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GLOBAL MACRO DEEP-DIVE: GLOBAL COMMODITY 
MARKET STRAINS

Early in the year, financial markets were squarely focused on 
rising risks to the inflation outlook and implications for the 
global economy, especially given concerns about a possible 
aggregate demand slowdown in China.

Financial market participants were concerned that central 
banks in advanced economies would have to normalize policy 
more aggressively than anticipated only a few months earlier, 
causing a sharp tightening in financial conditions, especially in 
emerging markets (this was the concern). The war in Ukraine, 
while at this point not a global systemic event from a financial 
standpoint, is nonetheless anticipated to have a material 
impact on the economy amid heightened uncertainty about 
the outlook. In addition, the sharp rise in commodity prices 
further complicates the challenge faced by central banks in 
credibly bringing down inflation to target while safeguarding 
the post-pandemic recovery.

The repercussions of the Russian invasion of Ukraine in terms 
of the economic damage wrought will be greater for the 
immediate war region and proximate Europe. In particular, 
official sanctions and further escalations thereof, multiple 
companies voluntarily severing ties with Russia and steps 
taken by several countries to wean off Russian energy imports 
will cause substantial damage to the Russian economy. The 
war is also expected to significantly affect the global economy 
and financial markets beyond immediate financial stability 
risks. The severity of the disruptions in commodity markets 
and global supply chains, in general, will weigh heavily on the 
outlook for inflation, the global economy, and possibly macro-
financial stability. In addition, record-high food prices could 
have implications for social unrest in some emerging market 
locations.
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Impact of the war in Ukraine on commodities: Energy and agricultural commodity prices 
(Index, 1 January 2022 = 100)

Sources: Bloomberg Finance L.P, IMF staff calculations (as at 25 March 2022)

Sovereign invasion, occupation and outright war are risks that are difficult to insure against or hedge, so 
it is only natural that investors precipitously retrace from risk appetite in such contexts, causing volatility 
and correlations across asset classes to rise. Eventually however, asset prices tentatively stabilise around 
a new normal as market participants assess the evolution of the geopolitical implications, and prospects 
for different asset classes. The information content and signals that can be extracted from price moves 
of Russian and Ukrainian assets are severely limited by the sanctions and lack of liquidity in these 
markets. That said, Russian and Ukrainian assets have experienced the largest price declines, with dollar-
denominated Russian and Ukrainian sovereign bonds pricing a very high probability of default and a low 
rate of recovery. The Russian ruble fell to all-time low levels against the US dollar before recovering a 
substantial portion of its earlier declines.

Among huge uncertainties and shifting prospects, investors have focused on severe disruptions in 
commodity markets as a crucial transmission channel and amplifier of the crisis. Disruptions could 
intensify in the event of a further escalation of the sanctions, including an explicit ban of energy imports 
from Russia by Europe. Energy and food prices have risen sharply, and volatility has undergone a step-
change upwards. The rise in agricultural prices has important spillover effects for developing economies 
and emerging markets - especially in eastern Europe, the Caucasus, the Middle East, and North Africa 
– close trading partners of Russia and Ukraine. Metals, another Russian commodity export, are also 
affected, which has strong implications for global supply chains, including the renewable energy industry. 
Supply shortages are expected to persist, as seen in the very high relative price of short-term contracts 
over longer-term ones.
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Metals prices

Sources: Bloomberg Finance L.P., IMF staff calculations. Panel 3 uses three-month futures from the  

London Metals Exchange and Bloomberg Metals Index. Backwardation occurs when the first 

contract price is higher than the prices of latter contracts.

Despite the anticipated economic impact, especially in the war region and Europe, no global systemic 
event affecting financial institutions or markets has materialised so far. This reflects, at least in part, the 
increased resilience of the global financial system resulting from the implementation of the financial 
regulatory agenda following the global financial crisis. However, financial stability risks have risen on 
several fronts since the Russian invasion of Ukraine, and they may test the resilience of global financial 
markets amid huge uncertainties, especially should stress interact with pre-existing vulnerabilities.

Inflation pressure related to surging commodity prices has worsened the policy trade-off faced by central 
banks, raising concerns among investors about the readiness of central banks to backstop financial 
markets in the event of sharp declines in asset prices. Moreover, a sudden repricing of risk resulting 
from an intensification of the war, including a widening of the war beyond Ukraine and Russia, and an 
associated escalation of sanctions, may expose, and interact with, some of the vulnerabilities that have 
built up during the pandemic and lead to a sharp decline in asset prices.

Shipping costs of commodities have increased, and higher commodity prices have raised the financing 
needs of commodity traders and those involved along the supply chain. In addition, users of commodity 
derivatives (including commodity producers using futures or options for hedging purposes, commodity 
trading firms, dealer banks, levered investors like hedge funds, and investment funds) have faced sizeable 
margin calls on short positions in response to huge swings in commodity prices, testing the resilience of 
corners of global financial markets that were little known by the broader public only a few weeks ago. 
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With higher commodity prices expected to add to the inflation pressures that have already been 
accelerating, central banks are faced with a challenging trade-off between fighting multi-year high 
inflation and safeguarding the recovery at a time of heightened uncertainty about prospects for 
the global economy. Bringing inflation down to the target and preventing an unmooring of inflation 
expectations requires careful communication and actions to prevent a disorderly tightening of financial 
conditions. Such a tightening, especially if interacting with financial vulnerabilities, could pose risks to 
financial stability and weigh on growth.

The current volatility in the commodities markets can create serious market functioning problems. 
Typically, prices on major commodity markets move only a few percentage points on any given day. 
This enables commodity producers to enter a substantial amount of both short- and long-term hedging 
contracts of shorter and longer maturity, as was the case in early March before the rapid price increases. 
The strike prices of outstanding options contracts indicate that prices were already significantly 
beyond what traders were taking into consideration and hedging against. During such extreme events, 
counterparties may not have readily available resources to fulfil their derivatives obligations. As 
derivatives markets are important in distributing risks among producers and consumers of commodities, 
an impairment in their functioning may ultimately spill over into the already strained availability of 
commodities. More broadly, strains in derivatives markets may create liquidity stress and concerns about 
counterparty risk that may spill over to other corners of the financial system.

Dealer banks play a crucial role and have significant exposures in commodity markets. There is a 
material risk they may become a propagation channel of commodity market disruptions. They provide 
collateralised funding to finance the shipment of commodities. In addition, they provide leverage to some 
investors and act as intermediaries in commodity derivatives markets. For example, when commodity 
producers enter into a (short) future position to hedge against a drop in (future) commodity prices, 
dealer banks take the opposite side (long) of this trade. In turn, they then hedge their book by entering 
into an opposite trade (for example, on an exchange). Furthermore, they often offer lines of credit to their 
clients, which can be used at times of acute liquidity needs. 

In recent years, the number of dealer banks globally active in commodity markets has declined. These 
banks provide credit and liquidity to, among others, a small group of large energy trading firms that 
operate globally across several commodity markets. These firms are largely unregulated, mostly 
privately owned, and highly reliant on financing by dealer banks to operate. Market participants have 
also expressed concerns about dealer banks’ concentrated positions with respect to the assessment of 
aggregate exposures and risk management practices. 

Strains in commodity markets may also have adverse effects on end-users like commodity producers 
and consumers, including manufacturers reliant on raw material inputs and ultimately consumers. Amid 
supply chain disruptions and large price swings, banks may become less willing to finance commodity 
shipments. The cost of hedging through futures and options may become prohibitively expensive for 
some producers. In addition, in the event of a counterparty defaulting on a derivatives contract, smaller 
clearing members of exchanges may themselves face the risk of default, adding strains to the system.
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The global commodity market for nickel provides an illustrative example of some of the phenomena 
above. The London Metal Exchange (LME) suspended trading in the nickel market for six days after the 
three-month nickel forward price increased rapidly in early March 2022. Given that Russia is the world’s 
third-largest nickel producer, nickel prices have been on the rise since the start of the Russian invasion of 
Ukraine. 

As prices increased rapidly, certain market players were apparently unable to post the necessary margins 
with their brokers at the LME and the over-the-counter (OTC) derivative positions with banks. The LME 
suspended trading, cancelled all contracts executed in early March, and deferred physical delivery of 
maturing contracts. The LME cited orderly market grounds as a reason for its decision. 

On the long side of these trades were likely banks, commodity trading companies, hedge funds, and 
other investors standing to benefit from the price increases. Suspension of these trades, while giving 
some relief to counterparties holding short positions, wiped out profits of those on the other side, leading 
to widespread criticism from market participants. Trading resumed in mid-March 2022 under daily price 
change limits, which were reached and widened various times. 

To contain market volatility, the LME also imposed daily price limits on other base metals and, in late 
March, prohibited the submission of orders outside the daily limit. If margins are not posted, or contracts 
are cancelled on derivatives markets, large banks acting as dealers are left with open risk positions. 
While dealer banks typically hold small net positions, their gross positions are very large, as they act as 
intermediaries in the nickel and many other derivatives markets. Banks take both positions on exchanges 
and positions over the counter directly with clients. While dealers tend to run a matched book between 
long and short positions, if counterparties default or contracts are cancelled, this leaves banks with large 
open positions. Indeed, several large dealer banks were reportedly left with open short positions in early 
March due to unpaid margins.
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Nickel price (Index, 1 January 2022 = 100)

Sources: Bloomberg, Prescient Investment Management (as at 25 April 2022)

After rising early in the year on concerns about the inflation outlook, advanced economy nominal bond 
yields increased sharply in March through April amid heightened interest rate volatility, reflecting an 
increase in both breakevens and real yields. The yield increase accelerated in early April as investors 
reassessed their outlook for monetary policy following the formal commencement of the normalisation 
process by the Federal Reserve at its March Federal Open Market Committee meeting.

Breakeven inflation rates have risen significantly since the beginning of the year, mainly due to 
sharply higher commodity prices and its expected persistence. Looking at the chart US 10-year yield 
decomposition – changes YTD to 25 April 2022, since the beginning of the year, widening breakeven rates 
have occurred jointly due to an increase in both its underlying components, that is, an increase in (a) 
average expected inflation and also (b) a material increase in the embedded inflation risk premium – the 
compensation market participants require to cater for variance in future expected inflation outcomes. 

Looking at the second chart US 10-year yield decomposition to 25 April 2022, however, we notice that 
despite the notable increases in the underlying components of breakeven rates, the overall level of 
average inflation compensation embedded in US 10-year nominal bond yields, i.e., 2.36%, is not far from 
the Federal Reserve’s intended inflation target of 2.0% Core PCE inflation, given that Core PCE inflation 
generally averages 0.20% - 0.30% lower than headline inflation through the cycle.
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US 10-year yield decomposition - changes YTD to 25 April 2022

Sources: Bloomberg, Prescient Investment Management (as at 25 April 2022)

US 10-year yield decomposition to 25 April 2022

Sources: Bloomberg, Prescient Investment Management (as at 25 April 2022)
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