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We visited China last week, with the aim of gauging Chinese sentiment, the impact of monetary tight-
ening measures on consumers and also investigating the scale and implications of copper’s use as a 
financing tool. We were already fairly bearish towards copper’s near term prospects before the trip. 
That negative feeling has intensified, with significant downside risks to copper prices emerging.  

• Anecdotally, something in the region of 600,000 mt of refined copper is currently sat in bonded 
warehouses in Shanghai, with perhaps another 100,000 mt in the southern ports. This is 
equivalent to around 11% of China’s total refined consumption and around 40% of China’s net 
refined copper demand.  

• Bonded stocks have climbed by around 300,000 mt since the beginning of this year, pointing to 
the absence of end use demand at the moment. The amount of metal is so high, that spare 
capacity at some bonded warehouses is running out, with some metal being stored outside.  

• The scale of the refined inventory casts into doubt the size of the expected refined deficit in the 
copper market this year, and raises the prospect of a balanced market, or even a small surplus.  

• More worryingly however is that the primary use of copper in bonded warehouse appears to be 
as a financing mechanism to provide cheap working capital for various types of business often 
unrelated to the metallic industry. Initially via a letter of credit and then by using deferred pay-
ment LC, they create a borrowing vehicle. Estimates for the amount of metal tied up in such a 
way range from 40-80% of total bonded stocks. Our estimates are towards the upper end of 
this range.  

• Property developers (or the property developing arms of conglomerates), appear to be behind 
the lions share of this type of activity, driven by  an unwillingness by domestic banks to extend 
finance, or the imposition of interest rates of anything from 10-20% when they do. On that ba-
sis, interest rates on metal of LIBOR + cost of funding look very attractive indeed.  

• A scenario of falling Chinese property prices, perhaps combined with a government clampdown 
on alternative sources of funding, would therefore be a devastating outcome for the copper 
market, simultaneously robbing the metal of an end-user and leading to a mini credit crunch. 
The obvious home for the bonded material would then be the LME warehouses in the Asian 
region, with very negative implications for sentiment towards copper prices.  

• Meanwhile, copper fabricators in the greater Shanghai region remain cautious in terms of de-
mand expectations. Chinese monetary tightening measures are impacting on sentiment, while 
copper tube manufacturers are also facing up to the spectre of substitution and a shift towards 
aluminium.  

• Inventory levels at fabricators are reportedly relatively low, suggesting a rapid recovery in both 
premia and prices if demand returns. In contrast however, our first hand (and thus largely anec-
dotal and unscientific) experience from last week showed that stock levels were ample and 
even excessive.  

• In that regard, the recent increase in CIF Shanghai copper premiums appear to reflect confu-
sion following the Japanese earthquake and tightly held material (a function of financing activ-
ity) rather than an increase in real demand. 
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• The only happy segment of the industry we came across were the copper smelters who, following the Japanese earth-
quake, suddenly have seen spot TC/RC’s of $150/mt and 15¢/lb 

• Seasonally speaking, April is a strong month for copper demand. If April fails to live up to its reputation as a strong 
month in terms of demand, then the metal’s immediate outlook is looking rather bleak. 

• In terms of the SHFE-LME arbitrage, the level remains depressed. With copper also now regarded as a financing tool, 
the arbitrage is likely to be artificially depressed for some time to come. Arguably, any arbitrage losses on metal that is 
brought into China, if financing deals are wound up, is perhaps more akin to an interest rate than a trading loss, i.e. an 
additional cost for the facility to that already paid to the financial institution.  

• With the SHFE-LME arbitrage remaining in negative territory, even more of the spare metal in bond, (not held on fi-
nance), may be re-exported and delivered into LME warehouses over the coming weeks and months. This alone should 
keep a lid on prices and prevent the market getting too carried away, even without any potential implosion in China. 

So what is keeping copper prices elevated? 

• Given inflation figures, real interest rates in China are essentially negative. In that regard, holding physical assets with 
intrinsic value makes sense. This is a similar story for the Western markets, with ultra low interest rates and abundant 
money supply keeping commodity prices well supported.  

• While copper has emerged as a financial instrument over the past decade and has stretched its links to the underlying 
fundamental drivers, cheap money supply alone is not enough to see copper set new record prices without the physical 
market also joining in. We believe cheap money supply is enough to maintain the status quo however, if investor confi-
dence in copper’s longer term bull story remains intact. 

Looking ahead 

• Our own confidence in copper’s bullish fundamentals has taken a knock over the past week. We have been negative 
over copper’s short term prospects for some time now, with nothing over the past week emerging to challenge that 
view. Our expectations are still for a modest refined deficit of 385 kt this year, loaded towards the year-end, although 
this is on negative watch for the time being. 

• With total bonded warehouse stocks of 700 kt, SHFE stocks of 172 kt and LME stocks of 440 kt, there is a lot of copper 
in the system that needs to be worked though. If a rebound in Chinese activity does not emerge in Q2, then we will 
have to have a significant reappraisal of copper’s medium term picture as well.  

• While the doom and gloom scenario’s are not certain to happen, the risk to prices are firmly to the downside for the 
moment with a pullback towards $8,000 not out of the question. Any potential Chinese government action on alternative 
funding sources would however mean all bets are taken off the table, with the risk then emerging of a much more sig-
nificant and devastating pullback in prices. 



3 
Commodities 

Commodities Strategic —  18 March 2011 

Disclaimer 
Certification 

The analyst(s) who prepared this research report (denoted by an asterisk*) hereby certifies(y) that: (i) all of the views and opinions expressed 
in this research report accurately reflect the research analyst's(s') personal views about the subject investment(s) and issuer(s) and (ii) no part 
of the analyst’s(s’) compensation was, is or will be directly or indirectly related to the specific recommendations or views expressed by the 
analyst(s) in this research report. 

Conflict of Interest 

It is the policy of The Standard Bank Group Limited and its worldwide affiliates and subsidiaries (together the “Standard Bank Group”) that 
research analysts may not be involved in activities in a way that suggests that he or she is representing the interests of any member of the 
Standard Bank Group or its clients if this is reasonably likely to appear to be inconsistent with providing independent investment research.  In 
addition research analysts’ reporting lines are structured so as to avoid any conflict of interests.  For example, research analysts cannot be 
subject to the supervision or control of anyone in the Standard Bank Group’s investment banking or sales and trading departments.  However, 
such sales and trading departments may trade, as principal, on the basis of the research analyst’s published research.  Therefore, the proprie-
tary interests of those sales and trading departments may conflict with your interests. Please note that one or more of the analysts that 
prepared this report sit on a sales and trading desk of the Standard Bank Group. 

Legal Entities: 

To U. S. Residents 

Standard New York Securities, Inc. is registered with the Securities and Exchange Commission as a broker-dealer and is also a member of 
the FINRA and SIPC. Standard Americas, Inc is registered as a commodity trading advisor and a commodity pool operator with the CFTC and 
is also a member of the NFA. Both are affiliates of Standard Bank Plc and Standard Bank of South Africa. Standard New York Securities, Inc 
is responsible for the dissemination of this research report in the United States. Any recipient of this research in the United States wishing to 
effect a transaction in any security mentioned herein should do so by contacting Standard New York Securities, Inc. 

To South African Residents 

The Standard Bank of South Africa Limited (Reg.No.1962/000738/06) is regulated by the South African Reserve Bank and is an Authorised 
Financial Services Provider. 

To U.K. Residents 

Standard Bank Plc is authorised and regulated by the Financial Services Authority (register number 124823) and is an affiliate of Standard 
Bank of South Africa. The information contained herein does not apply to, and should not be relied upon by, retail customers. 

General 

This research report is based on information from sources that Standard Bank Group believes to be reliable. Whilst every care has been taken 
in preparing this document, no research analyst or member of the Standard Bank Group gives any representation, warranty or undertaking 
and accepts no responsibility or liability as to the accuracy or completeness of the information set out in this document (except with respect to 
any disclosures relative to members of the Standard Bank Group and the research analyst’s involvement with any issuer referred to above). 

All views, opinions and estimates contained in this document may be changed after publication at any time without notice. Past performance is 
not indicative of future results. The investments and strategies discussed here may not be suitable for all investors or any particular class of 
investors; if you have any doubts you should consult your investment advisor. The investments discussed may fluctuate in price or value. 

Changes in rates of exchange may have an adverse effect on the value of investments. This material is not intended as an offer or solicitation 
for the purchase or sale of any financial instrument. Members of Standard Bank Group may act as placement agent, advisor or lender, make a 
market in, or may have been a manager or a co-manager of, the most recent public offering in respect of any investments or issuers refer-
enced in this report. Members of the Standard Bank Group and/or their respective directors and employees may own the investments of any of 
the issuers discussed herein and may sell them to or buy them from customers on a principal basis. This report is intended solely for clients 
and prospective clients of members of the Standard Bank Group and is not intended for, and may not be relied on by, retail customers or per-
sons to whom this report may not be provided by law. This report is for information purposes only and may not be reproduced or distributed to 
any other person without the prior consent of a member of the Standard Bank Group. Unauthorised use or disclosure of this document is 
strictly prohibited. By accepting this document, you agree to be bound by the foregoing limitations. Copyright 2011 Standard Bank Group. All 
rights reserved. 


