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On the heels of an exuberant and gainful 2006, commodity markets are off to a rather turbulent 
start in 2007.  In the first two weeks of the year the CRB Index (Commodity Research Bureau – 
a broad-based commodities index) is down 7% – a substantial correction for such a short 
period of time.  The price of oil took it on the chin the hardest, down 15% from $61 per barrel to 
$52 in a matter of days [now approaching $50 as we go to press].  With few exceptions, almost 
all commodities began the year on a downdraft.  As we write, copper and zinc are both down 
over 10%.  (In the first week of the year copper took a 12% beating!)  Gold is down 2%, though 
at one point was down 5%.  Silver, cobalt, lead, and coal are all down in the 2-5% range.  The 
notable exceptions to the rout so far have been nickel and natural gas, which began the year 
on up notes of 9% and 5%, respectively, to date.  The price of uranium has also proved 
resilient.  Although the spot price of uranium only gets reported on a weekly basis, at $72 per 
pound it is unchanged from the start of the year and thus far remains immune to what has 
befallen other commodities in the first weeks of 2007.  As a testimony to the turbulence 
commodity markets are experiencing, wheat, corn, soy, and other agricultural products began 
the year on down notes, only to rebound sharply in the past week due to plummeting 
inventories and the fear of shortages (in the case of corn, it is due to soaring ethanol 
production).  The price of corn is up over 12% in the past week.  The markets can be fickle 
indeed!  

Be that as it may, the correction throughout much of the commodities complex has been so 
quick and so violent that it has led many to believe that the commodity bull market that began in 
2001 is now coming to an end.  Because much of our fortune, and that of our clients, is heavily 
invested in the commodities area, it should go without saying that we take such claims very 
seriously.  Is the secular bull market for commodities over?  Or is this merely a short term blip in 
what will continue to be a long term bull market?  We concede that technical prowess is not our 
forte, preferring to focus on the long term fundamentals in our investment decisions.  As such, 
we would answer the latter question in the affirmative and the former in the negative.  No, we 
don’t believe the commodity bull has been slain.  There are financial, and perhaps even 
geopolitical, games afoot that are suppressing prices for the time being.  However, the long 
term fundamentals, which remain tied to real world supply and demand (and not that artificially 
created by the financial world) remain well intact in our opinion.   

Nowhere is this financial phenomenon more evident than what happened to Amaranth in 
September of last year.  If you recall, Amaranth was a commodities hedge fund (one of the 
largest in the US) that at one time managed $9 billion.  They were caught offside in the natural 
gas futures market.  Due to their use of leverage, margin calls forced Amaranth to unwind their 
positions as losses compounded – this in a market that was relatively illiquid in comparison to 
Amaranth’s substantial natural gas futures holdings.  This caused initial losses to beget more 
losses, and the rest is history.  Amaranth had to wind down and close shop as investors lost a 
mind boggling $6 billion in two weeks.  Note that Amaranth’s call on natural gas may ultimately 
have proven to be correct, given that natural gas has been one of the few commodities to rise 
in price substantially since that time.  However, especially in cases where leverage is 
employed, the old adage that “markets can remain irrational longer than you can remain 
solvent” held true in stark fashion.  
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We believe similar dynamics have befallen commodities in the first weeks of this year – being 
subjected to financial games that caught certain funds and large traders offside, forcing them to 
sell.  Due to the massive proliferation of hedge funds and derivatives, we live in an age where 
the financial (a.k.a. paper pushing) world has gotten so large that it dwarfs the real world 
demand for limited natural resources.  Just compare the size of the global derivatives market, 
approaching $400 trillion in notional value (and growing at last count by 30% in six months), to 
the size of global GDP, which is a paltry $44 trillion by comparison (and much of that already 
finance driven, as evidenced by the massive bonuses paid by Wall Street firms to their 
employees last year).  Furthermore, thanks to the outperformance of commodities relative to 
paper-based assets in the past several years, there can be little doubt that commodity markets 
are being increasingly subjected to the financial machinations of hedge funds and traders that 
operate in the paper world.  Thus, when Goldman Sachs cut the energy weighting of certain 
commodity indices by up to 50% earlier this year, it created forced sellers in the market.  Many 
funds were doubtless caught offside, à la Amaranth, but with losses not large enough to make 
headlines. Nonetheless, it sent commodity markets scurrying.  

Other factors that may be affecting commodity prices in the short term are: (1) the 
strengthening US dollar, (2) the warm winter thus far in North America and Europe, (3) recently 
released Federal Reserve minutes that hinted at further rate hikes if inflation persists, (4) the 
belief that the global economy will weaken in 2007, and (5) rising inventories of certain 
commodities.  We believe (1) and (2) are temporary (global warming notwithstanding), (3) is 
unlikely to occur unless (4) does, and (5) is painting a distorted picture as temporary and/or 
local factors weigh in on inventory levels.  

Let’s first speak to the supposed weakening of the global economy.  For one thing, we would 
like to point out that the economists who ascribe commodity price weakness to a pending US 
recession are speaking from both sides of their mouths.  The general consensus among said 
economists is that the US economy will grow 2.5% this year – hardly a recession.  Be that as it 
may… even though the US economy is weakening, it is no longer the case that the rest of the 
world must follow the US lead.  With the ongoing industrialization of China and India, the 
resurgence of Russia as an economic powerhouse, and the boom being experienced in many 
other parts of the world, the days when commodity demand was reliant on the health of the US 
economy are continually diminishing with each passing year.  

Given the latest data for the Chinese economy, we find it hard to believe that global demand for 
commodities can be expected to weaken anytime soon.  Quite the contrary.  GDP grew 10.2% 
last year and is expected to “slow slightly” to 9.5 - 10% growth this year.  Industrial production 
increased 17.2% in the first three quarters of 2006.  Chinese trade (imports plus exports) grew 
24% last year.  The Chinese economy continues to suck up natural resources at an alarming 
rate.  Already they are the number one consumer of many commodities.  They are the world’s 
number one consumer of coal, consuming twice as much as the US.  They are the number one 
consumer of copper, consuming 50% more than the US.  They are the number one consumer 
of aluminum, zinc, iron ore, and steel.  They recently became the number two consumer of oil, 
surpassing Japan but still significantly behind the US.  The Chinese share of global oil 
consumption has doubled in the past decade, from 4% to 8%, resulting in 4 million barrels per 
day of incremental oil demand.  Chinese demand for most other commodities has tripled in that 
time.  Automobile consumption grew 25% last year and has tripled in the last five years.  If 
China were ever to consume as much oil per capita as the US, it would mean the world needs 
to find 80 million barrels per day of new oil production, or almost double what is being produced 
globally today.  That’s just for China.  Although India is behind China in terms of 
industrialization, its economy is growing at a 9% rate according to the latest data.  For these 
reasons, and these alone, we believe the importance of the US in global commodity markets is 
continually shrinking over time.  
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So why the large price correction, especially in commodities that China will only consume more 
of, such as copper and oil?  One point worth noting is that copper in China is currently trading 
at a premium to the LME (London Metal Exchange) price – a 25% premium in fact.  This 
compares to only a 10% premium during most of last summer.  Furthermore, copper inventories 
on the Shanghai Futures Exchange have been declining since June, with only a slight uptick in 
recent weeks.  There is also evidence that Chinese consumers were destocking copper in 2006 
to take advantage of high prices, by an amount that (according to some estimates) equates to 
almost 3% of world copper supply.  Copper analysts are claiming that this destocking is now 
over and Chinese consumers (especially in power generation, which accounts for almost half of 
Chinese copper demand) now find themselves short of the metal.  This should all bode well for 
copper demand going forward. Commodities are a global market, thus local distortions are 
unlikely to persist in the long run.   

We believe another temporary factor that has been suppressing copper prices is the abrupt 
weakness in the US housing market.  It wouldn’t be an exaggeration to say that the US housing 
market has fallen off a cliff in the latter half of 2006.  New residential construction is a significant 
source of copper demand, with the average home taking approximately 400 pounds of copper 
to build.  As the inventory of unsold homes in the US swelled, homebuilder demand for copper 
must have fallen precipitously – only to return when unsold inventories are whittled away and 
new construction can begin once again.  This would cause the demand for copper to bottom 
before the demand for housing does.  Put another way, if new home starts fall from 1.25 million 
to, say, 1 million, then copper demand from housing should fall 20% in the long run.  However, 
there will be a transition period when demand falls by much more than that (conceivably even a 
100% drop) if the decline in housing demand was unanticipated by homebuilders (which it 
clearly was).  Thus, builders simply stopped ordering copper.  We would anticipate that even in 
a weakening housing market in 2007, US homebuilder demand for copper will likely be stronger 
than it was in the second half of 2006.  Weak demand, and the subsequent build-up of copper 
inventories, was a temporary factor that may have suppressed copper prices. 

We believe there are also temporary factors suppressing the oil price.  The financial world was 
quick to profit during the bull times, and now they are similarly quick to bail (and short) during 
periods of weakness.  There may also be geopolitical factors at play, such as the Saudis 
(doubtless with the backing of US) wanting to break the back of Iran by suppressing the oil 
price.  We don’t generally pay heed to such hearsay (unless we know it to be true), preferring to 
concentrate on the fundamentals.  The fundamentals for oil continue to be highly favourable.  In 
fact, the issues the oil markets face are staggering.  As we’ve already mentioned, Chinese and 
Indian demand for oil threatens to grow exponentially as they continue to build the wealth to 
become consumerist societies like the West.  Furthermore, the supply side of the equation 
continues to face daunting issues.  North Sea production, at one time representing 8% of world 
oil supply, has peaked and is declining precipitously.  Norway recently dropped its forecast for 
2007 oil production by 15%.  Britain’s crude oil production, which peaked before Norway’s, fell 
15% last year.  Mexico’s Cantarell oilfield, the second largest in the world, fell 10% or 200,000 
barrels per day in a six month period.  British Petroleum, one of the largest oil companies in the 
world, recently reported the sixth straight quarterly decline in oil production, losing 400,000 
barrels per day in the past year.  A mechanical problem on the Hibernian platform resulted in 
80,000 barrels per day being temporarily taken out of production.  Venezuela is threatening to 
nationalize its oil industry and kick foreign companies out.  The Middle East (Iran, Iraq) remains 
a powder keg of instability and threatens to become only more so in 2007.  A dispute between 
Russia and Belarus almost took 1 million barrels per day of oil off the market.  These factors 
are rarely incorporated by analysts in supply models.   

Issues such as these don’t only relate to Peak Oil but are prevalent throughout the commodities 
space, as we explained in last year’s “Of Oilsands and Caviar and Malthus”.  Delays, 
disruptions, and logistical issues continue to make headlines.  The Bolivian Mining Ministry 
unexpectedly announced a proposal to increase mining taxes in the country by 600%, to be 
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made official over the next few weeks.  This at a time when capital and operating costs of 
mining are already going through the roof, making projects prohibitive in spite of the rise in 
commodity prices in recent years.  Bolivia happens to be rich in silver and zinc.   

Also in the news: Flooding recently disrupts BHP’s nickel operations in Western Australia.  As 
we Canadians all know, flooding at Cigar Lake last year threatens to throw future uranium 
supply into disarray.  Chile’s Codelco, the world’s largest copper producer, warns that a 
potential rock slide at Chuquicamata, its largest mine, could disrupt copper production.  A strike 
at Eramet’s New Caledonia plant threw out their nickel production for four months.  We don’t 
believe such disruptions, and the potential for more, are being taken fully into account by the 
markets.  

We don’t believe there is anything in the fundamental picture for commodities that has changed 
in the first two weeks of 2007.  Our view is that we are in the midst of a short term correction.  
Those who adopt leverage should be worried.  Those who don’t can afford to be patient.  We 
believe patience will be aptly rewarded here.  In the long run, it will be real end-use demand for 
commodities that will matter.  On that front, the story for commodities that China, India, and 
other developing economies will need is far from over.   

Every now and then the astute investor is rewarded with a present – an investment thesis that 
can be bought and forgotten about for a decade.  We believe this was the case for various 
commodities at one time or other during this decade.  Gold in 2001.  Oil in 2004.  Base metals 
in 2005.  It has been a profitable run so far, but we believe it still has several years to go.  
Although we remain attuned to anything that may change our view, unless and until we see 
evidence to the contrary, the commodity bull will remain a cornerstone of our investment 
portfolio.  
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