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Commodities crumble in a crisis...

Agricultural commodity markets have slumped.

The S&P GS commodity price index is down 10% over the past month
alone and more than 20% lower over the past six months. Similarly, the
CBA rural commodity price index is down 21% over the past six months
in USD terms, and in AUD terms, the CBA index is off 15%. Clearly, the
slumping Aussie dollar has not been sufficient to hold local prices steady.

The past month has been particularly cruel. US corn and soybean prices
have been the worst performers, falling 19% and 18% respectively. But
they were not alone. Of the 12 global agricultural commodities presented
in Figure 1, only US live cattle prices rose over the past month. Other
commodity types have slumped also. Copper is off nearly 20% over the
month, crude oil prices have fallen 4% (down 14% just a few days ago)
and gold, the so-called ‘safe-haven’, has seen its value decline by 9.5%.

The USD has surged more than 3.5% and the value of the Aussie dollar
has crumbled 8.4%. These are huge moves in the currency market.

A falling tide sinks all boats...

Clearly the ag markets are not alone in the current market turmoil. All risk
assets have fallen in tandem as the European debt crisis has intensified.
A Greek default is seemingly inevitable, and the market was unimpressed
with a lack of European policy action during September. More concerted
policy action over the past few days in Europe has calmed market fears,
for now.

The financial troubles seem to be spreading into the real economy, and
widely followed analysts have begun to revise lower their global
economic growth forecasts. Europe may fall into a recession according
to some analysts, and the risks of a US recession have increased. The
world is worried that GFC Mark Il is just around the corner.

Despite tight agriculture commodity supplies...

The sharp losses across ag prices occurred despite extraordinarily tight
supplies for many key commaodities.

As we outlined in our 30" August Agri_Updates_report, global feed grain
supplies may fall to their tightest levels since 1973. US corn stocks may
fall to near their second tightest level on record. But still, corn prices
have tumbled 19% over the past month, at a time when grain production
uncertainty in the US, South America and Europe has risen. But as we
also stated in the August report, “if the global economy spirals out of
control, ag commodities, no matter how tight their supplies, will get
caught in the storm.” The economic uncertainty has currently taken
precedence over the tight supply situation

What's next?

It is important to note that CBA’s Economics Research team is not
forecasting either a European, or global, recession. But nonetheless, in
this paper we discuss why agricultural commodity prices crumble in a
crisis, and provide a snapshot of how far values fell in GFC Mark 1.
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Figure 1: Monthly movers (price change, 30 days)
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Figure 2: CBA Commodity Price Index
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Commaodities in a crisis

We have previously outlined that agricultural commodity prices slump
during a crisis for two main reasons. These are:

1. Agricultural commodities are risky assets

Agricultural commodity demand suffers as incomes decline, despite the
common misconception that demand is stable because “people still have
to eat”. During the 2008/09 GFC global dairy consumption fell 0.6% year-
on-year, beef consumption fell 0.3%, and cotton consumption fell 11%.
People still have to eat, they just eat less.

In addition, prior expectations of agricultural commodity demand get
revised lower as economic conditions deteriorate. For example, as the
GFC unfolded, the USDA began slashing their estimates of commodity
demand for the 2008/09 season. Figure 3 indicates that from October
2008 to April 2009, the USDA revised its estimate of 2008/09 global
wheat consumption lower by 1.4%, coarse grain consumption lower by
2.4%, oilseed consumption lower by 2.2% and cotton consumption lower
by 10%.

The large declines in agriculture markets over the past month are, in part,
because the market currently fears demand destruction. And the latest
USDA Quarterly Grain Stocks report (30" September) suggests these
fears are vindicated. Figure 4 indicates that the implied disposal of US
corn from June-August 2011 fell to 2.54 billion bushels, down 2.3% from
the 2.6 billion used a year earlier. Similarly, soybean disposal during the
same period fell 4% from a year earlier, and US wheat consumption fell
2% year-on-year. Consequently, US grain inventories at 1 September
2011 were not as tight as originally feared. US corn stocks officially
printed at 1.13 billion bushels, 19% above trade estimates. Wheat stocks
were officially forecast at 2.15 billion bushels, 6% above trade estimates.

2. The flight to safety causes the USD to appreciate

The USD surges during a financial crisis as US investors repatriate their
funds. And a higher USD has a negative valuation impact on USD
denominated commaodity prices. This is logical considering most globally
traded agricultural commodities are denominated in USDs, the US is the
most significant producer and exporter of a host of key agricultural
commodities, and the foremost agricultural commodity futures exchanges
are located in the US.

Figure 5 indicates the inverse relationship that exists between the USD
and agricultural commodity prices, in USD terms. The following table
indicates that since 2005, the correlation between the USD and USD
denominated commaodity prices has been -75%. Furthermore, the
correlation between AUD commodity prices and the AUD/USD has a
positive correlation of 73%, refuting the common saying of "a high AUD
is bad for Australian commodity prices". In fact, a high AUD is good for
Australian agricultural commodity prices.

Correlations 1997 to Current 2005 to Current
Rural Price index (USD) : USD Index -79% -75%
Rural Price index (AUD) : AUD/USD 59% 73%
AUD/USD : USD Index -91% -79%

Figure 3: Revisions to the USDA’s 2008/09 global
commodity consumption estimate
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Figure 4: US corn, wheat and soybean disposal
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Figure 5: Rural commodity price index vs. USD
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How low can we go?

The 2008 GFC provides a recent precedence of the magnitude of price
declines in the agricultural commodity complex during times of crisis. The
statistics are sobering.

In the 12 months from July 2008 to July 2009, the peak to trough price
movements include:

— Corn prices down 61% to USc293/bu

— Wheat prices down 64% to USc475/bu

— Soybean prices down 53% to USc783/bu

— Cotton prices down 56% to USc39.14/Ib

— Sugar prices down 44% to USc9.52/Ib.

— Whole milk powder prices down 61% to USD1850/t
— Australian wool prices down 31% to A$7.71/kg

— Australian beef prices down 18% to A$2.98/kg

— The CBA rural price index (USD) down 49%

— The CBA rural price index (AUD) down 26%

Despite the big losses observed across agricultural markets over the past
few months, these GFC lows remain massively below the current spot
prices. Figure 6 indicates that cotton and sugar prices could slump a
further 62% from current levels before the GFC lows are reached. The
corn market can fall a further 52% and the US wheat market can fall
another 27%. Overall, the rural price index would need to fall another
45% in USD terms and 20% in AUD terms before the GFC lows are
reached.

Where to next?

It is extraordinarily difficult to predict how these current financial and
economic ructions will play out.

If the world remains intact and a European/US recession is avoided,
which remains the CBA Economics Research team’s forecast, the
agricultural market will return its focus to the fundamental outlook. Here
the market will see near-record tight world coarse grain supplies,
tightening oilseed supplies and uncertain 2012 grain and oilseed
production prospects in the face of another La Nina. These factors are
solid grounds for much higher grain and oilseed prices.

But if the global economy does implode, ag commodities, no matter how
tight their supplies, will get caught in the storm. The GFC provides a
sobering reminder of what can happen.

Figure 6: GFC lows vs. current spot price
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