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HERMES: ORE HITS THE FLOOR

Andrey Kuznetsov, Credit Analyst at Hermes Credit, gives his view on how best to play the steel
meltdown.
Global steel prices have collapsed in the past year, as the value of iron ore has plunged relentlessly.
For the first time since 2009, the price of iron ore on the global market fell below $50 per tonne. This
represents a 75% fall from the near $200 peak reached almost four years ago. Although the iron ore
and steel markets have stabilised in the past month, it’s premature to talk about a sustained recovery
because the Chinese economy continues to slow down. The combination of excess capacity and
weak consumption in the world’s second-largest economy has reduced demand, while flooding the
export market.
Currency weakness in Europe and emerging markets is preserving margins
While the outlook may seem bleak and further downside is likely, it would be wrong to ignore the
sector altogether. As the US dollar has strengthened, steelmakers whose operating costs are
predominately in euros or in emerging market currencies have been better able to preserve margins.
This is fertile ground for active managers. However, investors must assess the relative strengths of
issuers, price in further risks and ultimately decide which instruments provide better value.
Shorter-dated bonds offer better relative value
One Russian name we are constructive on is Severstal. The company is rated BB+, however it has
strong credit metrics that are more consistent with a BBB- rating. While its heavy exposure to Russia
and Eastern Europe is a net positive, domestic steel demand is weak and additional sanctions
imposed by the West could limit its ability to export into Europe – a big market for Russian
steelmakers. However, and most importantly, the devaluation of the rouble has led to significant
margin expansion for all Russian steel producers. Severstal’s EBITDA margins have increased from
the high teens in 2013 to 38% in the Q1 2015.
Evraz had a very strong 2014. Its credit profile benefits from decent scale, a low-cost base owing to
the rouble’s devaluation and some diversification through its US business. However, it is sitting on
$6bn of gross debt and has a number of bonds maturing in 2017 and every year thereafter until 2020.
In the cases of Severstal and Evraz, we perceive their shorter-dated bonds to provide better relative
value given the recent bounce back in the rouble and the higher coupons on offer.
European steelmakers holding up
Steel prices in Europe have held up well in euro terms, helped again by the depreciating currency. As
a result, those steelmakers that report in euros – such as Thyssenkrup, Saltzgitter and Voestapine –
will generate stronger numbers, all else being equal. Another tailwind for European steelmakers
comes from regulators. The European Commission has opened an anti-dumping investigation on cold
rolled coils from China and Russia. Additionally, duties on cold rolled stainless steel from China and
Taiwan, and on grain-oriented electrical steel from Russia, the US, Korea, China and Japan, were
announced in March.
Key indicators
The key metrics to watch out for now include the level of Chinese steel production, Chinese export
figures and anti-dumping cases targeting cheaper steel imports. Any enforcement of protectionist
tariffs in Europe or simply lower Chinese production would be positive for the European steel sector.
That said, it would be negative if introduced protectionist measures are stronger in the US or if
Chinese exports continued at their rate of between 7m-10m tonnes per month. If the anti-dumping
measures prove successful, however, steel producers will have one more piece of positive news to
hold onto after what has been a painful 12 months.
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Notes to Editors:
Hermes Investment Management
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
Hermes manages assets on behalf of more than 200 clients* across equities, fixed income, alternatives and real
estate, with £30.1 billion* assets under management. In Hermes EOS, we have the industry’s leading
engagement resource, advising on more than £124.3 billion* of assets.
We believe in Excellence, Responsibility and Innovation
•
Excellence: We aspire to excellence in everything we do. This manifests itself most visibly in our
investment performance. We will only offer products to our clients where we believe there is a strong
investment thesis and where we can deliver sustainable alpha.
•

Responsibility: We believe it is our responsibility to lead discussion and debate about the fiduciary
responsibilities of fund managers to our clients, their stakeholders and, ultimately, society at large. We
have always sought positive engagement with the firms in which we invest.

•

Innovation: We have the entrepreneurial culture to identify forward-looking products that meet those
needs, along with the resources and speed-to-market mentality to develop them rapidly.

Our structure gives clients globally the benefit of access to a broad range of specialist, high conviction investment
teams operating within an established and robust operating platform.
Hermes' investment solutions include:
•
Equities: Global, Emerging Markets, Small & Mid Cap, Europe, Asia Ex Japan, Greater China
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European, UK PRS
•
Alternatives: Multi Asset, Infrastructure, Private Equity
*Please note the total AuM figure includes £3.5bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”), a joint
venture between Hermes Fund Managers Limited ("HFM") and GPE Partner Limited. HGPE is an independent entity and not part of the Hermes
group. £0.5bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 31 March 2015.

