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LOWER FOR LONGER


We have revised our milk price forecast to $3.95/kg MS for 2015/16
and at this early stage $5.00/kg MS for 2016/17 (previously $4.25 and
$5.50-5.75/kg/MS respectively).



This means for the average Fonterra farmer that is fully share backed
cashflow looks like $3.81/kg MS in 2015/16 and $4.89/kg MS in
2016/17. Our estimates suggest a cumulative loss of around $1.50/kg MS
over the two seasons if these forecasts become reality, or further cost
efficiencies can’t be found over coming months. Larger cumulative losses
would have been apparent if not for improvements in cost structures. We
believe the average breakeven has gone from the mid to high 5’s/kg MS to
the low-mid 5s/kg MS.



Price action is poor and European supply dynamics are very bearish at
present. There simply appears too much supply for the market to handle
despite some encouraging demand signals and the likes of China’s import
requirements having improved.



Two important structural shifts in the form of increased European
supply and a lower cost of production are dominating. Both these
factors are expected to continue to supress prices and delay expectations for a
rebound.



USD dairy prices are weaker and the NZD is more elevated than what we
had previously assumed. As such, it’s difficult to maintain a mid-$5/kg
MS forecast for 2016/17.



We are encouraged by the steps being taken to drive cost
efficiencies and improve productivity amidst a challenging payout
backdrop. More of the same will be required over the years ahead. A return
to positive cash-flow will now not likely be seen until 2017/18.



The economic knock-on to the dairy sector and broader economy will
be substantial. Lower dairy prices are at the forefront of a near 20% fall in
New Zealand’s goods terms of trade over 2016; that’s a huge hit to the
economy’s purchasing power and enough to knock up to 3 percentage points
off GDP growth over two years. 2016/17 will represent the second
successive year of a sub-breakeven payout (in terms of pure cash-flow as
opposed to the payout). The sector is just under 5% of GDP directly and
with the indirect channel close to 10% of GDP. A further step lower in dairy
prices is also coming at a time funding costs are on the rise; that’s a nasty
mix.



With low international prices, a lower dairy payout and likely
pressure on cash-flow until 2017/18 ups the ante on the OCR
needing to move lower (the December MPS included a low export price
scenario that required 50bps of easing), we are not yet at that juncture.
The rest of the economy is generally vibrant / performing well and until we
see material signs of a turn we’ll remain in the no change camp.



The New Zealand economy is more than dairy alone, but challenges
in the sector need to be respected and closely monitored in terms of
the economic flow-on impacts.
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We have revised down our forecasts for the
Fonterra milk price payout to $3.95/kg MS for
2015/16 and to $5.00/kg MG for 2016/17. The
opening round of milk price forecasts could well be
sub-$5/kg MS in May with further deterioration in
international prices likely in the short-term.
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Another issue is compared with the July/August
period when dairy markets took a dive
European milk powder was trading at a
premium to New Zealand product. This isn’t the
case at present with European powder now being
sold at, or below the price of New Zealand product.
This is reflected in New Zealand dairy companies
comments of buyers receiving very competitive price
offers from multiple sources at present. This is
expected to continue through to the middle of the
year with higher seasonal milk flow in the Northern
Hemisphere. This weighs on the remainder of product
left to sell for the 2015/16 season and the opening
milk price forecasts come May.
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FIGURE 2. SKIM MILK POWDER FUTURE PRICE CURVES

For the average Fonterra farmer that is fully
share backed cashflow will be just $3.81/kg MS
in 2015/16 and $4.89/kg MS in 2016/17. Our
estimates suggest a cumulative loss of around
$1.50/kg MS over the two seasons if these forecasts
become reality, or if further cost efficiencies can’t be
found over coming months.
FIGURE 1. AVERAGE DAIRY FARM PROFITABILITY
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constraints, milk supply declining in less efficient areas
and further downward pressure on farm-gate returns,
but more is needed to slow aggregate supply growth.
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European supply dynamics are very bearish at
present, with suggestions milk supply will show
year-on-year growth of 5%+ through to April
this year. Part of this is due to milk supply being held
down last April so as to avoid having to avoid levies for
exceeding production quotas. Efficient producing
countries, such as Ireland, Netherlands and Germany
are also leading the way with supply growth that
seems to have surprised many earlier estimates. The
less efficient producing areas also continue to hold-on
for now, supporting aggregate milk supply. There is
some emerging evidence of processing capacity
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FIGURE 3. WHOLE MILK POWDER PHYSICAL MARKET
PRICES
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Short-term dairy market dynamics are very
challenging. The current issue is far too much supply
for the market to handle. Part of this is seasonal,
which should eventually rectify itself. However, there
are also two structural shifts in the form of increased
European supply and a lower cost of production to
consider. Both these factors are expected to supress
prices for some time to come (we explained in more
detail the impacts in the August 2015 Agri Focus:
Reality Bites: A Dairy Tale).
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There are other supply issues too. China’s own
milk supply is on the seasonal increase, which will
reduce short-term milk powder import needs. US
supply has been stronger than anticipated and
improved seasonal conditions, as well as low grain
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Industry forecasts remain for a 5-6% y/y
decline in New Zealand’s milk supply for
2015/16. This implies a 9-11% y/y drop in milk
supply over the last five months of the season. This
seems less likely with the improvement in
pasture/forage conditions, high palm kernel imports
(+10% y/y in 2015), low domestic grain prices and
year-to-date performance. At this stage it seems
more likely there will be around a 3% y/y
decline for the entire season. The last five months
of the season are always more variable given the
management choices that can be undertaken, but
year-to-date results highlight the resilience of New
Zealand milk supply.
An improved domestic supply outlook, more
competitive price pressure from Europe than
July/August, higher seasonal milk flow within China
and already large reduction in GDT WMP auction
volumes would appear to limit dairy companies’
options to rally prices like in the July/August period.
Options around product mix are greater at this time
of the year, but apart from this and increasing
inventory levels (which is just as likely to prolong low
prices) other options seem more limited this time
round.
The one bright spot amongst the gloom is
demand appears to have held up better than
widely acknowledged. This could kick prices at
some point if supply moderates, but how much and
when is difficult to assess. How much of the steady
demand is due to low prices is always difficult to
assess too. Affordability of milk and dairy products in
emerging markets can be a challenge for some so it’s
likely playing its part.
China’s imports of milk powder seem to have
normalised somewhat recently too. While total
milk powder imports were back significantly year-onyear in 2015, exports for all other products rose
(butter, cheese, liquid milk, higher value whey
proteins and lactose). This suggests demand growth
is still alive, but also market demand is moving away
from whole milk powder. If this is the case it has very
large implications for New Zealand’s product mix and
the industry’s direction in which it will need to head
to meet the needs of the Chinese marketplace.

TABLE 1. CHINA IMPORT VOLUMES FOR DECEMBER
2015
Commodity

Actual
(metric
tons)

vs last
year

Whole Milk
Powder*

16,989

-30.6%

-39.7%

-48.9%

Skim Milk Powder*

15,530

5.0%

25.9%

-20.8%

Combined WMP/
SMP*

32,519

-17.2%

-19.7%

-41.2%

Whey Products***

YTD vs
vs last
previous
month**
year

42,357

21.9%

15.1%

8.1%

WPC 80+

1,799

54.8%

59.9%

8.2%

Lactose

7,944

4.1%

12.9%

5.5%

Butter

7,200

202.0%

38.0%

6.5%

Cheese

7,334

43.4%

-4.0%

14.6%

*not sweetened
** calculated on daily average basis
*** includes whey permeate, demin whey, sweet whey powder,
WPC up to 79.9%
Source: ANZ, HighGround Dairy

FIGURE 4. NEW ZEALAND WHOLE MILK POWDER
EXPORTS TO CHINA
120,000
100,000

Volume (tonnes)

prices is raising the prospect of more SMP and butter
from California as domestic prices for butter supports
this product mix. And finally, New Zealand supply
conditions have improved with regular rainfall across
many parts of the country since the start of the year.
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The other part of our milk price forecast
reduction is a resilient NZD. Due to dairy
companies FX hedging policies when there is a large
fall in the currency it can take some time to
completely flow through to the farm-gate - this is the
case for the 2015/16 season. A lower NZD had been
a key part of our previous $5.50-$5.75/kg MS
forecast for 2016/17. However, the NZD/USD
resilience suggests it will be now above $0.65c, as
opposed to below it. Combined with the forward
price curve for milk powders flattening both in
the New Zealand’s physical and future markets,
but also offshore, it makes for an unfavourable
mix in terms of its impact on farm-gate prices.
With both key assumptions heading in the
wrong direction it’s difficult to maintain a mid$5/kg MS forecast for 2016/17.
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Below are some modelled cash-flow scenarios.
They are indicative, but can provide a useful
guideline to farmers in the current environment. The
reduction of $0.20/kg MS from current industry
forecasts are taken out of deferred payment in
2016/17. It’s assumed the advance rate to be paid to
June 2017 is 80% of the season’s forecast and
includes the capacity adjustment. We don’t forecast
dividends, but have assumed $0.38 per share. The
latest update from Fonterra implied this could be
higher courtesy of a better performance for key
businesses, the low milk price and smaller proportion
than normal being retained. A more up-to-date view
should be provided when Fonterra’s half-year results
are released.

FIGURE 5. NZX FUTURES PRICE CURVE
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In the December 2014 Agri Focus we wrote about
managing the topsy turvy dairy market. It included
some suggestions to help with the decision making
process. Below were 16 takeaways that still apply.

FIGURE 6. GDT AUCTION PRICE CURVE
2,700
2,600

US$/tonne

2,500
2,400



Identify where you are now and how you
will manage your cash flow for the next 18
months.



Be proactive and create solutions/plans that
suit your individual situation.



Budgeting and benchmarking is critical to
provide agility and allow informed decisions
to be made when something changes.



When formulating a plan and budget test
out a few milk price scenarios for the next
two seasons. The end milk price isn’t a sure
thing until after the season is complete so you
should be prepared for different outcomes.



Stay up-to-date, things can change quickly.



Work with your accountants on tax and
planning.
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While low dairy prices and its associated impact
on cash flow and profitability ups the ante on
the OCR needing to move lower (the December
MPS included a low export price scenario that
required 50bps of easing), we are not yet at
that juncture. Much of the rest of the economy is
vibrant / performing well and until we see material
signs of a turn we’ll remain in the no OCR change
camp.

TABLE2. MODELLED CASH FLOW SCENARIOS FOR DIFFERENT MILK PRICE FORECASTS.
Milk price scenario
Milk price of
$3.95

Milk price of
$4.75

Milk price of
$5.00

Milk price of
$5.25

2013/14

2014/15

2015/16p

2016/17f

2016/17f

2016/17f

Deferred payment

$0.69

$1.50

$0.07

$0.51

$0.51

$0.51

Milk price (inc.
Capacity adjustment)

$6.90

$4.10

$3.44

$3.80

$4.00

$4.20

Dividend

$0.21

$0.15

$0.30

$0.38

$0.38

$0.38

Fully shared

$7.80

$5.75

$3.81

$4.69

$4.89

$5.09

The advance milk price rate is through to June for May milk. It is assumed to be 80% of opening forecasts. The opening advance in
May is usually around the 65% mark, but could be lower if international prices push lower in the short-term
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Look at any principal debt repayments; no
point in loading up the current account just to
reduce term debt and then pay an extra
premium.



Consult your banks on funding requirements
early and as needs change.



Avoid short-term thinking. Understand your
cost structures and the levers you can pull to
achieve the best long-term outcome.



Decisions are complex and require advice.
Ensure it is high quality.



Focus on what you can control – there are
still a lot of things you can do.



Spend very little time on things outside your
control – e.g. payout.



There is no substitute for doing the basics
well.



Before you write a cheque ask yourself – do
you really need it, will it give a return and can
it wait?



Look after yourself and your team. Use the
help and support around you. To reduce stress,
work on communication in the family and with
advisers.



Keep perspective by continuing to make
time for interests outside farming and
family.
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