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2009 PROSPECTS FOR CANADIAN AGRICULTURE
Weaker C$, Easing Cost Pressures to Backstop Farm Incomes Next Year

2008 will go down as amemorable year for Canadian
agriculture. It was only this past spring that world crop
prices were soaring on the back of concerns about global
food shortages, growing excitement about the use of food
as a source of fuel and a surge in speculative financial
investment in commodity futures markets. Fast forward
six months. Food supply fears have eased considerably as
this year's global crop will exceed earlier expectations.
And growing worries about the global financial and eco-
nomic landscape have dampened expectations for both
world food consumption and investment appetite for com-
modities. The huge gains in crop prices have evaporated
even more quickly than they occurred.

In the aftermath of this roller-coaster ride, farm pro-
ducersin Canadamust be left wondering where the sector
will head once the dust settles. Inthe very short term, the
risk to agriculture prices continues to be tilted to the
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HIGHLIGHTS

e US$crop prices not expected to retest recent
highs any time soon, but should remain above
their 5-year averages in 2009.

* A weaker C$should help to cushion Canadian
farmers from the impact of lower US$ prices.

e Farm incomes will be further supported by a
simmering down in energy, global transporta-
tion and fertilizer costs.

e Credit crunch expected to ease over the next
12 months.

e Despite benefiting from an easing in cost pres-
sures, Canadian livestock producers face an-
other challenging year in 2009.

Last Date plotted Oct 28, 2008
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downside, asfinancial markets remain unsettled and wor-
ries about the global economy stay at the forefront. How-
ever, by mid-2009, we expect prices to regain their foot-
ing, including those in the beleaguered hog industry. In
spite of global headwinds, farmers are expected to receive
an offsetting boost in the near term from a weaker Cana-
dian dollar and some easing in cost pressures.

A year ago, TD Economics released a report entitled,
Canadian Agriculture Begins a New Era. Our thesis
was that even though agriculture markets would always
be prone to short-term swings, the sector’s overall longer-
term fortunes—notably for crops— had brightened signifi-
cantly inthewake of rising incomesin emerging markets,
government mandates for ethanol and other growing op-
portunitiesin areas such as organics. Notwithstanding the
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flurry of events over the past year, we stand by that as-
sessment.

What a wild ride it's been in crops

Thisyear’srun-upin crop prices—followed by the sub-
sequent decline —was tumultuous indeed. CBOT bench-
mark prices on wheat and soybeans shot up by about 40%
and on corn by nearly 70% during thefirst half of theyear,
only to retrace those gains during the summer and fall. In
the case of wheat, the retracement has left prices at 16-
month lows. Canadian crop prices have also embarked on
awild ride, although not quite to the same extent as U.S.
pricesfor similar commodities.

To some extent, the shift in sentiment in the global crop
market reflected movements in the usual supply-demand
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fundamentals. After two straight annual declinesin output
and demand from emerging markets on therise, theworld
entered 2008 facing critically low grain and oilseed stocks.
If that wasn’t enough, ambitious government mandatesfor
grain-based ethanol and biodiesel production continued to
drive a wedge between global supply of crops and their
traditional uses in feeding both households and livestock.
Indeed, it has been estimated that 30-40% of U.S. corn
production will be diverted to ethanol thisyear. And with
global agricultural markets projecting that these various
trendswould continuewell into the future, fears about food
shortages escalated. Riots were even sparked in coun-
tries such as Haiti, Indonesia, Mexico and Egypt.

What a difference six months can make. Despite ex-
pectationsthat global supply of cropswasrelatively fixed,
world crop production managed to respond to the high price
signals this year. Seeded acreage around the world rose
sharply, especialy inwheat. With weather cooperating well,
world wheat output is poised to grow by an astounding
12% this year, compared to a 6% gain in global consump-
tion. Inamost onefell swoop, global inventorieshave been
restored closeto their 5-year average. Other mgjor world
cropsalso enjoyed strong yieldsthisyear. Barley outputis
on track to grow 12%, while consumption will likely ad-
vance only 4% and canolayields are the highest on record,
with increased production in Canada, Australia and the
Ukraine. Ontop of theimproved yields, agricultural com-
maodities have not been immune to growing worries about
the impact of a global economic slowdown on consump-
tion.

But while changesin expectations about fundamentals
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Speculation in Crop Markets has Accentuated Price Swings

Speculation can be defined as the purchase or sale
of a commaodity or good in the hope of reaping a profit
from changes in its price.! In the case of commodity
markets, a form of speculation that has been significant
is the purchase of futures and options contracts as an
investment strategy rather than a way to manage risk
related to the purchase or sale of commaodities.

Pinning down the extent of investor speculation in
commodity markets over the past few years is not made
easy by the lack of hard data on the subject. Nonethe-
less, there is a good case to be made that the specula-
tive element has played an increasingly big role in set-
ting prices.? According to some ballpark estimates, fi-
nancial players — including commodity index funds,
hedge funds and exchange traded funds — held as much
as US$400 billion in commodity futures around the re-
cent peak in prices earlier this year — roughly double its
2005 level. And while the energy markets accounted for
much of the interest, agriculture markets were also a
prime target, making up roughly US$50-120 billion. In
the U.S. corn market, index funds controlled a record
4.5 hillion bushels of corn, wheat and soybeans through
CBOT futures, equal to half the amount held in U.S. si-
los on March 1.3

Itis hard to say how much of these speculative posi-
tions have been reversed since mid-2008. The Chicago
Board of Trade generates data on non-commercial trans-
actions (a proxy for speculators) for key crops. Based
on that count, speculative activity has cooled off signifi-
cantly. Indeed, non-commercial net long positions for
corn are now sitting at about 106,000 contracts, com-
pared to 380,000 in February. Perhaps even more pro-
nounced was the transition in wheat holdings, which
moved from a net long position of about 31,000 contracts
to a net short position of 17,000. Some of the recent
selling also reflects liquidating positions to cover margin
calls and to raise liquidity.

It does appear that the upward price pressure from
speculative buying was fuelled in part by the fall in the
U.S. dollar. There has been some fundamental appeal
of the U.S. dollar/commodity price relationship. Since
agricultural and other commaodity prices are quoted in
U.S. dollars, a falling (increasing) U.S. dollar boosts (low-
ers) the purchasing power of crops of many importing
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countries, thus impacting demand patterns. Hence, a trad-
ing pattern started to emerge with short positions in U.S.
dollar (i.e., positions created via short sales) being offset
by long positions in crops and other commodities. Since
mid-2008, a rebound in the U.S. dollar has led to a re-
versal in this type of trade.

The recent price swings have prompted a call to ac-
tion by many individuals to clamp down on financial-mar-
ket activity in commodity markets. Many farmers, who
use futures markets to hedge risks, have been opposed
to speculative activity, as they argue such activity dis-
torts market signals. And, indeed, the role of specula-
tors has been coming under increased scrutiny from regu-
lators and public officials, notably in the United States. A
counterargument in favour of financial market participa-
tion in futures markets is that it increases liquidity.

Regardless of changes made to regulations going for-
ward, we doubt that speculators will jump back into com-
modity markets nearly to the same extent as in 2007-08.
The commaodity investment was driven by a mix of influ-
ences that are unlikely to be repeated to the same ex-
tent, chief among them include the perceived hedge
against inflation, a substantial further drop in the U.S.
dollar and a lack of other investment opportunities. The
deleveraging process is likely to take several years to run
its course, limiting the extent to which investors take on
bets.

2009 Prospects for Canadian Agriculture
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have been amajor factor at work in crop markets, fingers
have also been pointed at speculators and the trend in the
U.S. dollar as key culprits behind the massive moves in
prices. We discuss this issue in the accompanying text
box. Inaddition, many have argued that during the peak of
the run-up, fears of crop hoarding —such asricein Asia—
also appeared to contribute to the unsustainable price es-
calation.

Although most of the dramahastaken placein the crop
marketsthisyear, livestock prices—and in particular hogs
— have also been subject to significant turns in fortunes.
Despite surging feed and other costs, an abundance of U.S.
inventories kept prices at a low levels at the start of the
year, before a strong pickup in global export demand un-
derpinned pricerallies during the spring and summer. In
the case of hogs, prices surged about 50% since the end of
2007. However, subsequent indications that export de-
mand has softened considerably in the autumn in tandem
alongside a softening global economy and sharp increase
inthe U.S. dollar has erased the gains recorded earlier this
year.
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Where are prices heading?

TD Economics' near- and medium-term price projec-
tions for key agricultural commaodities are shown in the
table below. (Wewill include atable showing US$ and C$
pricesfor key agriculture commodities by quarter through
2010.) Implicit within thisforecast isthe following macr-

2002-07 2008 2009 2010 Q4/Q4 % chg

Average | Q1A | Q2A| Q3A| Q4 | Q1 Q2 Q3 Q4 1] Q1| Q2 | Q3 | Q4 | 2008 | 2009 | 2010
Wheat ($/mt) 210 611 | 481 ]| 389 | 300 | 275 | 250 | 260 | 270 | 275| 280 | 290 | 300 | -27.9 | -10.0 | 11.1
Barley ($/mt) 115 212 | 237 | 216 | 150 | 140 | 135 | 137 | 140 | 145| 150 | 153 | 158 | -24.7 | -6.7 | 12.9
Canola ($/mt) 285 624 | 623 | 539 | 340 | 330 | 320 | 325 | 330 | 335 | 340 | 345 | 350 | -28.1 -2.9 6.1
Corn (cents/bu) 244 488 | 589 | 536 | 400 | 375 | 350 | 355 | 360 | 370 380 | 390 | 395 | -11.1 | -10.0 | 9.7
Cattle (cents/Ib) 83 92 93 | 101 | 90 85 90 95 97 | 98 | 95 98 | 102 | -4.9 7.8 5.2
Hogs (cents/Ib) 59 58 | 73| 74 | 55 | 52 | 58 62 | 65 | 68| 70 | 72 | 75| 1.7 | 182 | 154
Wheat ($/mt) 269 614 | 486 | 405 | 375 | 352 | 325 | 346 | 346 | 344 | 342 | 351 | 354 | -9.7 -7.8 24
Barley ($/mt) 147 213 | 239 | 225 | 188 | 179 | 176 | 182 | 179 | 181] 183 | 185 | 186 | -5.6 -4.4 4.0
Canola ($/mt) 365 627 | 629 | 561 | 425 | 422 | 416 | 432 | 422 | 419| 415 | 417 | 413 | -10.0 | -0.6 | -2.2
Corn (cents/bu) 312 490 | 595 | 558 | 500 | 480 | 455 | 472 | 461 | 463 | 464 | 472 | 466 | 113 | -78 | 1.2
Cattle (cents/Ib) 106 92 | 94 | 105 113 | 109 | 117 | 126 | 124 ] 123 | 116 | 119 | 120 | 19.2 | 10.4 | -3.1
Hogs (cents/Ib) 76 58 73| 77 69 67 75 82 83 | 85| 85 87 89 23.1 21.0 6.4
Source: Forecast by TD Economics at November 2008
Wheat: 1 CWRS, Canada: St Lawrence, 13.5% (C$/mt)
Barley: Canada: Cash Prices: Feed Barley: Lethbridge: Grade 1 CW (C$/mt)
Canola: Canada: Cash Pr: Canola: Instore Vancouver: Grade 1 Canada NCC (C$/mt)
Corn: #2 yellow: Central IL:($/bu)
Cattle: Live Cattle Futures Price: 1st Expiring Contract Open (Cents/Ib)
Hogs: Lean Hogs Futures Price: 1st Expiring Contract Open (Cents/Ib)

2009 Prospects for Canadian Agriculture
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0economic assumptions:

e While TD Economics forecasts the global credit crisis
to easein 2009, the path to improvement will be gradual .

» Evenif credit market conditions begin to turn the cor-
ner, a global economic recession now appears to be a
slum dunk in 2009 and only amoderate bounce-back in
world growth isin store for 2010.

* Over thenext 12 months, devel oping markets—such as
Chinaand India—will account for all global growth, as
themajor industrialized economiespost little or no eco-
nomic expansion.

In this environment, we see the risks to agriculture
prices tilted to the downside, as globa economic and fi-
nancia headwinds continue. As has been the case of late,
most vulnerable to further selling are crop prices, which
despite the clearing off of much of the speculative froth
built upin 2007-08, remain especially proneto further liqui-
dation of commodity positions by hedge funds and other
ingtitutional investors. Livestock prices— notably hogs —
have less scope for declines since they are aready at low
levels.

Still, there are several reasons to suggest that any fur-
ther weakening in crop pricesfrom current levelswill likely
represent an “overshoot”, with prices undergoing a firm-
ing trend throughout the remainder of 2009 and into 2010.
For one, most crop markets are heading into this period of
global downturn enjoying relatively well balanced supply-
demand conditions. Even then, demand for food tends to
beless sensitive to deteriorating global income gainsthan
other commodity areas. Furthermore, a bigger threat to
the credit crisisison supply rather than demand, as ongo-
ing credit problems globally could dampen sales of ma-
chinery, fertilizer and other inputs, thusimpeding next year’'s
output.

Higher price plateau for crops to remain intact

Above al, we continue to see longer-term support for
agricultural prices still at play — a development that was
front and centre in last year’'s TD Economics' report dis-
cussing a new era for agriculture. For severa decades,
crop prices globally had been falling in real inflation-ad-
justed terms as the contribution of rising productivity on
global supply outstripped the impact of gainsin demand.
However, even discounting the major up and downin prices
in 2007-08, atrend pickup in global consumption growth

2009 Prospects for Canadian Agriculture
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vis-avisproductivity hasreversed thelong-term declinein
real crop pricessincethe early 2000s. And, wedon’t fore-
see that trend halting over the next severa years.

Certainly, one catalyst has been the growth in demand
from expanding economiesin China, and India, among oth-
ers. China, in particular, has made waves in agricultural
markets, withimportsof food and liveanima productsmore
than doubling since the start of the decade. And, while
these economies won't buck the trend to slower growth
next year, they are likely to continue to grow at aclip at
least 3 times of that of developed countries over the next
decade. TD Economicsforecasts the economies of China
and Indiato expand by 8.5-9% and 6-6.5%, respectively,
inthe 2009-10 period. Thisgrowthwill continueto benefit
both crops and livestock sectors.

But as importantly, we have not dropped our assump-
tion that growing ethanol and biodiesel productionwill con-
tinueto underpin crop demand in the United States, Canada
and elsewhere around the globe next year and over the
longer haul. Recent devel opments on thisfront have been
mixed. The push to develop aternative energy sources,
such as ethanol, has been dealt a setback by the recent
dramatic decline in prices of competing crude oil, while
moreindividual s are questioning thelonger-term environ-
mental benefits of ethanol vis-a-vis fossil fuels. What's
more, the recent flare-up in concerns about the global
economy appear to have pushed the environment lower
down on governments' list of priorities, at least temporar-
ily. On the flip side, the easing global food shortages has
also pushed the“food versusfuel” debateto the backburner,
which had been agrowing threat for grain-based biofuels.

GROWTH IN CANADIAN FARM CASH RECIEPTS
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U.S. ENERGY INDEPENDENCE AND SECURITY
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Aswell, the newly-elected U.S. President appears stead-
fast in his support for the development of alternative en-
ergy Sources.

We expect that the latter forces will win out, keeping
the existing biof uel mandates and subsidy programsintact
in the United States. Supported by this incremental de-
mand, crop markets are projected to stay relatively tight
and prices at a healthy margin above their 5-year aver-
ages.

From a Canadian perspective, the growing ethanol in-
dustry isamixed blessing. While ethanol provides support
to prices received by crop farmers, it raises the cost of
livestock feed. Canadahastraditionally grown more feed
corn than demanded by livestock producers, with the sur-
plus then shipped abroad. But with a growing amount of
domestic production of corn used in the ethanol process,
the country now records a corn trade deficit, which places
prices on a higher import basis. These impacts on feed
costs are mitigated by the fact that a byproduct of grain
used in ethanol production can be enhanced and used as
cattle feed.

Canadian livestock prices may not follow U.S. prices
higher in 2009

With tightening global credit conditions and slowing
economies around theworld to lead to aslackening in red
meat demand over the next few quarters, the hog and cat-
tle markets are not expected to buck the continued
downtrend in prices in the near term. However, we not
only see scopefor further near-term price declinesin U.S.
marketsrelatively limited, but we see some significant up-
side once the global economy beginsto gain traction later
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in 2009 and into 2010. The price story islinked to the out-
look for tightening supplies, reflecting in part the recent CANADIAN REALIZED NET FARM INCOME
weaknessin financia returnsin theindustry, the Canadian 4,000,000 CAR (Thousands)

federal government’s Cull Breeding swine program and

new legislation on country-of-origin labeling (COOL). 3:500.000
These factors are expected to have a major negative im- 3,000,000
pact on Canadian exports to the United States over the 2,500,000
forecast period.

2,000,000
e Inorder to help the hog industry restructure, the Cana-

dian federal government announced the Cull Breeding
Swine program thisyear. Through providing compen-

1,500,000

1,000,000

sation to farmers, the aim of the program is to reduce 500,000

swinebreeding herd stocks by approximately 10%. The 0

application deadline was September 1, 2008, at which 1990 1993 1996 1999 2002 2005 2008 Est.

time about 8% of the breedi ng herd had been culled or Source: Statistics Canada, 2008 Estimate by TD Economics

were eligible to be culled. Similarly, it has been esti-

mated that about 16% of Canadian hog farmers have cattle shipments were already down by asmuch as 60%

opted to leave the industry. ahead in the four weeks leading up to September 30™.

, o Similarly, market hog exportsto the U.S. were down by

*  On September 30, 2008, the U.S. introduced origin-of- 78% Y/Y inthe two weeksfollowing the COOL imple-

country labeling (COOL) for beef and pork products.
Whileseveral U.S. packers had proposed to useasingle
label denoting aproduct of Canada, the U.S. and Mexico
— even for U.S.-origin products — in order to cut the
amount of segregation required and thus lowering the
hit on costs, the U.S. agriculture department reversed
an earlier position and ruled against such amove. Asa
result, several large beef packing plantsinthe U.S. have
already stopped accepting Canadian imports or have
announced that they will do so. Already, theimpact on
Canadian livestock exports has been visible. Feeder

mentation.

Given that Canadais an important market for the U.S.
—accounting for about 90% of U.S. live hog imports and
60% of live cattle — the impact of these developmentsis
likely to leave the U.S. market in somewhat of atight spot
as 2009 progresses, thus boosting U.S.-dollar prices. But
while higher U.S. prices normally spill over to Canadian
prices, and particularly during a period of adowntrend in
the loonie, the weakening demand Stateside for Canadian
hog and cattle exports will likely preclude a lockstep in-
crease on this side of the border. Thus, aswe discuss next,
thetop linesof livestock producers are expected to remain
under pressure next year.

U.S. LIVESTOCK IMPORTS FROM CANADA

200 --1:000 head 1.000 head_ 4 54 Outlook for Canadian farm incomes in 2009

Based on recent price patterns, we turn to the near-
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Impact of the Credit Crunch

With the global credit crisis spilling over to Canada in
recent months, there have been concerns raised about
access to credit. These concerns are natural given the 250 Basis points 250
extreme distress present in the global financial system
and the stories about the dramatic decline in banking
lending in the United States. In Canada, there is some
evidence that credit conditions have tightened. The Bank
of Canada Senior Loan Officer Survey showed that 47%
of respondents reported tighter pricing and 53% indicated
tougher non-pricing aspects of lending. 100 100

Itis critical to recognize the difference, however, be-
tween the U.S. and the Canadian experience. In many 50 50
cases credit is not available in the U.S. at any price,
which is why there had been a massive government in- 0 . . . . . . 0
tervention in the banking sector, with the U.S. Treasury Oct-07  Dec-07  Feb-08  Apr-08  Jun-08  Aug-08  Oct-08
injecting more than US$L1 trillion to get lending flowing
again. In contrast, credit is available in Canada to busi-
nesses, although the cost of funds may not be as attrac-
tive as in the early part of this decade. This is why the
Canadian government response has been far more sub-
dued. For lenders that pursued prudent practices in the

1-MONTH PRIME- BA SPREAD

200 200

150 + 150

Need to see a return to the long-run average of 160 bps to ensure
adequate margins

Canada cut rates, but the BA rate has not fallen in tan-
dem. Canada’s largest lenders take in deposits and make
loans, but the loans are greater than the deposits. The

past there has been no need to dramatically tighten up
on loan conditions. And, this can be observed from the
fact that tightening observed in the Bank survey is only
slightly greater than the experience in 2001.

The reason for the tighter pricing and availability has
to do with an increase in the cost of borrowing to finan-
cial institutions. The accompanying chart shows the

difference must be financed in international markets, which
are currently demanding elevated interest rates and im-
pairing profitability. Policy makers in the U.S., Europe
and Canada have introduced significant measures to ad-
dress this problem in an effort to lower interbank lending
rates. These actions are likely to be successful eventu-
ally, but it won't happen overnight. When the financial

strains do subside, businesses should find that credit
pricing and availability improves. However, given that the
excess credit was the root of the recent financial prob-
lems, the availability and price will not return to the lows
in the early part of this decade.

spread between the Prime lending rate and the 1-month
Bankers Acceptance (BA) rate. The Prime lending rate
is the benchmark for many loans. The BA rate is the cost
to financial institutions of raising cash. In recent months,
the Prime lending rate has declined as the Bank of

revenues. And early readings of Canadian crop produc-
tion in the all-important autumn harvest have been gener-
aly favourable. Asof September, total wheat production
isexpected to rise 36% in 2008, with canolaand barley up
14% and 2% respectively over year-ago levels. With prices
of these crops on the rise, farmers increased acreage at
the expense of corn. Assuch, corn production is expected
tofall 15%in2008. Still, thejury remainsout onthe grade/
quality of the crop. In contrast, in view of the impact of
COOL and the Swine Breeding program, cattle and hog
production amost certainly lost ground this year. Inthe
hog industry, Canadian inventoriesfell by about 11% Y /Y
asof October. Cattleinventories, which arereported semi-

year. During theyear’sfirst half, total receipts shot up by
11% Y/Y, as a 31% surge in crop receipts more than off-
set a4% declineinthe livestock tally. Such astrong start
to the year might suggest that farm incomes should ex-
ceed the level in 2007. In redlity, the picture is consider-
ably murkier for several reasons.

Firt, crop priceshaveretreated significantly since mid-
year, so the year islikely to end off on aweaker footing.
But even there, the Canadian dollar has plunged in tandem
with U.S.-dollar prices, partially shielding Canadian farm-
ers.

Second, in addition to prices, output is akey driver of

2009 Prospects for Canadian Agriculture
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EXPECTED CANADIAN PRODUCTION GROWTH
2008

40%

30% -

20%

10% A

0% -

-10%

-20%

Wheat Canola Barley Corn

Source: Statistics Canada September Estimate of Production of Principal
Field Crops

CANADIAN FARM INPUT PRICES

Y/Y %change

<¢— Oil price shock

o /A

Recession

197 1979 1984 1989 1994 1999 2004

Source: Statistics Canada,Haver Analytics

annually, were down 4% as of July 1%,

Third, perhapsthe greatest uncertainty revolvesaround
how much profit margins in 2008 were reduced by rising
costs. Sky-rocketing energy and fertilizer costs, tight mar-
kets for labour and high freight costs were a major chal-
lengefor crop farmersin 2008, despite somelikely reprieve
in some of these areas later in the year. Within the live-
stock industry, farmers were not only forced to deal with
pressures in these areas, but also escalating feed prices.
Many farmers attempted to lessen the cost blow by imple-
menting changesin technologiesand in process, including
expanding farm sizesto reap economies of scale and mov-
ing away from the expensive corn feed, towards lower
cost feeds such as barley and wheat.

Unfortunately, even fewer indicators have been rel eased

on farm input prices for 2008, so forecasting whether the
cost or revenue sidewill winout in 2008 isatough call. In
our view, total net realized farm incomewill comein mod-
erately higher than last year —inthe $1.5-$2 billion ball park.
Keep in mind that thistally hidesthe stark divergencesin
sector and regiona performances. Many farmers that are
highly reliant on livestock farming —and notably hogs—will
face a struggle recording a profit this year. On the plus
side, many livestock farmersin Canada also own signifi-
cant crop operations, which have been providing animpor-
tant counterbalance.

A look ahead to the net income picture in 2009 also
contains significant cross-currents. In general, the price
side will be a downward influence on net incomes next
year compared to 2008, especially on the crop side. How-
ever, anumber of other factorswill provide offsetting sup-
port to bottom linesin the farm sector:

e Canadian dollar to remain soft — next year, we ex-
pect theloonieto continueto tradein the range of 80-90
U.S. cents, lower than its recently over-valued levels
of 95-100 U.S. centsthat was recorded just prior to the
intensification of the global credit crisisthisautumn. A
combination of weak crudeoil prices, growing concerns
about the Canadian economy and flight to safety in the
U.S. dollar will keep the Canadian dollar in check in
coming months. While unambiguously positive for
Canadian farmers from an output-price perspective, a
weak currency raisesthe cost of U.S.-madeinputs, such
as farm machinery.

e Energy prices falling out of the stratosphere — Crude
oil prices are now trading at less than half of their re-
cent peak of US$147 per barrel. Whilethe price of crude
should be supported by apickup in globa economy later
next year, we see prices averaging a more manageable
US$65-75 in 2009. As well, we don't see a return to
US$100 per barrel over the next few years.

» Fertilizer prices should come down — While prices of
nitrogen and phosphate fertilizer are expected to con-
tinue easing in tandem with crop prices over the first
half of 2009, potash pricesarelikely to remain extremely
elevated due to labour strikes and weak world produc-
tionlevels. Overal, however, crop farmers should see
some reprievein this all-important cost area.

e Transportation costs slackening — the easing in glo-
bal growth isexpected to take pressure off international
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Food safety takes centre stage in 2008

While trade-related issues will likely remain in the
forefrontin the year ahead, a challenge facing the over-
all food industry that has been trumping all of late is
food safety. Not thatincreased regulation is a new con-
cern to the food sector. Indeed, as evidenced in survey
after survey, Canada’s agribusiness community cites
high regulatory costs — with food safety being a part of
that — as the number one barrier to competitiveness
ahead of taxation and international trade subsidies.

Yet recent developments globally are putting height-
ened pressure on governments around the world to take
action. In China, there have been health scandals re-
lated to milk and eggs that have made waves around the
world. But in 2008, Canada was shaken by its own cri-
sis when an outbreak of the disease listeriosis from
tainted meat claimed 18 lives. According to a Globe and
Mail report, there were more than 440 food products re-
called so far in 2008 because of exposure to the bacte-
rium listeria, with most tied to a single production line at
a Toronto meat processing plant.* Nonetheless, it is
difficult to pinpoint whether this surge reflects more test-
ing or what many critics argue is Canada’s relatively lax
standards for food safety. What is clear is that the focus
has shifted to recent federal changes that allowed pri-
vate industry to conduct more of its own testing rather
than leaving it in public hands.

Just prior to the election, the federal government
called for a probe into the recent crisis. The concern of
the food industry is what changes to regulation will flow
from that probe. The release of the report is set for
March 151 2009.
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freight costs, asevidenced by the steep drop inthe Bal-
tic Dry shipping index in recent months. Thistrend is
likely toremainintact in 2009.

Hike in Canadian jobless rate to rein in wage
growth—the unemployment ratein Canadais projected
torisein 2009 toward 7%, which should |ead to amod-
erate easing in wage pressures.

Cost of credit —the global credit crisis has put upward
pressure on the cost of availability of credit worldwide
(see box on page 9). While Canada has not been hit to
the same degree, the impacts have been observable in
the higher pricing of debt faced by banksand other large
players, including many in agricultural sector, in the
commercia paper market. Inlight of thisstress, dealer
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finance programsare under threat, further limiting credit
availability. The strains on credit markets are expected
to recede as 2009 progresses, supported by efforts by
world central banks and governmentsto boost liquidity,
backstop inter-bank lending and lower short-term
interest rates. In Canada, the central bank is expected
to reduce its short-term interest rate by another 50 ba-
sispointsin late 2008, to 1.75% and to hold them at that
low level until early 2010.

Puttingit all together, themix of till relatively-high crop
prices, a weak currency, and a simmering down in most
cost pressuresbodewell for afurther improvement intotal
farmincomein 2009. Asusual, the end result will depend
to alarge extent on growing conditions, although we do
anticipate that total area cropped will remain healthy and
on par with thisyear.

That said, there remain several clouds on the horizon.
Obviously, forecasting during periods of global economic
turmoil is riddled with higher-than-usual uncertainty. We
have already touched on some of the difficult changes
underway in the livestock market, including COOL, the
swine breeding cull and still-lofty costs of feed. These de-
velopments add to a growing list of competitive woes in
thelivestock and meat processing sectorsin Canada. Even
at a Canadian dollar at 80-90 U.S. cents, many Canadian
meat processors are still rendered uncompetitive. What's
more, COOL is nat likely to be the only challenge on the
trade front facing Canada's farm sector. There are con-
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cernsthat the U.S. government could turnincreasingly pro-
tectionist in the aftermath of the November 4™ election.

The current challengesinthe U.S. facing Canadian ex-
porters of hogs and cattle underscore the importance of
looking overseas for sales opportunities in the future. In-
creasingly, the agricultural market is becoming global in
scope. Yet Canadian farmers have been slow to take ad-
vantage of the potential of markets such as Chinaand In-
dia, which are growing by leaps and bounds above that of
NorthAmerica. Certainly, effortson thisfront will need to
be backed by government moves to forge new bilateral
traderel ationships.

Derek Burleton

AVP & Director of Economic Analysis
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