
As we first reported during the 
July 2017 edition of the Capital 

Observer, at no other time in the 
history of commodities has the asset 
class been as weak against equities, 
as it is today. Over the past 50 
years, commodities have never been 
cheaper relative to equities than they 
are at present. The divergence has 
reached historic levels in the back of a 
246%-plus move on the S&P Index (SPX) 
since the trough of the Great Financial 
Crisis in Q1 2009, compared with a 
31.2% decline for the Goldman Sachs 
Commodity Total Return Index over the 
same period.

That underperformance is changing 
quickly to a more positive outlook 

for resource materials; the ratio 
between the two assets classes has 
been stable for more than a year now, 
and is starting to trend in favour of 
commodities (see 1st graph on this 
page).

In the May 2018 Capital Observer 
issue (“Is it time to allocate funds 

away from equities to commodities?”), 
we published a graph that has elicited 
a lot of attention and comments (see 
2nd graph on this page). In the chart, 
we juxtaposed the rolling correlation 
between the S&P 500 and the US 
Dollar TWI, with a 5yr autoregression, 
which defined and illustrated the highly 
cyclical performance of commodities as 
an asset class versus the S&P 500 Index 
(as proxy for the equities asset class)

Given those identified relationships, 
and the possible inflection point of 

a new commodities outperformance, 
which was highlighted by the model, 
we said then: 

“This is literally a once-in-a-generation 
opportunity that investors with 

a long-term view should seriously 
consider. For perspective, had you 
invested in a fund tracking the S&P GSCI 
or an equivalent commodities index in 
2000, you would have seen a compound 

33 /  Commodities outperformance over equities: it has started, 
it is pausing and will likely accelerate again mid Q1 2019 

33

annual growth rate (CAGR) of around 10 
percent for the next 10 years, according 
to Bloomberg data. It’s doubtful if you’re 
going to get a clearer or resounding 
signal that now could be an ideal time 
to add to your commodities exposure.”

Those comments in the May Capital 
Observer issue were not far-fetched: 

indeed, on the long term picture, the 
commodity-equity relationship could 
be setting up a trade of a lifetime, as 
commodities revert to the mean in the 
relationship, similar to the one seen in 
the early 2000s. Today, the relationship 
remains near the lowest point in recent 
history, and more analysts are talking 
about the ratio’s reversion to the mean, 

which is at 4.1 (it is currently at 1.05) 
taking into stock the somewhat spotty 
prices available during the late 1960s 
(see graph below). The divergence in 
the commodity-equity relationship 
remains extreme and has been for 
so long, that a snap back into more 
reasonable levels looks inevitable 
sometime soon (see 1st graph on the 
next page). 

Any movement towards the 
mean of 4.1 in the equities/

commodities ratio should be signalled 
by a change in the correlation between 
the two asset classes. Not many have 
noted that the current recent stock-
commodity correlation has been at the 



For factor (3) to be valid, where 
commodities outperform equities, 

there has to be a certain set of macro 
conditions, primarily presence of 
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economic growth and/or the rise of 
core inflation. 

upper end of its historic range – in fact 
it has just been to just below unity (at 
1). As the graph below shows, for the 
commodity outperformance to take 
place, the correlation has to move 
to negative, even close to negative 
1 (-1) as in the early 2000s (see 2nd 
chart on this page). The correlation is 
now likely moving towards zero, and 
subsequently, to negative.

As the graph above shows, flipping 
from (+1) to (-1) correlation occurs 

fairly often, which hints at a cyclicality 
of the relationship between the two 
asset classes. Proof: since 1970, the 
stock-commodity correlation has been 
close to zero, on average. The overall 
low correlation between commodities 
and equities has, in fact, been touted 
as one of the three main benefits of 
commodity investing (the other two 
being equity-like returns and a positive 
correlation with inflation).  

Nonetheless, these point estimates 
conceal wide degrees of variation. 

For instance, the historical spread of the 
annual correlation between stocks and 
commodities has ranged from -0.92 to 
0.98 (see 3rd graph on this page). The 
current 1-yr rolling correlation between 
the two is at 0.78, from the recent 0.97 
high, and should not long after, revert 
to zero, or even make another trip 
to the area of -0.92. That is when the 
commodities outperformance will likely 
occur. 

A fall in correlation could be 
accomplished in three ways: (1) 

commodities could rally while equities 
decline (or vice-versa); (2) commodities 
and equities fall together but equities 
decline at a faster and larger degree 
relative to commodities, and (3) 
commodities and equities rise together, 
but the former outpacing the latter. If a 
move to negative correlation continues 
to progress, as we believe it would, 
we believe that the more likely case 
will be (3), where commodities and 
equities will continue to rally, but with 
commodities outperforming equities. 



We would only see those 
conditions happening from 

mid Q1 2019, so in a few months as 
on the short term some risks remain 
for growth. That is also the projection 
indicated by our US Capital Account 
model of foreign and domestic capital 
flowing into the US. 

The last graph on th eprevious page 
shows the high likelihood of GDP 

growth in 2019 into early 2020. This 
follows what could be a significantly 
low growth reading in Q4 2018-Q1 
2019, which has been instrumental in 
depressing risk assets prices like US 
equities and oil recently. This should 
carry on affecting risk assets into Q1 
2019 with Chinese, Em and the dollar 
also playing their part. 

The case for rising US Core CPI is 
straight-forward. We discussed this 

at great length in the May 2018 issue 
of Capital Observer: (“What's Up With 
Core Inflation? Core CPI Will Rise Over 
The Next 5 To 6 Quarters: Actionable 
Ideas”): 

There is a distinct cadence in the 
relationship between GDP growth, 

core inflation and the subsequent, and 
corresponding, reaction function of the 
Federal Reserve. This is the timeline: 
GDP change rates lead changes in Core 
Inflation by 5 to 6 quarters. Core CPI, 
in turn, leads changes in the Fed Funds 
Rate (proxy of Fed policy changes) by 2 
quarters

Not to be left unsaid, knowledge of 
those dynamics enables anyone to 

predict the path (and to some degree, 
the extent) of core inflation changes 5 
to 6 quarters ahead (see 1st and 2nd 
graphs on this page).

What these graphs suggest is that 
the year-on-year Core CPI will be 

rising well beyond September this year, 
and into Q3 2019, in fact. The quarterly 
Core CPI however will tend to decline 
over the next two or three months. 

Core CPI should be rising well into 
early 2020 following the lead of the 

GDP trajectory. This conclusion tallies 
very well with the outlook derived 

Original chart in the May 2018 Capital Observer

This is how that chart in May 2018 looks now

from the Capital Account model shown 
earlier.  This is likely, even if GDP growth 
declines from Q1 2020, as our models 
(shown earlier) suggest. That possible 
divergence will be a function of the 
lagged response of Core CPI changes to 
changes in GDP growth, going into H1 
2019.

It should be noted that despite the 
historic low, long-term correlation 

between these two asset classes, 
commodity price increases often come 
on the back of buoyant demand due 
to booming economic activity, which 
corresponds to optimal conditions 
for stock bull markets. That’s the 
condition we could see from mid 
Q1 2019. However, the expected, 

persistent rise in core inflation during 
that period could weigh heavily on 
equities, and may contribute to the 
expected underperformance of the 
equities asset class. Therefore, the 
sign of the correlation may converge to 
minus 1 (-1), even as as both equity and 
commodity prices could increase on 
positive macroeconomic outlook. That 
is exactly what happened in the early 
2000s. 

The evolving relationship of the 
US Dollar versus these two asset 

classes will also be a factor in the 
forthcoming outperformance of 
commodities against equities. The 
USD-S&P 500 correlation at this time 
is heading for minus 1 (-1) by year-
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end, while the same variable for USD-
commodities is heading for zero (0) by 
year end (see 1st graph on this page). 

This has plenty of implications 
during a period when we 

expect the US Dollar to strengthen 
significantly due to the distributed, 
lagged impact of Capital Account 
inflows. This is also a theme which 
we have been hammering on at 
the Capital Observer since Q1 this 
year –- the surge of capital inflows 
last year will be a huge factor in the 
outperformance of the US Dollar this 
year.

The stars are therefore aligned 
for a likely outperformance of 

commodities from mid Q1 next year. 
However, there is an issue which we 
needed to resolve in this scenario – 
the expected slowdown of growth in 
China. As early as in Q3 last year, we 
have been detailing at the Capital 
Observer how China’s economic 
activity would start slowing down 
in Q1 2018. And it did. We warned 
then that “the withdrawal of fiscal 
policy support by the Chinese central 
government will severely depress Total 
Social Financing. We said then that 
government expenditures in China 
have virtually collapsed since January 
2016. And like everywhere else, if the 
government does not spend, economic 
activity slows down in proportionate 
degree. And the government tightening 
in China had been severe. The heady rise 
of the central government expenditures 
from January 2015 to January 2016 has 
been essentially erased over the past 
two years (see blue line, 2nd graph on 
this page).”

The key illustration of the link between 
fiscal spending and growth in China 

may also be seen in the graph above. 
This is key element in this illustration: 
the impact of fiscal and budgetary 
expenditures is being transmitted to 
the real economy via the Total Social 
Financing (TSF) expenditures. This 
leading indicator has already peaked, 
has declined sharply, and is about 
to fall further. These have been the 

consequence of the (TSF) slowdown: 
(1) As a consequence, China's Leading 
Economic Indicator (LEI) will also 
decline soon, as soon as the next few 
months. (2) The fall in M1 Money Supply 
dropped precipitously from January, 
this year, and no bottom in sight, so far, 
while the (TSF) keeps on falling (see 2nd 
graph above).

TSF is a very reliable indicator of 
future economic activity in China 

and is therefore an excellent tool in 
forecasting the future direction of 
commodity prices. Where commodity 
prices go, the metals and mining sector 
will follow. The TSF is a harbinger of 
Chinese activity, and therefore plays 
an important role in the future price of 
resource materials. 

Nonetheless, in 2019, it will be a 
contest between growth in the US 

and likely the Rest of the World (and 
the rising core inflation that it will 
generate), and a slowdown in China, 
as represented by that country’s 
TSF (see 2nd graph above).  China’s 
domestic currency the CNY has been 
falling a lot in recent time. That should 
translate into good manufacturing 
performance in the near-term, even if 
the Chinese services sector suffers some 
slowdown. That would keep the outlook 
for commodities outperformance over 
equities stay upbeat during next year. 
However on the short term horizon 
(into Q1 2019) we still consider that a 
strong dollar, decelerating US growth, 
tightening US policy and negative 
Chinese dynamic could still challenge 
commodities and risk asset into Q1 
2019.

36


