A step lower

Dairy prices fell sharply in last night’s GDT auction. While
we had been expecting prices to soften in the coming
months, the size of last night’s fall in prices was a surprise,
effectively taking prices to the lower bounds of where we
were expecting to see prices trade over the season. While
it’s difficult to pin the reason for the fall in diary prices on
any one factor, increased nervousness about the impact of
trade wars on global growth prospects may have played a
role. We discuss these developments further in this week’s
Fortnightly Agri Update.

Dairy prices took a dive in last night’s GlobalDairyTrade
auction. The overall price index was down 5%, the biggest
fall since March last year. Beneath the headline, weakness
in prices was widespread across the products on offer.
Whole milk powder prices fell 7.3%, a much bigger fall than
the 1% or so decline futures markets had been expecting.
Skim milk powder prices were also weaker, falling 4.6%
while butter prices were down 4%. The GlobalDairyTrade
price index has now fallen 7.4% over the last three auctions.

Importantly, the falls come at a time when volumes traded
on the GDT auction are starting to lift. There was a 20% lift
in the volume of WMP sold in last night’s auction compared
to the previous event and a 30% lift in SMP sold. This is
broadly in line with the usual season pattern, which sees the
volume of product sold peak around September/October.
At high volumes, auction results have a large impact on the
final milk price paid to farmers. That said, the proportion of
product sold on the GDT platform has been drifting lower
over the last year or so. There was 9% less WMP sold in last
night’s auction relative to a year earlier.

GlobalDairyTrade Auction Results, 4 July 2018

Change since Price index

last auction USD/Tonne
Anhydrous Milk Fat (AMF) -1.7% 5,937
Butter -4.0% 5,390
Butter Milk Power (BMP) 6.4% 2,480
Cheddar -4.3% 3,713
Lactose - -
Rennet Casein 3.6% 5,089
skim Milk Powder (SMP) -4.6% 1,913
Whole Milk Powder (WMP) -7.3% 2,905
GDT Price Index -5.0% 986
Farmgate milk price forecasts

‘ 2017/18 ‘ 2018/19

Westpac | Fonterra | Westpac | Fonterra

‘ Milk Price $6.75 $6.75 $6.40 $7.00

Dairy prices can be volatile in fortnightly auctions. So

we're inclined to treat last night’s dairy price outturn with

a degree of caution. However, we have been warning of

the prospect of weaker dairy prices on the back of slowing
growth in China for some time. That’s been the key reason
our own milk price forecast of $6.40 has been sitting below
Fonterra’s $7 estimate for the 2018/19 season. While we
acknowledge there was little direct evidence of this in
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last night’s auction (with no sign of reduced activity from Dairy prices
Chinese buyers) we retain our view that commodity prices

across the board are likely to come under pressure as the
USD/tonne Index

Chinese economy slows. 8,000 r 1.800
Indeed, on its own last night’s move suggests downside 7,000 1 ; F 1,600
risk to our $6.40 forecast for the 2018/19 season (in one 6,000 - r 1.400
auction WMP prices have now fallen to the low we were 5000 4 f; 1,200
envisioning for the season). However, this is partially offset 4000 | 1,000

by some tweaks we’ve made to our milk price modelling. [ 800

What is clear however, is that last night’s auction result puts
Fonterra’s $7 milk price forecast under pressure.
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particular catalyst for last night’s surprisingly weak result. 500 Jun 2012 Jun 2014 Jun 2016 a0t
In addition to softer growth in China, a number of other
factors may have contributed.

Locally, the early indications for the outlook for milk
production in the 2018/19 season looks favourable, and
anecdotally early-season pasture conditions in many
parts of the country have been good. Last season finished
on a firm note. Fonterra is forecasting a 1.3% lift in milk
collections next season. This seems like a reasonable
starting point. However, much will depend on how the
weather pans out over the spring. In addition, the impact of
mycoplasma bovis, increasing environmental regulations
and incentives being introduced to reduce the use of

PKE feed supplements all suggest milk production could
struggle to grow as quickly as in the past.

Fears around the impacts of global trade from escalating
trade tensions may also have weighed on prices. The US
has now placed tariffs on imports from some of its biggest
trading partners. A number of affected countries have
retaliated by introducing their own tariffs on US exports
including some dairy exports. Measures to date have
included Mexican tariffs on US cheese exports, which will
soon reach 20-25%, Chinese tariffs of 25% on US dairy
exports including powdered dairy products, and Canadian
tariffs on yoghurt.

As last night’s auction shows, the biggest threat for

New Zealand is that we get caught in the downdraft of a
slowdown in global trade which puts downward pressure
on commodity prices across the board. It’s certainly this
fear that has been weighing on financial markets.

While there may be some opportunities for NZ dairy
exporters to pick up the slack from any shift in Chinese
demand away from US suppliers towards alternatives (one
of the products China introduced 25% trade tariffs on is US
dairy powders exports) US dairy exports will still be looking
for a home on international markets. Total global supply of
dairy products hasn’t changed as a result of the tariffs.

Surprisingly there was no reaction to the fall in dairy prices
in currency markets. The NZ dollar actually rose a little
overnight. If we were to see further falls in dairy prices we
would expect currency markets to sit up and take notice.

Anne Boniface
Senior Economist
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Beyond the farm gate

Wool

Current price level compared to

Next 6 months
10 year average

Trend Low 2>

Fine wool remains the standout in wool markets. International
demand for fine wool (including merino) has been firm in recent
years, benefitting from solid growth in incomes in countries such as
the US and Europe. This, in conjunction with tight global supplies, has
helped push prices higher. Australia is the largest merino exporter,
and there has been limited growth in supply there as farmers switch
to crossbreeding sheep for meat and wool production. Tight supplies
are likely to continue to underpin prices for fine wool products over
the coming year.

Beef

Current price level compared to

Next 6 months
10 year average

Trend High N

As expected, the outlook for beef prices is softening as US domestic
supplies lift. In addition, there is some nervousness about the impact
of retaliatory tariffs in the US beef sector. Canada has placed a 10%
tariff on US beef exports which came into effect at the beginning of
the month. Mexico has placed tariffs on US pork exports. Both moves
could increase the domestic supply of protein for US consumers,

potentially putting downward pressure on prices for imported product.

Rural property prices

Current price level compared to

Next 6 months

10 year average

Trend High N

Dairy farm prices remained soft in May according to the REINZ’s Dairy
Farm Price Index. Prices rose 0.4% in the month, but were down 8.2%
on ayear earlier. In contrast, the overall farm price index ticked higher
in the month, to be up 5.8% on a year ago. Sales volumes have been
relatively soft over the last year. While dairy prices have remained

at relatively favourable levels, sentiment in the dairy sector remains
fragile. Dairy farm prices could come under further downward
pressure as the impact of increased environmental regulations
becomes clearer.

Note: Trend arrows indicate direction of change in world prices.
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Any questions email: economics@westpac.co.nz
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