When the price isn’t right

Dairy prices edged a little higher in last night’s GlobalDairyTrade Auction Results, 20 February 2019
GlobalDairyTrade auction, rising 0.9%. This was less than
what was being signalled by futures markets but still means Changesince  Price index
: . ) last auction USD/Tonne
prices continued their upward trend of recent months.
with concern about the impact of dry weather on NZ milk Anhydrous Milk Fat (AMF) 0.7% $5,620
production supporting prices in recent weeks, news that Butter 1.2% $4,495
NZ milk production was up 7.7% in January on the same Butter Milk Power (BMP) B -
0,
month a year pefore (and 5.§ %0 growth season to datg) _and Cheddar 9.9% $3.667
forecasts of rain in some regions may have seen the lift in
prices fall short of expectations. LETETRE 2:9% $998
Rennet Casein 2.7% $5,740
Dairy prices
yp Skim Milk Powder (SMP) 2.8% $2,580
A Pri
(USDITomne) i ] Index Whole Milk Powder (WMP) 0.3% $3,022
8000 - ——Cheddar Cheese ——Skimmilk Powders 1800 GDT Price Index 0.90/0 1’014
----- Wholemilk Powders ——GDT Price Index (right side)
7000 - 1600
6000 1400 Farmgate milk price forecasts
1200
5000 -
1000 2018/19 2019/20
4000 -
800 Westpac Fonterra Westpac
3000
600 Milk Price $6.30 $6-$6.30 $6.75
2000 - 400
1000 - 200

Source: GlobalDairyTrade

0 T T T T T T T T
2010 2011 2012 2013 2014 2015 2016 2017 2018

While dairy farmers will be hoping for some rain in the
coming weeks, many farmers will be well prepared for a
period of dry weather with plenty of feed on hand and stock
in good condition after excellent pasture growth in the
earlier part of the season.
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If dairy prices are maintained at current levels in the coming
weeks, we think there’s still a little bit of upside risk to our
milk price forecast of $6.30 this season.

Despite reasonable prices and, until recently, excellent
conditions on farm, sentiment in the rural sector remains
downbeat. A recent Federated Farmers survey showed that
when looking ahead to general economic conditions over
the next year, confidence was at its lowest level in 9 years.
Taken at face value, that’s a more pessimistic outlook for
the rural sector than when the milk price was below $4.

This begs the question, if it's not prices, just what is
weighing so heavily on sentiment in the rural sector?

A growing concern for farmers in recent years has been
uncertainty about the impact of ongoing environmental
and regulatory reforms. Indeed, regulation and compliance
costs have been among the top three concerns for farmers
in the last three Federated Farmers Surveys (which are
held twice a year). While this is not new news for the sector,
ongoing uncertainty about the final form regulations will
take and therefore uncertainty about the direct impact on
individual operations is set to continue for some time yet.

Biosecurity incursions are also amongst the top concerns
for farmers. While the news on Mycoplasma bovis has
improved of late, with the Technical Advisory Group
advising MPI now more confident than in mid-2018 that
eradication is achievable, new biosecurity incursions

are never far away. And these concerns are not just
restricted to pastoral farmers. News of two separate fruit
fly discoveries in Auckland in the last couple of weeks

are a reminder of the importance of the advantages

New Zealand’s relative isolation provides. Yet with
connections to the rest of the world continuing to grow, and
millions of visitors arriving in New Zealand every year, small
mistakes can have big consequences for New Zealand’s
agri-sector.

What's more, at least part of the costs of biosecurity
incursions are borne by farmers and growers. For example,
beekeepers are currently divided on a proposed levy of

10 cents on each kilo of honey produced, with the levy
potentially used to fund, among other things, biosecurity
measures. Elsewhere DairyNZ has announced a proposed
a maximum levy of 3.9 cents per kilogram of milk solids on
dairy farmers to pay its share of the costs, estimated to be
$2792 million for the 10-year eradication programme. While
this will be reviewed annually, it could still mean an annual
cost of around $6,100 for an average 430 cow farm.

Another concern for farmers is increasing difficulty finding
labour. This concern probably has both a structural and
cyclical element. From a cyclical perspective farmers and
growers are in the same boat as other business owners. The
unemployment rate has been trending down since 2012 and
at 4.3% is relatively low by historical standards. Consistent
with this it has become more difficult to get workers in
recent years. This has seen some industries lobby for short
term solutions such as the declaration of seasonal labour
shortages (which were officially declared in the Hawke’s
Bay last week allowing people on visitor visas to apply for
variation of conditions permitting them to work on orchards
and vineyards in the region).

But talk to those in the rural sector and many argue there
is an important structural component to the current

challenges finding quality skilled labour. They point the
finger at a lack of education and training pathways and
underselling the attractiveness to students of a career

in agriculture. In this regard, it will be interesting to see
how the Government’s recently announced reform of the
vocational education sector, which proposes combining
existing government owned institutes of technology and
polytechnics as one entity, will address these concerns.
Inevitably, advances in technology, including automation,
will also help change the nature of skills required by the
agricultural sector over the longer horizon.

As exporters, New Zealand’s rural sector is also heavily
exposed to fluctuations in global growth. On this front news
has become more negative of late as the synchronised
upturn in the global economy has given way to more
uneven terrain. But despite a modest slowdown in global
growth expected this year, we think financial markets
have overplayed the downside risks. Global growth will
keep ticking over, albeit at a slower pace. The US economy
remains fundamentally strong, and China’s growth
slowdown was foreseeable and has been a managed
process. In addition, our central expectation is that worst
case scenarios for Brexit and US-China relations will
ultimately be avoided.

For the rural sector and regional New Zealand, the risk with
weak confidence is that even if rural incomes hold up at
reasonable levels, as we expect, farmers don’t open their
wallets as widely for on-farm spending and investment

as they may have done in the past. Certainly investment
intentions in the agricultural sector are lagging those in
other parts of the economy. This could weigh on spending
and land values.

Investment intentions
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That said, some of the things currently keeping farmers
awake at night are doing so because of the cost they incur.
For example, meeting tougher environmental regulations
could requirement investment on-farm e.g. fencing
waterways while securing labour in a relatively tight labour
market may require higher wages. That's a negative if you're
paying the bills, but a positive if you're supplying services
or labour.

What's more, despite persistently weak confidence, there’s
been few signs of farmers actively closing their wallets to
date, with indicators such as tractor and fertiliser imports
continuing to show reasonable growth (although there has
been a sharp drop in imports of milking machinery). On
balance we think strength in farm incomes should continue
to support regional economies over the year ahead, albeit

FORTNIGHTLY AGRI UPDATE | 20 February2019 | 2



with farmers continuing to pay down debt, and unlikely to

go on a spending spree any time soon.
Imports of tractors and fertiliser (annual total)
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Beyond the farm gate

Lamb
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Afeature of New Zealand lamb exports over 2018 was very strong
growth in exports to China and this will be a key area to watch in 2019
as growth in China cools. Brexit uncertainties continue to weigh heavily
on the outlook for lamb exports to the UK. There is still no clarity
around what will path the UK will take following the current March 29
Brexit deadline.
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The volume of NZ beef exports to China grew by 36% in 2018. While
that sounds impressive, it pales in comparison to other major
exporters including Australia, which shipped 48% more beef to
China in 2018 as it destocked on the back of widespread drought.
Most recently efforts to stop the spread of African Swine Flu in China
have led to widespread culling of pigs, reducing the amount of pork
available to consumers. This has supported demand for imported
protein (including chicken, pork and beef). This will be an important
development to monitor in 2019.

Forestry
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Strong log prices were a feature of 2018 with prices remaining well
supported in January. Looking ahead we expect some moderation as
Chinese demand slows. However, for now, some international supply
disruptions are continuing to support prices for NZ logs.

Note: Trend arrows indicate direction of change in world prices.
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Contact the Westpac economics team

Dominick Stephens, Chief Economist +64 9 336 5671
Michael Gordon, Senior Economist +64 9 336 5670
Satish Ranchhod, Senior Economist +64 9 336 5668
Anne Boniface, Senior Economist +64 9 336 5669
Paul Clark, Industry Economist +64 9 336 5656

Any questions email: economics@westpac.co.nz

Past performance is not a reliable indicator of future performance. The forecasts given in this document are predictive in character. Whilst every effort has been taken to ensure
that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect assumptions or by known or unknown risks and uncertainties.

The ultimate outcomes may differ substantially from these forecasts.
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