

Commodities consolidating after recent rally

Commodity markets had a quiet week following their rally during early July. As the summer holiday season approaches its peak across many countries activity has been relatively low with focus firmly on the sovereign debt crisis in Europe and the U.S. On Thursday European Union leaders reached an agreement that they hope will provide a definitive line in the sand and prevent the debt crisis from spreading to Italy and Spain. 

Meanwhile, in the U.S. hopes have been increasing that politicians will be able to break the deadlock and reach agreement on how to raise the debt ceiling before the August 2 deadline. Failure to do so would have severe consequences as the government would otherwise begin to default on its obligations. 

Slow week for commodities as stock markets shine
Stock markets had a good week on either side of the Atlantic as investors belief in a fitting solution to both debt problems triggered some buying combined with better than expected earnings from U.S. tech giants, like Apple which continues to accumulate cash at a rate that would make any government jealous.

The Reuters Jefferies CRB index, having recovered half of what was lost during the May to June correction, was flat on the week as movements across the different commodities were pretty small apart from sugar and coffee. Even the high dollar correlated commodities failed to get a boost from the weaker dollar which was down on the week against a basket of currencies.
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Crude oil testing resistance
WTI crude oil rose again and was heading for a fourth week of gains helped by a weaker dollar, easing debt crisis concerns and no extension of the strategic stock release from the International Energy Agency. The IEA announced on June 23 that 60 million barrels of reserves would be released in order to make up for some of the shortfall from lost Libyan exports. This oil will begin to reach the market shortly and combined with signs of higher output from OPEC and a general slowdown in economic activity it should help alleviate bottlenecks. 

China’s oil consumption in June slowed to 9 million barrels per day, the slowest annual increase since 2009. It could indicate that the current moves by the Central Bank to steer the economy towards a soft landing are succeeding. With some of the developed economies going through a period of slowing growth, demand from China in the months ahead holds significant importance for the future development of oil prices.

The price of both WTI and Brent traded back at the higher end of their recent ranges with the 100 dollar mark on WTI and 120 dollar mark on Brent continuing to offer some resistance. The spread between the two also narrowed back below 20 dollars as the stock levels at Cushing, the delivery hub for NYMEX WTI crude, fell to a seven-month low. Over the last decade the months from August to November have historically shown small or negative returns as demand following the peak summer demand falls back. Any signs of economic activity picking up again however could trigger another move higher given the low levels of spare capacity with Libyan oil still removed from the market.

Precious metals taking a breather
The price of gold and silver eased off towards the weekend as European leaders struck a deal to save the smaller EU nations from defaulting. As much of the recent gold rally into new record territory has been driven by the European debt crisis, the initiatives announced Thursday now carry the risk of investors reducing exposure. Silver is currently confined to a 38 to 41 dollar range while gold will be looking for support down towards the previous record high of 1,577.50
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The overall outlook for higher prices in the months ahead has not changed but every new high in gold over the last couple of years has been followed by a period of minor corrections, and this seems to be the most likely scenario once again. What could change the outlook near-term is U.S. government failure to reach an agreement on raising the debt ceiling which could also trigger additional dollar weakness.

The ratio between gold and silver continues to be confined in a 39.5 to 44.5 range with the attempt this week to drive silver higher and the ratio lower, failing yet again. Investors looking to move back into silver have not forgotten the extreme volatility and market collapse back in April and as a result they are now managing their exposure much more carefully.

Heat wave supporting corn and soybeans
The heat wave that has engulfed large parts of the U.S.A. has been the driver for higher corn and soybean prices. Some of the heat is expected to ease over the coming week and should help stabilise prices. The price of soybeans however is near the highs of the year as hot weather, a weaker dollar and higher than expected export sales underpin prices.

Meanwhile, the price of wheat remains subdued at the lower end of its 2011 range as increased competition for international tenders points towards ample supplies in the months ahead. Russia has raised its grain export forecast by 3 million tonnes to 18 million tonnes as this year’s harvest could be 90 million tonnes, up from 85 million tonnes previously.

Sugar back above 30 cents
The strong rally that raised the price of sugar by 50 percent during the past few months continued again this week after a recent pull back. The rally has all been about the expectations for a reduced crop output in Brazil. A report this week concluded that Brazil, the world’s biggest producer, is overestimating how much sugar it will produce this year as ageing crops, lower than expected rainfall and early frost have reduced the yield and quality of production.

The price of near-month sugar reached a 30 year high of 36 back in February before a sharp correction was followed by this recent rally back towards the 30 cent level. Deliveries into the October futures contract rely primarily on supplies from Brazil as Northern Hemisphere harvests typically do not reach the market until late in the year. 

Coffee at five-month low
At the other end of the performance scale we find coffee as it lost nearly 7 percent on the week and reached a 5 ½ month low in the process. Above average temperatures in Brazil, the world’s largest producer of high quality coffee has helped reduce any potential for frost damage this season. Historically low coffee stocks however will leave prices exposed to the upside should the weather situation change for the worse.

Strong base metals despite numerous hurdles
Despite the ongoing slowdown in economic growth in both emerging and developed economies we have seen a strong performance from the base metal complex over the last month. The composite index, which is a weighted index comprising the six base metals, has returned six percent during this time.

This strength has emerged despite several factors pulling the other way, such as economic slowdown, especially the deceleration in Chinese economic activity in the first half. This is important as China consumes close to 40 percent of all base metals. A continued strong performance in the months ahead therefore very much hinges on China. Its policy stance has reduced demand due to tougher access to credit, thereby artificially restraining robust underlying demand, such as the building of social housing with millions of units being built over the next 18 months. 
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