The Disruptive Discoveries Journal

July 28, 2015

By Chris Berry (@cberryl)

A Key Question in the Commodity Rout

To anyone at all involved in commodities, the events of the past two weeks should make one thing
abundantly clear: a new paradigm in commodity investing is in play. The most recent iteration of the
commodity super cycle (2001-2011) was unlike anything many of us had ever seen. Unfortunately,
the aftermath (2011-??7?7?) and subsequent correction may also be unlike anything we’ve ever seen
(at least in terms of duration and intensity). I'm fully aware of the cyclical nature of the commodities
business, but clearly the greater the bull market, the more severe the bear market.

Source: Bloomberg.com

The Bloomberg Commodity Index (down over 28% in a year) demonstrates the relentless downward

pressure on just about all commodities - hard, soft, or liquid since late 2011. It seems everyone hates
commodities these days and has soured on China, with Ray Dalio, head of the world’s largest hedge
fund Bridgewater Associates and a China bull recently stating (paywall), “There are no safe places to
invest.” (Though they have backtracked somewhat recently).
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It is all but obvious that multiple issues have conspired to hammer commodity prices. These
deflationary headwinds should not be foreign to regular readers of this note and include:

1. Excess supply and slack demand

2. A stronger USD

3. A presumed increase in short term interest rates in the US making Emerging Markets
investments (and hence commodity demand) less appealing

4. Decreased confidence in China’s leaders to safely transition the economy to a more
sustainable growth model

5. The need for continued deleveraging of both sovereign and company balance sheets.

Much of the attention recently has focused on the collapse in China’s equity markets and has raised a
fundamental question:

How connected is the collapse in China’s equity markets with the slowdown in its overall
economy?

With demand slackening and faster economic growth necessary to service an increased debt load,
one can see why China’s leaders are urgently trying to transition to an alternate growth model not
wholly reliant on exports and internal infrastructure. Sometimes, cause and effect can be hard to
discern. Was it the equity rout in Chinese shares that has accelerated the commodity price decline?
Or was it the sudden realization that the main engine of global growth — China — has stalled and
forced Chinese equity investors to run for the exits, pushing down share prices? Though Chinese
share prices are still up YTD and are among the best performing equity markets globally, the rate and
severity of the decline has almost everyone shedding commodity exposure as the conventional
wisdom believes that the plunge in China’s shares is a valid indicator of Chinese economic
performance.

Sliding Again
Shanghai stocks resumed falling Monday, suffering their biggest one-day drop since Feb. 27, 2007.
Shanghai Composite Index 10 biggest companies by market cap to fall 10%" in Shanghai trading Monday
5500 Monday
3725.56 China Life Insurance 829.87 billion yuan
5000 v8.5% sinopec |
Bank of Communications _ 499.18
4500 crec cors. | +++ 54
China Shenhua Energy [ 367.63
= China Raitway Group [ 30248
3500 Citic Securities _ 27730

China Shipbuilding Industry [ 259.82
000 China Pacific Insurance _ 25390
I J ||: IM IA |M ] J | J Shanghai Jinfeng Investment _ 25358

“China limits daily rises or falls on its domestically listed stocks to 10%.
Sources: WSJ Market Data Group (index); FactSet (market cap) THE WALL STREET JOURNAL.

| actually disagree with this line of thinking. Given the amount of control China’s leaders hold over the
domestic equity markets (1,400 companies halted, short sellers threatened with jail, no selling by
large shareholders allowed), it would appear that the equity performance, both on the way up and the
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way down, are more driven by speculation and margin calls than economic fundamentals. The real
key here is to determine the implications from a negative wealth effect. As stock prices have
collapsed and wiped out a portion of the savings of the average Chinese investor, this could
undermine confidence in not just China’s capital markets, but the ability of the Communist Party in
China to maintain control of the economy and engineer a “glide path” for slower but more sustainable
growth.

What ought to worry everyone the most about China is the increased debt load the country must
shoulder as economic growth moderates. Of the points listed above regarding downward pressure on
commodities, this one is arguably the most important.

China’s debt-to-GDP ratio of 282% (according to McKinsey) is likely the most glaring example of a
country taking on excessive leverage to sustain growth. However, this ratio doesn’t even place China
in the top ten countries globally when measuring total debt to GDP. That may be an indictment of
other countries policies to grow their respective economy, but with China as the second largest
economy in the world, the 282% can’t be ignored and must ultimately be reckoned with. For the sake
of perspective, China reported $7 trillion in debt in 2007 and $28 trillion in 2014, a CAGR of
approximately 19%. The Chinese economy grew at nowhere near the same rate. The aggregate debt
level, and not GDP or any other economic metric, is the most important data point to focus on. As
credit is the lifeblood of an economy, when the credit dries up, a negative effect on economic growth
is a given.

As issuing debt to fund growth continues to lose its effectiveness, watch for the PBOC to push for a
weaker Yuan as well as lower domestic interest rates. This won’t solve China’s problems, but will buy
them time and is also sure to raise geopolitical and geoeconomic tensions.

With respect to companies deleveraging, we will be following up after earnings season with a note on
the current state of select company balance sheets and how sustainable they are given lower
commodity prices. Initial results aren’t encouraging with Freeport McMoran (FCX:NYSE) , Barrick
Gold (ABX:NYSE), Glencore PLC (GLEN:LON), and Anglo American (AAL:LON), maintaining total
debt levels well in excess of their current market capitalizations, even after billions of dollars of write
downs and rounds of cost cuts. To be fair, there are a number of different ways to gauge balance
sheet health and we will examine them in due course.

Lost in all of this doom and gloom is the reality that while emerging market growth has slowed, the
longer term thesis of more individuals joining the global middle class remains intact. The idea that if
economic growth slows this leads to people not wanting “things” which enhance their quality of life is
ridiculous on its face. It is undeniable that excess capacity in a number of commodities, from copper
to crude oil is likely to remain in place for the next several years. This fact is why we’ve been
outspoken in searching for opportunities “further up” the value chain as mining - from exploration to
production — is likely to produce below average returns. This isn’t the case for all commodities as
some exhibit less elasticity of demand than others. This is one of the reasons we’re bullish on lithium.

Until then, the rut in commodities still very much hinges on China’s attempts to engineer growth and
curb malinvestment.
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The material herein is for informational purposes only and is not intended to and does not constitute the rendering of investment advice or the solicitation of an offer to
buy securities. The foregoing discussion contains forward-looking statements within the meaning of the Private Securities Litigation Reform Act of 1995 (The Act). In
particular when used in the preceding discussion the words “plan,” confident that, believe, scheduled, expect, or intend to, and similar conditional expressions are
intended to identify forward-looking statements subject to the safe harbor created by the ACT. Such statements are subject to certain risks and uncertainties and actual
results could differ materially from those expressed in any of the forward looking statements. Such risks and uncertainties include, but are not limited to future events
and financial performance of the company which are inherently uncertain and actual events and / or results may differ materially. In addition we may review
investments that are not registered in the U.S. We cannot attest to nor certify the correctness of any information in this note. Please consult your financial advisor and
perform your own due diligence before considering any companies mentioned in this informational bulletin.

The information in this note is provided solely for users’ general knowledge and is provided “as is”. We at the Disruptive Discoveries Journal make no warranties,
expressed or implied, and disclaim and negate all other warranties, including without limitation, implied warranties or conditions of merchantability, fitness for a
particular purpose or non-infringement of intellectual property or other violation of rights. Further, we do not warrant or make any representations concerning the use,
validity, accuracy, completeness, likely results or reliability of any claims, statements or information in this note or otherwise relating to such materials or on any
websites linked to this note. I own no shares in any companies mentioned in this note and have no financial relationship with any company mentioned.

The content in this note is not intended to be a comprehensive review of all matters and developments, and we assume no responsibility as to its completeness or
accuracy. Furthermore, the information in no way should be construed or interpreted as — or as part of — an offering or solicitation of securities. No securities
commission or other regulatory authority has in any way passed upon this information and no representation or warranty is made by us to that effect. For a more
detailed disclaimer, please click here.
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