Australian dollar continue to firm

The Australian dollar took a right cross to the jaw in June and it flinched a touch, but it was quickly back on the offensive. In the other corner, the US dollar was left wondering what to do after its best shot was repelled so comfortably. The boxing metaphor seems extremely appropriate to describe the recent mix of events and price action. 

The US dollar has spent most of the year up to June on the ropes absorbing punishment. The AUD has been dancing around the ring, chest thumping and taunting its hapless opponent. Finally, in June, the US dollar found some energy and seemed to get back into the bout, encouraged by some machismo from its corner: rising inflation expectations, consequently hawkish Fedspeak and a sharp rise in interest rate yields. The AUD managed to duck, weave and dodge its way through this phase and finished the round essentially without a scratch. The US dollar returned to its corner badly shaken, having exerted itself to the extreme only to be confronted with a smiling and apparently daisy fresh opponent. 

Coming back to reality, what we are describing is an extraordinarily resilient AUD response to the significant re-pricing of US interest rates seen through June. A cacophony of concern about inflation expectations has been coming out of the Fed, encouraging markets to anticipate a near term turnabout of policy bias. Between March 31 (or immediately after the Bears Stearns bail out) and June 17, US two year bond yields rose by a remarkable 132bps, from 1.62% to 2.94%. They were 63bps below the Fed funds target on March 31 and were 94bps above it on June 17. 

This was no trivial re-pricing of policy expectations. In a matter of weeks, the market seemed to believe that the US was no longer on the precipice of recession, with more policy stimulus needed to relieve both the beleaguered housing market and fractious financial conditions. Suddenly, the market was arguing that the Fed would (should?) “fight inflation first”, ignore weak activity and system stability issues and focus squarely on anchoring medium term price expectations. This was tantamount to stating that the Phillips curve had shifted almost 90 degrees – from close to flat (i.e. prices highly insensitive to shifts in resource pressures) to close to vertical (i.e. prices highly sensitive to resource pressures).

What matters here is not so much why it happened, but how it impacted upon exchange rates. All other things equal, if we knew nothing else except that US yields had risen by 132bps in six weeks, we would have anticipated a sharp rally in the USD index and a corresponding fall in AUD/USD. 

We saw a similar situation similar develop in 2003. The markets began anticipating that the Greenspan Fed would be normalising policy soon after cutting rates to 1.00% on June 25 of that year. The two year bond yield rose by 91bps from its low of 1.14% (!!) on June 24 to 2.05% on August 27. The AUD/USD rate fell 2½% in response. This episode is depicted by the black lines in chart 4. We also note that once hope of near term hikes faded, the USD was back in the doghouse pretty quickly. The peak in two year yields occurred roughly two months into the sample period. After three months (i.e. the end of September 2003) yields were back at 1.50%, 55bps down from the peak. The AUD/USD rate rose 5½% in response to the greater realism in US market pricing, to be up 3% from its opening level.

The current situation could be a re-run of that episode, with the important difference being that the AUD has been highly resilient to the rise in US yields, meaning that the current jumping off point is much higher in both absolute and relative terms. Consider chart 4 again. The current situation is depicted by the red lines. At the peak in US yields, the AUD was actually 4% higher than at the period’s beginning! That is why we were inclined to indulge in such excessive metaphorical flourish above. Furthermore, the AUD has been responsive to the re-pricing of yields, popping up from intra-month lows around 93¢ back closer to 96¢ or so in late June, when it temporarily established a new post-float high of 0.9668.

Outside of the US situation, there was a mix of Australian specific news in the month. The highlights were the announcement of even larger than previously discussed iron ore contract settlements, and further additions to the stunning pipeline of prospective inward M&A transactions, many of which involve a Chinese principal (chart 6). A greater focus on foreign direct investment is a nimble response to the deficit funding issues that plagued the AUD through mid-2007, when portfolio debt inflows collapsed due to the credit crunch.

Australian interest rates on hold

Policy was left unchanged after the Reserve Bank’s July 1 meeting. That was fully expected. Market pricing had never anticipated that rates would be moved in July just weeks ahead of the Q2 consumer price index release. However, market probabilities have been quite volatile below the 100% ceiling as the emphases contained in RBA communications have progressively altered.

The June Board Minutes which were released on June 17 were more “soothing” than the May Board Minutes. There was no reference in June to “members spent considerable time discussing the case for a further rise in the cash rate”. In addition the Minutes referred to the Federal Budget as “mildly contractionary”; talked of business credit “slowing sharply” and anticipated that “a moderation in employment growth could be expected soon”. However, eleven days after the Board Meeting the Governor spoke of the economic outlook and allocated around 15 lines of text to evidence of the slowing economy and another 55 lines to his concerns with the potential expansionary impact of the 15% to 20% boost to the terms of trade (ToT), which is yet to really impact the income data.

It is clear that the Bank is highly uncertain as to exactly how that stimulus will affect domestic spending. Recall that the RBA has forecast a slowdown in domestic spending growth from 6% in 2007 to around 2.5% in 2008 and holding there in 2009. That sequence of a sharp slowdown followed by a period of weak growth is assessed as necessary to reduce inflation from its current 4.25% to 2.75% by end 2010. The ToT will boost national income growth by around 3% over this period.

We expect that the stimulus to spending and demand from this new income boost will be slow to come through and be much more muted than in previous stages of this commodity cycle. Firstly, the government intermediates one third of the surplus profits through taxes. We judge that it is unlikely to grant further tax cuts in the style of the previous administration as it fears “stoking” further inflation pressures, therefore curtailing the broader circulation of the windfall. Another important channel is through the employment growth stimulus. Our assessment is that labour shortages in the resources sector and its feeder regions will mute the flexibility of resource companies to ratchet up hiring. In short, the spill-over to consumer and business spending that the Reserve Bank fears is likely to be lagged and muted. That would diminish the pressure to raise rates in 2008. 

The lagged impact on demand from the ToT rise will be offset by the downward momentum of domestic forces in 2009 and a modest through the year fall in the ToT itself. However, the presence of the former should be sufficient to limit the Bank’s flexibility to cut rates in 2009. Scrutiny of the impact on demand in 2004 following the initial boost to the ToT shows that if domestic forces are sufficiently powerful (an abrupt reversal in the housing market slowed consumer spending) then the stimulatory impact from a ToT boost may be limited.

The near term test for policy will come on July 23 when the June quarter CPI will be released. We believe that such is the Bank’s desire not to tighten that it will be prepared to accept a higher starting point for inflation than the 4.2% it currently faces. For that starting point to increase we will need to see quarterly underlying inflation print above 0.9%. The last four reads have been 0.9%, 0.9%, 1.1% and 1.3%. With 0.9% dropping out, and given the recent sequence, it seems likely that annual inflation will rise. Our early estimate for underlying inflation is in the 1.0-1.2% range, indicating that in annual terms underlying inflation will rise. But as long as the next quarterly read is below 1.3% the Bank can argue that in a quarterly sense inflation has peaked. 
 Recall that all the Bank needs to do to avoid another rate hike in August is to argue that while its inflation task may have increased (needing to bring inflation down from say, 4.4% / 4.5% to 2.75% rather than 4.2% to 2.75%) the growth outlook has surprised on the downside since it last produced its inflation forecast. Apart from the surprise reduction in jobs in May there has been other evidence to justify a weaker growth outlook than in May. Certainly business credit growth has stalled. In the three months to April business credit growth showed a 6% (annualised growth pace). That compared with a 25% annualised growth pace for the previous three months. Many of our customers have commented on how quickly activity appears to have slowed down. Credit market conditions have also deteriorated. Borrowing costs of AA banks are back close to the peaks of the recent crisis, a worrying sign for the future supply of credit.

Base metals

Base metals have had a have a very mixed first half of the year. The Westpac Base Metals index is basically flat since December 2007 but this hides some very diverse outcomes. Copper and aluminium prices have risen more than 20% while in contrast, nickel has fallen 14%, zinc is down 20% and lead has fallen almost 30%. The weakness in the last three should not surprise anyone as the housing downturn, and unfolding credit crisis, in the US has lead to weaker industrial demand in the developed word. Furthermore, the resulting fall out across the OECD has seen share markets collapse, industrial production slow and consumer/business sentiment fall. This is captured by the OECD leading indicator which weakened from the end of 2007 and through the first half of 2008. This period of time has also seen a slight rise in Westpac’s base metals inventories but again the results are very mixed. As you might expect, copper stocks are down 37% but nickel stocks are broadly unchanged, aluminium stocks have risen 17%, zinc stocks are have almost doubled while lead stocks have surged 130%. In addition, the global demand story is not as weak as the OECD picture might paint. Chinese imports of base metals have continued to grow and in net terms have risen 7½% in the year to May. While this may be a moderation from the recent peak of 20%yr in February, it is still a solid outcome and China (as well as the developing world overall) remains a positive for the commodities outlook.
Copper

At the start of the year, copper was aggressively shorted (that is sold by traders) because of the gloomy OECD macro economic picture we discussed above. This was based on the long-run traditional relationship between the developed world’s macroeconomic environment and the demand for copper. But what the market missed was the rising demand from the emerging world and continuing problems with supply. Baclays Capital estimates that Chinese copper demand grew as much as 10% in the first quarter of 2008 with healthy demand growth from Latin Amercia, the Middle East and other parts of Asia. In 2008 the copper supply pipeline became even more choked with the supply balance moving back into deficit resulting in inventories falling back to recent lows - stocks at the LME are down 37% while Bloomberg estimates that global exchange inventories have fallen 31%. The most recent estimates suggest that production problems are intensifying with mine output declining more than 2% in Q1. The medium term for copper remains positive so we are now looking for prices to firm though 2008.
Aluminium

For aluminium the real story is rising energy costs. Aluminium production has been significantly affected by power distruptions this year, particularly in South Africa, China and South America. Given that we see tight energy markets for at least the near term, then aluminium production remains constrained. Chinese smelters are doing their best to ramp up production but it is increasingly likely that Chinese production will fall short of market expectations given lingering energy constraints and the likelyhood of further central government clampdowns on energy intensive and polluting industries. In Brazil, water shortages are lifting energy prices, causing lower output there. 
Nickel

Nickel prices breached US$50,000/t in May 2007 setting a record high price for the metal. Since then, prices have fallen relentlessly falling to a low of almost $21,000 at the end of June, a fall of close to 60%. Prices have been hit by declining sentiment for the metal as there has been absence of the market anticipated pickup in stainless steel demand, further cutbacks by large Chinese stainless steel producers and continuing hefty stocks at the LME. But it is interesting to note that the forward curve has moved to a very flat position, rather than being in steep decline, suggesting the market is not anticipating that supply can lift from here unless prices are at least maintained at these levels. The rising cost of production will severely constrain further nickel production should prices fall further.  
Zinc

Zinc prices have continued to fall this year despite the production disruptions in China due to the weather related power outages and the earthquake in Sichuan province. In fact, if it had not been for these disruptions the prices falls would clearly have been steeper. What has happened is that a rise in the global supply of zinc concentrate is facilitating strong growth in zinc metal production. Even if Chinese exports of zinc fall below 2007 levels rising production from the former Soviet Union, India and Peru will more than take up the slack resulting in further inventory building.

Beef and dairy

Beef

ABARE is forecasting the Australian average saleyard price of cattle to increase by 3% in 2008/09. This view is based on a forecast 1% decline in slaughtering as producers rebuild herds, assuming a return to average seasonal conditions. Capping the upside to prices is an expected decline in export demand for Australian beef. However, with the uncertainty surrounding export markets and the possibility that seasonal conditions disappoint, there is a deal of risk to this price outlook – in both directions.

Exports are expected to decline in 2008/09, reflecting reduced production and lower demand for Australian beef as competition from the US intensifies. The high currency, which looks set to continue, is reducing export competitiveness. ABARE expects export volumes to decline by 3% in 2008/09, following a 4.5% fall in 2007/08 (excluding the live cattle trade). Exports to Japan and the Republic of Korea are forecast to decline by 4% and 14% respectively. Another negative for exports is that the feed lot segment is feeling the pinch from rising feed costs.

International beef markets continue to be uncertain. While the Republic of Korea agreed in April to relax import protocols on US beef, there have been delays in implementing the new protocols. Protests and public fear about the safety of US beef may mean that Australian exports prove to be more resilient than expected. In the Japanese market, age restrictions on US beef have yet to be relaxed and it is unclear when this will change. 

On the international stage, some price positive developments are evident. In the US, production has been limited by a reduced breeding herd and the adverse impact of higher feed costs. This is at a time of strong US demand. Also, Russia is becoming a more significant import market, with strong demand for beef redirecting some product from Latin America away from the US market.
Dairy

World demand for dairy products over recent years has been boosted by rising incomes both in the developing economies of Asia and in the more traditional dairy consuming economies of the European Union and the United States. At the same time, demand from oil-producing nations has become increasingly important, as has Russian demand for butter. International prices jumped sharply higher through 2007, as strong demand met tight supply and depleted stocks.

International dairy prices have eased from their late 2007 peaks, but remain well above historical averages. For 2008/09, average prices are likely to be down from 2007/08 by between 5% and 15%, across the various products. ABARE is forecasting the Australian farm gate milk price to rise by 10% in 2008/09 to 54 cents a litre as higher world prices feed through with a lag. Australian dairy farmers will be limited in their ability to lift production in the year ahead because of lead times in herd rebuilding and continued low irrigation water allocations.

As for risks to the price outlook, there is the potential for greater price volatility, given low stock levels of product. Also, seasonal conditions have the potential to significantly impact world prices. There is a need for a return to average seasonal conditions following a 5% drop in production in New Zealand and Australia because of drought conditions. 

Globally, some supply response to higher prices is evident. In the US, production is up strongly and the weak US dollar has boosted the competitiveness of US dairy exports on the world market. Although, higher feed costs are a constraint on US production. Output in Europe has also increased, but upside has been limited by reforms that have led to reduced surpluses and slower export growth. 

On the demand front, conditions have softened a little in the developed world but still remain very good overall. The global economy has slowed and the world oil price shock is a negative for consumer spending power in many countries. Demand from the oil producing countries, not surprisingly, is very strong and is providing a partial offset.

Oil prices: more at play than just speculation

In late June oil prices pushed up through US$140 per barrel. In terms of records, this easily trounces the 1980s inflation adjusted peak of US$106. You have to go all the way back to the turn of the 20th century to find higher real oil prices. As oil sets ever new record highs, many policy makers are trying to apportion blame and turned the spotlight on the ubiquitous “speculator”. Our research suggests that this focus is misplaced. The most important factor in 2008 has been the fundamentals of demand exceeding supply.

Even as economic growth slows in the developed world, and consumers there respond to higher prices by reducing consumption, demand for petroleum products from the developing world continues to grow strongly. Crude oil consumption in the OECD has fallen by an average of 195k bpd in 2008Q1. By comparison, consumption outside the OECD has grown by an average of 1.05mn bpd. All up, global crude consumption is up an average of 850k bpd. Consumption growth has moderated from the recent peak of 1.5mn bpd back in 2006Q4, but continued non-OECD consumption growth has kept global demand rising.

Production is responding to higher prices, but not fast enough from a consumer perspective. Non-OPEC production is falling as Russian output looks to have peaked. North American production is being dragged down by a decline in Mexican output while the ageing of the North Sea fields mean European production is also falling. OPEC has lifted production this year but the politics of the cartel, with many countries not in favour of lifting quotas (not to mention their limited ability to do so in the short-term) suggests we should not expect any near term respite. While we do expect the gap between supply and demand growth to narrow, we doubt there will be a significant move into outright surplus before the second half of 2009.

A casual glance at the level of weekly US crude inventory data and oil prices would suggest there is no correlation at all. However, annual rates of change in inventories and prices reveal a reasonable relationship. The latest data from API reported a 14%yr drop in US crude oil stockpiles in the week ended June 20, the sharpest through the year drop since April 2003. In the same week the oil price was up about 96%yr. Even in the US, where demand is falling, supply constraints have resulted in falling inventories and rising prices. That suggests that the recent move in prices is fundamentally driven, in direction if not scale. We can infer from this that financial speculators are not the cause of the rise in prices in the year to date. That is not to say that they never have an impact on oil prices. Chart 2 shows that from early 2004 to late 2005, when oil prices rose strongly, US crude inventories were also rising. And this was not just a US story. During this period the globe was also in a net surplus position for crude oil and yet prices were still rising. If there ever was a time when you could honestly point to prices being divorced from fundamentals, and thus argue that speculation was a significant factor, it was during the oil price surge of 2004 and 2005.

At the end of June, Commodities Futures Trading Commission (CFTC) data reported that non-commercial traders (i.e. those who are employed by firms that are not direct producers/consumers of crude oil) had a net-long position of 115k contracts compared with a net-long position of 154k back in early March. Non-commercial traders have reduced their net-long positions by a quarter just as oil prices surged. This is important, as a reduction in net-long positions is the equivalent of selling oil. 

The peak in non-commercial net-longs occurred in the week ended August 7 last year, just before the unfolding of the sub-prime credit crisis. That accords with reports of asset managers sending good money after bad by liquidating profitable positions (commodities and carry trades) to meet potential withdrawal demands and mounting credit losses. Non-reportable positions, which are much smaller and generally understood to be purely speculative in nature (as opposed to intermediation activities captured in non-commercial aggregates) were net-short 12,514k contracts in the most recent data. So contrary to popular belief, the most speculative part of the market has been selling oil. And prices have still been rising. In fact, this section of the market has been generally short since 2004 when oil prices were less than US$40. 
We argue that the market is also focusing on the fundamentals and are now expecting prices to remain higher for longer. The longest dated forwards curve has moved from backwardation in late 2007 to being more flat with spot. We are now looking for oil prices to peak around US$155 a barrel in late 2008 before easing back to US$125 by the end of 2009. 

Steel, iron ore and coal

The outlook for the global steel market continues to strengthen. Following strong growth in steel production in 2007 of 7½%, the first four months of 2008 saw a sharp reduction in Chinese steel output and the rest of the world grew by just under 3%. As a result, demand has driven steel prices to new highs with prices rising  45% in Asia and 60% in Europe. Even in the US, where the auto industry is in decline and the risk of a full blow recession build, steep prices are up 68%. This is stunning as over the past two decades, steel prices constantly declined in real terms. After eight successive years of absolute price reductions, steel prices only started picking up in 2003 to now be currently trading near to or at record highs. While you can point to the rapid growth of Chinese demand as a major cause of the increases in both steel prices and the price of steelmaking inputs, under-investment over the last two decades has meant delayed mill maintenance while the development of new iron ore and coal mines has significantly lagged the increase in demand. The resulting rise in production costs worldwide has unsurprisingly fed through the whole process – Chinese prices continue to rise while the overall higher quality of their production, and rising freight costs from Asia, has meant European and US steel producers have kept their price premium to Chinese steel. The robust global demand conditions, led by the developing world, and tight supply conditions are set to be very supportive for Australian coal and iron ore export prices for at least the next few years.
Coking (metalurgical) coal

Metallurgical coke prices have surged higher towards the US$700/t fob in China (up over 300% in 2 years), as the rate of growth in Chinese coke production slows. First-quarter coke production in China increased just 10%, having expanded 17% in 2007. Government policy aimed at improving the environment ahead of the Beijing Olympics, resulting in a scaling back of steel operations, has been a contributory factor to the slowdown in coke production. Nonetheless, the principal factor behind rising metallurgical coke prices is the lack of availability of coking coal, which has resulted in prices for the latter climbing more than 200%yr. Massive supply disruptions owing to heavy flooding here in Australia has been the key driver of coal prices. Australian hard coal exports fell 17% in Q1 to be down around 10% through the year. The closure of a raft of small mines on safety and environmental grounds in China, along with a sharp increase in rail transportation rates to Chinese ports, have led to the widespread shortage in coking coal in the country as well. Chinese prices for premium coal have increased to RMB2,150/t, with local coke prices rising even more aggressively to RMB2,700/t. As these price increases are being passed on, and the demand growth for steel is not slowing, there is little reason to expect a significant correction in coking coal prices before 2010.
Iron ore

Following extended negotiations, BHP & Rio Tinto won an average 85% increase in the benchmark price for iron ore, an improvement on the CVRD increase of 65%. The market could clearly see this coming as the world spot price for iron ore/scrap was up 80%yr in May. There are, however, some signs that the fundamentals in the iron-ore spot market may be easing. A drop in Chinese hot metal production to 8.3% (well below the 2007 growth rate of 13.5%) points to the fact that an increased proportion of production is coming from scrap. At the same time, Chinese imports rose by 20mn for the first four months of 2008, and production increased by 23%. Supply into China has risen by almost 40mn tonnes and with the supply of ore increasing much more rapidly than demand, the result has been a rise in stocks at Chinese ports. However, the recent decision by the Indian government to implement a 15% VAT on all exports will have an impact on prices, although the final effect remains to be seen. Further, although China’s iron ore production is significant, the grade is low and this could affect China’s dependence on imports for good quality iron ore, thereby pushing world prices higher.
Thermal coal

Thermal coal prices have soared again this year as extremely tight supply conditions dominate the market. The Barlow Jonker Index, the benchmark spot price for Australian thermal coal, set a new record high in early July breaking through US$170/tonne. Spot prices are up 90% so far in 2008 in Australia, 70% in South America, more than 60% in Russia and just under 60% in China. Higher oil prices would be a factor as power utilities in Asia switch to coal amidst growing energy demand. But the big shift this year is confirmation that China’s is moving to being a net importing nation. In the second quarter of 2007, China was a net importer of coal as there was a seasonal slowing in coal exports but exports recovered in the second half of the year. However, the trend in exports is clearly slowing as the government shift the incentives away from exporting energy intensive commodities to encouraging a rise in domestic supply.   

Sugar, cotton and wool

Sugar

The downtrend in sugar prices, since the peak in February 2006, came to an end in the third quarter of 2007. A firmer tone has been evident of late and by mid-2008 prices were up about 10% from their 2007 average. Nevertheless, market fundamentals are not very exciting for sugar. While demand is growing at a healthy clip, supply has surged as the higher prices of 2005/06 spurred a significant increase in plantings. The resulting ballooning surplus is limiting the upside potential for sugar.

World sugar prices are expected to edge lower in 2008/09 as stock levels rise by a forecast 7%, after an 18% surge the year prior. Production is forecast to moderate a little from its record high, declining by 2%, with falls anticipated in Europe and India. 

High oil prices and policies to encourage use of renewable fuels is boosting demand for sugar cane and sugar beet. This rising ethanol demand is evident in Brazil, where there is robust economic growth and increasing popularity of flex-fuel cars. While sugar cane production in Brazil is forecast to rise by 16% in 2008/09, diversion to ethanol production will limit the lift in Brazil’s sugar output to 6.5%.

That said there are calls to lower incentives for ethanol production against the backdrop of rising world food prices. The timing and extent of any such incentive reductions is unclear, but a significant effect on demand in 2008/09 appears unlikely.
Cotton

Cotton prices have taken a step higher in 2008 and look set to move up from here. Prices in June were around US74¢/lb, a 28% leap from a year ago. The forecast is for a rise to US78¢/lb on average in 2008/09 as production stalls. While global cotton stocks remain at historically high levels, the stocks to consumption ratio is at its lowest level in 13 years and in China it is at its lowest level in 18 years

Cotton production fell by an estimated 2% in 2007/08. Prospects are no brighter for 2008/09, with a 0.4% decline forecast. That would see world production largely stagnate since 2004/05. The expectation is for lower production in the US due to a sharp reduction in cotton acreage, the world's largest cotton exporter. US acreage is forecast to fall to its lowest since 1989 as cotton prices languish compared to the explosive gains in grain and oilseeds prices.

For the third consecutive year, global cotton use outpaced production in 2007 due to rapid growth in China and India, the world's largest consumers of cotton. Rising disposable incomes has boosted domestic demand in both countries while the ending of the Multi-Fibre Agreement had solidified buoyant textile exports. That said, higher cotton prices are expected to have an impact on demand. World cotton consumption growth is forecast to moderate in 2008/09 to 1%, but that would still see stock levels decline by 6%.
Wool

With the fortunes of the wool industry closely linked to prosperity in the industrialised world, the sector will be unable to escape unscathed from the current global economic slowdown. In the US and Europe woollen apparel sales will be dampened by sluggish overall economic growth. Also, the strong Australian dollar is making wool more expensive for foreign buyers. 

Wool prices have come off their February peak, although they remain relatively high. This softening trend is likely to continue in the year ahead. The eastern market indicator is forecast to reverse the gains of 2007/08 and average A860¢/kg in 2008/09. Mitigating the downside to wool prices is the low level of wool stocks, with a further decline forecast for 2008/09. 

One positive is that wool has become more competitive in 2008 against cotton. Also, the ratio to synthetic prices has levelled out. Notably, the rise in crude oil prices, a major component in the production of these fibres, is having an impact. 

For the Australian wool industry, production is forecast to fall by 2% to 443kt in 2008/09. The number of sheep shorn is likely to be down by about 3%. This follows a decline in the sheep flock last year and expectations of no change in 2008/09. High world grain prices are pushing up feed costs and also encouraging, particularly in WA, farmers to switch into grain production.

Wheat and oilseeds

Grains, in particular wheat, have been a strong performer among commodities since the second half of 2007. Wheat prices early in 2008 spiked to be more than double that of a year earlier. Production failed to keep pace with demand and global inventories fell to a 30-year low, as drought persisted in Australia and US farmers increased their allocation to corn. However for 2008/09, the global wheat supply story is expected to turn, as producers respond to high returns. However, recent floods in the US heartland highlight climate risks have become more heightened in recent years.
Low inventories and positive demand for food and feed, plus still solid demand as an input to biofuel production, suggests we should hold a bias for higher prices over the medium term. As we have noted previously, rising incomes in the developing world are a structural positive for agricultural commodity prices, in particular grains, due to rising feed demand to support rapidly growing livestock production.
Wheat

Global wheat prices remain at historically high levels in 2008, notwithstanding an unwinding of the March quarter spike. The strong demand story remains in place, thereby providing an underpinning for prices over the medium term. Even so, prospects are unlikely to be as favourable in 2008/09, as world wheat supplies begin to respond. The expectation is that growth in world wheat production will outstrip that of consumption over the year ahead.

Global wheat production in 2007/08 was a likely 604mt, a modest 2% rise on the year prior. Supply is expected to show a greater response going forward, with a forecast 7.6% rise in production to 650mt in 2008/09. The area sown to wheat in 2008/09 is expected to be the largest in the past decade, with a forecast rise of 4%. Adding to this, yields are expected to return closer to historical averages. The US and Europe will drive the lift in production, with a 17% and 13% rise in output, respectively.
For the Australian wheat industry, it could be a record production year. High prices and the breaking of more favourable weather conditions suggest that wheat growers have the potential to plant their largest crop ever. If 2008 turns out to be even an average year for rainfall, this could see a record crop.  The sowing area in 2008/09 is forecast to rise 13% to a record 14 million hectares. Wheat production is forecast to leap to 23.7 mt, up from just 13 mt. 

Low inventories remains a key consideration. With stock levels to remain low in 2008/09, the price outlook could turn quickly if there were to be any significant supply disruptions. 
Oilseeds

Vegetable oil prices, charging higher through May and June, are close to their record high of earlier this year. This is against a backdrop of crude oil prices hitting US$145 a barrel. The introduction of new mandatory biodiesel admix requirements in many countries is adding to demand for oilseeds. While corn based ethanol receives much of the headlines in the food vs fuel debate, most of the world economies are in fact diesel based rather than gasoline based. 

World oilseed prices are likely to remain around these high levels in 2008/09 as demand continues to rise. Production of oilseeds is forecast to lift in 2008/09, increasing by 8% to 419mt. That more than reverses the disappointing production dip in 2007/08. Consumption, which has been running ahead of production, is set to expand by 3% or more. This will leave the market tight, with stock levels to rise by less than 2% on this outlook.

The 2008/09 outlook for canola planting in Australia is positive overall but mixed by region, with rainfall variable across the grain belt. The total area sown to canola is forecast to jump by 16% to 1.2mn hectares. Planting is likely to be down in NSW and Victoria, but to leap 60% in WA, following above average April rains.
Soy oil appears to have changed from a grain contract to an energy contract. As long as the vegetable oil market remains tight, then this can continue. As we have cautioned in the past, if supply lifts significantly, this relationship can break down. This happened to sugar a few years ago when a rapid lift in production broke the short-lived link between oil prices, via Brazilian ethanol, and sugar prices.

