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Investing in a politically volatile landscape 
 

Uncertainty surrounding the global political landscape and a move towards more 
populist leaders in the developed world will continue to be a key driver of financial 
market volatility in 2017. Now that the US elections are over, investors are likely to 
shift focus towards Europe, where there are elections in the majority of larger 
nations and where populists are either leading, or gaining rapidly in the polls. We 
believe the investment implications should result in an increase in government 
spending and consequent inflation. 

The global recovery appears to be gaining momentum and we believe the US 
Federal Reserve is still on track to raise rates in December 2016 and throughout 
2017. Although, we believe that the Fed will remain cautious due to heightened 
fiscal uncertainty, more hawkish rhetoric in coming months is to be expected, but is 
unlikely to change the low/negative real interest rate environment in the US.  

So far investors have been buoyed by the more moderate and constructive rhetoric 
being proffered by President Elect Trump, and the potential for the new 
government to support growth via fiscal spending. Although the sustenance of the 
rally in the US Dollar and equity markets therefore depends on the ability of Trump 
to surround himself with credible policymakers and refrain from irrational policy 
outbursts. 

Currency vigilantes changed the FX landscape in 2016, prompting sharp moves in 
G10 currencies, stemming from antagonistic investment views. Currency volatility 
will stay at the forefront of investors’ minds in 2017 exacerbated by ongoing QE 
policies. Speculation surrounding the tapering of accommodative central bank 
policy and rising breakeven inflation rates could signal the end of the bond bubble 
in 2017. However, it is unlikely to be a disorderly move in yields, as bond market 
liquidity remains little changed notwithstanding a variation in the nature and 
sources of liquidity. 

Commodities have been an area of strength in 2016, and should continue to be so in 
2017 with real assets in general likely to benefit from Trump’s proposed 
infrastructure program. Despite varied fundamental drivers, demand from 
emerging markets, particularly China, is likely to be a continued source of 
commodities consumption. Alongside the grind higher in global demand, 
substantial cutbacks to capital expenditure budgets will restrain supply. The 
resulting fundamental tightening in underlying conditions should keep the 
commodity complex well supported in coming years. 
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2017 Commodity Outlook 
By Nitesh Shah – Director –Commodity Strategist | nitesh.shah@etfsecurities.com 

 

Summary 

Individual commodities trade on their own 
fundamentals. 

Near-term pressure on gold and silver to give way as 
inflation rises faster than interest rates. 

Oil to continue to range-trade in first half until 
visible signs of production cut-backs emerge. 

Short-term correction in industrial metals to 
precede gains. 

La Niña to place pressure on agricultural prices. 

Commodities to trade on own fundamentals 
While many group commodities as one asset class, in reality 
each commodity trades on its own fundamentals. Historic 
correlation between commodities has been relatively low. In 
this outlook we will provide an overview of our views on major 
commodities within each sub-category. 

Commodity correlation matrix 

 Precious 
Metals Energy Industrial 

Metals Agriculture 

Precious 
Metals 1.00 0.23 0.38 0.29 

Energy 0.23 1.00 0.34 0.24 

Industrial 
Metals 0.38 0.34 1.00 0.37 

Agriculture 0.29 0.24 0.37 1.00 

Source: Bloomberg, ETF Securities, as of 31 October 2016 
Correlation on monthly returns of Bloomberg Commodity Index sub-components 
from October 1996 to October 2016 

Gold and silver: near term pressure, 
medium term strength 
We believe the US Federal Reserve is still on track to raise rates 
in December 2016. Although there was a degree of political 
uncertainty in the run-up to the Presidential election, Trump’s 

pro-growth policies are likely to be inflationary. In the short-
term, gold and silver prices are likely to come under pressure as 
we approach the rate hike. However, we believe that the Fed will 
remain behind the curve and inflation will rise faster than the 
central bank will raise rates, keeping real rates very low. 
According to the Fed’s latest ‘dot-plot’ of its committee 
member’s assessment of appropriate policy settings, the Fed is 
only likely to raise rates twice in 2017. Low real rates are gold 
price positive. We believe that gold’s fair value is US$1440/oz 
(currently trading around US$1190/oz). 

Silver has a close correlation with gold and hence we expect 
silver prices to rise. In contrast to gold, which trades like a 
currency, the physical supply and demand for silver also drives 
the silver price. Factoring in the decline in mining investment 
and rising industrial activity, we estimate silver’s fair value is 
US$23/oz (currently trading at US$17/oz)  

Speculative positioning in gold and silver has retreated from 
highs reached in July, but they remain elevated as investors 
seek a hedge against geopolitical risk. The Italian constitutional 
referendum, the French Presidential election and the German 
parliamentary elections are some of the items on the calendar 
for the coming year. When and if the UK will start the process of 
leaving the EU has still not been resolved. Rising populism 
poses a threat to stability and investors will look to hedge this 
risk. 

 

Oil market still on path to balance 
We believe that oil will continue to trade in the US$40-55/bbl 
range until visible signs of a production cut-back emerge. 

The market is coming closer toward a supply-demand balance, 
but the path will be bumpy. Close to US$1trn of investment cuts 

mailto:nitesh.shah@etfsecurities.com
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in the oil and gas industry since the start of the oil price crash 
that began in November 2014 will start to bite into supply in 
2017.  

 
OPEC has also agreed to cut production back to 32.5-33 million 
barrels (mb) per day of production, down from 33.4mb of 
production in September 2016. However, OPEC’s commitment 
is contingent on the participation of non-OPEC countries. 
Preliminary meetings between OPEC and several non-OPEC 
members have not shown any progress toward yielding a 
positive result. Large non-OPEC members such as Russia, 
Brazil and Kazakhstan are seeing new production come online 
as a result of investment put in many years ago. There are also a 
large number of OPEC countries looking for exemptions from 
participating in production cuts, placing the burden on 
countries like Saudi Arabia and other Gulf Cooperation Council 
members. 

Notwithstanding these difficulties, should OPEC manage to 
agree on how to apportion the cut at its November 30th meeting 
and stick to the quota thereafter, we could see the market come 
to balance as early as Q1 2017. But we believe that it will take 
until Q2 2017 for OPEC to taper production down to 33mb and 
the market will balance in Q3 2017. 

The US will continue to be price responsive. With short-term 
breakeven prices for shale oil at around US$40/bbl we expect to 
see expansion in US production, which will limit upside on 
prices to US$55/bbl in the first half of the year. 

President Elect Trump’s pledge to pursue energy independence 
could see US oil production rise. However, it is a 6-year goal 
and the necessary policy changes to increase production this 
year may not emerge. 

When we see sustained cuts to production in the second half of 
2017 and production deficits eat into elevated inventories, oil 
prices are likely to trade above US$55/bbl. 

Industrial metal correction before next rally 
Industrial metals have had a strong rally in 2016 as supply 
deficits have become more widely recognised. Even copper, 
which had a lacklustre first half of the year, has been rising 
sharply in recent weeks. Since not a lot has changed for the 

metals from a fundamental perspective, we fear that part of the 
gains reflects a speculative frenzy originating from China that 
could correct in the short-term. 

 
Ahead of the 19th National Congress of the Communist Party of 
China to be held in Autumn 2017, Chinese authorities will seek 
political stability. That could mean that the reform agenda could 
take a back-seat and over-production of several metals could 
persist in China.  

Growing populism elsewhere is likely to increase spending on 
infrastructure which will boost demand for industrial 
commodities. For example, President Elect Trump has pledged 
up to a US$1trn infrastructure spend (financed through a 
combination of tax credits and private sector borrowing). We 
believe that this will drive industrial metal prices higher after 
the short-term correction that we mentioned above takes place. 

Other political risks may also impact industrial metal prices. 
The Philippine’s recent threat of banning ore exports is one of 
them. However, President Duterte’s relationship with the US is 
likely to improve under a Trump administration and its new 
political alignment with China will likely keep ore exports 
flowing, at least to its largest consumers. 

La Niña to provide better agricultural 
growing conditions 
A La Niña weather pattern is expected to emerge which will 
provide cooler temperatures during the Southern Hemisphere 
summer and reduce heat damage for Arabica coffee, corn and 
soybean. Current rains have produced a good flowering of coffee 
bushes in Brazil, setting up for a good crop this year. 

Better snow cover in North America during La Niña could also 
benefit winter wheat growing.  

Normal levels of rain in India has refilled resevoirs (following 
the failed monsoon the previous year). Such beneficial 
conditions will help reduce the sugar production deficit. The 
EU’s scrapping of the sugar prodution quota in October 2017 
will increase the supply of sugar beet in Europe and reduce the 
demand for raw cane sugar, which will also weigh on prices. 
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Bond market channelling new sources of liquidity 
By Morgane Delledonne – Associate Director – Fixed Income Strategist | morgane.delledonne@etfsecurities.com 

 

Summary 

The fixed income trading landscape is adapting to a 
variety of structural and macroeconomic drivers 
that have emerged after the financial crisis, resulting 
in a change of the nature of bond market liquidity. 

While broker dealers remain the predominant 
market makers in the bond market, electronic 
trading and buy-side to buy-side trading are 
becoming more prevalent. 

Market-based metrics suggest that the overall 
liquidity is little changed since 2008. The modest 
decline of liquidity is reflected through a slight fall 
in trading size rather than prices. 

Market liquidity refers to the ability for investors to readily 
exchange assets for cash with minimal transaction cost. 
Liquidity considerations underpin all financial investment 
decisions, since illiquid assets may ultimately restrain trade. 
Some market participants have argued that bond market 
liquidity has deteriorated since the financial crisis, often citing 
increased regulatory capital requirements as the main cause. 
This assessment appears to have been formed on the basis of 
trading experience rather than data analysis. However, 
empirical studies1 do not suggest a significant decline in bond 
market liquidity. Nevertheless, a variety of structural and 
macroeconomic drivers in the post-crisis environment may have 
changed the nature of liquidity and how it may more likely be 
accessed in the future. 

Structural changes in the fixed income 
trading landscape 
The fixed income trading landscape has significantly changed 
since the financial crisis. The stricter regulatory environment 
(Dodd-Frank Act and the Basel III capital and liquidity 
requirements), coupled with voluntary changes in dealer risk 
management practices resulted in a sizeable and permanent 
reduction in dealer inventories. At the same time, trading  
                                                           
1 “Market Liquidity after the Financial Crisis” T. Adrian and al. 
FRBNY (October 2016); “Fixed income market Liquidity”, BIS Papers (January 
2016); International Organization of Securities Commissions (IOSCO) survey 
(August 2016). 
 

 

 

volumes have almost doubled in aggregate, suggesting a 
decoupling of the traditional relationship between dealer 
inventory and trading volume for the corporate bond market.  

 
Furthermore, the rise of the electronic trading – which now 
accounts for 22% of the US corporate bond market, up from 8% 
in 2013 – has compressed average trading costs and enhanced 
market transparency, further reducing dealers’ profits and 
incentives for market-making. Meanwhile, investors have 
reported the need to slice orders into smaller sizes and execute 
them through multiple counterparties, increasing the overall 
cost of large transactions. This might be partially explained by 
the fact that market prices tend to react strongly and quickly to 
electronic order flow information together with the fact that 
many dealers have been reluctant to warehouse large positions. 
According to the US FINRA2, the percentage of trading 
occurring in block sizes (US$5mn and above) compared with 
total bond trading volume declined from 75% prior the crisis to 
60% in recent years. However, the average trade size is similar 
to pre-crisis levels, but has declined somewhat compared with 
its level in 2007– a time of curiously abundant liquidity.  

The buy-side as an alternative liquidity 
provider 
The rise of assets under management of large asset managers in 
the years following the credit crisis has led the buy-side to hold 
about one third of fixed income securities. The buy-side’s bond 
inventory represents a significant source of liquidity to be used 
as an alternative to the reduced dealers’ inventory. 

                                                           
2 The US Financial Industry Regulatory Authority. 
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While only authorised dealers can provide quotes in the 
regulated over-the-counter (OTC) market, in electronic markets 
there is no distinction in terms of the types of order between 
dealers and buy-side traders. As a result, the latter can enter the 
electronic market as dealers by putting in limit orders (bids and 
offers). What is more, buy-side firms are not constrained by 
capital and liquidity regulations and benefit from fully funded 
inventories by their fund investors, as opposed to highly 
leveraged dealers’ balance sheets. MarketAxess has reported 
that approximately 50% of all the liquidity being provided via 
their electronic trading platform in 2016 has come from buy-
side clients, which further highlights their increasing role as a 
liquidity provider. 

Strong primary market supports bond 
liquidity 
The low interest rate environment has led to a strong corporate 
bond issuance in the US which has dramaticaly increased the 
number of bonds available to investors. As a result, the number 
of bonds actively traded each month has increased by about 
50% in the last five years. This has led to a decline in the 
concentration of trading activity. 

 
According to the Trade Reporting and Compliance Engine 
(TRACE)3, the top thousand most active investment grade (IG) 

                                                           
3 All US broker-dealers who are FINRA member firms have an obligation to 
report transactions in corporate bonds to TRACE. 

bonds used to account for 80% of the total trading activity in the 
US in 2004, while today they only represent 55% of the total 
trading activity. Likewise, the top thousand most active high 
yield (HY) bonds used to account for 95% of the total trading 
activity in the US in 2004, while they represent today only 60% 
of the total trading activity. This means the liquidity is spread 
more evenly in US corporate bonds than before the crisis. 

The changing nature of bond liquidity 
The multidimensional concept of market liquidity and the 
opaque nature of the OTC bond markets make it difficult to 
observe and quantify. The table below synthesises the evidence 
derived from a variety of market-based measures of global bond 
market liquidity since the 2008 financial crisis compiled by the 
International Organization of Securities Commissions (IOSCO)4 
survey in August 2016.  

 
Overall, liquidity appears to have been little changed. Measures 
of bid-ask spreads across the board are near their lowest levels 
in over a decade, while volume and issuance are at record highs. 
Furthermore, there is evidence of a steady decline post-crisis in 
the impact of large trades on prices, which would indicate 
improving liquidity. The modest alteration of liquidity is 
reflected through volumes – suggested by a modest decline in 
average trade sizes, rather than prices. 

The evidence suggests that fixed income markets have generally 
succeeded in adapting to the post-crisis environment. While 
broker dealers remain the predominant market-makers, 
particularly for less liquid securities, electronic trading, as well 
as the use of buy-side inventories as a source of liquidity, are 
becoming more and more prevalent in corporate bond trading. 
This may have changed the nature of liquidity but there is no 
clear evidence that liquidity has deteriorated although this is a 
space to continue to monitor in the future. 

                                                           
4 The members of the IOSCO Board are the securities regulatory authorities of 
33 developed and emerging countries. 
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Metric Definition Evidence

Bid-Ask 
Spreads

The difference between 
the price at which dealers 
are willing to buy (bid) 
and the price at which 
they are willing to sell 
(ask).

Corporate bond bid-ask spreads have narrowed 
in the US and Europe since the crisis. In the US, 
the current levels of bid-ask spreads for IG and 
HY are even lower than pre-crisis levels.

Trading 
Volumes

The notional amount 
traded.

Aggregate corporate bond OTC trading volumes 
have either returned to their pre-cisis levels or 
exceeded them. In the US, they have doubled 
since the crisis, rising from US$4tn in 2008 to 
over US$8tn in 2016.

Average 
Trade 
Size

The average size of single 
trades.

There is mixed evidence regarding a possible 
decline in average trade sizes.

Price 
Impact

How quickly prices 
revert back to earlier 
prices after a large trade. 

Price impact has generally declined since the 
crisis and is now below pre-crisis levels, which 
would indicate improving liquidity.

Turnover 
Ratio

Total trading volume per 
year divided by total 
debt outstanding.

Turnover ratio slighlty decreased or has been 
flat since the crisis because primary market 
growth has outpaced secondary market trading 
volume.

Measures of liquidity

Source: IOSCO Survey as of August 2016, ETF Securities
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Currency Outlook 2017 
By Martin Arnold – Director –FX & Macro Strategist | martin.arnold@etfsecurities.com 

 

Summary 

We expect the safehaven trade to fade in 2017, 
leading to broad weakness in the Swiss Franc and 
the Japanese Yen, in line with their respective 
central bank’s actions. 

Our heatmap shows that GBP will strengthen 
against the Euro. We expect the worst case scenario 
is largely priced into GBP, which is at or near its 
structural nadir.  

Despite a potential near-term setback, the US Dollar 
could again break to the upside of the range it’s been 
trading over the past two years as the Fed is forced 
to more aggressively hike rates compared to current 
forecasts. 

Ongoing QE stimulus, alongside political 
uncertainty will keep FX volatility elevated. 

Winners and losers 
It’s been a heady year for FX markets in 2016, with continued 
efforts by central bankers to support the global economy 
keeping volatility at elevated levels. Nonetheless, there have 
been clear winners and losers and currency volatility remains 
lower than for most other asset classes.  

 
By far, the British Pound has been the worst performing G10 
currency this year, reaching a 30-year low. The EU referendum  

 

 

dealt a blow to the GBP, but corporate balance sheets have 
temporarily been bolstered by the plunging Pound.  

Commodity currencies have benefitted from the rebound in 
commodity prices, with the Norwegian Krone and the 
Australian Dollar leading the way. 

Meanwhile, safehaven demand has also been a key theme as 
election/referendum and policy uncertainty drove demand for 
the Japanese Yen (JPY). 

JPY has been the best performer this year but the gains have 
been pared in recent months as a refreshed ‘risk-on’ mindset 
has reignited the search for yield. Nonetheless, the Japanese 
economy remains stagnant, and deflationary tendencies have 
been exacerbated by the currency strength.  

Currency volatility will be at the forefront of investors’ minds, 
heightened by ongoing QE policies and political uncertainty. As 
central bank quantitative easing (QE) policies have kept 
currency market volatility elevated, the outlook for currencies 
remains dominated by the global path for monetary policy in 
2017. 

 
We expect the Federal Reserve will be the only central bank to 
tighten policy in 2017, with other major central banks, 
particularly the Bank of Japan and the ECB, to continue to 
aggressively support economic activity to stimulate inflationary 
pressure. 

Heatmap 
In order to identify potential trends in currencies in 2017, we 
devised a scoring system that uses four key fundamental 
currency indicators: MvC, Carry, Valuation, Positioning.  
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MvC (Momentum versus Consensus) 
MvC gives a signal based on the performance of the currency 
pair over the past month against the backdrop of whether the 
current spot price is higher or lower than the Bloomberg 
consensus forecast price at the end of the next quarter. A bullish 
signal is given if the price performance is positive over the past 
month and the spot price is lower than the consensus. Similarly, 
a bearish signal is achieved if the price performance is negative 
and the currency is above the consensus forecast. All other 
results are viewed as neutral. 

 
Source: Bloomberg, ETF Securities 

Carry 
The carry trade is the trading strategy predicated on investing in 
a country with higher interest rates than exist in the country 
where the investment is funded. In this way, demand for the 
destination or target currency (higher yields) rises while the 
demand falls for the funding currency (lower yields). A bullish 
signal therefore is given if the base currency in the pair is the 
higher yielding currency. Likewise, if the base currency is the 
lower yielding currency, a bearish interpretation is signalled. 

Valuation 
The valuation signal is based on the notion of Purchasing Power 
Parity (PPP) – the idea that currencies eventually equalise the 
cost of goods between countries. Based on this concept, a 
bullish signal is given if the currency is undervalued compared 
to its PPP valuation (according to the Bloomberg PPP indexes). 
On the flipside, a bearish signal is given if the currency is above 
its PPP value. 

Positioning 
The positioning indicator looks at the futures market non-
commercial positions in order to determine whether investors 
are optimistic about the outlook for a particular currency. A 
bullish signal is given if net positions are higher than the prior 
12-month average, and a bearish signal if less than the average. 

Outlook 2017 
Three key takeaways from the heatmap analysis are in line with 
our core currency views: 

• The safehaven trade that has benefitted the Swiss 
Franc is likely to unwind as a greater sense of stability 
in Europe gains momentum through 2017; 

• The uncertainty that has surrounded the EU 
Referendum and weighed heavily on GBP will fade. 
While we feel the GBP is at its structural nadir, we 
expect some volatility will accompany the Supreme 
Court decision. Nonetheless, we expect the Pound to 
benefit in 2017. The Euro is likely to weaken as the 
ECB stays its current stimulatory course; and 

• The USD is likely to continue to strengthen if the US 
Federal Reserve can get in front of potential inflation 
pressure that is developing in the US. 

 
Going into 2017, a further boost to wages could see a more 
hawkish Fed stance, in turn giving fresh upward momentum to 
the US Dollar. The US Dollar initially experienced a knee jerk 
reaction downward after the election, but has since rebounded. 
Trumps’ pro-growth policy stance is positive for the US 
economy, but could see inflation move higher. The rate path is 
key for the US Dollar. If the Fed can engineer rising real rates, 
the US Dollar is likely to again break to the upside of its range, 
despite a potential near-term setback. Nonetheless, if the Fed 
doesn’t act on its increasingly hawkish rhetoric, gains could be 
limited. 

Elsewhere in the G10, we feel the strength of the Yen will 
unwind, as the Bank of Japan combines with the Japanese 
government to provide further stimulus to try and rid Japanese 
households of a deflationary mindset. A more stable global 
economic environment alongside Japanese investors looking for 
yield outside of domestic bonds (which are negative yielding out 
to 10-year part of the curve) will feed the weaker JPY trend.  

The risk to the JPY view is the potential shift globally toward a 
more populist political environment, particularly in Europe in 
2017. 

Uncertainty surrounding the European political landscape 
could keep the European Central Bank firmly in easing mode, 
capping any potential gains the Euro could make. Recent 
speculation over the tapering of the ECB’s bond buying program 
will disappear quickly if the global trend towards populist 
governments infects European politics in coming years, with 
elections in Germany, France, the Netherlands and Italy to 
name a few. 



8       ETFS Outlook ETF Securities 

Investments may go up or down in value and you may lose some or all of the amount invested. Past performance does not guarantee future results. 

Implications of a ‘Hard Brexit’ 
By Martin Arnold – Director –FX & Macro Strategist | martin.arnold@etfsecurities.com 

 

Summary 

A ‘hard Brexit’ is not our main scenario. We expect a 
more ‘middle of the road’ solution akin to the EFTA 
membership model that Switzerland is a party to.  

A UK government appeal to the Supreme Court over 
its right to invoke article 50 will make its March 
2017 a ‘best case’ scenario for a deadline. 

We expect a steepening of the UK Gilt curve as the 
UK Budget causes a sovereign repricing. Meanwhile, 
we expect that the surge in the UK equities will 
moderate as the benefits of a weaker GBP subside. 

What does the EU stand for? 
There are four fundamental principles that members of the 
European Union adhere to:  

• The freedom of movement of goods; 

• The freedom of movement of services; 

• The freedom of movement of capital; and  

• The freedom of movement of people. 

Negotiations surrounding the UK’s exit involve significant 
uncertainty. One thing seems certain: access to the single 
market will come at a cost. 

Regarding trade, a ‘hard Brexit’ would leave the UK with a 
probable World Trade Organisation (WTO) relationship with 
the EU. Trade between the UK and the EU would be subject to 
tariffs and other barriers, EU budgetary payments would cease 
and immigration would be curbed. 

 

Customs union versus free trade… 
A customs union allows countries (like Turkey, Andorra and 
San Marino) to participate in the freedom of movement of 
goods with EU members. However, such countries are not free 
to negotiate trade deals with other non-EU countries and are 
beholden to the EU trade arrangements with the rest of the 
world. A pure free trade deal would be more difficult and 
cumbersome to negotiate (Canada’s deal took over seven years). 
However, such an agreement would apply to services (unlike a 
customs union) and the UK would be free to negotiate third 
party arrangements.  

…and the ETFA and the EEA 
In contrast, the European Economic Area (EEA) agreement 
allows three of the four members of the European Free Trade 
Association (EFTA) - Norway, Iceland, Lichtenstein - to access 
with EU’s single market, but those countries must agree to the 
EU’s four ‘freedoms’ (with certain exclusions, like agriculture 
and fishery policy), and must contribute financially to the EU 
budget. All EFTA members (Switzerland included) have the 
ability to negotiate trade deals with other countries independent 
of the EU. Switzerland, however, is not a party to the EEA, but 
has a series of bilateral agreements with the EU covering trade 
and the free movement of people and capital. Nonetheless, all 
EFTA members contribute to the EU budget. 

A ‘hard Brexit’ is not our base case scenario and we expect a 
more ‘middle of the road’ solution akin to the EFTA/EEA 
membership. Nonetheless, negotiations will take many years to 
define the final structure. An interesting question is whether the 
UK will remain an EEA member after leaving the EU. 

The High Court decision was a blow to the Government’s timing 
to trigger Article 50 by March 2017. An appeal in the Supreme  
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Court is likely to be drawn out and the Government’s timeline 
appears to be a ‘best case’ scenario. 

Economic implications 
The free movement of people and EU budget contributions were 
both critical determinants for the UK voters in deciding to leave 
the EU. However, one implication could be lower wages as the 
pool of labour dwindles under a ‘hard Brexit’ scenario. There is 
a strong coincident relationship between changes in wages and 
changes in the number of non-UK nationals working in the UK. 

With uncertainty over the final EU structure, businesses are at 
best postponing major investment decisions, in turn 
contributing to a permanent decline in economic growth. It 
should come as no surprise that reduced demand for labour 
would result from a slump in economic activity. 

 
A ‘hard Brexit’ scenario would be damaging for the UK economy 
which is highly dependent on financial services. HM Treasury 
estimates the UK would be 3.4-4.3% of GDP better off inside the 
EU over a 15-year period. Changing regulations regarding 
financial sector access arrangements (passporting) would see 
many companies reduce operations in the UK. 

Additionally, uncertainty over EU political landscape will be an 
additional deterrent for business investment, as populist parties 
are gaining traction in Europe. More insular European policy 
could be detrimental for the financial services sector.  

Budget implications 
The Chancellor has pledged to underwrite payments made by 
EU to farmers, scientists and universities when the UK leaves 
the EU. Such costs are estimated by the Treasury to have been 
around £6bn in 2014-15. 

Although forecasts of public sector net borrowing (PSNB) have 
been generally moving in the right direction, they have also 
broadly underestimated the amount the government would 
need to borrow. In March 2016, the OBR estimated that the 
government would be retiring debt by 2019-20, a year later than 
the forecasts in the March 2015 Budget. The Chancellor’s 

Autumn statement shows the Budget is not expected to be 
balanced by 2020/21, a £3obn swing into the red since March. 

Market implications 
In the bond market, we expect a modest steepening of the Gilt 
curve as the short-end of the curve remains anchored to official 
monetary policy rates, while there could be a modest re-pricing 
of the long-end if sovereign concerns about a potential blow-out 
of the UK’s new budgetary stance resurface. A widening in the 
Gilt-Bund spread should nonetheless be supportive of GBP in 
the longer-term as clarity over the economic repercussions is 
gleaned. Moreover, we feel the bad news surrounding a ‘hard 
Brexit’ has already been priced in.

 
For equities, there has been a sharp divergence between the 
performance of the FTSE100 and the FTSE250. The former has 
gained over 10% since the EU referendum result, while the 
latter has gained nearly 3% over the same period. The FTSE100 
sources around 75% of its revenues from overseas, and so a 
plunge in the GBP has helped boost revenues from abroad. 
Despite the divergence, we expect that the gap could narrow 
over the course of 2017, for two reasons. Firstly, like the Pound, 
the FTSE250 has borne a disproportionate amount of the 
negative news surrounding a ‘hard Brexit’ scenario. Secondly, as 
the Pound begins to rebound, particularly against the Euro, we 
expect that the revenue benefits of overseas earning will begin 
to reverse, narrowing the gap between the two equity 
benchmarks. 
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EM trumps DM over fundamentals  
By Morgane Delledonne – Associate Director – Fixed Income Strategist | morgane.delledonne@etfsecurities.com 
By Aneeka Gupta – Associate – Equity & Commodities Strategist | aneeka.gupta@etfsecurities.com 

 

Summary 

Improving EM fundamentals, a stabilising outlook 
for commodities and rising global demand should 
benefit EM assets, amid the Fed’s policy 
normalisation. 

Valuations of EM assets are compellingly supported 
by yield differentials between EM and DM being at 
multi-year highs and a 28% equity valuation gap. 

Within EM equities, there is more scope for further 
upside in value stocks compared to growth stocks. 

Growth outlook favours EM 
Emerging Market’s (EMs) improving fundamentals, coupled 
with a stabilisation in commodity prices have been reflected in 
the pick-up in EM economic growth this year. While exports 
have failed to gain impetus, the slack has been picked up by 
internal demand evident from improving Purchasing Managers 
Indices (PMIs) across EM. Moreover, in general EMs have 
stronger current account balances and a lower reliance on 
external debt, rendering them less susceptible to external 
shocks in the global economy than in the past. The 
Organisation for Economic Co-operation and Development 
(OECD) Composite Leading Indicator, known to provide early 
clues of turning points in business cycles, is illustrating clear 
signs of a turnaround in China, Brazil, Russia and India. The 
differential between emerging and developed market growth 
rates has been widening, favouring EM. What is more, the low 
level of debt in EM (45% of GDP on average against 85% in 
developed economies) is supportive for EM long term growth.  

 

 

Valuations support EM debt 
The yield differential between EM local debt and the European 
yields is at a multi-year high (over 5%). We maintain our view 
that EM countries have a stronger credit standing than what is 
commonly perceived, leaving room for further upside to price. 
In our opinion, any technical selloff represents a good 
opportunity to enter EM debt. 

 
Furthermore, we believe the stabilisation in commodity prices 
and the rising global growth will benefit EM currencies and 
ultimately EM local currency debt, which represents 85% of 
total EM debt. Latin America and large commodity-exporting 
countries’ (Brazil, South Africa and Russia) currencies have 
outperformed Asian currencies this year, but remain 
undervalued on a valuation basis adjusted for inflation, leaving 
upward potential.  
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Value bargains among EM equity 
The gravitational pull within equity markets in 2016 has been 
in the direction of EM owing to the combined effects of 
stabilization of the US dollar and commodity prices. Despite 
the rally staged so far, the valuation gap between EM and 
Developed Market (DM) equities is at a 28% discount to the 
long term average, according to the Cyclically Adjusted Price to 
Earnings ratio (CAPE).

 
History confirms that EM value stocks have consistently 
delivered higher annualised returns with a lower volatility 
when compared to mainstream EM equities and their more 
expensive EM growth counterparts.

 
Since March 2007 value has lagged behind growth in global 
equity markets, however the dichotomy has been more 
pronounced in emerging markets. EM growth stock valuations 
at (21x on a P/E basis) have risen to levels not seen since the 
2008 financial crisis. Meanwhile value stocks (12x on a P/E 
basis) have languished, causing the valuation premium to 
widen significantly. Historical records highlight such extreme 
valuation disparity has been followed by the long term 
outperformance of value versus growth stocks. 

Pockets of weakness in value-oriented sectors such as Energy, 
Financials and Materials have been notable. A multitude of 
reasons – from the decline in corporate export revenues of 
commodity exporting countries to sluggish growth rates among 
industrial countries that are prime commodity consumers – 

justified the sell-off at the time. However, the stabilisation in 
commodity prices coupled with a firmer US economy paves the 
way for expansion at a global level, lending a favourable bias 
towards value stocks.

 

Fed’s tightening doesn’t threaten EM assets 
The impact of higher rates in the US on EM assets is extremely 
dependent on the timing, the path and market expectations of 
the Fed’s next moves. Any unanticipated change of the 
trajectory for interest rates could result in a technical selloff. 
We believe the Fed will increase the Fed Funds rate by 25bps in 
December as employment continues to tighten and wage 
inflation gains momentum. In addition, we expect the dollar to 
strengthen only gradually along with the Fed’s tightening and 
on the basis of higher prospects of growth which would be a 
supportive environment for global trade, and benefit EM 
assets. The risk to this view is that Trump’s threats to withdraw 
from the trade agreements including the NAFTA turn into 
actual import restrictions. However, the existing statutes5 only 
permit the President to restrict imports if national security is at 
risk, in case of large balance of payments deficits or if there is 
evidence that a foreign country is unfairly restricting US 
commerce. In our opinion, any abuse of power by President 
Trump could prompt the Congress to narrow the powers 
delegated to the President regarding foreign commerce, 
limiting the risks of a global trade war. 

EM will remain instrumental to long-term growth in global 
markets. While Trump’s Presidential victory poses risks to 
foreign policy, particularly for Mexico and China, we maintain 
our long-term positive view on EM assets in light of improving 
fundamentals, higher profitability and supportive valuations.

                                                           
5 Trade expansion Act (1962), Trade Act (1974), Trade with the Enemy Act 
(1917) and the International Emergency Economic Powers Act (1977). 
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The Commodities super-cycle is a myth 
By James Butterfill, Head of Research & Investment Strategy | james.butterfill@etfsecurities.com 

 

Summary 

The super-cycle is misleading, investors should 
focus on fundamentals, which are broadly 
supportive for commodity prices. 

Demand in the coming years is likely to rise whilst 
we are seeing evidence of supply-side destruction. 

The US and China are set to remain the dominant 
forces in commodities demand. 

The super-cycle is misleading 
The classic approach to understanding commodities is to look at 
the “super-cycle”, we believe this is a fallacy and instead 
investors should be focussing on the fundamental drivers for 
commodities. Looking at historical commodity prices one can 
reliably go back as far as 1850, prior to that the index consists 
predominantly of food and so is misleading in a broader 
commodities pricing context. 

 
*Core commodities: Beef, Pork, Coal, Nat Gas, Oil, Corn, Wheat, Aluminium, Copper, Steel, 
Zinc, Gold, Silver, Cocoa, Coffee, Cotton, Rubber & Sugar 

From a commodities sub-sector perspective, much of the last 30 
years’ price gains have been due to energy and precious metals. 
With or without these sub-sectors we believe it is very difficult 
to define a super-cycle, or in fact define specific peaks and 
troughs. 

Most downturns in commodities were precipitated by conflict; 
the US civil war, WW1, WW2 and more recently hyper-
inflation/cold war and the great recession. Whilst most of the 
price rises have come about due to spending plans from various  

 

 

large countries, the threat of war and paradigm-shifts in 
technology such as the industrial revolution have also had a 
significant impact on prices. From 1910 onwards there was a 
structural downshift in commodities prices due to a rapid 
increase in mechanisation and vast technological improvements 
in mineral processing methods. In recent years we have also 
witnessed significant technological advances in the fracking 
industry, where marginal costs of crude oil production have 
fallen from $80/bbl two years ago to around $50/bbl today. 

The sporadic variations in commodity prices are therefore much 
more to do with fundamentals rather than a defined cycle. Large 
capital expenditure splurges by miners can last for a decade or a 
few years whilst conflict can be difficult to predict thus a defined 
cycle is unlikely to lead to an effective investment strategy. 

Regarding fundamentals, we do see evidence of a cycle in 
miner’s capital expenditure (CAPEX) in relation to prices but 
over varied time scales.  

 
In response to increasing infrastructure demand from China, 
miners engaged in a large CAPEX splurge from 2000 to 2010, 
with a temporary hiatus caused by the credit crisis. Historically, 
miners have tended to increase CAPEX in response to prices 
rising, with a year lag. Subsequently the decline in commodity 
prices that began in 2010 led to significant CAPEX cuts. From 
the peak in the CAPEX cycle in mid-2013 it has now fallen 51% 
and only now are we seeing the subsequent supply-side 
destruction, with supply in 2016 falling into deficit in industrial 
metals for the first time since 2005. 

Supply-side destruction is likely to escalate 
Miners’ margins have recently bounced off their lowest point 
since mid-1998, this historically low margin coupled with 
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aggressive cuts in CAPEX suggest continued threats to 
profitability and their ability to maintain their current levels of 
production. 

 
Miners margins tend to lead the supply surplus/deficit by 2 
years suggesting the recent fall into deficit, the first in 10 years, 
is set to continue. 

Demand is set to grow modestly 
We believe the developed world is firmly in economic growth 
mode. Current Purchasing Managers’ Index (PMI) data is 
averaging 52, well above the 47 level that typically marks a 
recession. Although we have observed a much lower peak in the 
current manufacturing cycle (typically PMIs peak at 58 and this 
time have only peaked at 54), suggesting that GDP growth is 
likely to be much more tempered than previous cycles. 

 
Alongside loose monetary policy, the developed world is 
experiencing stimulus from input costs which have fallen in 
recent years due to low commodity prices. 

We believe that China remains committed to its long-term 
infrastructure plans despite bank stability concerns. China’s 
growth is important to commodities as it is currently consuming 
around 40% of global industrial metals output.  

We, like Li Keqiang (a Chinese government official), are 
sceptical over the official Chinese GDP figures. We have created 

a growth index based on Li Keqiang’s original growth proxies, 
bank loan growth, electricity production and rail freight volume.  

 
We feel that this index focussed too much on the old economy 
and so have adapted it to include more services oriented 
components of the economy; retail sales, air travel, industrial 
production and internet usage. This highlights that growth in 
China is lower than the official GDP estimate by 1% but that 
growth appears to be stabilising between 5% to 6%. 

Between 2008 and 2013, China spent approximately 8.8% of 
GDP on economic infrastructure. According to McKinsey Global 
Institute’s analysis, China can afford to reduce the scale of its 
spending to 5.5% of GDP between 2016 and 2030 as it targets a 
slower level of economic growth. But that still means that the 
country could spend US$950bn a year, up from US$829bn a 
year in 2013. 

 
We believe that the commodities super-cycle isn’t an effective 
investment strategy and that a focus on fundamentals is a better 
approach. Currently, the fundamentals highlight the world is 
moving in to a period of supply-side destruction whilst 
economic growth remains intact. This should be supportive for 
further gains commodities prices. 
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Commodities; “Buy in January and Sell in May” 
By James Butterfill, Head of Research & Investment Strategy | james.butterfill@etfsecurities.com 

 

Summary 

Most seasonal analysis on both equities and 
commodities does not stand up to statistical 
scrutiny 

However, adopting a trading strategy of buy in 
January and sell in May has had a better statistical 
outcome than single-month holding strategies 

Furthermore, the strategy has delivered compelling 
returns relative to the benchmark and confirmed 
that it doesn’t work for equities 

The all-commodity baskets, agricultural sector and 
industrial metals sector are where the greatest 
chances of success in the strategy lie 

Commodities demonstrate similar seasonal 
changes to equities 
The adage “Sell in May and come back on St. Ledgers Day” is 
based on a now well-known seasonal effect in the equities 
market. Do the same season effects exist in commodities? And 
crucially, are they meaningful?  

Historically, there is evidence of seasonal trends in commodities 
as there are in equities. The chart below highlights the average 
month-on-month performance for both equities and 
commodities, demonstrating some similarities in seasonal 
behaviour.  

 
 

What is noticeable from the analysis is that commodities tend to 
perform particularly well from January to April, and the 
weakest months tend to be October and November. 

Do seasonal effects stand up to statistical 
scrutiny?  
We have run our seasonal analysis through a regression tool to 
determine the statistical significance of the effect. We believe 
that p-values offer the best way to determine statistical 
significance. P-values evaluate how well the data supports the 
devil's advocate argument that a random figure would be 
equally valid - the higher the value, the greater the chance of 
this being the case and therefore less significant the results. 
Anything below 10% is deemed to be of statistical significance. 

 
The regression analysis highlights a p-value of 54% for 
commodities. We conclude that seasonal movements are 
therefore not statistically significant. Although the same can be 
said for world equities, which have a better but still high p-value 
of 37%. 

Some interesting trends are emerging in significance though, 
the p-values form 1957-1991 were 62%, falling to 54% in the last 
20 years and 52% in the last 10, suggesting that, whilst still 
weak, the statistical relevance of seasonal impacts is improving.  

Why are there seasonal changes in 
commodities? 
Commodities do tend to have seasonal tendencies linked to 
their variable supply and demand over the course of the year. 
Energy is a notable example, where peak demand for gas is 
during the winter, whilst in petroleum there is higher refining 
demand up until the late summer, then when the driving season 
ends, demand subsides. This explains why the p-values for 
industrial metals (which are very energy-intensive to extract) 
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and petroleum are much lower than average at 38% and 45% 
respectively. 

Agriculture also is greatly impacted by seasonal variations in the 
weather and the crop cycle. Agricultural commodities tend to 
perform the best around periods of rainfall, as the volume of 
rainfall can be used gauge the quality and volume, this is 
particularly prevalent in the crop cycle. 

The strategy in a portfolio 
Ultimately seasonal analysis on both equities and commodities 
does not stand up to statistical scrutiny when looked at on a 
single month basis. But we know seasonal effects in 
commodities are well established over the full year. We 
developed a simple trading strategy where an all-commodities 
basket is purchased at the beginning of January and sold the 
end of April and then holds cash for the remainder of the year. 
It delivers annualised returns since 1991 of 6.8% compared to 
6.6% for equities.  

 
The strategy applied to commodities has beaten its respective 
benchmark far more often than a similar strategy applied to 
world equities, with the trade delivering positive returns 60% of 
the time relative to equities at 35%. This confirms that the 
classic seasonal strategy for equities relative to its benchmark 
does not work whilst it is potentially meaningful for 
commodities.  

 

Our portfolio analysis of this strategy has also delivered 
compelling returns relative to the BCOM index benchmark after 
having adjusted for volatility. The strategy significantly reduces 
volatility whilst enhancing returns with a Sharpe ratio of 0.32. 

 

 
 

Breaking down the commodity complex to sub-indices 
highlights a wide disparity in the seasonal strategy 
performance. Gold seems impervious to seasonal effects, with 
the seasonal strategy not delivering significant outperformance. 
Also, petroleum doesn’t perform well in the strategy as it is so 
volatile. 

Applying the strategy to commodities with more pronounced 
seasonal effects, such as agriculture, and particularly grains, 
had delivered the most compelling positive returns. 

Summary 
The monthly analysis lacks statistical significance, but when 
months are combined to a full year there has been a surprising 
consistency in the results, particularly when compared to 
equities. Whilst the portfolio analysis is “in-sample” there are 
well established seasonal movements in commodities that are 
difficult to break suggesting that in future years we are likely to 
see similar patterns. 
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Are batteries turning lithium into the next precious metal? 
By Maxwell Gold – Director – Investment Strategy | maxwell.gold@etfsecurities.com 

 

Summary 

Growing usage of batteries should further spur 
lithium demand, but global resources remain in 
abundance potentially limiting lithium’s upside. 

Demand for lithium batteries from electric vehicles 
(EVs) should rise as their cost fall, but low energy 
prices and pending infrastructure build-out may 
slow large scale adoption in near term. 

Growth in battery technology will continue 
to charge lithium demand 
Between exploding smartphones and global plans for 
gigafactories, batteries - particularly lithium-ion (Li-ion) – have 
garnered increasing attention among investors in 2016. Given 
the potential applications and disruptions across many 
industries including electronics, energy storage, and 
transportation the demand outlook for lithium is likely to 
remain strong. Lithium’s prospects as an investment, however, 
remains uncertain. 

 

Battery electric vehicles will continue to 
spur long term demand 
Lithium’s chemical properties make it one of the most 
appropriate metals for use in small and portable batteries. Since 
the first lithium-ion battery was developed in 1991, it has 
become synonymous with portable electronics such as laptops, 
smartphones, and tablets. The industry which has the most 
promising growth for Li-ion batteries, however, is battery 
electric vehicles (BEV).  

 

 

According to the IEA, new registrations of both BEVs and plug-
in hybrid vehicles increased 70% from 2014 to 2015 – with over 
550,000 global sales. Over the next few years, the total global 
stock of electric vehicles could increase by 60% per annum, led 
by major economies including China, France, the United 
Kingdom, and the United States - all of whom have targets 
committed to having over 1 million EVs on the road by 2020. 

 
BEV sales are expected to accelerate as battery pack costs fall 
(which constitute the largest cost). Between 2010 and 2015 the 
average price of Li-ion battery packs for BEVs fell 65% from 
$1000/kWH to $350/kWh. Higher production volume should 
create economies of scale thereby lowering overhead which 
accounts for about 1/3 of Li-ion battery costs.  

 
Certain auto manufacturers have estimated current battery 
costs below $150/kWh on certain models which nears the 
critical $100/kWh threshold whereby EV costs are on par with 
combustion engine vehicles. Additionally, further technological 
improvements in Li-ion energy density should help expand the 
adoption and viability of electric vehicles globally longer term. 

 -

 100

 200

 300

 400

 500

 600

2013 2016F 2019F 2022F 2025F

M
et

ri
c 

to
n

n
es

 (
th

ou
sa

n
d

s)

Lithium demand by sector

Source: Deutsche Bank, ETF Securities as of close 10 November 2016

Other

Energy Storage

Electric Vehicles

E-Bikes

Portable Batteries

49 126 101  50 54 
312 

1 ,000 1 ,000 
1 ,200 

1 ,600 

2,000 

4,600 

 -

 500

 1,000

 1,500

 2,000

 2,500

 3,000

 3,500

 4,000

 4,500

 5,000

Germany Japan United
States

United
Kingdom

France China

E
le

ct
ri

c 
ve

h
ic

le
 s

to
ck

 (
T

h
ou

sa
n

d
s)

Major economies have comitted to growing 
electric vehicles

Source: International Energy Agency (IEA), ETF Securities as of close 10 November 

2015 Electric vehicle stock

2020 Targeted electric vehicle  stock

 $-

 $200

 $400

 $600

 $800

 $1,000

 $1,200

 -

 200,000

 400,000

 600,000

 800,000

 1,000,000

 1,200,000

 1,400,000

2010 2011 2012 2013 2014 2015

Economies of scale should help further reduce 
battery costs

Source: Bloomberg, McKinsey, IEA, ETF Securities as of close 10 November 2016

Global electric vehicles (lhs)

Average EV battery cost (rhs)



17       ETFS Outlook ETF Securities 

Investments may go up or down in value and you may lose some or all of the amount invested. Past performance does not guarantee future results. 

Supply is currently scarce, but far from rare  
Unlike precious or even other industrial metals, lithium is not 
rare. Global resources of lithium are estimated to exceed 40 
million metric tonnes, while economically viable reserves are 
estimated to be 14 million as of 2015. 

Most of the global reserve stock of lithium (approximately 57% 
of global resources) is located in the “Lithium Triangle” of Chile, 
Bolivia, and Argentina. Most of the production in that area 
consists of lithium brine operations, the most economically 
viable method of extracting lithium due to low refining costs 
and high purity. 

 
The issue for lithium currently lies in the production levels 
which will require further investment by mining and refining 
companies to keep up with growing demand. Deutsche Bank 
estimated annual 2015 demand to be 184,000 tonnes with a 
supply deficit of approximately 13,000. This has been reflected 
in the price for lithium-carbonate equivalent in China which has 
seen jumps of over 300% in recent quarters. 

Despite short term scarcity, a sudden ramp up of mining driven 
by rises in price and anticipated demand could run the risk of 
oversupply due to it lithium’s natural abundance.  

Beyond lithium batteries to harness and 
capture renewable energy 
While Li-ion batteries are practical when weight is a factor, 
more powerful batteries utilizing different elements could serve 
as a solution for energy storage on larger scales.  

The rising global focus on climate change and emission 
standards continues to see renewable energy sources such as 
solar and wind grow in adoption and fall in comparative price. A 
key limitation to these power sources, however, is energy 
storage which may be offset by further developments in battery 
technology.  

Applying battery technology on this larger scale for energy 
storage and infrastructure may see new technologies applied in 
the future. While Li-ion currently leads the sector, new 
innovations using Magnesium-ion, Sodium-ion, and Lithium-

sulphur batteries have potential to compete particularly on the 
energy density and cost front. 

Near term challenges for investment remain  
Lithium holds much promise, but from an investment 
perspective it may still has near term challenges to overcome. 
Electric vehicles are the growth segment for Li-ion batteries but 
they still make up a small size of the global auto market, 
accounting for only 0.1% of sales last year. Part of the adoption 
process will also depend on the infrastructure build out to 
support electric vehicles on the road such as charging stations 
and improved charge times and fuel economy. 

Additionally, current low oil prices and competing technologies 
such as hydrogen fuel cells will further slow the mainstream 
adoption of electric vehicles over combustion engines.  

A likely near term path may see a transition from combustion 
engines to EVs by further utilizing hybrid electric vehicles. A 
period of transition such as this may weigh on larger scale 
infrastructure build on to support pure EVs in the short term 
thereby weighing on lithium. 

Another key investment limitation is accessibility. Since no 
futures contracts trade for lithium, investors need to invest 
indirectly through companies that mine, refine, or produce 
lithium products. This makes a pure play in lithium difficult and 
a hedge against oil and gas prices, the energy sector and related 
industries currently impractical for investors. 

 

Outlook: strong theme, nascent investment 
Battery technology is an important theme that will continue to 
have far reaching implications for the global economy. As 
battery costs continue to fall and technologies improve, further 
disruptions and opportunities will emerge.  

Lithium demand is likely to rise, but this may not be a certainty 
for the commodity’s success as an investment. Given a large 
natural supply, slow adoption of EVs relative to global vehicle 
stock and potential new innovations in battery technology in the 
near term, lithium for many investors may still be in the very 
early stages of growth. 
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How to move ahead of inflation with real assets 
By Edith Southammakosane – Director – Multi-Asset Strategist | edith.southammakosane@etfsecurities.com 

 

Summary 

Real assets such as commodities, real estate or 
infrastructure tend to perform well in a rising 
inflation and low interest rate environment that 
undermines traditional portfolio gains. 

Our real asset portfolio outperformed traditional 
equity and bond benchmarks by 1.2% per year on 
average and has outpaced inflation. 

An allocation of 20% into this real asset portfolio 
from a portfolio of equities and bonds increased the 
Sharpe ratio to 0.29 from 0.23 for the benchmark. 

For the past several years, the global financial market has been 
largely driven by political uncertainty and central bank 
monetary policies. 

Political shocks such as the EU referendum or the US election 
are posing serious threats to market stability. However, in the 
case of the US, real assets are likely to benefit strongly from 
Trump’s victory as the newly elected President plans to spend 
no less than US$1tr to rebuild the country’s infrastructure.  

We are taking a deep dive in real assets in order to provide 
answers to the following questions:  

1. How have real assets performed during months of rising 
inflation? 

2. Which real assets would help enhance investors’ portfolio 
and how? 

Low interest rates and rising inflation 
While a second rate hike in December by the Fed is now nearly 
certain, interest rates around the world are likely to remain near 
their historical lows for longer. Inflation, on the other hand, 
may overshoot the Fed’s 2% target as the central bank waits for 
further signs of solid economic recovery. 

Core inflation for the US, EU and UK, has been pointing 
upwards since early this year. Although headline inflation 
remains at around 1% on average, prices have started to 
increase as illustrated in the following chart, up by more than 
0.5% since Q2. The recent trends of core inflation combined 
with our expectation of rising commodity prices will likely result 
in further increases in headline inflation. 

 

Real assets when inflation is rising 
In this note, we have selected 50 assets traditionally considered 
as “real assets” and analysed their performance during months 
of rising inflation in the US since 1991. Inflation is measured by 
the consumer price index (CPI). 

 
Our analysis shows that commodities and infrastructure are the 
best 30 performers during months when US inflation rises by 
0.5% annually, returning 20% and 21% on average respectively, 
followed by real estate then natural resources stocks. The same 
analysis with EU CPI shows that real estate and infrastructure 
come first with 26% return and 17% respectively followed by 
natural resources (15%) and inflation-linked bonds (7%). As 
with UK CPI, only 17 real assets are posting positive returns 
with the best performer being inflation-linked bonds at 14%. 

Among the real assets that perform best when US, EU and UK 
CPIs are rising, commodities represent 40%, infrastructure 30% 
and real estate 15% on average. 
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A proposal of real asset portfolio 
Based on the previous results, we created a real asset portfolio 
of 10 constituents weighted equally. The constituents are 3 
baskets of commodities (broad, energy and agriculture), gold, 
platinum, global REITs and global real estate stocks, US energy 
MLPs, global infrastructure stocks and cash. 

As the value of infrastructure and real estate is driven by 
inflation which in turn is driven by commodity prices, the 
annual returns of such a real asset portfolio have a strong 
correlation with US CPI. The portfolio also appears to lead 
inflation with the exception of 2014/2015 when oil prices 
plummetted. The trend of the returns for 2016 suggests that 
inflation should continue to increase in the near term, in line 
with our view. 

 
Comparing the performance of our portfolio with the 
performance of an equity index, the MSCI World, and a bond 
index, the Barclays Capital Global Bond, we observe that the 
portfolio outperformed both benchmarks by 1.2% on average 
since March 2006, posting a Sharpe ratio of 0.19 compared to 
0.06 for equities and 0.35 for bonds. 

 
We also note that since the great financial crisis in 2008, our 
real asset portfolio outperformed both benchmarks except 
between 2014 and 2015 when inflation dropped due to the 
plunge in oil prices. When the price of oil started to recover 

earlier this year, so did inflation and this has benefitted the real 
asset portfolio more than the equity or bond indices. 

Mixing real assets with equities and bonds 
In this section, we add the real asset portfolio into a standard 
portfolio of 60% equities and 40% bonds with an allocation of 
20%. The weights in the new portfolio are then: 50% equities, 
30% bonds, 10% commodities, 4% real estate, 4% infrastructure 
and 2% cash. The portfolios and benchmark rebalance once a 
year in January. 

 
*Based on monthly data in USD from Mar 2006 to Oct 2016. Volatility and returns are 
annualised. Max drawdown defines as the maximum loss from a peak to a trough based on a 
portfolio past performance. Max recovery is the length of time in number of years to recover 
from the trough to previous peak. Risk free rate equals to 3.4% (a simulated combination of the 
IMF UK Deposit Rate and the Libor 1Yr cash yield). Source: ETF Securities, Bloomberg 

The addition of real assets allows the newly created portfolio to 
outperform the benchmark by 0.3% per year since 2006 and is 
less volatile despite the real asset component being riskier. As a 
result, the portfolio with 20% in real assets is better diversified 
than the benchmark enabling the Sharpe ratio to increase to 
0.29 from 0.23 for the 60/40 benchmark. 

 
 

Real assets tend to perform well during months of rising 
inflation. Our analysis shows that commodities are the best 
performer followed by infrastructure, real estates and then 
inflation-linked bonds. Our model suggests an optimal portfolio 
of real assets with 50% in commodities, 20% in real estate, 20% 
in infrastructure and 10% in cash. Allocating 20% of a portfolio 
of equities and bonds to this real asset portfolio would reduce 
the overall risk, improve returns and enhance the Sharpe ratio. 
In addition to being strongly correlated to US inflation, this real 
asset portfolio may benefit from Trump’s presidency. 
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Volatility 12.9% 9.9% 9.0%
Annual returns 5.8% 5.7 % 5.9%
Max drawdown (peak-trough) -38.0% -32.4% -27 .3%
Max recovery  (to prev ious peak) 2.33 2.92 1.7 5
Beta 1 .02 1.00 0.89
Correlation to benchmark 0.7 8 1.00 0.98
Tracking error 8.1% 0.0% 2.1%
Sharpe 0.19 0.23 0.29
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ETP flows –Separating the signal from the noise  
By Aneeka Gupta – Associate – Equity & Commodities Strategist | aneeka.gupta@etfsecurities.com 

 

Summary 

Stark divergence in Industrial metal ETP flows vs 
price, suggest near term correction in prices.  

Energy ETP flow’s countercyclical trend with prices 
remains an outlier in the commodity complex. 

Inflows into equity ETPs suggest a “style” shift – 
Value will dominate over Growth as economic 
prospects improve globally. 

ETP flows into inflation linked bonds suggest scope 
for further price upside owing to recent divergence. 

What investors buy, matters 
2016 has certainly not been a year to deploy a buy and hold 
investment strategy, given the swings in volatility. So knowing 
what other investors are buying certainly adds merit to price 
discovery but by no means is an end in itself. ETP (Exchange 
Traded Product) flows appear to improve the predictive power 
of the future trend in prices. This time last year we inferred a 
floor in commodity prices by analysing the movement of ETP 
flows versus price, and the subsequent upside performance has 
panned out in 2016.  

 
ETP flows by virtue of their sheer enormity add inertia, as 
higher flows are followed by higher prices and those higher 
prices translate into greater conviction via increased flows. The 
cycle repeats itself until we receive price sensitive news. We 
have used a sample of 4777 listed ETPs worldwide across asset 
classes to conduct our analysis. Since the start of 2016,  

 

commodities have recorded the highest growth in cumulative 
ETPs flows over the prior year, followed by fixed income.  A 
strong turnaround in investor sentiment has played a part, 
although growth in flows still remain 200% off 2005 highs. 

 

Commodity Trends: Buy the dip  
Broad commodity ETP flows and the price of the underlying 
have been in sync since 2010, with a correlation of 0.58. While 
individual commodities trade on their own fundamentals, 
investors invest in broad baskets to benefit from diversification. 
We believe the recent pull back in commodities is reflective of 
the decline in energy and precious metal prices (since they hold 
the highest weights in the index), which should reverse course 
as fundamentals improve.  

 
Precious metal ETP flows have depicted a positive relationship 
with underlying prices. Gold amassed the highest volume (84% 
of total precious metal flows). In light of rising inflation being 
beneficial for gold, we see the recent pullback as brief.  
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Industrial metal ETPs and their prices have been moving in 
tandem with a correlation of 0.42. However, we have observed a 
stark divergence recently with prices overshooting their flows, 
suggesting we could see near term correction in prices. 
Agricultural ETP fund flows and price failed to show any 
material pattern as we observed flows lagged prices change.  

Energy ETPs remain the outlier highlighting a negative 
relationship between their ETPs flows and price. Bargain 
hunters have relentlessly chased falling energy prices evident 
from simultaneously rising flows. However, despite energy 
prices rising since the start of 2016, flows have meandered as 
investors remain unconvinced of production cuts by OPEC.  

 

 
Equity Trends: Value vs Growth 
Growth and Value are well known to be on opposite sides of the 
style investing spectrum. The performance of global value 
stocks has lagged growth stocks by 21% since the financial crisis 
in 2008. Fears of a recession have led investors to select 
companies that could grow profits and revenues faster than 
average, favouring stocks that would most likely be found in the 
growth index. However, ETP flows into value stocks have been 
garnering pace versus their growth counterparts, spurred by 
robust economic data from the world’s largest economy. We 
believe this sheds light on the possibility of a style drift back 
into value stocks after eight years of underperformance.  

 

The striking aspect of this chart is that after the financial crisis 
ETP flows into emerging markets have moved in lockstep with 
the MSCI emerging market index, with a correlation of 0.58. 
After lagging developed markets for five years, we have seen a 
strong turnaround in emerging market equity performance in 
2016. Despite ETP flows over the past month having witnessed 
strong outflows owing to headwinds of a stronger dollar, a more 
hawkish Fed and trade uncertainty from Trump’s presidential 
victory linger. We view the current sell off as an opportunity.  

 

 
Fixed Income Trends: Return of Inflation 
protected bonds 
Government and Aggregate bonds garnered the highest share of 
cumulative flows into fixed income ETPs in 2016.  

The chart below is unique, as it depicts resilient ETP flows into 
inflation protected bonds that have either increased or held 
steady, fighting the trend of the market. Given the positive 
correlation of 0.42 between ETP flows and their underlying 
bond prices, we view the recent divergence as a signal that 
prices are likely to rise.  

 
Convertible bond ETP flows have also shown a positive 
relationship with a correlation of 0.45 since 2011. Surprisingly, 
recent fund flows have overtaken their underlying price changes 
by a wider margin, cautioning investors that a pullback in price 
may be underway.   
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	Investing in a politically volatile landscape
	Uncertainty surrounding the global political landscape and a move towards more populist leaders in the developed world will continue to be a key driver of financial market volatility in 2017. Now that the US elections are over, investors are likely to shift focus towards Europe, where there are elections in the majority of larger nations and where populists are either leading, or gaining rapidly in the polls. We believe the investment implications should result in an increase in government spending and consequent inflation.
	The global recovery appears to be gaining momentum and we believe the US Federal Reserve is still on track to raise rates in December 2016 and throughout 2017. Although, we believe that the Fed will remain cautious due to heightened fiscal uncertainty, more hawkish rhetoric in coming months is to be expected, but is unlikely to change the low/negative real interest rate environment in the US. 
	So far investors have been buoyed by the more moderate and constructive rhetoric being proffered by President Elect Trump, and the potential for the new government to support growth via fiscal spending. Although the sustenance of the rally in the US Dollar and equity markets therefore depends on the ability of Trump to surround himself with credible policymakers and refrain from irrational policy outbursts.
	Currency vigilantes changed the FX landscape in 2016, prompting sharp moves in G10 currencies, stemming from antagonistic investment views. Currency volatility will stay at the forefront of investors’ minds in 2017 exacerbated by ongoing QE policies. Speculation surrounding the tapering of accommodative central bank policy and rising breakeven inflation rates could signal the end of the bond bubble in 2017. However, it is unlikely to be a disorderly move in yields, as bond market liquidity remains little changed notwithstanding a variation in the nature and sources of liquidity.
	Commodities have been an area of strength in 2016, and should continue to be so in 2017 with real assets in general likely to benefit from Trump’s proposed infrastructure program. Despite varied fundamental drivers, demand from emerging markets, particularly China, is likely to be a continued source of commodities consumption. Alongside the grind higher in global demand, substantial cutbacks to capital expenditure budgets will restrain supply. The resulting fundamental tightening in underlying conditions should keep the commodity complex well supported in coming years.

