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Commodity-Backed Currencies

Understanding the Influence: A Guide to Commodity-Backed
Currencies in Forex

In the global Forex market, certain currencies exhibit a distinct sensitivity to the price
fluctuations of raw materials. These are often referred to as commodity currencies. While the
term “commodity-backed forex” might evoke historical systems where currencies were
directly convertible to a fixed amount of a commodity like gold, today it more accurately
describes the currencies of resource-rich currencies whose economies are significantly
dependent on the export of specific commodities. Understanding the Forex commodity link is
crucial for traders looking to navigate these unique currency dynamics.

What are Commodity-Linked Currencies (Commodity
Currencies)?

Strictly speaking, most modern currencies are fiat currencies, meaning their value is not
backed by a physical commodity but by government decree and market confidence. However,
the term “commodity-backed” is often used loosely in Forex to refer to currencies from
countries whose export revenues, and therefore economic health, are heavily reliant on the
sale of one or more major commaodities (like oil, metals, or agricultural products). A more
precise term is commodity-linked currencies or simply commodity currencies.

The value of these currencies often shows a correlation with the global prices of their key
export commodities. When the price of a nation’s primary commodity exports rises, its
currency tends to strengthen, and vice versa.

Key Examples of Commodity Currencies and Their Associated
Commodities

Several major and emerging market currencies are recognized for their link to commodity
prices:

e Australian Dollar (AUD): Australia is a major exporter of iron ore, coal, gold, natural
gas, and agricultural products like wool and beef. The AUD often correlates with the
prices of these key resources, particularly industrial metals.

e Canadian Dollar (CAD): Often called the “Loonie,” the CAD is significantly influenced
by crude oil prices, as Canada is one of the world’s largest oil producers and
exporters. Natural gas prices also play a role.

* New Zealand Dollar (NZD): The “Kiwi” is closely tied to agricultural commodity prices,
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especially dairy products (like whole milk powder), meat, and timber, as New Zealand
is a major exporter of these goods.
¢ Norwegian Krone (NOK): Norway is a major oil and natural gas exporter in Europe,
making the NOK highly sensitive to energy price fluctuations.
e Other Examples:
o South African Rand (ZAR): Influenced by prices of gold, platinum group
metals, and coal.
o Russian Ruble (RUB): Heavily impacted by oil and natural gas prices (though
access and trading may be restricted in some jurisdictions).
o Brazilian Real (BRL): Linked to iron ore, soybeans, coffee, and sugar.
o Chilean Peso (CLP): Strongly correlated with copper prices, as Chile is the
world’s largest copper producer.

Why Do Commodity Prices Influence These Currencies?

The link between commodity currencies and commaodity prices stems from fundamental
economic principles:

e Export Revenues & Terms of Trade: When the price of a country’s key export
commodity rises, the nation earns more foreign currency for the same volume of
exports. This improves its terms of trade (the ratio of export prices to import prices) and
increases the demand for its local currency to pay for these commaodities, causing it to
appreciate.

e Economic Growth and Investment: Higher commodity prices can boost the
profitability of resource companies, leading to increased investment in the sector, job
creation, and overall economic growth in the exporting country, thereby supporting its
currency.

e Capital Inflows: Strong commodity prices can attract foreign investment into the
resource sector and the country’s assets, further increasing demand for the local
currency.

¢ Inflationary Pressures: Rising commodity prices can sometimes contribute to inflation
within the exporting country. This might prompt the nation’s central bank to adopt a
more hawkish monetary policy (e.g., raise interest rates), which can also attract foreign
capital and strengthen the currency.

¢ |Investor Sentiment: Commodity prices are often seen as a barometer of global
economic health. Rising commodity prices can signal a “risk-on” environment, which
often benefits resource-rich currencies.

Analyzing and Trading Commodity-Linked Currencies
Traders looking to capitalize on the Forex commodity link often employ these approaches:

¢ Monitoring Commodity Markets: Keeping a close watch on the price charts and news
related to key commodities (e.g., WTI/Brent crude oil, gold, iron ore, dairy futures) that
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affect the currency of interest.

e Correlation Analysis: Assessing the historical correlation between a specific
commodity and a currency pair. For instance, observing if the AUD/USD rises when
iron ore prices increase.

e Fundamental Analysis: Considering global supply and demand forecasts for relevant
commodities, geopolitical events affecting production, and economic data from both the
commodity-exporting country and its major trading partners.

¢ Intermarket Analysis: Understanding how related markets (e.g., the USD index,
global equity markets) might influence both commodity prices and commodity
currencies.

Factors That Can Weaken or Disrupt the Correlation

While the link is often strong, it's not infallible. The correlation between commodity prices
and commodity currencies can weaken or even temporarily reverse due to:

e Overriding Domestic Factors: Monetary policy decisions by the country’s central
bank (e.g., unexpected interest rate changes), significant domestic economic data
releases, or political instability can overshadow commaodity price influences.

¢ Global Risk Sentiment: During periods of extreme risk aversion, even rising
commodity prices might not prevent a flight to perceived safe-haven currencies,
potentially weakening commaodity currencies.

¢ Strength/Weakness of the Counter Currency: For example, when trading AUD/USD,
a very strong or very weak USD can dominate the pair's movement regardless of
commodity price action.

* Changes in Commodity Production or Export Policies: Government interventions
or significant changes in a country’s ability to export a commodity can alter the
relationship.

¢ Diversification of the Economy: If a resource-rich country successfully diversifies its
economy away from commodity dependence, the link may weaken over time.

Conclusion: Commodity Currencies — A Unigue Segment of the
Forex Market

Understanding commodity currencies and their relationship with global raw material prices
offers a valuable dimension to Forex analysis and trading commodity currencies. While the
term “commodity-backed forex” might be a misnomer in the current fiat system, the
economic reliance of certain nations on their natural resources creates a tangible and often
tradable link. By monitoring relevant commodity markets and considering the broader
economic landscape, traders can gain deeper insights into the potential movements of these
unique resource-rich currencies, but always with the caveat that correlations can change and
other market drivers must be considered.
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