
Markets reflect, and in fact 
anticipate, foreign and 

domestic political and economic 
events. Commodities are global assets, 
and are sensitive to geopolitical and 
economic developments. That makes 
them the barometer of global growth 
and activity trends and therefore tend 
to be the most volatile sector of the 
markets. Nonetheless, commodities 
in general, and the energy sub-sector 
in particular, have been the best 
performers among a wide range of 
asset classes this year on ytd basis (see 
1st  graph on this page).

The US stock market was roiled 
late July by unfavourable earning 

expectation issues that cropped up in 
the technology sector, an event that has 
been flagged by our systemic liquidity 
models well ahead of time (see “No, it is 
not different this time”, this issue of the 
Capital Observer). Those same models 
have also been indicating the same 
troubling message for commodities, 
which are, in fact, even more sensitive 
to the changes in flows of real money 
balances (see 2nd graph on this page) 
relative to equities.

Early storm signal warning from 
commodities

For some time now, commodities 
have been signalling a brewing storm 

that could create some wild volatility 
across all asset classes in the coming 
weeks and months. For us, we can see 
that we are already headed for a storm 
of price variance over the next few 
months, before we enter into calmer 
weather by Q2 next year, thanks to 
the lead indications from commodities 
response to receding liquidity flows (see 
3rd graph on this page). Dr. Copper is 
once again living up to its billing as the 
metal with a Ph.D degree – its response 
to receding systemic liquidity is 5 to 
7 weeks ahead of a similar response 
from equities. Not only is Dr. Copper 
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term for commodities, but there should be a firm relief at some 
point in September 2018

a bellwether of US GDP growth in this 
regard – it also a barometer of incoming 
(adverse) weather for common stocks.   
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The trade spats cloud the future 
for commodities further

There are a lot of reasons to expect 
stormier weather up ahead. 

President Trump is still facing scrutiny 
over his meeting with Russian leader 
Vladimir Putin on July 16. The Donald, 
unlike most of his predecessors, 
responds to any controversy by 
creating more. In the aftermath of his 
meeting with President Putin, President 
Trump turned his attention back to a 
continuation of his battle through the 
media with the Special Prosecutor and 
intelligence services in the U.S. over 
charges of Russian collusion in the 2016 
election. And the probe over alleged 
collusion of Trump’s aides with Russia 
during the 2016 presidential election is 
reaching a critical trial phase.

At the same time, negotiations with 
the Chinese over trade are not 

bringing about Mr. Trump’s desired 
outcome, so the administration upped 
the ante by threatening to increase 
tariffs to cover the entire amount 
of the trade imbalance. That covers 
around $500 billion in Chinese goods 
being exported to the United States. 
China pledged to meet additional tariffs 
with a proportionate response. Since 
there is not a half-trillion dollars’ worth 
of U.S. goods flowing into China, it is 
possible that the response will come in 
the form of other measures. There will 
be plenty of collateral damage to the US 
and global (EM) economy.

The Federal Reserve on Trump’s 
firing lane

Recently, President Trump also 
took aim at another one of his 

appointees, Fed Chairman Jerome 
Powell. The Fed embarked on a steady 
course of tightening credit in the US 
starting in late 2015. The Fed added 
another 25 basis points to the policy 
rate last month, and has on August 
1 confirmed their stated tightening 
schedule of at least two more rate hikes 
in 2018. The Fed also expects for more 
rates hikes in 2019 – likely the final 
straw that will break the camel’s back 

which leads to a recession in 2020. 

The President complained that 
rising interest rates diminish all of 

the initiatives to bolster the economy 
that has been put in place by the 
administration, including tax reform 
and fewer regulations on businesses. 
Moreover, the widening interest rate 
gap between the dollar and euro-
currencies has been exacerbated by 
the Fed’s tight stance, which is causing 
the value of the dollar to rise against 

other currencies. This diminishes the 
competitiveness of the US, which will 
be a continuing irritant to Mr. Trump – 
the US Dollar will likely be stronger over 
the rest of the year, excepting a brief 
correction in August or September. 
The primary culprit is the continuing 
inflow of domestic and foreign capital 
into the US, as tallied by the US Capital 
Account – the flows of which will 
support the US Dollar until Q2 next 
year (see 1st graph below):

As we go into the middle of the 
sweltering hot summer season 

of 2018, a time when markets are 
typically quiet, the news cycle is 
increasingly focused on the US-China 
trade spat, and the fundamental 
strength of the U.S. dollar. The market 
promises to be everything but quiet. 
The primary victim of all that ensuing 
volatility would be resource materials, 
and the EM markets would receive 
extensive collateral damage.

From trade spat to trade war

The U.S. administration will, sooner 
or later, come to terms with 

trading partners around the world, 
including China. Trump has already 
come to some favourable terms with 
the European Union, and currently 
administration officials are talking with 
Mexico to restart the bogged down 
NAFTA talks. But there is a risk of 
miscalculation, especially in the case 
with the Chinese, who do not want to 

lose face by capitulating to Mr. Trump. 
This may lead towards a prolonged 
trade war if neither side decides that 
a compromise provides the optimal 
solution to the current conflict.

After a brief period of panic due 
to the trade spats, the US stock 

market rallied over recent weeks as 
equities have focused on improving 
earnings as a result of corporate tax 
reform adopted at the end of last year. 
However, the earnings season is fast 
coming to an end, and once again 
as if on cue, Mr. Trump reopens the 
situation with China with a threat to 
ratchet up to 25% additional duties 
on $200 bln of Chinese exports to 
the US. It is likely that trade spat will 
once again take center stage, and that 
could weigh on the prices of many 
stocks. A trade war will cause global 
business activity to decline which 
will likely stoke fears of a worldwide 
recession. And commodities would 
be hammered hard. As the chances 



of a trade war rise, expect volatility in 
the stock market and in commodities 
to increase, perhaps dramatically over 
coming weeks and months.

The China-commodities connection

What is more alarming for the 
outlook of commodities is the 

prognosis for economic growth in 
China. The Chinese government has 
starved the domestic economy of 
needed fiscal expenditures by letting 
fiscal expenditures dwindle over the 
past three years (see two first graphs 
on this page). Result: growth has been 
declining for the past four quarters, 
although the fall has not yet reached 
critical dimensions, based on current 
prices. However, based on official, 
seasonally adjusted data, the GDP 
medium term outlook remains dismal 
(see 1st graph on this page).

It’s is not hard to fathom why. 
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 2nd & 3rd graphs on this 
page, blue line).

Even more significantly, Total 
Social Financing expenditures 

(orange line) have been falling hard. 
The TSF illustrates the link between 
fiscal spending and growth in China. 
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 has been 
falling hard. 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) kept on 
falling.

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. As the previous 
chart shows, oil import going into China 
follow the lead and direction of the TSF. 
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In the immediate chart above, fiscal 
expenditures are reliable guide to the 
prices of copper and the stock of the 
S&P mining sector. 

Crude oil is in trouble, as global 
demand wanes

It is especially a trouble-some outlook 
for Crude oil. Not only are China 

imports going to slow significantly; 
global production will certainly 
increase during the course of H2 2018. 
Russia just announced that it will open 
the oil spigots, something that it has 
already done surreptitiously over the 
past three months. Saudi Arabia is 
now less constrained, using significant 
US growth as excuse to unshackle its 
oil well caps. And the coup de grace: 
global demand has started to wane, 
and so US oil inventories will start 
building rapidly soon. Our US oil 
inventory model is showing that we 
have likely seen the last inventory draws 
for the year. We should see rapid US oil 
inventories builds from here on (see  
chart on this page):

A combination of falling systemic 
liquidity flows, a rising dollar, 

higher interest rates, and fears of 
recessionary pressures caused by the 
trade issues, and diminishing demand 
(for crude oil) have created a potent 
bearish cocktail for many global 
commodities prices. Since the energy 
sector comprises from 45% to 55 % 
of many commodity indices, a severe 
beating for oil prices from here will 
bring down commodity funds across 
the financial universe. 

Reasons to be optimistic

But we still view that there is a chance 
of positive outcome for the trade 

tensions. While the current trade issues 
have no easy answers, a solution to the 
conflict between the U.S. and China is 
in the best interest of both countries. 
President Xi is a pragmatist, and he is 
aware that handing a small victory to 
President Trump going into the mid-
term elections via a compromise would 
yield the optimal result for both leaders. 
There is a small window of opportunity 

to settle matters before the mid-term 
elections in the US. A solution could 
arrive sometime in September via a 
Trump-Xi summit on the economy. That 
is the closest the Trump administrations, 
known for its brinkmanship, will let the 
situation fester. 

China has promised to unleash 
fiscal policy initiatives soon. The 

Xi government is ramming through a 
currency devaluation. We have no doubt 
that the outlook in China will stabilize, 
although growth slowdown has already 
been baked in the cake. But it is now 
obvious that Chinese authorities have 
recognized the extent of the damage 
their forced deleveraging of corporate 
balance sheets have inflicted on the 
economy. That is half the battle won. 

The biggest relief rallies will likely 
come in the commodities markets 

that took the brunt of selling over 
recent weeks. A rally in equities will not 
be far behind. Nonetheless, the outlook 
for commodity sector leader Crude 
Oil will be undercut by unfettered 
production at a time when demand is 
slowing. Where the leader goes, the 
minions will follow. 
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