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Downunder Daily
Heavy Metal

The decline in metal market is becoming more
serious. The LME’s base metal index is now down
20% from its May peak. That's in US$ terms; in terms
of other (stronger) currencies, the decline is even more
pronounced, and in euro terms the index is now at an
18-month low (Exhibit 1).

Of course, metal prices — like other industrial
commodity prices — remain at historically elevated
levels (Exhibit 2). A 30%-type fall in metal prices
(something | expect next year), would still leave prices
around 50% above prior cycle peaks. Put another way,
it would be possible to see a big price fall and still
believe that the commodity super-cycle is intact.

How likely is such a fall? The first point to
acknowledge is that there is now a high level of
financial/speculative participation in metals markets.
That may mean that prices do not provide as ‘clean’ a
read on underlying activity levels as has been the case
historically. Financial participants may have pushed
prices beyond what was justified by supply-demand
fundamentals. Those speculative flows also mean that
commodity prices may now be more correlated with
other financial measures of risk appetite than has been
the case historically, suggesting that the current
setback may reflect the travails in financial markets.

My view, however, is that metal markets remain, over
the medium term, predominantly creatures of the
economic cycle. Exhibit 3 shows that the ebb and flow
of global industrial production growth still explains
much of the variation in metal prices through this cycle.
On that basis, the softening in prices may be a warning
that growth is cooling.
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It may also be that the long-awaited supply-side response
is now affecting some prices. As I've noted before, it's
remarkable that metal prices have been in a broad
sideways range through the past 18 months,
notwithstanding the cracking pace of global growth. Either
the US residential downturn has capped prices, or supply
is starting to respond.
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prices and the peak in spot commodity prices. To
‘validate’ the fall in spot commodity prices, you would
expect stock prices to fall fairly soon.

Exhibit 5
Returns Pass the Peak

Exhibit 3
A Sign of Things to Come?
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Regardless of what has capped prices so far, the bigger-
picture point is that the growth risks seem heavily slanted
to the downside next year. Even if Asia keeps growing,
there are question marks over growth in the US, Europe,
the UK, and Japan. That, in my view, means that metal
prices can fall even if Asia maintains current growth.
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Consensus forecasts embody a degree of commodity price

decline in coming years. However, historically, mining
stocks and spot commodity prices have been highly
correlated. To be fair, stock prices often (but not always)
lead spot prices, particularly at turning points. Exhibit 4
highlights the gap (in months) between the peak in stock

Source: MSCI; Morgan Stanley Research

Looking farther out, there are signs that returns (on an ROE
basis) have likewise peaked (Exhibit 5). Returns may stay
above historical levels for an extended period, given the slow
supply response through this cycle. But the process of mean-
reversion may now be under way, and would almost certainly
be accelerated by a global slowdown in 2008.
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