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While global stock markets have been enjoying the wind 

from behind for the last couple of months, the same can 

unfortunately not be said about commodity prices. After 

experiencing a significant slide for years, commodities 

showed signs of a broad based recovery in 2016. At the 

time of writing, commodity prices remain well below their 

best levels of 2017, after experiencing a very challenging 

second quarter. The extent of the decline is shown in 

Figure 1. 

There are three reasons, which could help explain why 

commodities failed to gain traction over the course of the 

last few months: 

1. Fears that growth in the Chinese economy is losing 

momentum have intensified; 

2. A decline in speculative demand, as traders have 

become wary of the commodity complex; and 

3. Heightened scepticism regarding OPEC’s ability to 

maintain production discipline. 

In our view, the above mentioned forces should subside 

over the coming months, providing a more favourable 

cyclical backdrop for commodities and commodity-

related investment plays. 

Chinese Growth 

After experiencing gains throughout 2016, Chinese 

purchasing manager indices (PMI) experienced a less rosy 

start to 2017, as seen in Figure 2, with data released in 

May showing below-consensus growth in industrial 

production, retail sales and fixed asset investment.  

The shortfall in growth can be partially attributed to tighter 

financial conditions in China. Over the course of the last 

few months, the People's Bank of China (PBoC) has 

drained excess liquidity, thereby causing a rise in 

overnight rates, as seen in Figure 3. Coinciding with this, 

corporate bond yields surged (middle pane of Figure 3), 

while Chinese small cap stocks were sent spiralling 

(bottom pane of Figure 3). 

While the slowdown in Chinese growth is a cause of 

concern, some perspective is in order. The economy had 

a strong Q1, with nominal GDP increasing 11.8%, 

compared to 9.6% in Q4 of 2016. Real GDP growth in Q1 

amounted to 6.9%, comfortably above the government’s Figure 1: Prices of various commodities for the last decade 



survey showing that home-buying intentions of households 

jumped to an all-time high in the first quarter. 

The majority of the Chinese government’s tightening 

measures have been designed to reduce financial sector 

risks, while at the same time containing the impact on the 

economy as far as possible. Thus far, the strategy appears 

to be working as intended: Although broad credit growth 

Figure 2: Decline in Chinese PMIs 

target of 6.5%. A modest slowdown from these levels is 

therefore not surprising. 

In addition, most indicators still suggest that the economy 

is growing at a healthy rate, with Chinese exports 

accelerating due to solid global demand and a 

competitive exchange rate. Anti-dumping measures from 

the US on certain Chinese steel products are also largely 

irrelevant in the big greater scheme of things, as US steel 

imports from China account for a mere 1% of Chinese 

steel output. 

In addition, leading indicators for Chinese capex, such as 

excavator sales, railway freight traffic and the PBoC’s 

Entrepreneur Index, are all surging. The housing market 

also appears to be well positioned to withstand some 

tightening in policy, with the central bank’s most recent Figure 3: Tightening in financial conditions in China 



slowed from 25.7% in January 2016 to 15.5% in April 

2017, almost all of the decline can be ascribed to a 

deceleration in borrowing by non-bank financial 

institutions. In contrast, lending to non-financial private 

borrowers and the government has remained mostly 

unaffected, with medium and long-term loans to the 

corporate sector, a key driver of overall capital spending, 

accelerating. 

As seen in Figure 4, the spread between 10-year and 

5-year government bonds have declined dramatically in 

recent months, even briefly dipping into negative territory. 

While some analysts regard this as a sign of an impending 

recession, there is a less dire explanation: Until recently, 

non-bank financial institutions have flooded the market 

with “wealth products”, increasing the outstanding value 

of these products from USD 72 billion in 2007, to 

USD 4.2 trillion in Q1 2017. The clampdown on shadow 

banking has forced many participants to liquidate their 

positions which, in many cases, included considerable 

leveraged positions in government bonds. As 10-year 

bonds are more liquid than their 5-year counterparts, 

yields on the latter increased more than for 10-year 

bonds. 

Figure 4: Flattening of yield curve 

The connection with commodities 

Although the data is unclear, it appears that Chinese non-

bank financial institutions have been significant players in 

the commodities market. Panic selling of commodity 

futures contracts ensued, after funding to these institutions 

and their clients started to dry up. The withdrawal of 

Chinese investment demand for commodity markets 

came at a time when globally, long speculative positions 

were highly elevated.  Figure 5: Speculation returning to more normal levels 



As seen in Figure 5, around the beginning of 2017, net 

long speculative positions as a percentage of open 

interest for several commodities were close to, or 

exceeded previous highs over the last decade. 

Speculative positioning has since returned to more normal 

levels, reducing the risk of further abrupt declines in 

commodity prices. In addition, tighter supply conditions in 

conjunction with improving demand, should reinforce 

upward pressure on various commodities. 

This should be especially true for crude oil. During May, 

Saudi Arabia and Russia, the world's top two oil producers, 

agreed on the necessity to extend output cuts until 

March 2018 in order to rein in a global crude oil glut. 

Despite a sharp recovery in shale output, it is anticipated 

that growth in demand will outpace growth in supply, 

reducing inventories levels over the next 12 to 18 months. 

In conclusion, commodity prices are expected to 

improve during the second half of the year, as fears 

about a Chinese slowdown subsides and supply 

conditions tighten. As a consequence, the stock prices of 

companies in the resources sector should benefit from 

the cyclical recovery in commodity prices. The recovery 

should also provide some support for Emerging Markets. 

Improvement in Emerging Market growth, resulting from 

higher commodity prices should ultimately also benefit 

European and Japanese growth. According to IMF 

estimates, shown in Figure 6, the European and Japanese 

economies are roughly 3 and 5 times, respectively, as 

sensitive to changes in EM market growth than the US. It 

therefore follows that, should higher commodity prices 

boost emerging markets growth, the European and 

Japanese economies should ultimately also benefit. This, 

together with valuations of Japanese and European 

equities appearing more favourable than that of their US 

counterparts, supports our call to favour European and 

Japanese equities relative to US equities. 

Higher oil prices could also indirectly benefit European 

equities. Calculations by JP Morgan suggest that 

petrostate sovereign wealth funds hold five times more 

European than US equities, despite the market 

capitalisation of European equities accounting for less 

than half of the market capitalisation of US stocks. These 

funds are especially exposed to financial and consumer 

discretionary counters. Higher oil prices would provide 

these funds with scope to add to their favourite positions. 

Figure 6: Europe and China are more sensitive to EMs 
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Indicator Spot MTD YTD Y-o-Y

Gold 1 245.52   -1.8% 8.1% 2.5%

Brent Crude 47.42        -5.7% -16.5% -4.6%

USDZAR 13.06        -0.7% -4.9% -16.7%

EURZAR 14.93        1.0% 3.3% -14.5%

GBPZAR 16.97        0.1% 0.2% -25.4%

JSE All Share TRI 7 185.93   -4.0% 2.9% -1.9%

JSE Resources TRI 1 868.41   -3.3% -4.6% -1.3%

JSE Industrials TRI 13 255.57 -4.9% 10.0% -3.1%

JSE Financials TRI 7 671.40   -2.1% -1.7% 0.0%

JSE Listed Property TRI 2 149.56   0.2% 2.2% 3.9%

S&P 500 2 419.70   0.3% 8.1% 15.4%

Euro STOXX 50 6 950.02   -2.1% 7.6% 16.6%

FTSE 100 6 128.27   -1.9% 5.2% 23.1%

Nikkei 225 31 165.62 3.1% 6.8% 19.7%

Hang Seng 68 815.43 2.2% 20.4% 30.6%
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