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Stock markets shrug off higher oil prices
By Ole S. Hansen, Senior Manager
The crisis in Libya escalated during the week and now more than half of its oil production is removed from the market. The U.S. stock market however staged a strong recovery as recent data points towards increased economic activity despite the ongoing surge in oil and food prices.
The European Central Bank surprised the market by signalling a rate rise as soon as next month in order to bring rising inflation under control. It was a surprise as Europe, just like several other regions, struggles with the potential effect of higher oil prices and in addition it could tip indebted EMU nations deeper into crisis.  The euro nevertheless strengthened against the dollar on the back of the striking difference between how the ECB and the Federal Reserve view the world. The yield spread between two-year German and U.S. government bonds, an important gauge for currencies, has widened by nearly 50bp over the last couple of weeks thereby supporting the euro rally.
Oil markets continue to react to headlines from the developing situation in Libya and elsewhere in the Middle East and North Africa. Signs that extra oil has begun to reach the market are emerging and unless the situation escalates or spreads to other countries in the region current inventories and price levels ought to be sufficient. For now though the continued uncertainty  means that established positions will be maintained and only a significant change could bring about some long liquidation.
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The Libyan crisis supports North Sea Brent crude prices as the Mediterranean crude market has tightened substantially and European refiners have to find alternative supplies to the high quality light sweet crude from Libya. The impact on jet fuel, diesel and gasoline in Europe is very noticeable as the price of these this week surpassed $1,000 per metric ton for the first time in more than two years. Meanwhile, in the U.S. the countrywide average price of gasoline continues to rise strongly and now costs $3.43 per gallon, some 23% above the 2010 average. 
Staying with the inflation theme, the Food and Agriculture Organisation of the United Nations’ index of global food prices rose to a record high in February, the eighth consecutive monthly rise.  Since June 2010, the index, which comprises 55 different commodities, has risen 40% and is now 5% higher than its 2008 peak. The International Monetary Fund said that the world is facing a prolonged period of high food prices on the back of a structural shift in demand. Temporary factors such as the weather shocks of 2010, which left many inventories at low levels, are still the main reason for the surge over the last six month. But structural changes in the global economy cannot be reversed and could mean higher prices in the years to come.
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All commodities bar a few rose last week for different reasons. The Thomson Reuters/Jefferies CRB Index gained more than 4% during the week, its strongest performance since December. Cotton and sugar both recovered strongly from a recent correction; with cotton now back in record territory as global supplies are failing to meet increased demand from China, the world’s biggest consumer. 
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In the week gold broke its shackles and raced to a new record high of $1,440, before declining again on news that rates in Europe could go up in the near future. This news brought to the fore expectations for higher rates elsewhere and this removed some support for gold, an asset class that does not carry any yield. Inflation projections and current unrest should however keep gold prices supported. The failure to break into a new territory has left a few nervous longs which need to be addressed before another attempt to move higher can be initiated.
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