, 2016.
2 Source: JP Morgan BBB Metals and Mining Index, Bank of America Emerging Market Investment Grade Metals and Mining
Index, Barclays US High Yield BB Metals and Mining Index, data from Jan. 31, 2016 to March 23, 2016.
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Figure 3: Current metals and mining spreads above 5-year averages
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Source: JP Morgan BBB Metals and Mining Index, Bank of America Emerging Market Investment Grade Metals and Mining
Index, Barclays US High Yield BB Metals and Mining Index, data from March 23, 2010 to March 23, 2016.

Important information

This overview contains general information only and does not take into account individual objectives, taxation position or financial needs. Nor does this constitute a
recommendation of the suitability of any investment strategy for a particular investor. It is not an offer to buy or sell or a solicitation of an offer to buy or sell any
security or instrument or to participate in any trading strategy to any person in any jurisdiction in which such an offer or solicitation is not authorized or to any
person to whom it would be unlawful to market such an offer or solicitation. It does not form part of any prospectus. While great care has been taken to ensure
that the information contained herein is accurate, no responsibility can be accepted for any errors, mistakes or omissions or for any action taken in reliance
thereon.
The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco investment professionals. Opinions are based upon
current market conditions, and are subject to change with notice. Past performance is no guarantee of future results.
The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) and investors may not get back the full
amount invested.
As with all investments, there are associated inherent risks. Please obtain and review all financial material carefully before investing. Asset management
services are provided by Invesco in accordance with appropriate local legislation and regulations.
This material may contain statements that are not purely historical in nature but are “forward-looking statements.” These include, among other things,
projections, forecasts, estimates of income, yield or return or future performance targets. These forward-looking statements are based upon certain assumptions,
some of which are described herein. Actual events are difficult to predict and may substantially differ from those assumed. All forward-looking statements
included herein are based on information available on the date hereof and Invesco assumes no duty to update any forward-looking statement. Risk factors are
described in the Offering Memorandum. Accordingly, there can be no assurance that estimated returns or projections can be realized, that forward-looking
statements will materialize or that actual returns or results will not be materially lower than those presented.
All information is sourced from Invesco, unless otherwise stated. All data as of Feb. 29, 2016 unless otherwise stated. All data is USD, unless otherwise stated.
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Important Information
This document has been prepared only for those persons to whom Invesco has provided it. This document is not an offering of a financial product and is not
intended for and should not be distributed to, or relied upon, by members of the public. Circulation, disclosure, or dissemination of all or any part of this
document to any person without the consent of Invesco is prohibited.
This document may contain statements that are not purely historical in nature but are "forward-looking statements," which are based on certain assumptions of
future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to update any forwardlooking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, including any projected returns,
will materialize or that actual market conditions and/or performance results will not be materially different or worse than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs.
Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.
You should note that this information:
• may contain references to amounts which are not in local currencies;
• may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
• may not address risks associated with investment in foreign currency denominated investments; and
• does not address local tax issues.
All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please review
all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without notice. These
opinions may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material may come
are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any jurisdiction
in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.
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