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Equity markets in 2016 have been 
fragile, volatile and generally loss making. 
By mid February, the S&P 500 and the 
ASX 200 had rapidly declined -10.5% 
and -10.0% respectively. Fundamental 
questions are being asked about 
valuation levels and earnings growth. 
However, much to the surprise of many, 
an asset class long since forgotten has 
been quietly notching up significant 
gains, which can no longer go unnoticed.

Over the past few months, many 
natural resources equities and physical 
commodities have produced significant 
returns. The chart to the right shows 
the returns generated by selected 

physical commodities from their recent 
price lows. Iron ore is up +54%, oil 
has rallied +33% and gold prices 
have risen +18%.

Not to be outdone, the rally in 
resources has filtered through into 
natural resources equities as well.  
The stalwarts of the resources sector 
have produced strong gains. From  
their recent lows, Anglo American  
and Glencore are up +107% and 
+71% respectively. Gains have also 
been experienced in the iron ore and 
gold space with Fortescue up +66% 
and Newcrest up +54%.

At first glance, the returns generated 
from both the resources equities 
and commodities seem somewhat 
unsustainable. The temptation is to 
suggest that prices have run too hard too 
fast. Whilst a softening in prices is clearly 
a possibility, the recent rally in resources 
needs to be placed in a broader context.

For almost five years now, commodities 
have faced many challenges. Prices of 
both physical and equities have declined 
by as much as 80%. To break down 
that down in simple mathematical terms, 
what used to be worth $100 five years 
ago was recently worth $20. If prices 
rallied 100%, it implies, in our example, 
that what was $20 recently is now worth 
$40. Even at $40, the sector is still well 
below its prices of five years ago. In fact, 
2016 price levels are equivalent to levels 
last seen as far back as 2004, some 
12 years ago. Current prices suggest 
that the decade long Chinese economic 
boom which led commodities higher, 
never actually took place.

Let’s not also forget that resources 
equities have also significantly 
lagged general equities. Industrials, 
financials and technology shares have 
outperformed resources equities by 
nearly 100% over the last few years. 
Some catch-up was on the cards, as 
rarely do sectors diverge in perpetuity. 
Reversion to the mean is an inevitable 
and undeniable market credo.

Its also worth noting that many of 
the drivers behind this performance 
divergence between resources and 
general equities are quite mature 
now. Much of the pessimism has 
been priced into resources stocks 
and much of the optimism has been 
priced into general equities. Perhaps, 
its time for that relationship to start to 
normalise. Headline grabbers such 
as the ‘onslaught of new supply’ 
in commodities, ‘slower growth in 
China’ and a ‘strong US dollar’ have 
been well documented. In an efficient 
market, this newsflow is most likely 
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factored into prices. More recently, 
news headlines have seen a subtle 
but noticeable shift. China has been 
reducing reserve rate requirements 
for banks and injecting liquidity into 
the system. The US dollar has been 
weaker and there have been material 
changes regarding the prospect 
of US interest rate hikes. Post the 
initial ‘tightening’ of rates in the US in 
December 2015, weak economic data 
has called into question the likelihood 
and the pace of any further US interest 
rate increases. Market expectations 
have gone from a potential four US 
rate hikes in 2016 to one. Some 
pundits have even suggested the 
possibility of negative US interest 
rates, after Chair Yellen’s most recent 
speech. In a nutshell, structural shifts 
in the economy seem to be underway, 
which are likely to benefit the 
undervalued resources sector.
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Whilst the dynamics of demand 
and supply have affected physical 
commodity prices, stock prices 
respond to a variety of other drivers. 
One of the key metrics is valuation. 
To the right we show a chart of 
the premium/discount to NAV that 
resources equities are trading at. 
Resources stocks are currently trading 
at discounts of c40% vs their NAVs. 
Only once previously has the discount 
been greater and that was during the 
depths of the second worst market 
crash in the past 100 years, the Global 
Financial Crisis. There is certainly a 
case to be made that resources stocks 
are in fact ‘cheap’.

The demand picture for commodities 
in 2016 continues to look soft with little 
in the way of apparent good news for 
global growth. However, digging a bit 
deeper to the root cause of the five 
year weakness in commodity prices, 
one quickly realises that excessive 
supply growth and not declining 
demand has been the culprit. In fact, 
in volume terms, more barrels of oil are 
being consumed, more tons of copper 
are being bought by China and record 

The chart right shows the net change 
in the portfolio by commodity from 
the end of November 2015 to the 
start of March 2016. Over the last 
quarter, gold was the sector most 
up-weighted, whilst the exposure to 
oil and gas was meaningfully reduced. 
Year to date, our portfolio positions 
have performed well. The standout 
performers include Newmont Mining 
+27%, Saracen Minerals +67% and 
Northern Star +45%. We are likely 
to commit more capital in the near 
term to those stocks which offer 
the most attractive value, have solid 
management teams and make sense 
from a risk return standpoint.

levels of seaborne iron ore volumes  
are being shipped.

On the supply side, there has been 
some supply discipline or contraction 
across various sectors such as coal, 
zinc and even oil where US oil rig counts 
have fallen from a high of 1609 in Oct 
2014 to 400 as of last week. Whilst 
we appreciate, that there is far more 
supply side discipline needed, recent 
developments are encouraging. With 

capital expenditure slowing and better 
balance sheet management, supply 
slowdowns are likely to continue.

In addition, investors have under-
estimated the ability of many resource 
companies to adapt to current market 
conditions. Strong productivity gains, 
aggressive cost cutting, reduction 
in dividends and profit margin 
enhancement through weaker producer 
currencies have also assisted greatly. 

Demand/Supply dynamics

Valuations are attractive

How are we participating?

Source: Pengana, Bloomberg. RBC Capital Markets
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Resources Equities – Premium/Discount to NAV
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Our mission is to provide investors with the optimal investment strategy for investing in the natural 
resources sector. At the end of the 2015, whilst prices were declining, we were selectively investing  
in attractive resources stocks.

Source: Pengana, Factset. Returns in local currency from price lows in the past 3 months
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