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Market downturns are often referred to as ‘corrections’. This can be problematic because it suggests that
the new lower price is correct and the higher price previously was incorrect. An alternative framing would
be that markets have revised their assessment of risks and rewards and come to a new price. Industrial
metals have just experienced such a revision. But sharp revisions can also result in overshoots. Does that
mean an attractive entry point has opened up for investors?

What has caused the pullback?

Industrial metals have pulled back sharply over the last month, and the price level for the Bloomberg
Industrial Metals Subindex has reverted to pre-Ukraine conflict levels (see figure below). This is not
particularly surprising. The geopolitical risk premium that was being priced into industrial metals at the
start of the conflict has eroded as investors perceive the risk of outright bans on Russian industrial metal
exports to be relatively low. This is not to suggest that the uncertainty facing the sector has evaporated.
The conflict continues, and it is difficult to predict what sanctions may be imposed in the future.

Figure 1: The Industrial Metals basket has now returned to pre-conflict levels
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Source: WisdomTree, Bloomberg. Data as of 12 May 2022. Based on the total return index.
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Historical performance is not an indication of future performance and any investments may go
down in value.

While the geopolitical risk premium was largely expected to fade away ultimately, the pace at which
industrial metals have pulled back has taken many by surprise. Apprehensions of an impending recession
in major economies have created a risk-off sentiment in markets — something industrial metals are certainly
not immune to. Such worries have been augmented by the slowdown in China from renewed lockdowns.
Markets often use Manufacturing Purchasing Managers’ Indices (PMIs) from the world’s biggest consumer
of industrial metals as a proxy for the near-term outlook of the asset class. China’s Manufacturing PMI fell
into contractionary territory in March and went deeper still in April.

So, is it an entry point then?

A mere drawdown in prices would not qualify as a potential entry point. If, however, there are grounds for
optimism, in the long run, an over-extrapolation of a bearish run at any point can indeed create an attractive
entry point for investors.

At WisdomTree, we have been arguing how two key shifts have created structural demand growth drivers
for industrial metals in recent months. The first is the renewed focus from major economies on investing
in infrastructure to induce economic growth. With rates now on the rise and thus support from monetary
policy eroding quickly, this has become more important than ever before.

Second is the inevitable energy transition. According to Wood Mackenzie, the annual demand for copper is
expected to rise from around 23 million tonnes (MT) in 2020 to around 43MT per annum in 2040, with green
technologies including electric vehicles, renewable power, energy storage, and charging infrastructure
largely responsible for the uptick. Similar growth trajectories are forecasted for aluminium and nickel, and
there is optimism around the demand growth for other metals, including zinc, tin, platinum, silver, and even
gold.

But what to do about contango?

Since investors typically access industrial metals through futures, roll returns make an important contri-
bution to total returns. The normal state for an industrial metal is contango (higher futures prices than spot
prices). Contango is the price holders of futures pay for the convenience of not having to store the physical
commodity. In recent weeks, particularly since the start of the conflict, many industrial metals went into
backwardation (higher spot prices than futures prices) due to expectations of acute supply tightness. This
backwardation was offering investors the bonus of a positive roll yield. With a few industrial metals now
back in contango, should investors be worried about the impact of negative roll yields?

The bottom line is that many industrial metals being deep in backwardation is unusual and would generally
occur when prices are inflated — as was the case when the conflict started. It is just not possible for metals
to be attractively priced and still be in deep backwardation. But caveats must be offered here. When there
is market volatility, future contract curves can change their shape quickly. Some metals, like tin, are still in
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backwardation, whereas others, like aluminium, may have gone into contango at the front end of the curve
but are in backwardation when you look further along the curve.

Ultimately, industrial metal could bounce back quickly if the bearish risk sentiment prevailing in markets
turns and China opens up again. And then focus will return to the long term drivers of industrial metal
demand.
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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