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THE SPECIALIST IN TRADING AND INVESTMENT


Commodities wobble on the back of China and U.S. stocks
Ole S Hansen, Senior Manager, Saxo Bank

Some commodities reacted negatively to another round of strong economic data from China and the S&P 500 which had its first minor correction of 2011. 
Precious and industrial metals suffered the most as fears are growing that China is overheating after growth figures for the end of 2010 rose stronger than expected while inflation remain above target and look set to increase further in the months ahead.
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The U.S. stock market saw the first proper retracement in two months but whether the technical overbought situation will result in a deeper correction, is the big question given the resilience of this market over the past six months. What is clear is the strong correlation between the S&P 500 and the performance in other markets. Should the initial wobble turn into a deeper correction commodities will most likely, despite strong fundamentals, also run into corrections.
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On the currency markets the dollar moved back into red primarily due to a Euro that has surged by five percent over the past couple of weeks. With inflation in the Euro zone moving above two percent the ECB president came out with hawkish comments. This led to the German two-year government benchmark yields climbing to 68 basis points above equivalent U.S. maturity, a two year high, thereby supporting the euro from a carry perspective.
The mentioned dollar weakness failed to lift commodities with the Reuters Jeffries CRB index being flat on the week as the economic data from China weighed on sentiment. The main loser is silver; one of the star performers of 2010, having fallen six percent over the last week as short term investors pulled out of futures and ETF positions. 
Gold investments through ETFs have now fallen back to August levels having dropped by 48 tons since the December 20 high. Total investment is still holding above 2,000 tons but has been dragged lower by the liquidation in silver and the fact that the gold market is very liquid and provides investors with a quick way of realizing cash. 
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Major support levels in gold points towards the October and November lows at 1,330 and 1,315 ahead of 1,280 being the crucial 200 day moving average. Silver meanwhile looks vulnerable having broken the uptrend and subsequent fallen below 28 dollar which is now resistance. Support can be found at 26.35 followed by 25.00.
Industrial metals, such as copper, lost ground on concerns that continued economic tightening in China will reduce demand. Earlier in the week however LME copper reached a new record high as a global shortage of 500-600,000 tons has been projected for 2011. Any retracement will on that basis probably be short lived.
The world of crude oil finds itself in a state of confusion as doubts about the credibility of the two global benchmarks have been raised. The price of WTI crude is being viewed as too cheap, as the supply overhang at Cushing Oklahoma, the landlocked delivery hub, has raised questions about its ability to reflect the global demand situation.
 Meanwhile North Sea Brent crude which reached a high of 99.2 dollars recently and trades more than seven dollars above WTI has come under some scrutiny. It turns out an American trading group has taken control of nearly one third of cargoes for February deliveries. This has helped inflate the price of Brent and raise questions about what constitute a fair value of crude oil in general.
The International Energy Agency predicts that 2011 demand will rise by 1.4 million b/d to 89.1 million after having risen by 2.75 million b/d in 2010, the strongest growth in 30 years.  At the same time they warned that current high crude prices could put a brake on the economic recovery. It looks as if Saudi Arabia agrees with this assumption as they have quietly begun to increase production thereby preventing prices from reaching the psychological level of 100 dollars.
Non OPEC production is only expected to rise by 0.6 million b/d in 2011 leaving OPEC, the “Central Bank of Oil”, with some very important decision making during the coming year as they hold the key as to when the potential shortfall will be met with an official increase in output.
WTI crude is currently holding the 87 to 92.50 dollar trading range and the main risk to the downside, apart from potential stock market weakness, continues to be the speculative long futures positions which remain elevated at 169 million barrels. 
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Turning to the agricultural sector the fight for U.S. acreage has begun with rice seeming to be losing out as farmers switch to more profitable grains like corn and wheat. The price of U.S. rice rose five percent this week as a consequence and could increase the nervousness currently surrounding food security given rice importance as a stable diet for billions of people.
La Nina, the wet weather pattern, which have caused destructive flooding in Australia and Southeast Asia may be approaching its peak but is expected to last for another two months. This continues to highlight the impact on food prices and inflation, that adverse weather across the globe has caused over the last year.  
Finally looking at the sector performances as defined by the Dow Jones UBS sector indices we see that grains continues to be the main performer while the two metal sectors sits at the bottom.
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