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Inflation watch: reopening, recession and oll

Following the fall in commodity prices amid financial sector volatility,
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China’s reopening and still-strong US activity may provide a supportive backdrop
for prices over the coming months. However, the start of a US recession will

ultimately more than offset the China boost.

Key Takeaways

Commodity prices have whipsawed year to date over
optimism around China’s reopening recovery,
concerns over US monetary tightening and most
recently turbulence in bank stocks.

The consequences of China reopening for commodity
markets are not as clear as the initial market reaction
signalled.

The service-led composition of growth favours oil
prices over metals in the coming months.

Pent-up demand for travel will likely boost demand for
transport fuel from Q2 onwards. However, the upside
will be limited as China built up fuel inventories during
lockdowns.

A rotation away from manufacturing demand for
naphtha and LPG toward transport fuels will also limit
the overall boost to energy demand.

We do not expect the positive impact of domestic and
international travel on oil prices to be sustained, as our
outlook for a US recession will eventually outweigh the
boost from China.

The net effect of divergent growth is likely to be lower
prices. Following an initial undershoot, we are
conditioning our global inflation forecasts on Brent
settling around $70 pb by mid-2024.

Overall, the decline in energy prices will prove
disinflationary, due to base effects following the fuel
price surge triggered through the pandemic and war
alongside our expected oil price path.
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Commodity prices buffeted by sentiment

Until this week, commodity prices had fluctuated within a
fairly narrow range as investors tried to navigate the impact
of China reopening and fears of a US recession.

The turmoil in banking stocks following the collapse of
Silicon Valley Bank (SVB) and troubles at Credit Suisse
Group triggered a sharp selloff across risk assets and
pushed Brent to the lowest close seen in over a year.

Tightening financial conditions pose a significant downside
risk for energy prices, however, support lines for troubled
institutions have helped stabilise markets. Meanwhile
discussions between Saudi Arabia and Russian oil chiefs
and the commitment to price stability helped calm oil
traders.

The next OPEC+ meeting is scheduled for April 3, and the
group is likely to look through the recent turmoil. As and
when there is clarity over the outlook for the bank sector,
commodity investor focus is likely to return to China’s
reopening vs. US recession debate.

Service-led rebound in China is likely to support oil
rather than metals over the near term

The reopening of China’s economy following two years of
intermittent lockdowns was met with a fairly diverse
response across commodity markets. Iron ore rallied
sharply on expectations of a rapid rebound in demand and
prices have remained elevated, while copper and aluminum
swiftly lost steam.

Meanwhile in energy markets, following an initial surge in oil
prices, the rally swiftly faltered as US recession concerns

dominated price action.



While China remains the world’s largest importer of iron ore,
and a key consumer of industrial metals more broadly, the
ongoing strength of this market will depend heavily on the
outlook for manufacturing and infrastructure spending.

The latest PMI data and our proprietary activity index are
already improving in line with our call for a a ‘V’-shaped
recovery. Our 2023 forecasts are above consensus,
predicting China will be the fastest growing major economy
this year. (See our Insight note Rebounding consumption to
drive China's GDP growth in 2023)

However, the composition of growth favours oil prices over
industrial metals. We expect China’s reopening rebound to
be oriented towards the service sector as domestic and
international travel recovers. The recent recovery in subway
traffic and internal movement point to a more consumption-
and travel-orientated rebound.

Over the past year, China’s copper demand was hit by
weakness in construction and electronic products and the
severe investment contraction in real estate. The multi-year
rebalancing of the real estate sector will likely continue to
dampen industrial demand.

Meanwhile, it is not clear that local governments will boost
infrastructure spending given fiscal concerns and the
relatively cautious 5% growth target set by the central
government.

Figure 1: Iron ore rebounded on expectations of China’s
reopening fueling steel production ...
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Figure 2: ... meanwhile the oil price response has been
more measured
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Recent negatives for oil, but Q2 could see a boost

Warmer winter weather, rising inventories of crude and
distillates, Europe’s success in rebuilding gas storage, and
most recently the turmoil in the banking sector have all
contributed to lower energy prices in recent months.

China built up inventories of oil and coal during later stages
of the pandemic. Energy security has been a key motivation
for China and major coal-mining areas were not heavily
impacted by lockdowns. This allowed for an increase in
production and a surge in domestic mine supply.

China also had access to low-cost Russian crude oil and
domestic refiners were able to take advantage of global
crack spreads for diesel and gasoline. China is a major
marginal refining region with the potential to have a sizeable
impact on the supply of petroleum products.

However, China’s pent-up demand could be unleashed in
the coming months in a similar fashion to the US and EU
during 2021.

This would likely occur in two stages: firstly in domestic
travel, which is primarily pushing up demand for transport
fuels such as diesel and gasoline; secondly, through
international travel, which is likely to recover more slowly but
benefits jet fuel demand.

Overall, this should provide some support for Brent during
Q2 as travel numbers recover. But accounting for the
differences between industrial and travel use, the overall
increase in oil price may be limited to the 10-15% range.


https://www.abrdn.com/en-gb/institutional/insights-thinking-aloud/article-page/china-macro-money-and-policy-january-2023
https://www.abrdn.com/en-gb/institutional/insights-thinking-aloud/article-page/china-macro-money-and-policy-january-2023

A rotation in China’s fuel demand may cap the overall
impact on oil prices

During the pandemic, in 2021 and 2022, naptha and LPG
demand were the strongest drivers of oil demand growth,
while transport fuel demand was low. Global demand for
Chinese goods was strong during this period and supported
China’s naptha and LPG consumption.

As the global economy slows, this consumption pattern
should rotate. China’s fuel needs may be determined more
by domestic travel needs than industrial production.

IEA data shows that industrial end use accounts for over
50% of global oil demand. Although transport makes up the
bulk of demand, around 40% of global transport fuel use is
linked to freight and industrial growth.

Recession outlook likely offset any boost from Chinese
demand by Q4

Our overall outlook for the global economy is for below-trend
global growth despite our expectation of a sharp rebound in
China (See our ). Figure 3
illustrates the net impact of this growth divergence through
a stylised illustration of supply and demand for oil.

While we expect China’s reopening to boost oil demand
over the near term, we do not expect the price impact to be
sustained.

Monetary tightening is expected to push the US into a
recession later this year, with growth spillovers dragging
many other economies along with it.

Meanwhile, rising rates led to turbulence in bank stocks
following the collapse of SVB. Associated contagion fears
reverberated through to commodity prices. While we do not
expect this turbulence to be sustained as the failure of SVB
should not trigger a systemic crisis, it nonetheless signals a
path toward the recession we are expecting. The net effect
of divergent growth is likely to be lower prices by the end of
the year.

Following an intial undershoot, we are conditioning our
global inflation forecasts on a path for Brent that settles
around an average of $70 pb by mid 2024, slightly higher
than our previous expectation of $65 pb.
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Figure 3: Oil price supply and demand balance -
China’s reopening to be offset by US recession
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The impact of energy prices on headline inflation is likely to
come from strong negative base effects following the
pandemic and war-related energy price surge. Our
expected oil price path exacerbates these negative base
effects.

Figure 4: Base effects from oil prices will contribute to
disinflation despite the China boost
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Figure 4 compares the outlook for oil prices under three
scenarios. The first one simply follows the pricing signalled
in the futures market. The second shows the abrdn
Research Institute outlook including the impact of our
recession forecast in purple. The final one assumes that
Brent reaches $100 and remains stuck there, which still
shows that the overall impact on the energy component
within CPl measures will swiftly unwind.


https://www.abrdn.com/en-gb/institutional/insights-thinking-aloud/article-page/global-economic-outlook-q2-2023

Supply outlook remains tight but largely as expected
and priced in

The supply outlook for energy remains broadly unchanged
from Q4, with tight global oil supplies ahead. OPEC cuts
may stay in place at least for the first half of the year.

Much of the growth in supply for this year is expected to
come from non-OPEC producers such as US, Brazil,
Norway and Canada.

The impact of G7 price caps on Russian crude oil ($60 pb),
diesel and refined petroleum products ($100 pb) are
expected to be limited as the prices are set at a relatively
high level, and the main customers such as China and India
are unlikely to comply.

Russia’s recent announcement to cut oil production by 500k
barrels per day in retaliation to the G7-led sanctions and
price caps had a limited impact on prices. Russia was
already facing challenges sustaining output following
technology sanctions, making it difficult for Russian firms to
access key equipment for maintenance.

There are also incentives for Russian firms to reduce
international crude sales and instead refine into diesel given
the price cap structure. The production cuts seemed largely
in line with market expectations.
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Investment implications

Even as bank-stock-related volatility subsides, spillovers
from China reopening may not be as exciting as initially
signalled in the commodity market reaction.

China’s fuel inventories built during the zero-Covid era
and will limit some near-term upside.

China’s fuel demand will likely rotate away from naptha
and LPG, driven by global demand for goods towards
transport fuels, meaning that overall energy demand may
not increase as much as the growth surge itself might
indicate.

Nonetheless, pent-up demand for travel will likely boost
fuel demand around Q2, and we have conditioned our
inflation forecasts on Brent rising to $95. There are
substantial near term risks considering the tightening of
financial conditions following the deterioration in risk
sentiment around banking sector.

Ultimately, the onset of the US recession is expected to
offset any demand boost from China, pushing energy
prices lower. Following an undershoot as the global
economy bottoms out, we use Brent settling around $70
by mid 2024 in our global inflation forecasts.

Author
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