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Deliberating Dairy







Global dairy prices higher on adverse NZ weather,
robust demand, and softer USD
We lift our milk price forecast to $6.55 for 2017/18,
following Fonterra’s guidance
We expect global dairy prices to drift lower in 2018,
but downside risks have moderated with a higher
Euro, higher oil prices, and robust dairy demand
We lift our 2018/19 milk price forecast to $6.10
We look at some scenarios for next season, given a
wide range of possible outcomes

Positive
NZ cents
per kgMS

Fonterra Payout

BNZ's forecasts

1000

900

17/18 $6.55 milk
(plus circa 30c div)

Dividend

18/19 $6.10 milk
(plus circa 40c div)

800
Milk Price

700
600
500

400
300
200

Dairy prices squeezed higher in early 2018, as NZ milk
production was hit by dry and hot weather conditions.
Prices rose more than 13% over the first three GDT
auctions of the year. Subsequent rain reduced concerns
around NZ milk supply seeing prices drift lower over the
past two months. Meanwhile, demand has appeared
robust and global prices have also been supported by a
general softening in the US dollar. By early April, dairy
prices sit around 4% higher than a year ago.
Fonterra recently lifted its 2017/18 milk price forecast to
$6.55 per kilogram of milksolids (from $6.40 previously).
Given recent international prices, this suggests Fonterra
has managed to hedge the NZ dollar at a somewhat lower
level than we had previously assumed. At this latter stage
of the season we defer to Fonterra’s guidance and move
our own milk price forecast to $6.55 (from $6.30). With the
majority of product sold for the season, any milk price
changes from here, if any, are likely to be relatively small,
but we will continue to monitor the regular auctions for
any signs of pressure on this view – one way or the other.
Negatives from Fonterra’s recent results announcement
came in the form of a $405m writedown of its Beingmate
investment and the previously announced $183m
damages payment to Danone. Reflecting these influences,
Fonterra’s first half loss was $348m, while normalised
profit after tax was $248m.
Dividend guidance was given as a range of 25c to 35c –
the midpoint of 30c is 10c lower that last season’s 40c
dividend. This was broadly in line with expectations,
although guidance has been given as a range this year.
Fonterra will decide how to treat the writedown and
damages payment for dividend purposes once full
financial details are known at the end of the financial year.
Pulling this together, overall payments to Fonterra
shareholding farmers for the 2017/18 season look healthyto-strong. A forecast $6.55 milk price plus a dividend of
between 25c to 35c sees a total of between $6.80 and
$6.90. This is above last season’s $6.52 and the previous
five year average of $6.03. It is certainly miles above the
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extreme low of $4.30 in the season before last. Moreover,
payments to farmers are set to be firmly above estimated
average breakeven that sits around the mid-$5s.
But the push higher on the milk price side of things needs
to be set against generally lower NZ milk production this
season. We remain of the view that NZ milk production for
the 2017/18 season as a whole will be down around 2%
compared to the previous season. This suggests milk
revenue to dairy farmers this season will be marginally
higher on average compared to the previous season.
The circa 2% volume decline expected for the season
includes January’s NZ milk volume coming in 7.4% down
on a year ago, as the worse of the dry conditions took
effect. Rains helped lessen the dent in February, with
production down by a lesser 3.9% compared to last year.
We think March milk supply will be well behind last year’s
strong result. All this will likely see agriculture GDP
subdued in the first quarter of the year, following the
hit it took in the final quarter of last year.
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Focus is quickly turning to next season. As always, there
are many moving parts making error bounds around any
point forecast very wide at this point of proceedings. It is
still very early days with the new season still many weeks
away from starting.
We are of the view that international dairy prices will drift
a bit lower over the coming year as world milk supply
expands at a solid pace, driven by more milk out of the EU
(despite declining cow numbers). It also reflects very large
EU intervention stockpiles of SMP (in excess of 370,000
tonnes) that still overhang the market, albeit with an
ageing profile. In addition, operational changes to EU
intervention this season (tendering rather than minimum
price buying) could see further downward pressure on
SMP prices from already very low levels. It is all eyes on
Europe, although stocks are also at elevated levels in the
US. Dairy prices also still look a little stretched relative to
international grain prices.



Robust demand.



Oil prices pushing up to the top of recent ranges near
$US70/bbl. This can support dairy prices through the
usual channels such as derived demand from oil
producing countries and cost push pressure on the
supply side.
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Meanwhile, NZ milk production is expected to recover
next season from this season’s weather hit. Mycoplasma
Bovis disease is causing considerable angst across the
dairy (and beef) sectors; however current MPI cow cull
plans (approximately 22,300) do not equate to a material
reduction in national milk production. We have pencilled
in a gain of around 2% next season (but as we all know
this will heavily depend on the weather).
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But Still Some Here
Global Wheat Prices & Dairy Prices
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But recent developments, in addition to the recent
weather dent to NZ production, have tempered the degree
of decline that we anticipate. These developments
include:


A bout of cold weather in Europe that seems to have
checked milk expansion, at least temporarily.
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A stronger Euro. This makes EU dairy products less
competitive on world markets lessening potential
downside to world prices. The Euro is now around
15% higher than a year ago against the US dollar
(and more than 10% higher against the NZ dollar).
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Some of these factors can be sheeted back to a generally
falling US dollar that, by itself, also has a direct upward
influence on prices for products (like dairy) that are
typically priced in that currency. Looking ahead, we expect
the US dollar to generally remain under downward
pressure.
All considered we lift our 2018/19 milk price forecasts up
to $6.10 (from the $5.70 we had pressed it down to in
October last year).
Of course, our $6.10 figure sits within a very wide range of
outcomes that are possible when the 2018/19 season’s
milk price is finalised in around 18 months’ time. Risks to
any milk price forecast are large and ever present. It is
entirely possible for prices to end up higher than our
forecast, just as much as it is for prices to be lower.
At this point, we would highlight that a higher than
forecast milk price is likely if international prices do
not drift lower as we anticipate.
Our 2018/19 milk price forecast is underpinned by our
expectation that wholemilk powder (WMP) prices will
range between US$2,900/T and US$3,300/T over the next
year or so (amid a host of other assumptions regards
other international product prices, product mix, operating
costs, and foreign exchange rates – the latter includes our
forecast of a slightly lower NZD/USD and an assumption
that this translates to an average conversion rate in the
low-70s). NZD/USD has averaged just over 0.71 over the
past 18 months.
There is possible upside for milk price if, for example, the
positive influences listed above were to intensify. On the
other side, one might wonder why dairy prices have not
pushed higher than they have over recent times given
recent supportive factors including lower NZ milk
production. This plays to the idea that prices may ease
ahead if some of these previous positive influences were
to wane.
Demand may fit this category. It has seemed robust,
supported by positive economic growth across major
economic regions. But there are signs that global growth
is peaking. We expect global growth to be generally solid
over the coming year, but are aware of downside risks
lurking in the form of recent equity market wobbles, rising
global interest rates (led by the US), and increasing trade
tensions/negotiations between the US and China (among
others).
There are any number of possible influences that could
shunt next season’s milk price any which way. As such,
it is worth looking at some scenarios for WMP and what
these might mean for the milk price ahead.
In addition to our forecast, we look at three alternatives:
no change in the WMP price from here, a downside
scenario and an upside one. The chart shows these WMP
price scenarios and the associated indicative 2018/19 milk
price.
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Which Way Next?
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No Change From Here Scenario
This scenario assumes prices remain steady from the
early-April auction level for the entire 2018/19 season
(as if world prices would ever sit still for a year!). As well
as a useful benchmark, relatively stable prices over the
past year make this scenario worth considering. Given
the other uncertainties including the exchange rate, we
estimate this would give a 2018/19 milk price in a range of
$6.50 to $6.90.
Downside Scenario
This scenario assumes WMP prices fall back toward
recent range lows, at around US$2,700/T and remain there
to season’s end. Such a scenario may involve a blend of
even more EU milk production with softer EU dairy
product pricing with a lack of EC Commission buying, a
turn lower in the EUR, strong growth in milk supply in the
US that spills into the world market, slower global
economic growth perhaps stemming from policy-induced
trade disruption, an economic stumble in China denting
dairy demand, a retreat in oil prices, and/or even weaker
international grain pricing. The NZD would be expected to
decline under such rather severe conditions. But even so
and given the other uncertainties, such an international
environment would indicate a 2018/19 milk price in a
range of $5.30 to $5.70.
Upside Scenario
This upside scenario assumes WMP prices track firmly
upwards from here to around US$3,700/T by the end of
the season so above a recent high set in 2016. Such a
scenario may involve some combination of pullback in EU
and US milk supply, ramping up of Chinese demand, a
further lift in international oil prices, a weather event in a
major milk producing area (can never be ruled out) and/or
gains in international grain prices. The NZD would be
expected to be firm under such conditions, but even so,
and given the other uncertainties, we estimate this would
give a 2018/19 milk price in a range of $7.00 to $7.40.

Page 3

Economy Watch

6 April 2018

Market Pricing

RBNZ

In addition to the above scenarios, it is useful to look at
what market pricing implies. Most directly, NZX milk price
future for 2018/19 currently sits just over $6.10. Of course,
such pricing can change quickly as dairy demand and
supply conditions evolve.

RBNZ commentary seems to fit within these scenarios.
The RBNZ saw WMP prices staying around US$3,000/T in
its February Monetary Policy Statement. Our calculations
using that view suggest it would be consistent with a
2018/19 milk price of around $6.20, depending on a
host of other assumptions including the outlook for the
currency even if it is based off the Bank’s broad currency
projections. Current market conditions (WMP prices close
to $US3,300/T) are a bit firmer than the Bank anticipated.

NZX Future Pricing
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Some of the scenarios discussed might seem unlikely
given the relatively limited degree of price movement over
the past season. Indeed, the 35c range ($6.40 to $6.75) of
Fonterra’s milk price forecasts to date for the 2017-18
season is the lowest forecast range through a season in
the past 10 years.
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Fonterra
As usual, Fonterra is due to make its first milk price
forecast for the coming season before the end of May.
We will see where the co-op’s forecast sits alongside our
scenarios and current market pricing discussed above, as
it takes account of all the information available at that
time. More than a month is a long time in primary product
markets.
Fonterra Forecast Due By End of May
Fonterra Milk Price Forecast
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But never say never in primary product markets. After all,
dairy price cycles in the not-to-distant-past have seen
WMP prices both double or half within little more than a
12 month period. It would be foolish to think that volatility
could not return. But, as we noted more than a year ago
now, it is important to recognise that global supply seems
more able to respond if and when price pressure occurs
helping reduce price variation. This is not to say that
commodity price cycles are dead (will they ever be?), but
rather that there is a chance the amplitude of future cycles
may be dampened somewhat compared to the past.
The farmgate milk price is very difficult to forecast. This
stems from the nature of the international dairy market
including the inherent biological and system supply lag
times to respond to price changes, a diverse set of
demand drivers across the globe, relatively little product
traded across borders but big domestic milk markets
around the world, weather risks, and political and trade
access risk all of which is then overlaid with the vagaries
of currency markets.
The scenarios we have outlined are not intended to
scaremonger nor elevate expectations. They are simply
designed to illustrate the degree of uncertainty around
as well as potential milk price outcomes given various
international conditions. From a business risk and
planning point of view, it bears thinking about. Forecasts
can and do change – often by quite a lot through the
season. Ultimately, while forecasts and scenarios can
be useful what matters most is what prices actually turn
out to be.
doug_steel@bnz.co.nz
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