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At no other time in the history 
of commodities has financial 
interest in the asset class been 

as weak as it is today. Over the past 50 
years, commodities have never been 
cheaper relative to equities than they 
are at present. Even as equities conti-
nue to make new highs, a disconcerting 
calm pervades the commodity trading 
exchanges -- there`s never been a more 
lackluster period for commodities than 
in the last couple of years. The commo-
dities underperformance is even more 
stark when compared to equities. 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 Re-
turn Index over the same period.

The good news is that the correla-
tion between commodities and 

equites is highly cyclical -- the history 
of US stock and commodity prices has 
been characterized by recurring super 
cycles that last several decades. Simi-
lar extremes were seen in the early 
1970s, in 1986 and in 1998, leading up 
to the dot-com equity bubble. In all of 
those cases, of course, stocks eventual-
ly crumbled, which led to commodities 
outperformance. At present, the com-
modity (proxy: S&P GSCI Total Return 
Index) ratio over equities (proxy: S&P 
500 Composite Index) is at its lowest 
point since June 2008, 0.895 this week 
versus 8.249 in June 2008 (see 1st 
chart on this page).

The relationship is at the lowest 
point in recent history, and had 

some analysts talking about the ratio`s 
reversion to the mean, which is at 4.1, 
taking into stock the somewhat spotty 
prices available during the late 1960s. 
Some analysts (us included) reason out 
that the divergence in the commodity-
equity relationship is so extreme, 
therefore a snap back into more 
reasonable levels looks inevitable. 

Of course, the ratio can fall further 
from here, and this year may not 

be the time when the reversion begins. 
But with talks of equity markets being 
in a bubble, and the Fed making noises 
about wanting to reduce the level of 
its balance sheet, which has been 
significantly responsible for pushing 
up equity prices, the elements that 
could trigger a reversion to the mean 
are starting to get into their proper 
places. Further analyses provided 
below suggests that the trough or 
inflection point could be next year (see 
2nd chart on this page).

It also helps that China has not 
imploded, and the country in fact 

is starting to surprise in the growth 
and activity sectors -- that could add 
to factors that could arrest further 
declines in the ratio. China, and its 
travails over the past few years, in 
retrospect, has played a large part 
in the severe underperformance of 
commodities versus equities.  Fear 
of a Chinese economy blow-up had 
severely handicapped commodity 
prices since 2011, as China, after all, is 
the largest consumer of commodities 
in the world, specifically base metals. 36
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But China has been on the mend, 
and growth surprises during Q2 2017 
suggest that macro conditions in that 
country have stabilized (see 1st chart 
on this page).

In the final analysis, the ratio has been 
driven less by the relative strength of 

commodities, but mostly by a variable 
that impacts both commodities and 
equity markets – the US Dollar Trade 
Weighted Index. As the 2nd graph 
of this page illustrates, commodity 
underperformance vs equities have 
always happened during episodes of 
USD strength. This makes complete 
sense as commodities are the 
antithesis of the US currency. The 
reality is that commodities simply 
cannot prosper during periods of US 
Dollar strength.

The weak episode for commodities 
from 2011, and for that matter, 

all weak periods in the historic 
commodity/equity relationship, came 
at a time when equities and the USD 
were rallying together – a veritable 
double whammy for commodities(see 
2nd chart on this page). The 
synchronous movement between 
equities and the dollar suggests to us 
that there is a third macro variable 
involved in the equation. Therefore, 
this is also why the ratio looks cyclical 
and has cyclical characteristics. Finding 
that third macro variable will be the 
subject for a future report in this 
publication. For now, we are satisfied that the relationships described in this article 

explains many, if not all, of the weakness and strength that the commodity/
equities ratio has shown over the years. Those relationships are due for 

a major change soon, as soon as next year, and we look forward to a radical 
change in regime, when commodities will again outperform equities. Asset 
classes inevitably take turns in outperformance, and sometime next year 
commodities should switch over to the driver’s seat. 


