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Global Commodities

Systematic backwardation strategy a decent but not perfect hedge
against prolonged SoH closure

CITI'S TAKE

Backwardation QIS profited from supply disruptions due to the Iran conflict.
The strategies can gain from further escalation and energy shocks, while
de-escalation and grain price spikes pose the biggest downside risks.

Commodities backwardation QIS typically go long/overweight commodities with
backwardated futures curves and go short/underweight commodities with
contangoed curves (see Figure 1). Backwardation QIS have seen positive returns
YTD, in ayear that's been so far adverse for other systematic commodities strategies
including curve carry and volatility carry on certain commaodities (see Figure 2).

The fundamental rationale for backwardation QIS is that the term structure of a
commodity curve can be a good indicator of its return outlook by revealing short-
term supply and demand dynamics. Acommodity with a backwardated curve likely
faces constrained supply or high demand implying a bullish near-term return
outlook, whereas a commodity with a contangoed curve likely has ample supply or
low demand implying a bearish near-term return outlook. Strategy implementation
varies on contract tenor, rebalancing frequency, leverage ratio, choice of short leg
(e.g. using contangoed commodities or simply benchmark indices), etc.

Backwardation QIS have historically outperformed during supply disruptions,
particularly when associated with high dispersion across commodities returns.
For example, when oil and products rallied on geopolitical shocks or when natural
gas/agriculture commodities rallied on weather shocks, and other commodities
markets (e.g. metals) stay relatively quiet/less stressed, commodities with relatively
backwardated curves (energy/ags in this example) tend to outperform the others or
the board-based indices, leading to positive returns on backwardation QIS (see
Figure 3). Backwardation strategies have underperformed during recessions and
demand shocks, amid broad contangoes and low dispersion (see Figure 4).

Backwardation strategies have managed to capture the energy rally following the
outbreak of the Iran conflict. As crude curves have been in backwardation since
Dec'25 and the product curves have been backwardated for longer, backwardation
QIS werelong/overweight on the petroleum complex heading into the conflict. Using
Citi's Term Structure Alpha Il (GSLE) backwardation index (BBG ticker: CCUDTSLN
Index) as a proxy, the strategy was up 4.88% since the conflict broke out - of which
5.29% of the gain came from energy and 0.58% from aluminium (see Figure 5).

We have highlighted backwardation strategies as potential outperformersin the
re-escalation scenario in our Iran conflict systematic playbook in April. The
strategies are now still long/overweight on the petroleum complex, commodities
most subject to Strait of Hormuz disruption risks (see Figure 6). While our base case
assumes de-escalation and SoH reopening over the coming weeks, re-escalation
and prolonged disruption will likely lead to further price upside. Top downside risks
for backwardation QIS include de-escalation which materially weakens the front
end of the energy curves, as well as upside in grains prices as backwardation QIS
are now short CBOT grains due to their still contangoed curves.
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Figure 1. lllustration of a typical backwardation QIS strategy, using Citi Term Structure Alpha Il (GSLE) Index (BBG ticker:
CCUDTSLN Index) as an example. The strategy systematically goes long relatively backwardated commodities and short
most commodities in the benchmark index (S&P GSCI Light Energy Index)
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Figure 2. Backwardation strategies have outperformed YTD as Iran conflict driven market volatility hurt performance for
other systematic strategies such as curve carry and volatility carry on certain commodi
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Figure 3. Backwardation QIS outperformed following the
outbreak of the Russia/Ukraine war. Using CCUDTSLN
Index as a proxy, backwardation QIS benefited from
long/overweight position on energy and select metals for

which Russia is a major producer

Figure 4. Backwardation QIS underperformed following the
first global outbreak of the COVID pandemic as prices

collapsed across commodities sectors on extreme
demand/recession fears leading to low dispersionin

returns and broad contangoes
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Figure 5. Backwardation QIS outperformed following the outbreak of the Iran
conflict this year, with energy and aluminium (commodities whose flows are
most disrupted by the Strait of Hormuz situation) accounting for vast majority
of the positive performance so far
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Figure 6. Using CCUDTSLN Index as an example, backwardation QIS are still long the petroleum complex (due to

continued curve backwardation) and short CBOT grains (due to continued curve contango despite recent spot price

gains). De-escalation hitting energy prices and spot grain price spikes are now the key downside risks for the strategy
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