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Commodities � after near catastrophe, where are they heading? 
 
Written by Angelos Damaskos, CEO, Sector Investment Managers  
 
We have been to the end of the world and back � in under a year. This time last year the world faced the beginning of 
the most vicious and catastrophic crash in asset values, irrespective of credit quality, fundamentals or nature of 
business, in history. The baby was thrown out with the bath water and was abandoned crying on the floor. 
 
Until uncle Ben came along, promising to put the whole of USA�s financial might in play to save the world from 
depression. Uncle Ben�s determination, credibility and commitment mobilised similar responses from major central 
banks and the money did not simply pour in, it flooded the system. Banks were re-capitalised, troubled assets 
purchased and credit was unlocked. Like Superman, Uncle Ben saved the world � or did he? 
 
The result was that the world�s major economies are now geared to the hilt. Financial liabilities which nearly brought the 
world�s banking system to its knees now belong to the state. Money is being printed like there is no tomorrow to finance 
the rescue programmes and buyers of new bond issues are needed urgently. The question is, who is going to buy the 
massive debt issuance by the US, UK and Europe? Even the Chinese, traditionally the largest buyers of US Treasuries 
appear to baulk at the idea and have switched, instead, to buying real assets that they will need in future; commodities 
and energy resources. 
 
The economies did respond to these massive financial stimuli. Some nascent growth, albeit from low levels, has 
appeared and economic activity has stabilised. The cost, however, is apparent in the millions of unemployed people in 
the major economies. With little growth in sight, corporates will be reluctant to hire workers again, for a considerable 
time. Slower consumer spending will drag economic recovery back and the prospect of inflation could prove a further 
handicap. Commodities, however, have shown a remarkable trading pattern. After an almost total collapse, with oil 
prices down 77% and copper down 68% late in 2008 from their highs a mere four months before, their prices have 
more than doubled in the year to date. Demand for these vital inputs for the Chinese industrialisation did not, after all, 
collapse completely.  
 
China�s story is well known and versed. Some 30 million of its people move from rural areas to urban centres each 
year. They desperately need to build cities, roads, power plants and associated infrastructure to support this 
transformation. At the same time, after 20 years of economic expansion, its monetary reserves are high and can be 
now put to use; not poured down the drain in saving troubled banks, but get invested in infrastructure which will support 
a fast growing economy into the next 20 or 30 years. 
 
This infrastructure development is hungry for basic commodities such as iron ore, aluminium, copper, zinc and all 
others which go into making the necessary ingredients. Massive amounts of power are also required to convert all 
these commodities into buildings and structures and to move an economy geared towards manufacturing. China has a 
voracious appetite for commodities and energy and the sources for these are limited. While the developed world is 
reeling from its financial troubles, China is steadily amassing stockpiles of these ingredients taking advantage of lower 
prices. 
 
But, what about supply? Just when the record prices of mid-2008 were stimulating exploration and development of 
previously marginal projects, the credit crunch fell like the Draconian sword to stop most of them in their tracks. Both 
equity and debt financing is hard to come by and many smaller companies have been moth-balled if not gone bust. The 
crisis has resulted in a great supply disruption which will become apparent in a few years time, when the world 
economy starts growing again. At that time, competing consumers will again bid prices up to the previous record levels 
and possibly higher. Companies controlling large reserves or resources of energy and basic commodities will reap the 
rewards of their patience and perseverance and see their valuations rocket up. 
 
And what about gold? The oncoming devaluation of the major currencies such as the US Dollar, British Pound and the 
Euro could shift people�s attention to safer, traditional stores of value. Gold will be high on the agenda. It has remained 
stable through the crisis, but the desperate need for liquidity has forced many holders to sell. These weak holders are 
now out of the picture and the gold price is looking to break its upper trading levels of around $1,000/oz. Meanwhile, 
gold mining equities present the biggest valuation gap, in relation to the spot price of gold, we have seen in recent 
history. They are due for a re-rating and, should gold prices move significantly higher, outperformance against all other 
asset classes. 
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Commentary on recent oil market activity 
 
Written by Afonso Reis e Sousa, Director, Taylor-DeJongh 
 
The global financial crisis has impacted nearly every sector of the global economy and the E&P sector is no exception 
� the S&P Oil and Gas E&P index dropped more than 33% in the past twelve months. This substantial loss in value has 
been largely attributed to the slowdown in global demand and bleak forecasts of future oil and gas prices. This last 
element should not be taken at face value. Certainly, oil prices have come down significantly since the heady days of 
2008 � but they remain at historically high levels. In real terms, the current price was only exceeded during the oil crisis 
of the early 1980s. 

 
Of course, the oil price and oil company valuations are linked, but the financial crisis is affecting the sector in a more 
direct way. The current lack of liquidity in the financial markets impairs the ability of undercapitalised companies (a 
large proportion of those at the smaller end of the scale) to (re-) finance their obligations, leading to substantial distress 
in the sector.  
 
Companies with the cashflow and reserves to weather the current storm are generally taking a wait-and-see approach, 
cutting capital programmes and waiting for the equity and debt markets to recover. On the other hand, companies with 
limited financial resources are finding that the only way to stay afloat is to sell assets. Consequently, many of the deals 
that have hit the market since the crash have been the result of distressed sellers running out of options. The recent 
sale of the Oilexco portfolio to Premier is a prime example of a distressed sale driven by the inability to refinance the 
balance sheet. For those with the appetite, therefore, prime opportunities exist for capturing assets at a discount. 
Larger players, and in particular National Oil Companies, have already been able to secure assets at discounted 
valuations. As the oil price settles, and liquidity returns to the market, we expect the last quarter of the year to see 
accelerating deal flow. 
 

Recently announced transactions 
 

Announcement 
Date 

Buyer Seller Nature of Transaction  Size 
(US$MM) 

26/8/08 ONGC Imperial Energy Corporate $1,850 

25/9/08 Sinopec Tanganyika Corporate $1,890 
11/11/08 StatoilHydro Chesapeake Energy Marcellus Shale Acreage $3,380 
1/4/09 CNPC Total Asset � Increased stake in  

N. Lights project  
N/A 

7/4/09 Gazprom ENI Corporate � 20% of 
Gazpromneft 

$4,200 

17/4/09 CNPC/Kazmunaigas MangistauMunaiGas Corporate $3,300 
24/6/09 Sinopec Addax Petroleum Corporate $7,230 
17/7/09 Sinopec/CNOOC Marathon Assets � Angola Block 32 $1,300 
12/8/09 Sinochem Emerald Energy Corporate $875 
31/08/09 Sinochem Gulfsands Corporate $650 

����

�����

�����

�����

�����

������

������

������

���	 ��
� ��
	 ���� ���	 ���� ���	 ���� ���	 ����

�
�
�
�
�
�
�

��������	�
���	�
	������	��

��
��������� ��������������
�� �����
�������



 

Commissioned by Opus Executive Partners � �Naturally Resourceful� � www.opusexecutive.com  
�

#�

�

 
Oil�s flirtation with equities 
 
Written by David Hart, Senior Analyst, Hanson Westhouse 
 
At the start of the year, sentiment in the oil market, like the price, was low. The world was firmly in recession and 
financial markets were still flirting with disaster. Remarkably, since this period, a massive change has occurred as an 
appetite for risk has slowly re-entered the system and riskier assets such as commodities and equities have rebounded 
strongly.  
 
The oil market in particular has done exceptionally well, more than doubling from early 2009 lows. Yet the 
fundamentals of the market have not improved to a degree that would indicate such a strong move in price is 
warranted.  
 
In fact, the opposite could be argued as demand has remained subdued while stockpiles have continued to grow. As 
OPEC�s Monthly Oil Market Report illustrated back in June with the chart below, the traditional relationship between 
growing stockpiles and price appeared to breakdown around February of this year. 

 
 

US crude stocks versus WTI price 
 

 
 

Source: OPEC 

 
While it is dangerous to focus on any one of the host of factors that impact oil (for instance Chinese buying earlier in 
the year was also supportive), it appears that crude began to take its cue on direction from the equity market. The view 
here being that not only is a higher appetite for risk re-entering the market but also equities can act as a barometer of 
economic health.  
 
This is true to a degree as when priced correctly, a share price will incorporate that security�s future discounted cash 
flow. An improving economic outlook is easily squared with rising equity values if the general assumption that cash 
flows will benefit from the improved economic climate is also made. 
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However, commodities do not operate like equities when it comes to pricing. There is no discounted cash flow to 
determine the value of a barrel of oil. The improved outlook, however, can be seen in the steep contango that existed 
at the start of the year when front month crude contracts were at double digit discounts to longer dated contracts. 
 
Nevertheless, as the chart below shows, from the end of February when OPEC’s chart highlighted the breakdown 
between stockpiles and prices, the price of oil and the S&P500 began to track one another very closely. Before long, 
and despite high levels of stockpiles and a slump in demand, the price of oil marched steadily past $70 per barrel. 
 
 

WTI versus the S&P500 (27 Feb – 02 Sep) 
 

 
 

Source: Bloomberg 
 
 
The correlation between spot prices and the S&P500 during the period reinforces the view that crude and equities have 
been trading more in tandem than usual. From 27 Feb to 2 Sept this correlation was 0.58, according to Bloomberg. 
Whilst far from perfect, which is 1.0, this correlation is far higher than the 0.32 exhibited in the two year period to 2 Sept 
2009. While we should remember that correlation offers nothing in the way towards guidance regarding causation, it 
does support the view that the price action of the S&P500 and crude, as depicted in the chart, is above average.  
 
What does this mean for oil prices? 
 
Looking ahead, there remains a great deal of uncertainty and conflicting signs as to whether the recession is well and 
truly over, not to mention the relative strength of the subsequent recovery. This will continue to weigh on all financial 
markets in the short and medium term. As such, there remains the potential for equities to consolidate or correct into 
year end. Should the correlation we have seen over the past six months continue, then oil prices will also likely turn 
lower. Perhaps we are starting to see the beginning of this already. 
 
On the other hand, should OPEC successfully raise compliance levels with production quotas and demand for oil 
stabilises then the opportunity exists for fundamentals to catch up to current prices and take over support in the event 
that equities give back some of their recent gains.  
 
 
 
 
  


