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Overview - Global recession sets the tone

The backdrop for the Australian economy, including the regions, the farm sector and global rural commodity markets, is a particularly challenging one at the moment. In this, our first Westpac Regional Economic Report for 2009, we assess the international environment and provide an update on conditions and prospects in light of this.

The severe deterioration in the world economy late in 2008, as the global financial turmoil intensified, is the dominate development. The abrupt and widespread slowdown of the world economy is apparent from the downward revisions to growth forecasts, downgrades of unprecedented magnitude. The International Monetary Fund (IMF) in July was forecasting world growth to be 3.9% in 2009, they now expect growth of 0.5% and we expect no growth at all. 

Against the backdrop of what will be the weakest performance for the world economy in at least sixty years, the Australian economy will experience a significant negative shock. This will impact across all states, including the once booming resource rich states of Western Australia and Queensland. The regions throughout Australia will also feel the fallout. We assess that a period of contraction in the Australian economy, the first since 1991, is inevitable. We’re forecasting the economy to contract by 0.7% in 2009, a more downbeat view than the latest consensus forecast of 0.3% growth. 

Economic downturns do not last forever of course. So the debate turns to the likely speed and magnitude of the world recovery. Understandably there is a great deal of uncertainty given the unusual and extreme events of the last year. The IMF expects a recovery to emerge later this year and for growth to improve to 3.0% in 2010, a pace that is still below trend. We see the risks to the downside. This global recession was triggered by a banking crisis and will require significant balance sheet repair by the banks, households and corporates. By its very nature, balance sheet repair takes time. We would expect the recovery in the OECD region to be particularly muted in 2010.

The risk of a more protracted global recession and muted rebound in the early stages of recovery is critically important to the outlook for the Australian economy and to global commodity markets. If, as we expect, international demand remains weaker for longer, then expectations of a recovery in markets will be met with disappointment in the early stages.

Commodity prices generally fell sharply late in 2008 in response to the weakening demand environment and as a massive deleveraging of commodity markets unfolded. A positive in this cycle is that commodity prices, coming from record highs, in many cases are still above historic averages. Also, the sharp fall in the Australian dollar has cushioned the downturn.

So what of recent commodity price movements, the outlook and some of the variations from commodity to commodity? Encouragingly, prices of a number of rural commodities have stabilised, or even rebounded a little from an oversold position last November. However, the weak demand environment suggests this will prove to be a temporary rebound. A recovery in commodity prices will emerge, but not just yet in our view. As for supply conditions, tightness in some rural commodity markets, such as sugar and lamb, is mitigating the impact of the global recession. Some commodities, such as cotton and wool, are more demand sensitive and have been hit hard by the global downturn.

Government intervention in markets, including rural commodity markets, is another theme. We would highlight that intervention comes in various guises and hence the price impact also varies. In the dairy market, subsidies are sending prices even lower, while government buying of cotton is supporting prices for now - but setting the scene for downward price pressure down the track. Also, activist policies boosting ethanol usage is supporting sugar prices, with flow on effects to feed grain prices.

Andrew Hanlan, Senior Economist
Global growth: a modest recovery in 2010

The US is in the middle of a long, drawn-out process of de-leveraging. Households are at its centre and face the most difficult task. After a long period of debt accumulation, falling house prices and now, falling incomes resulting from mounting job losses, are forcing households to reduce debt. Net equity in housing is falling at a 20% annual pace. Households have responded by taking equity out of housing (at a pace of 4% of disposable income in 2006) to injecting it in at almost 7% of disposable income, the largest injection ever seen in the data. But given the magnitude of the problem, this is just a start on what looks set to be a very drawn out process. If you overlay the balance sheet adjustments facing US financials and corporates the scale and duration of the de-leveraging task becomes even more formidable, especially in an environment of declining credit, falling demand and sinking asset values. 

Can we see an end to de-leveraging? As it started in housing so we believe it will end there. Reinhart and Rogoff (2009) estimate that on average, a banking crisis results in house prices falling by 35.5% over six years. US house prices have been falling for almost two years now so on this metric we may not even be half way. And if you compare the downturn in housing starts to what happened in the Great Depression, the last major US banking crisis and with a similar profile to date it suggests this decline could continue another three years. Current events will unfold differently to the 1930s due to the speed and magnitude of fiscal and monetary responses this time, but house prices could easily continue falling though this year and next due to the ongoing glut of unsold houses. Therefore, household de-leveraging is unlikely to end any time soon. The massive US$825bn stimulus package (6% of GDP) may prevent the economy falling off a cliff but much of the damage has already been done and only time can heal households indebtedness wounds. Hence we are not just revising growth forecasts for 2009 (–2.5% from –1.8%) but also in 2010 (0.5% from 1.4%) 

So how do these revisions affect the rest of the world? Imports tend to be the first port of call to answer this question raising questions about the growth prospects for the export leveraged economies. So far, the hit to US imports has been mild, especially compared to the events of the 1930s. The 75% collapse in imports back then had more to do with the trade war that followed the passing of the Smoot-Hawley Tariff Act than underlying economic fundamentals. But we should not be too blasé. As highlighted in our commodities review (page 7), trade PMIs slumped in November, especial in Asia and the US. Some of this appears due to a collapse in trade finance. Since then, the indexes for Asia and US have recovered but are still significantly contractionary, while those for Europe and the UK continue to weaken. We may avoid a trade war, but global trade has been significantly hampered by the banking crisis. 

The result is that the banking crisis has hit those nations we thought would be fairly immune. Chinese industrial production collapsed in November as trade stopped. It has since recovered a little but electricity production remains well down in the year. We are still waiting to see how quickly domestic demand can replace export demand in China. For this reason we have downgraded Chinese growth from 8.3% and 9.2% for 2009 and 2010 to 6.7% and 7.5% respectively. We have also had to make a meaningful downgrade to the Japanese growth forecast, as exports are now a larger drag on their economy. Japanese GDP is forecast to fall 2.6% in 2009 and grow just 0.6% in 2010. We were forecasting –1.8% and +1.4% previously. Overall East Asia ex China is now forecast to contract 1.2% in 2009 and grow just 2.8% in 2010. We had been looking for growth to be back to 4.1% by 2010.   

A region with more downside risk than we first appreciated is Europe. To date banking losses in Europe, US$295bn, are swamped by the US trillion plus losses. However, while there are more US losses to come, the risks to the European banks should not be understated. Eurozone lending exposure to Eastern Europe exceeds $1.2trn, dwarfing any other major inter-regional lending outstanding. This was fine when regional growth was robust and investors piled into potential candidates for convergence with the Europe. However, taking liberal use of Warren Buffet’s observation, the tide is going out and many of those investments are now looking decidedly naked with Iceland-style current account deficits in Bulgaria, Latvia, Romania and Lithuania. And the German economy is clearly exposed to a collapse in global trade. So we have downgraded growth in 2009 to –2.2% and just 0.3% for 2010. We had been looking for –0.9% and 0.9%. 

This has led to a significant downward revision to world growth in 2009 and 2010. This year will be as good as flat (1.3% previously) while 2010 has been downgraded from 3.4% to 2.2%

Australian economy to contract in 2009

With the world economy in 2009 to be the weakest in at least sixty years, Australian GDP is likely to contract in our view. We forecast the economy to decline by 0.7% in 2009 and then rebound modestly to expand by 1.5% in 2010, a still sub-par pace. The Consensus view that the economy will grow by 0.3% in 2009 is too optimistic in our view. We are mindful that the non-farm economy contracted by 0.3% in the September quarter and may well have contracted further in the December quarter. 

Confidence and prospects for growth in Australian domestic demand have been dealt a blow by a combination of events. In particular, last year’s financial turmoil, a severe global downturn (which has extended to China, one of our key trading partners) and substantial falls in commodity prices are major near-term negatives. The fall out from these events became much more apparent in the December quarter and has set the tone for 2009. Weak conditions will be widespread in the Australian economy, particularly the first half of the year.

Consumers will be cautious and spending will be subdued, with annual growth expected to be around 1½% to 2% over 2009 and 2010. That would be an improvement from a stalling of spending over the six months to September, in the wake of the RBA’s aggressive tightening of monetary policy in late 2007 and early 2008. That was the weakest six month outcome since the early 1990s recession. The Westpac-MI Consumer Sentiment Index provides some key insights into the consumer mood. It reveals that households acknowledge an improvement in “current conditions”, with interest rates now sharply lower, petrol off record highs and the Commonwealth Government providing billions in cash handouts. However, household “expectations” have deteriorated sharply and to low levels as they become less secure about their employment prospects. That points to households cutting back on spending and boosting savings in the near-term and, as 2009 progresses, household income coming under pressure as the labour market weakens.

Recent labour market figures highlight how conditions in the economy have deteriorated nationally and how conditions have altered on a state by state basis. The labour market first hit the wall in NSW, with the state the financial hub of the nation. NSW employment contracted at a 2.1% annualised pace over the six months to September, but since then has (temporarily) stabilised. The Victorian labour market also lost momentum over the second half of 2008. The labour markets in the resource rich states of Queensland and Western Australia took a turn for the worse from September. That coincided with the sharp negative shock to world growth from the intensification of the global credit crisis. The deterioration in WA has been particularly dramatic, with employment falling 1.1% over the five months to January. We expect the national unemployment rate, which has increased from a low of 4% early in 2008 to 4.8% at the start of 2009, to rise to 6.25% by year end and to 7.25% by the end of 2010.

Business investment and hiring plans are in the process of adjusting to the recessionary environment, with surveys reporting a collapse in business confidence since last September. While business investment increased by a very healthy 12.5% in the year to September 2008, we suspect that a decline began in the December quarter. A total fall in investment of 25% over the next two years appears likely in our view, a fall that would be in line with past recessions. Compounding the spending cut back in this cycle is the global credit crisis. While the Australian banking system is sound and still profitable, business surveys reveal that firms are finding “finance more difficult to obtain”. There is no doubt that lending standards have tightened and there is the risk that foreign banks which operate in Australia begin to ration credit.

So what of the positives? Economic downturns don't last forever of course. Forces that will contribute to the upturn are being put in place. The combination of very expansionary monetary and fiscal policies now in place, as well as the substantial depreciation of the currency, will help to cushion the Australian economy from the contractionary forces coming from abroad and to bring forward the recovery. The housing construction sector will benefit from lower rates and, unlike in some other economies, the bulk of reductions in official rates are being passed through to mortgage rates. A partial rebound in the demand for housing finance is already evident. Fiscal policy is able to play a major role, aided by Australia's very low level of public debt. The Commonwealth Government’s recently announced $42 billion fiscal package represents 3.5% of GDP spread over four years, with the spending front loaded. More generally, while the near-term outlook is weak, the longer term underlying fundamentals of the Australian economy are generally positive, just as they were prior to the global downturn.

Australian interest rates: further falls

As we predicted, the Reserve Bank cut the overnight cash rate by a further 100bp to 3.25% on February 3. This is the first move since the last Board meeting on December 2, and hence reflects the Bank’s assessment of the global growth environment over the last two months. It appears that it has been surprised by the severity of the downturn in the global economy over that period. For example, in the December Statement, the Governor referred to “the likelihood of below-trend growth in the global economy”. In the February Statement, he refers to “a significant deterioration in world economic conditions” and “a significant downturn in demand around the world”. 

The final paragraph of the latest Statement notes that significant stimulus has been given to the Australian economy. However, given the decision to make another large cut was almost entirely due to the deteriorating world economic outlook, we think there are more rate cuts to come. 

We now expect the low point for the policy cycle to be an overnight cash rate of 2.00%, achieved in the June quarter. The choice of 2% is driven off the assessment of the likely limited effectiveness of pushing cash rates even lower, given the importance of the links between the cash rate and private sector interest rates. When interest rates fall this low banks’ margins are squeezed as very low interest rate deposit products lose their relative value. Unlike the US and UK banks, Australian banks have been very responsive to easing monetary policy, with the reductions in housing and business loan rates a key way in which monetary policy affects the economy. The Reserve Bank would need to make an assessment as to how far the banks could be expected to squeeze margins in an effort to maintain the effectiveness of monetary policy. 

Given the reasonable view that 2% would mark the level below which monetary policy would lose its effectiveness, the debate is how quickly would the Reserve Bank move to that 2% target. We disagree with the view that the Bank will defer further action until it has the time to assess the impact of its 400 basis point action so far. That approach misinterprets the objective of current policy. Monetary policy is currently being used to buffer the Australian economy against the current global turmoil. A rethink would only be made if there was some perception that the turmoil was easing. In fact it has instead been intensifying, especially across the Asian region. Our interpretation of the Chinese data is that industrial production and electricity demand in China has actually contracted in the last months of 2008 in contrast with the accepted 15-20% annual growth rates. The rest of Asia which is leveraged to the US and European demand as well as inter-regional trade is collapsing. The message is clear for the Reserve Bank: ease as much as possible as quickly as possible to maximise Australia’s chances of weathering the storm. 

Consequently, we anticipate a 75bp cut following the March Board meeting, and a final 50bp cut in April. 

On pages 8-11 we discuss our big picture view of the current world environment. We characterise it as a balance sheet recession for the corporate and financial sectors with a number of household sectors – the US; Europe (ex Germany); and the UK – also now focussed on repairing balance sheets. Those countries with growth models based around leveraging external demand – Japan; Germany; China; and most of the rest of Asia – are also deteriorating sharply as global demand collapses. 

We confidently expect the Australian corporate sector to focus on balance sheet repair rather than growth and a key question for Australia is whether the household sector also moves toward reducing debt rather than raising expenditure. Recent evidence points to a sharp move by Australians to raise their savings rates. Lower interest rates and fiscal largesse are assisting in this respect and are helping contain an even sharper cut back in spending (in an effort to reduce debt) but the net result is that economic growth remains weaker for longer. 

Balance sheet repair is a long process. With that dynamic remaining the dominant global force, central banks are unlikely to detect any need to start withdrawing stimulus before the end of 2010.Consequently we expect the Reserve Bank and the US Federal Reserve to remain on the sidelines for the remainder of 2009 and 2010. If we are wrong and the global economy recovers with the usual  speed then expect some very aggressive tightening by the Reserve Bank and the Fed in 2010.

Markets are likely to experience a number of false starts over that period as traders react to short term recovery in some of the data. Nevertheless we expect that the constraints of the balance sheet recessions will disrupt any sustainable recovery. 

Australian dollar cushions downturn

Since our last Report on December 8 the AUD has traded in a relatively narrow range (until recently) of between USD0.66 and USD0.72. At no time during that period did we feel the need to change our view that AUD would fall back to USD0.64 by March and reach USD0.60 by June 2009 before moving higher through to USD0.70 by the middle of 2010. 

That view was built around our outlook for world growth and the forces associated with risk. In general we expected that given the suite of aggressive fiscal policies being embraced by governments and some encouraging evidence that credit conditions have improved, particularly in response to the use of government guarantees, that world economic conditions would be on the mend from the middle of 2009. 

That relatively positive outlook has changed. On pages 8-11 we set out our view of the major forces shaping the global economy. We assess that the world is rapidly moving into a period of balance sheet recession. These recessions are unusual with the Great Depression in the 1930s and Japan’s ‘lost decade’ in the 1990s the prime examples. They are characterised by firms and households focussing on repairing balance sheets rather than growth. Excess cash flow is used to reduce debt and firms are accordingly reluctant to invest and employ. Households choose to reduce debt rather than raise expenditure and economies contract. Governments are required to offset this contraction by ramping up expenditure with reduced borrowing by the private sector replaced by increased borrowing by the public sector. The financial sector is also caught up in the balance sheet adjustment, magnifying the damage to the real economy. 

In this environment monetary policy is not effective since firms are not attracted by lower rates to borrow and improved cash flows are used to pay down debt. The financial system itself is also badly impaired. However interest rates still need to be lowered as far as possible to assist the process of balance sheet repair. 

Naturally some countries will face more ‘acute’ versions of this environment than others. In the case of the US all sectors are focussing on balance sheet issues; similarly for most of Europe although the balance sheets of the German household sector are in reasonable shape. For Australia the corporate sector seems certain to go that way although financials, banks in particular, have avoided the worst of the problems encountered by their US and European peers. The evidence from the household sector is also pointing to a sharp increase in savings although again, the balance sheet problems facing Australian consumers are small compared to those in the US and parts of Europe. Indeed, we were somewhat surprised by the extent to which households saved the recent $8.7bn package of government payments. We estimate that only $700mn was used to boost retail sales. 

An extended period where debt stands at the centre of economic decisions; the advanced economies contract; and the developing economies prove to be unsuccessful in diversifying growth away from advanced world and inter-regional trade does not augur well for a growth recovery or commodity prices. And it doesn’t augur well for small countries with excessive foreign debt, i.e. Australia and New Zealand. Even the large interest rate differentials that have supported their currencies are falling quickly as central banks try to stimulate domestic demand. 

Those arguments point to a ‘weaker for longer’ scenario for the AUD and the NZD. Accordingly, we have pushed our low point for the AUD into 2010 with a target of USD0.55 in H1. Pressures will be even more brutal for NZD which is expected to fall significantly against the AUD: 1.35 is our new target for the cross. Although we do not expect convincing evidence of a global recovery anytime soon, the country we expect to lead the way – China – will be starting to show some signs of improvement by 2009H2. However this will not be spectacular in the usual China way. China needs to re-orient growth to domestic drivers rather than foreign demand. That will take time, but currency markets will be sufficiently excited to give the AUD some support. If we are wrong it is more likely to be to the downside rather the upside. 

Our growth recovery view still relies strongly on fiscal policy. We assess that the US will be much more flexible in this respect than European countries where the Maastricht Treaty is still in place. Hence we are reasonably constructive about the USD. While Japan and China should focus on restoring domestic demand that would normally require further appreciation, we expect that policy intervention will disrupt that process.

Wheat and oilseeds 

So what of the impact on the grains market from the global economic crisis? On the price front, two key developments generally evident are: first, a very sharp reduction in global grain prices from the peaks of earlier this decade and second, notwithstanding the sharp decline, prices remain above historic averages. As for global oil prices, the collapse has been spectacular, a tumble that has been echoed in the oilseeds sector.

More recently, on the climatic front, reports of severe drought conditions have emanated from China, with the authorities stating that about 40% of the crop is under drought pressure. North East China, where the greatest moisture deficiency exists, is significant for corn and soybeans, but is not a major wheat producing region. As always, timely rain will be important but at this stage we are mindful that drought conditions in China are evident nearly every winter. 

Wheat
The 2008/09 year was a record one for wheat production, both domestically and the world. Farmers responded to sky high prices and a generally excellent season did the rest. World production increased to a record 684Mt, up 12%. This sharp lift in production has contributed to downward pressure on prices, as has the massive deleveraging of commodity markets. 
Early estimates suggest that world production will moderate in the season ahead, falling back to around 640Mt, with reduced planting and assuming a return to more normal yields.
It hasn’t been all downward pressure on wheat pries. In early 2009 they have moved off the lows of late 2008. After slumping to US530¢/bu, there was a move back up to the 600¢ mark on support from dryness concerns in the US and China. The markets will increasingly focus on climatic concerns in the US over February and March. 

The increased domestic wheat supplies will place downward pressure on average pool returns, but the lower Aussie dollar is supporting export prices. ABARE forecasts a 25% drop in the 2008/09 pool return to $317 a tonne for premium white wheat.
Wheat exporters have been confronted with bottlenecks at the ports. With the monopoly export system scrapped, there has been a rush by farmers to get their wheat to market. This, at a time of a big crop, has resulted in vessels reportedly cueing off the Western Australian coast - the nations biggest exporting state.

Domestically, there has been downward pressure on feed grain prices. Significant rainfall during the wheat harvest further increased feed grain availability. That came on top of increase in barley production of around 7%. ABARE expects Australian feed barley prices to fall by 45% to $168 a tonne and malting barley to fall by 14% to $229 a tonne.
Oilseeds
The oilseed market continues to trade like the energy sector. What a wild ride it has been over the last couple of years for crude oil prices and oilseeds.

Soyoil prices tumbled over the second half of 2008, falling by 50% to around US31¢/lb in December – returning to prices prevailing in early 2007, ahead of the sharp run-up. Prices have subsequently formed a base in 2009, as has crude oil. 

While the world economy has slid into recession, the demand for biodiesel will continue to be supported by government mandated targets. World industrial use of vegetable oils (primarily biodiesel) is expected to increase by around 6% in 2008/09. Even so, production more than kept up with demand in 2008/09, boosting stocks and placing downward pressure on prices. World oilseed production in the year was a record, increasing by an estimated 7%.
Canola prices also plunged 50% over the second half of 2008. More recently, canola prices bounced off their December lows. Interest from China was a factor lifting prices, as the New Year celebrations steadily increased demand. While there is a large crop coming out of Canada, as long as concerns remain over South America’s problem weather, there should be a tendency for price stability. Australian canola exports will be up strongly in 2008/09, by around 10%, as increased production adds to exportable supplies.
Sugar and cotton

The sugar and cotton markets reveal contrasting price movements, a reminder that the global economic recession impact varies across commodities and in turn producers. At one end are sugar prices which are proving to be resilient, while downward pressure on cotton prices is evident. Here we assess the conditions for these two markets. 

Sugar
The sugar price has defied the world economic recession and in doing so also provides a contrast to developments for vegetable oils, where soy/oil prices have moved lock step with crude. In early 2009, world sugar prices were trading around US12.50¢/lb. That is up a little from the December lows but still down around 14% from the August peak. 

Back in mid-2008 the sugar market fundamentals were not very exciting. Demand was growing but supply was surging as producers responded to the higher prices back of 2005/06. More recently, a tightening of the world sugar market has been evident.

 World demand for sugar tends to be less responsive to changes in income than for many other commodities. In addition, active policies to encourage ethanol use have boosted world consumption of sugar. International demand for sugar strengthened in January, while supplies remained tight. That boosted prices by about 6%.

Brazil looks set to harvest a boom crop – despite heavy rain early in February. This may put pressure on global prices in coming months. Mitigating the impact is a rising proportion of Brazil’s cane production going to ethanol production.

In Australia, sugar cane production was down, with an estimated decline of around 7%. Production has declined in each of the past four years due to a variety of reasons: including weather related and increased use of rotation crops, such as soybeans. The sharp drop in the Australian dollar means that prices are very strong in Australian dollar terms. ABARE expects the average price paid to cane growers for their sugar to rise by about 10% to around $28 a tonne.

Cotton
Cotton tends to be a very early indicator of economic health. It comes as no surprise then that the cotton market is suffering from the global recession, with prices tumbling through 2008. 

Weaker global demand conditions and great uncertainty has reduced demand for all textile fibres. The decline in cotton prices over late 2008 was largely matched by declines in the prices of competing artificial fibres, most importantly polyester. The fall in world oil prices is a contributing factor, with oil derivatives used in the production of artificial fibres.

However, government intervention is boosting world cotton prices in early 2009. The rub of course is that higher prices now because of market distortions will tend to delay or limit the rebound in prices as fundamentals improve.

For the first time in history, major cotton growers India, Pakistan, China and the US have all had their cotton prices supported by government programs. Indeed, the biggest buyers in the cotton market early in 2009 have been the government sponsored schemes. The Chinese and Indian governments have committed to buying up to 50% of the 2008 crops. This would see these governments end up owning more than 20% of global cotton production in 2008.

The intervention boosted cotton prices, with a 9% rise in January to US49.7¢/lb. To place that in perspective, prices slumped in 2008 from a peak of US80¢/lb in March. Moreover, in an historical context, prices are still 10% below the average price so far this decade and are well down on the levels of the 1990s. 

For Australian cotton producers, the irrigation water situation has improved substantially. The area planted in 2008/09 is estimated to be around 154,000 hectares – a 144% jump on last year. Even so, that is still well below the 1998/99 season peak of 562,000 hectares.
Dairy and beef

Dairy

Dairy product prices on international markets were on a rollercoaster through 2007 and 2008. Rising very sharply through 2007 and then falling even faster in 2008. The very weak outlook for world economic growth, including slower growth in the emerging markets, is expected to translate into soft demand for dairy products through 2009 and into 2010. Lower crude oil prices will also dampen dairy demand from key oil producing nations.

There is a current glut in world dairy product supplies, adding to downward pressure on prices in 2009. NZ production will be well up on last year’s drought affected output and Australian production is showing some signs of growth, albeit off an extremely depleted base. Relatively high farm-gate prices for milk in 2008/09, an expected small increase in dairy cow numbers and improved seasonal conditions underpin the rise in Australian production. However, less growth is expected from the US given relatively high feed costs. Still, the USDA forecasts US milk production in 2009 to be 0.9% above 2008 levels, less than half the 1.9% growth in the previous year. Milk supply in Europe is expected to be constrained by lower milk prices. Although some growth is likely in 2009, it is not likely to reflect the increase in quota over the past two years given many quotas are not binding across member states.

Market interventions are on the rise again. The EU has brought back export subsidies in January, while storage programs in the EU and US are coming back on stream. The reintroduction of EU export subsidies will likely put downward pressure on international prices as they encourage more product onto the world market than would be determined by economic conditions. In contrast, the EU and US storage programs may not necessarily push prices lower in the short term but as the inventory hangs over the market such programs will tend to delay any price recovery.

The impact of global economic weakness and market intervention has had a significant impact upon dairy prices early in 2009. Our dairy indicator price fell 10% in Aussie dollar terms in January to be down almost 25% from October

Beef

The outlook for international beef prices has weakened substantially as the world recession reduces demand. Asian demand has eased and the outlook appears soft. Russian demand, a key positive influence over recent times, has softened with trade and credit difficulties causing further disruption.

Consumers are ‘trading down’ to cheaper product. This was apparent in demand from Korea and Japan for the lunar New Year celebrations. Also, Australian exports to the US are increasing for lower grade beef and demand is declining for the higher end beef products at both a restaurant and grocery level.

Some support may be coming from the supply side. US cow and calf slaughter was high in 2008, relative to inventory. The US cow slaughter has started to ease, giving some support to prices. Beef heifer retention was 2.2% less than last year, pointing to smaller calf drops over the next few years. Fewer cattle will be a support to prices later in 2009 and beyond, although subsidised dairy cow cull may put downward pressure on prices in the short term.

The re-entry of US beef into north Asian markets is expected to continue putting downward pressure on prices as the US competes for market share. To date, re-entry has been patchy and US exports to the key Asian markets remain well below pre-BSE levels. A gradual increase in US exports to Asia is expected through 2009.

The good news is that the export price index in Aussie dollar terms has held steady since October and is up more than 10% on a year ago. However, we expect downside to international beef prices in the short term on weaker demand and high inventories of frozen meat (including large US pork and poultry stocks, which will also keep downward pressure on the protein market in the short term). Tightening supply will help later in 2009, but a true recovery is not expected until 2010.

Sheep and wool

Sheep
Supply is a major story in the lamb market. Notably, all major producing nations have seen a decline in their flock. In New Zealand, for instance, there is 23% less lamb for export in 2008/09 because of last years’ drought. Australia has the lowest number of sheep since 1916. 

The international demand environment is weak, as you would expect in the current global environment. Weak demand is true for the key New Zealand markets of the UK and Europe, both of which are in recession. For Australia’s key market of the US, the picture is no better. During the second half of 2008, total Australian lamb exports were down more than 20% on a year ago, reflecting lower lamb production and declining demand. Exports to the US were down 40% at one stage. The significant depreciation of the Aussie dollar has provided a much needed competitive boost, limiting the fall in exports to the US by late 2008 to around 15% down on 2007 levels.    

One key export market for Australia that has been bucking the trend is the Middle East region, which continued to perform strongly. The MLA reported in 2008 7% growth in mutton and a 14% increase in lamb, while live sheep exports to the region were estimated to be up around 9%. However, one downside is that the strength could in part be the result of harsh seasonal conditions across prime sheep areas which resulted in some product being unsuitable for premium markets. 

International demand is unlikely to improve during 2009 given the prospects of the severe global downturn continuing for sometime. Even in the Middle East markets, with oil prices now just a fraction of their early 2008 levels, demand is likely to moderate. In addition, lamb faces competition from substitutes such as chicken and beef, where frozen meat stocks are high. 

Domestically, lamb sales late in 2008 and early 2009 have seen quality take a step backwards because of hot and dry conditions. Even so, prices have held reasonably given the supplies of diminishing future supplies. 

Wool

The wool market has, as is no surprise, been hit by the global economic recession. The fortunes of the wool industry remain closely linked to prosperity in the industrialised world. Europe went into recession last Easter and conditions took a further turn for the worst in the December quarter.  

The start of 2009 has not been positive for wool, with prices down 2% in January to A754¢/kg. The first sales of the year indicate that interest and prices are down. Finer wool is bearing the biggest falls, with Italy showing little interest in the market. Chinese buyers are showing some interest in lower grade wool to use for blending with already stocked higher quality wool. The announcement of economic stimulus packages in China and the US are positive developments that will tend to support buyer demand over the second half of 2009. Even so, prospects of a meaningful recovery in demand is some way off. While world growth is forecast to improve to 2.2% in 2010, the recovery in the OECD zone - which is more important for wool - is expected to be more muted, with 2010 growth forecast to be only 0.8%.

An emerging concern for the wool industry is the government invention in the cotton sector. The buying up of cotton now by Government's of cotton producing nations will lead to some future stock piles which overhang not just the cotton market but textiles in general.

A factor mitigating the downside to wool prices is the low level of wool stocks. World stocks declined significantly in 2007 and again in 2008. Even in the current environment, ABARE expects stock levels to decline a little further. This is against the backdrop of declining flocks globally. As noted earlier, Australia alone has the lowest number of sheep since 1916. In addition, the changing enterprise mix in Australia between wool and sheep meat and mixed weather conditions in the wheat-sheep zone, shorn worn production is expected to fall by almost 10% in 2008/09.

Recessionary demand conditions have wool prices down sharply from the peak of a year ago, with a decline of 30%. However, in an historical context the current price is only 9% below the average of the last twenty five years.
Oil prices hit as OECD demand collapses 

Oil prices have continued to decline. At the time of writing the report oil prices, as measured by the West Texas Intermediate (WTI traded at NYMEX but more on that later), hit a low of US$34 barrel, a 63%yr fall and 76% lower than the all time peak of US$145bbl in July 2008.
The bursting of the commodity bubble, associated with the unfolding global recession, has seen oil demand retract in a significant way. The collapse in OECD industrial production while quite rapid to date pales in the face of the rate of decline in OECD oil demand. To October, industrial production had fallen 5%yr from the peak (and clearly accelerated in November and December) but oil demand has fallen 3.8 million barrels per day (mbpd) over the last 12 months to be down 8%yr year. Oil demand has been declining for over two years now as oil prices rose but the loss in overall income and economic activity in the OECD has outweighed any boost to demand that recent lower prices may generate.  

For the medium term, while we may be near terminal velocity for the OECD in terms of its rate of decline, we cannot see a meaningful recovery in growth from this region until well into 2010. Even then, we are forecasting economic growth to average just 0.8% in 2010, hardly a spectacular base for rapid recovery in prices.

But as we all know by now the OECD is only a part of the global growth and energy demand story. All through 2008 oil demand from China, and the rest of the emerging world, continued to grow but only by 1.1mbpd over the last year, no where near enough to offset the fall in demand from the OECD. As such, global demand has fall 2.7mbpd over the last 12 months. Given that global production has been broadly stable over the period, it is no surprise that the market has moved from extreme undersupply to a surplus with a resulting rise in inventories.

This fall off in demand is even more dramatic if you consider that Q4 coincides with the start of the northern hemisphere winter so is a seasonally strong quarter. As such, developments would have caught producers - starting with seasonally high inventories - at a very bad point. 

The relationship between demand/supply and price is highlighted in the chart with change in US crude oil inventories and change in WTI price. Except for the period from 2003 to 2006, when oil prices continued to rise even when crude inventories where rising, there is a fair negative relationship between the two. So with US inventories up almost 10%yr at least a 60 fall in the WTI is to be expected. 

Chinese oil demand has clearly moderated with the volume of crude oil and petroleum imports down 15% in the last six months. But still, as oil imports are broadly flat compared to a year early, you could argue that Chinese oil demand has flattened and not fallen. China, and to a lesser extent the rest of the developing world, are forming a base for oil demand.

What is also very interesting is what the financial markets may be telling us about dynamics of the oil market. Spot WTI is currently 25% lower than the 3rd contract and a massive 70% less than the 33rd contract, the steepest slope we can find in the history of the WTI forward curve. But it does appear that there is something special about WTI compared to other oil grades. Firstly, the WTI is currently trading at a US$6 discount to Brent when it normally trades close to a $2 premium. The only other time WTI was cheaper than Brent was back in the first half of 2007 when oil prices started the explosive rally.

The second point is that the WTI forward curve is much steeper (that is, expecting larger price future price increases) than Brent’s curve. In fact the WTI 3/1 spread is US$5 higher than Brent 3/1 spread suggesting the market is pricing WTI to rise by US$5 more than the in Brent over the next three months. For the 12/1 curve it is more than US$6. The reconciling factor to this anomaly is reports of the lack of storage at Cushing in the US mid West, where WTI is stored. As there is nowhere to store WTI, more is being sold on the market, thereby suppressing near term prices. 

So we caution that WTI prices below US$40bbl may have more to say about the lack of storage capacity in the mid West than the global demand conditions. 
