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Expert view: Base metals

Nic Brown and Bernard Dahdah 
London, UK

With commodity prices enduring a torrid time over 
the past year, investors may well be questioning 
when the sector will ever begin to share in the glob-

al economic recovery. However, it should be remembered 
that industrial commodities are a late-cycle asset.

While equity markets rally during the early stages of recov-
ery – in anticipation of future profitability – industrial com-
modities are typically held back by an outstanding overhang 
of accumulated inventories and spare capacity. Even as prices 
rise, total returns are negatively affected by steep contangos 
– where the forward price of a commodity is above the spot 
price – which implies negative roll returns for investors.

Indeed, it is only when the economic cycle matures that 
physical stockpiles begin to erode – boosting investor returns 
as spot prices outperform and markets move into backwarda-
tion, which provides positive roll returns for investors. 

This late-cycle outperformance by commodities was evi-
dent around the turning point of the two most recent global 
economic cycles. In 2000-2001, US equity markets peaked 10 
months before the peak in commodity prices. In 2007-2008, 
the peak in US equity markets occurred nine months before 
the peak in commodity prices.

A matter of supply and demand
So, where do metals currently stand in this cycle? After the 
extreme weakness seen in the wake of the financial crisis, a 
substantial surplus of both inventories and 
spare capacity has been created in many com-
modity industries. The weakness in Europe and 
in many developing countries helped to sus-
tain this excess capacity. Today, however, a 
shift has begun to take place, as a gradual tran-
sition from surplus to deficit takes effect 
among many of the base metals.

Certainly, this is the case for aluminium and 
nickel, two metals that have suffered from sub-
stantial excess supply in recent years. For 
nickel, a large part of this shift from surplus to 
deficit reflects Indonesia’s decision to ban 
exports of unprocessed raw materials. 

As aluminium producers from Russia and the 
west curtail unprofitable smelting capacity, 
demand for metal is likely to remain strong, 
which should push the market into deficit for 
the first time since 2006 – and support a slow, 
but steady improvement in aluminium prices 
over the coming years.

Zinc experienced a deficit in 2013, and this deficit is 
expected to widen in 2014 and beyond, as supply is con-
strained by the demise of some of the world’s large but age-
ing mines. Exchange stockpiles declined by 380,000t last year, 
reflecting both an improvement in demand for zinc as well as 
constrained supply. International miners are struggling to 
raise zinc output against a backdrop of investment cutbacks 
and mine closures. If demand for zinc continues to grow at its 
recent robust pace, the market should tighten further over 
the course of 2014-15.

The price of lead was not very volatile in 2013, with prices 
remaining between US$2,000 and US$2,200/t from the March 
to the December quarter. This low volatility belied a number 
of substantial structural changes that are taking place in the 
lead and lead-acid battery industries around the world.

As a result, there is scope for greater price volatility over the 
coming two years as mine supply struggles to keep pace with 
growing demand, and prices should increase as the global 
lead market moves further into deficit.

Copper, by contrast, is swimming against the tide, and is 
expected to shift from deficit to surplus due to the number of 
new mines being delivered between 2013 and 2015. An impor-

tant driver of copper prices this year will be 
developments in the global smelting industry. 

After a strong increase in treatment changes 
and refining changes (TC/RCs), Chinese refined 
copper output expanded significantly during 
last year’s December quarter, suggesting that 
the combination of high TC/RCs and more 
readily available scrap has begun to feed 
through into higher smelter output.

For gold and silver, the optimal point in the 
economic cycle is even later than other metals. 
These precious metals offer a safe-haven in 
times of impending crisis – when central banks 
attempt to stimulate economic activity by cut-
ting interest rates and weakening their curren-
cies. As such, they have a tendency to 
outperform at the very end, or arguably right 
at the beginning, of the economic cycle.

In this respect, gold and silver’s near-term 
peak is likely to be behind us, as the US econ-

omy continues to improve and the Fed gradually withdraws 
excess liquidity on the path towards an eventual rise in inter-
est rates.

A period of consolidation is now likely for these two pre-
cious metals. In 2013, the average price of gold dropped by 
15.5% year-on-year to US$1,400/oz, ending the year at around 
US$1,200/oz. Gold prices could form a base in 2014 thanks to 
steady Asian physical demand and rising cash costs of pro-
duction. For silver, prices dropped by around 23% year-on-
year to an average of US$23.86/oz in 2013, maintaining a 
strong positive correlation with gold prices. 
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Base metals show way to recovery
The uneven nature of global economic activity remains a risk for commodity prices 
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With investors still heavily exposed to silver, and costs of 
production well below current prices, downside risks in silver 
are more substantial than gold, suggesting further scope for 
silver underperformance.

Platinum and palladium lie somewhere between industrial 
and precious metals. As with gold and silver, both have ben-
efited from investor demand, which could at some point 
reverse into a new source of net supply. And, in a similar man-
ner to base metals, these metals will likely experience stronger 
demand in coming years.

Looking ahead, a revival in European automobile demand 
could help to lift the price of platinum. The situation between 
Russia and Ukraine and its eventual repercus-
sions could play a significant role in determin-
ing palladium prices, with the possibility of the 
market exceeding its 2011 highs.

Developed countries drive growth
Commodity prices underperformed other 
asset classes by a wide margin during 2013. 
Total return indices traded in a narrow range to 
end the year down between 1.2% (S&P-GSCI) 
and 9.5% (DJ-UBS). While Dow Jones-UBS (DJ-
UBS) industrial metals lost around 13.6%, DJ-
UBS precious metals suffered more substantial 
losses, with a negative return of almost 31%. 

By contrast, the world’s three leading eco-
nomic blocs – the US, Japan and the EU, com-
monly known as the G3 equity markets –  G3 equity rallied 
strongly, with the S&P500 up 30% and Japan’s Nikkei gaining 
by more than 50%. 

One of the main reasons for this underperformance was the 
weakness of developing countries relative to their recent eco-
nomic performance. While commodity producers have raised 
output in anticipation of stronger growth in demand, anae-
mic growth in the developing world has contributed to a 
more prolonged period of surplus. If commodity prices are to 
catch up with G3 equity markets, a more synchronous global 
economic recovery will be required. 

Natixis does expect an improvement in world growth this 
year, but again this will largely be driven by developed coun-
tries. A conventional recovery is clearly taking shape in the US 
– and to a lesser extent in the UK – while the Eurozone is only 
just beginning to emerge from recession. Although Japanese 
growth improved in the March quarter, the economy is at risk 
of slowing in the June quarter in the wake of April’s sales tax 
hike.

As the private sector balance sheet adjustment process 
winds down across the G3, alongside the presence of less 
restrictive budgetary policies and still expansionary monetary 
policies, developed economies should see 1.8% growth this 
year, compared with 1.1% in 2013. The corporate investment 
cycle is likely to be positive in the US, UK, Germany and Spain, 
and so global trade should increase by 4% or more this year, 
up from 2.6% in 2013. 

In the developing world, recent currency crises – triggered 
by fears of liquidity drying up in the US as well as domestic 
political risks – have rationed the liquidity available for financ-
ing of current account deficits. 

As a result, many central banks have 
dramatically raised their key interest rates, 
while governments have been forced to 
tighten fiscal policy in order to generate 
primary surpluses. 

Amid China’s new policy mix – where the 
price mechanism is being encouraged to play a 
more decisive role in resource allocation – 
demand for raw materials may begin to lag 
behind the growth rate of the economy as a 
whole. 

China’s efforts to combat both pollution and 
overcapacity in heavy industry could also lead 
to a slowdown in industrial activity, implying 
downside risks for raw material demand.

Elsewhere in the BRIC countries, notable 
downside risks to growth exist in Russia, in the form of poten-
tial western economic sanctions, and Brazil, where the gov-
ernment is struggling to develop a new strategy for economic 
growth. 

Indian growth prospects appear closely linked to the out-
come of the country’s current elections.

A more balanced recovery needed
The lopsided nature of the global economic recovery remains 
a risk for commodity prices. If the improvement in economic 
growth persists in being dominated by the developed world, 
then commodity prices could continue to lag behind gains in 
G3 equity markets. 

To narrow the yawning gap in relative performance 
between G3 equity and commodity prices, which emerged in 
2012-13, a more synchronous global economic recovery will 
be required, in which growth in the G3 economies helps to 
foster a gradual improvement in economic growth across the 
developing world.

Nic Brown is head of commodities research and Bernard Dahdah is precious metals analyst at Natixis
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