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Winter is here!

The GlobalDairyTrade (GDT) auction has continued to rally 
and lift the spirits of farmers from their troughs. Dairy 
prices are showing resilience and the dairy markets have 
been bullish over the past month. The past two seasons 
were very challenging for those in New Zealand’s dairy 
sector, and left many farmers hoping for a miracle. It seems 
that a firm pricing outlook and Fonterra increasing their 
farmgate milk prices for the 2016/17 season to $6.15/KgMs 
and S6.50/KgMs for the 2017/18 season is the ‘new hope’ the 
dairy market has been holding out for. Winter is here and 
that means changes to domestic supply are unlikely this 
season, although a watchful eye remains on developments 
in the North. For the year ahead, supply pressures and 
financial conditions will continue to shape what will come of 
the dairy sector as it begins the new season. 

The outlook for the dairy sector has improved considerably 
over the past year. Global dairy prices are around 50% 
higher than mid-2016. A contraction in milk production 
from key exporting regions, including Europe, Australia and 
New Zealand over the past year was a key catalyst for the 
rise in prices. That being said, when there are high prices, 
there tends to be a wave of supply hitting the market shortly 
after. Global production responses from major players like 
Europe is expected to limit the upside potential in prices for 
the 2017/18 season.

The demand backdrop remains firm especially across 
Asia. Chinese domestic production is lifting. However, 
the outlook for the Chinese economy is still positive, and 
continued demand for premium milk products that NZ 
exports is expected to provide a floor under prices for now. 

Dairy prices
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Constraints on production along with firm demand are 
continuing to support prices. For instance, poor weather 
has been weighing on milk production in Europe, although 
this will be temporary. The massive stockpiles of skim milk 
powder built up by European milk producers before the 
removal of production quotas means that the improvement 
in global prices could lead to increased milk supply in the 
market. It’s also worth keeping in mind that other exporting 
countries like Australia and the U.S. could also ramp up 
production, as we are observing a preference towards 
herd building relative to slaughtering for beef. Locally, 
we are expecting milk collection to increase as the new 
season begins. At present, there is little supply catering to 
the 2016/17 season, but there is a greater portion of dairy 
processors selling product on the futures markets for 
delivery into the new season. This is largely expected, as 
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the effects of poor weather mainly in the North Island have 
hampered milk supply. 

Sum of the parts

The market for natural foods remain firm, as the recent 
GDT results continue to capture the markets demand 
for fats and cheese. Consumers are shifting back toward 
consuming natural fats, reflecting current health-trends 
and better information around the benefits of consuming 
good fats. Anhydrous milk fat declined slightly, however 
cheese, butter and butter milk powder have continued to 
signal a solid market base. On the other-hand Skim Milk 
Powder (SMP) has shown quite a turnaround in the recent 
GDT. It is likely we will see a pick-up in SMP demand both on 
the spot and futures markets continuing for some time as 
prices remain low and supply remains high.

Dairy Market and Financial Stability

The Reserve Bank of New Zealand recently released their 
half-yearly Financial Stability Report (FSR), which included 
a look into the financial conditions and issues facing the 
NZ dairy sector. The RBNZ has highlighted the significant 
impact that low prices in previous years had on the sector. 
Many farmers were forced to take on additional debt 
to sustain day-to-day operations and general capital 
expenditure. This saw a notable increase in dairy sector 
indebtedness, even with lower costs of production. 

Despite the current firmness in the dairy market, a lingering 
concern is how sensitive farmers’ incomes (profits) are 
to swings in the global dairy price and changes in costs, 
including interest costs. Debt-to-income ratios in the dairy 
sector tend to be well above 3. Although, that doesn’t 
mean that farmers are at risk of defaulting, it means that 
famer operating costs could increase materially if interest 
rates rise. Around a quarter of dairy sector lending is to 
farms that are closely monitored by banks, with the most 
indebted 20% of farms holding around 50% of the debt. 

Given that dairy prices are cyclical; the NZ dairy sector 
remains open to shocks to the global dairy price. Farms 
vulnerabilities to dairy market shocks remains high and, 
although banks have taken a medium-term view, the issue 
of sound financial management is an on-going concern. It is 
not surprising that the low payouts in the past two seasons 
have led to a greater share of vulnerable farms. Shocks to 
supply are the biggest risk to farmers’ bottom line, and 
major exporting nations are ramping-up production across 
the board. A focus on balance sheet improvement will help 
to insulate farmers from the effects of the many potential 
supply or pricing shocks to the global dairy market in the 
seasons to come. 

Shyamal Maharaj 
Economist

GlobalDairyTrade Auction Results, 7 June 2017

Change since  
last auction

Price index  
USD/Tonne

Anhydrous Milk Fat (AMF) -1.2% $6,569

Butter 3.3% $5,631

Butter Milk Power (BMP) 5.8% $2,092

Cheddar 14.5% $4,285

Lactose 1.0% $971

Rennet Casein 4.8% $6,849

Skim Milk Powder (SMP) 7.9% $2,156

Whole Milk Powder (WMP) -2.9% $3,143

GDT Price Index 0.61%

Payout Forecast Table

2016/17 2017/18

Fonterra Fonterra Westpac

Milk Price $6.15 $6.50 $6.50
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Beyond the farm gate

Note: Trend arrows indicate direction of change in world prices.
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Lamb prices have continued to firm, but there are signs that this surge has 
reached its peak. NZ lamb processing remained stable throughout May, 
but strong demand and relatively low slaughter numbers drove prices 
up. Weather issues have stalled processing and have led to stable supply 
levels. As weather conditions improve and farmers head back to the sheds, 
prices could edge back slightly. Lamb slaughter numbers were down 17% 
from the year to May. It is likely that higher prices will lead to increased 
slaughter in the coming months. That being said, further price gains might 
start having detrimental effects for long-term demand. On the global 
front, exports of frozen products to the UK fell by 34% over the past year, 
although the Middle East and US picked-up this slack, rising by 47% and 
37% respectively. Meanwhile, China’s demand for sheepmeat has kept 
stable, buying a similar amount to previous years’ purchases in the month 
of April.
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May has seen more of the same for the NZ wool market, with prices 
broadly stable. With China representing a large portion of demand, 
any potential up-tick rests on changes in the Chinese market for 
NZ wool. However, we don’t expect big changes on this front in the 
near term. In the meantime, exporters have been forced to look 
elsewhere to generate demand, but this will be a challenge for wool 
farmers’ profitability and create supply chain issues. Wool prices 
have remained stable, but targeted buying in May led to lifts across 
market indicators. Coarse wool has continued its decline, while 
finer wools, such as those used for pure wool suits or merino, are 
attracting interest. The outlook for the next half year remains flat. 
In the absence of any significant change in demand or change in 
composition of wool demand, we expect price and demand to remain 
around current levels for quite some time. 

NZ dollar

Current price level compared to 
10 year average Next 6 months

Trend Above Average

The five-month trend decline in the USD persists. Fed concerns 
around low inflation are growing, and if they continue they could 
ultimately lead to a reassessment of the Fed’s policy path. On 
top of this, the outlook for US fiscal policy remains rocky. Trump’s 
planned growth policies are facing obstacles, notably the challenge 
Republicans have finding a consensus that satisfies House 
conservatives and centrist Senators. “Russiagate” is adding to the 
challenges for the administration, both as an all consuming distraction 
and by reducing the president’s political capital.

Our medium-term core view of a rising US dollar is based US growth, 
and therefore interest rates and the US dollar, resuming the trend rise 
witnessed in 2016. 
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Contact the Westpac economics team
Michael Gordon, Acting Chief Economist +64 9 336 5670

Satish Ranchhod, Senior Economist +64 9 336 5668

Shyamal Maharaj, Economist +64 9 336 5669

Any questions email: economics@westpac.co.nz
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