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KEY POINTS
¢ Fonterra kept the 2014 /15 milk price forecast at $4.70/kg MS, but
CONTRIBUTORS lowered its dividend range to $0.20-0.30 per share. This means a fully
share backed farmer will receive $4.90-$5.00/kg MS. After finance costs,
Con Williams this will be below break-even for many, especially those worst affected by
Rural Economist the dry conditions.
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E-mail: Con.Williams@anz.com e There was clear evidence in the business performance (dividend) of
a hangover effect from the 2013/14 season and volatility in different
dairy markets affecting margins. This is highlighted by higher priced
inventory from 2013/14 weighing on margins in the first quarter, as well as
higher farm-gate milk prices in other countries (Australia/Chile) also
affecting some consumer and foodservice businesses earnings. This was not
unique to Fonterra’s performance during this period with many other

rivalries also struggling.

¢ There was tougher talk on improving performance compared with
recent communications. This is likely to reflect increasing pressure from
farmers. There is a clear strategy in place, but the execution and change to
culture/business practices appears challenging for the Co-operative. This,
overlaid with a challenging operating environment, and many things that are
outside Fonterra’s sphere of influence, appear to be a drag on earnings at
present. How quickly the execution side of the strategy can be
addressed through the “"business transformation programme” will be
key for earnings potential in 2015/16 and getting farmers back on-
board for the ride.

e The milk price assessment for 2014/15 seems fair and with nearly 90% of
the season sold this shouldn’t change too much. However, dairy farmers are
counting every cent at present and if international prices continued to
weaken into the end of the season then there could be some slight
downside ($0.10-$0.15/kg MS).

e Prospects for 2015/16 and the opening advance to be announced at
the end of May remain key. Under today’s forecast, cash flow is set to
tighten significantly through to the end of 2015, but by how much remains
unknown at this stage. With 2014/15 largely set, the key for how
much cash flows tighten is the opening advance for 2015/16.

e At this stage we hold a milk price forecast of $5.75/kg MS for
2015/16. The last GDT auction is consistent with something a touch
below this (depending on currency assumptions), but what the price
action has highlighted is that sentiment is weak at present. If a short-
term weakening trend into the middle of the year does occur this will put
pressure on the opening advance for 2015/16 and even more pressure on
farmers’ cash-flow over coming months.

e The sector can manage one tough year, but two in a row would be a
real test. Tighter cash-flow will necessitate cuts in not just capital and
discretionary expenditure, but core operating expenditure to avoid a debt
blowout. This will create some gestation issues across the economy.
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Dairy incomes continue to dominate as a key
downside risk for the New Zealand economy.
Dairy prices need to continue to improve for
profitability to be restored across the industry and
the heavy build-up in leverage to not become
problematic.

We project milk powder prices to trade around
the low US$3,000 per tonne mark by the middle
of the year and then US$3,300-US$3,500 per
tonne by early 2016. This means a farm-gate milk
price of $4.60-$4.70/kg MS is likely in 2014/15, with
nearly 90% of the seasons product sold. We're also
currently expecting an opening price in May for
2015/16 around the $5.75/kg MS mark.

TABLE 1. MILK PRICE SCENARIOS FOR 2015/16

Fonterra Milk Price Component Scenarios (NZ$ per kg MS)

NzZD/USD

2500 5.14 4.96 4.79 4.64 4.49
2700 5855 585 5.18 5.01 4.85
2900 5.96 SN/ 5.56 5.38 5.21
3000 6.16 5.95 .75 5.57 5.39
3100 6.37 6.15 5.94 NS SRS
3300 6.78 6.54 6.33 6.12 5.93
3500 7.19 6.94 6.71 6.49 6.29

Basket of NZ Dairy Products

The last GDT auction is consistent with a
2015/16 milk price a touch below this
(depending on currency assumptions), but what
the price action has highlighted is that
sentiment is weak at present. China remains
absence, Russia is moving well down the major
importer ranks, some oil dependant countries’
economies look in trouble, Europe is looking to
pounce on several key New Zealand markets and
there has been substantial downward pressure on
cost structures (lower grain and energy prices).
These five dynamics, along with Southern
Hemisphere seasonal conditions remain key for the
direction of dairy prices now and well into 2015/16. If
a short-term weakening trend into the middle of the
year does occur this will put pressure on the opening
advance for 2015/16 and even more pressure on
farmer’s cash-flow over coming months.

More upward momentum for prices is likely to
take hold in the second half of 2015 as
inventory are run down and lower farm-gate
prices bite across the main exporting regions
slowing supply and helping further rebalance
the market. As lower dairy product prices feed
through to retail this should also help stimulate
demand in many emerging markets.

While there are lots of moving pieces at
present, which could change this view, cash-
flow looks tight through the second half of the

year under a number of scenarios (See December
Agri Focus for a more detailed explanation
http://www.anz.co.nz/rural/rural-news-insights/agri-
focus/). The tight cash flow through this period will
necessitate cuts in not just capital and discretionary
expenditure, but also some core operating
expenditure categories to break even and avoid a
debt blowout.

FIGURE 1. AVERAGE DAIRY FARM PROFTIABILITY
BEFORE TAX
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Source: ANZ, Dairy NZ

While cash flow looks tight there are some key
mitigating factors:

e Cost structures were far better controlled
post the record breaking 2013/14 season
compared with previous surges.

e Leverage is heavily concentrated with around
half the debt held by 20% of farmers. Many of
these are larger/corporate operations that tend to
have more balance sheet flexibility and often
better financial performance from investment in
key areas. Lower interest rates have reduced
interest costs despite an increase in debt levels.
On the typical farm this has seen interest
servicing costs decline by nearly $0.50/kg MS
since the GFC.

e Productivity growth has been impressive and
has run 3.5% above trend (as measured by
MS/cow) over the last three years.

e There has been a huge amount of
investment back into dairy operations over
the last five years. According to Dairy NZ the
average farm undertook $850,000 of capital
expenditure, with $720,000 of this funded from
retained earnings. This creates more “flex” for
cost structures during leaner times, has
created greater efficiencies, and adds to
productive capacity.
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There was clear evidence in Fonterra’s business
performance (dividend) of a hangover effect
from the 2013/14 season and volatility in
different dairy markets affecting margins of
different businesses. This is highlighted by higher
priced inventory from 2013/14 weighing on margins
in the first quarter, as well as higher farm-gate milk
prices in other countries (Australia/Chile) also
affecting some consumer and foodservice businesses
earnings. This was not unique to Fonterra’s
performance during this period with many other
rivalries also struggling.

The press release also seemed to be talking
tougher on improving performance compared
with recent communications over the last six
months. This is likely to reflect increasing
pressure from farmers. There is a clear
strategy in place, but the execution and change
to culture/business practices appears
challenging for the Co-operative. This, overlaid
with a challenging operating environment and
many things that are outside Fonterra’s sphere
of influence appears to be a drag on earnings at
present. How quickly the execution side of the
strategy can be addressed through the
“business transformation programme” will be
key for earnings potential in 2015/16 and
getting farmers back on-board for the ride.

FIGURE 2. DAIRY MILK PRICE VS. CASH
EXPENDITURE (INCLUDING INTEREST & RENT)
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The sector can manage one tough year, but two
in a row would be a real test. Tighter cash-flow
will necessitate cuts in not just capital and
discretionary expenditure, but core operating
expenditure to avoid a debt blowout. This will create
some gestation issues across the economy.

The economy has pep from other sources to
absorb low pay-out challenges. The outlook for
the economy is still respectable (supported by
accommodative financial conditions, record net
immigration and elevated confidence). However, we
are mindful of the frictions and tensions present from
the global backdrop, which risks impacting other
commodities (and is in some quarters) and demand,
with the situation being complicated by a NZD that
remains elevated and near post-float highs against
some major trading partners. Our base case
remains an extended period of stable OCR
settings, but the RBNZ will continue to closely
follow the global scene and commodity price
outlook.
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The distribution of this document or streaming of this video broadcast (as applicable, “publication”) may be restricted by law in certain
jurisdictions. Persons who receive this publication must inform themselves about and observe all relevant restrictions.

1. Disclaimer for all jurisdictions, where content is authored by ANZ Research:
Except if otherwise specified in section 2 below, this publication is issued and distributed in your country/region by Australia and New
Zealand Banking Group Limited (ABN 11 005 357 522) ("ANZ"), on the basis that it is only for the information of the specified recipient or
permitted user of the relevant website (collectively, “recipient”). This publication may not be reproduced, distributed or published by any
recipient for any purpose. It is general information and has been prepared without taking into account the objectives, financial situation or
needs of any person. Nothing in this publication is intended to be an offer to sell, or a solicitation of an offer to buy, any product,
instrument or investment, to effect any transaction or to conclude any legal act of any kind. If, despite the foregoing, any services or
products referred to in this publication are deemed to be offered in the jurisdiction in which this publication is received or accessed, no such
service or product is intended for nor available to persons resident in that jurisdiction if it would be contradictory to local law or regulation.
Such local laws, regulations and other limitations always apply with non-exclusive jurisdiction of local courts. Certain financial products may
be subject to mandatory clearing, regulatory reporting and/or other related obligations. These obligations may vary by jurisdiction and be
subject to frequent amendment. Before making an investment decision, recipients should seek independent financial, legal, tax and other
relevant advice having regard to their particular circumstances.
The views and recommendations expressed in this publication are the author’s. They are based on information known by the author and on
sources which the author believes to be reliable, but may involve material elements of subjective judgement and analysis. Unless
specifically stated otherwise: they are current on the date of this publication and are subject to change without notice; and, all price
information is indicative only. Any of the views and recommendations which comprise estimates, forecasts or other projections, are subject
to significant uncertainties and contingencies that cannot reasonably be anticipated. On this basis, such views and recommendations may
not always be achieved or prove to be correct. Indications of past performance in this publication will not necessarily be repeated in the
future. No representation is being made that any investment will or is likely to achieve profits or losses similar to those achieved in the
past, or that significant losses will be avoided. Additionally, this publication may contain ‘forward looking statements’. Actual events or
results or actual performance may differ materially from those reflected or contemplated in such forward looking statements. All
investments entail a risk and may result in both profits and losses. Foreign currency rates of exchange may adversely affect the value, price
or income of any products or services described in this publication. The products and services described in this publication are not suitable
for all investors, and transacting in these products or services may be considered risky. ANZ and its related bodies corporate and affiliates,
and the officers, employees, contractors and agents of each of them (including the author) (“Affiliates”), do not make any representation as
to the accuracy, completeness or currency of the views or recommendations expressed in this publication. Neither ANZ nor its Affiliates
accept any responsibility to inform you of any matter that subsequently comes to their notice, which may affect the accuracy, completeness
or currency of the information in this publication.
Except as required by law, and only to the extent so required: neither ANZ nor its Affiliates warrant or guarantee the performance of any of
the products or services described in this publication or any return on any associated investment; and, ANZ and its Affiliates expressly
disclaim any responsibility and shall not be liable for any loss, damage, claim, liability, proceedings, cost or expense (“Liability”) arising
directly or indirectly and whether in tort (including negligence), contract, equity or otherwise out of or in connection with this publication.
If this publication has been distributed by electronic transmission, such as e-mail, then such transmission cannot be guaranteed to be
secure or error-free as information could be intercepted, corrupted, lost, destroyed, arrive late or incomplete, or contain viruses. ANZ and
its Affiliates do not accept any Liability as a result of electronic transmission of this publication.
ANZ and its Affiliates may have an interest in the subject matter of this publication as follows:
e They may receive fees from customers for dealing in the products or services described in this publication, and their staff and
introducers of business may share in such fees or receive a bonus that may be influenced by total sales.
e They or their customers may have or have had interests or long or short positions in the products or services described in this
publication, and may at any time make purchases and/or sales in them as principal or agent.
e They may act or have acted as market-maker in products described in this publication.
ANZ and its Affiliates may rely on information barriers and other arrangements to control the flow of information contained in one or more
business areas within ANZ or within its Affiliates into other business areas of ANZ or of its Affiliates.
Please contact your ANZ point of contact with any questions about this publication including for further information on these disclosures of
interest.

2. Country/region specific information:

Australia. This publication is distributed in Australia by ANZ. ANZ holds an Australian Financial Services licence no. 234527. A copy of
ANZ's Financial Services Guide is available at http://www.anz.com/documents/AU/aboutANZ/FinancialServicesGuide.pdf and is available
upon request from your ANZ point of contact. If trading strategies or recommendations are included in this publication, they are solely for
the information of ‘wholesale clients’ (as defined in section 761G of the Corporations Act 2001 Cth). Persons who receive this publication
must inform themselves about and observe all relevant restrictions.

Brazil. This publication is distributed in Brazil by ANZ on a cross border basis and only following request by the recipient. No securities are
being offered or sold in Brazil under this publication, and no securities have been and will not be registered with the Securities Commission
- CVM.

Brunei. Japan. Kuwait. Malaysia. Switzerland. Taiwan. This publication is distributed in each of Brunei, Japan, Kuwait, Malaysia,
Switzerland and Taiwan by ANZ on a cross-border basis.

European Economic Area ("EEA"): United Kingdom. ANZ in the United Kingdom is authorised by the Prudential Regulation Authority
("PRA"). Subject to regulation by the Financial Conduct Authority ("FCA”) and limited regulation by the PRA. Details about the extent of our
regulation by the PRA are available from us on request. This publication is distributed in the United Kingdom by ANZ solely for the
information of persons who would come within the FCA definition of “eligible counterparty” or “professional client”. It is not intended for and
must not be distributed to any person who would come within the FCA definition of “retail client”. Nothing here excludes or restricts any
duty or liability to a customer which ANZ may have under the UK Financial Services and Markets Act 2000 or under the regulatory system
as defined in the Rules of the PRA and the FCA. Germany. This publication is distributed in Germany by the Frankfurt Branch of ANZ solely
for the information of its clients. Other EEA countries. This publication is distributed in the EEA by ANZ Bank (Europe) Limited ("TANZBEL")
which is authorised by the PRA and regulated by the FCA and the PRA in the United Kingdom, to persons who would come within the FCA
definition of “eligible counterparty” or “professional client” in other countries in the EEA. This publication is distributed in those countries
solely for the information of such persons upon their request. It is not intended for, and must not be distributed to, any person in those
countries who would come within the FCA definition of “retail client”.

Fiji. For Fiji regulatory purposes, this publication and any views and recommendations are not to be deemed as investment advice. Fiji
investors must seek licensed professional advice should they wish to make any investment in relation to this publication.

Hong Kong. This publication is distributed in Hong Kong by the Hong Kong branch of ANZ, which is registered at the Hong Kong Monetary
Authority to conduct Type 1 (dealing in securities), Type 4 (advising on securities) and Type 6 (advising on corporate finance) regulated
activities. The contents of this publication have not been reviewed by any regulatory authority in Hong Kong. If in doubt about the contents
of this publication, you should obtain independent professional advice.

ANZ S,
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India. This publication is distributed in India by ANZ on a cross-border basis. If this publication is received in India, only you (the specified
recipient) may print it provided that before doing so, you specify on it your name and place of printing. Further copying or duplication of
this publication is strictly prohibited.

New Zealand. This publication is intended to be of a general nature, does not take into account your financial situation or goals, and is not
a personalised adviser service under the Financial Advisers Act 2008.

Oman. This publication has been prepared by ANZ. ANZ neither has a registered business presence nor a representative office in Oman
and does not undertake banking business or provide financial services in Oman. Consequently ANZ is not regulated by either the Central
Bank of Oman or Oman’s Capital Market Authority. The information contained in this publication is for discussion purposes only and neither
constitutes an offer of securities in Oman as contemplated by the Commercial Companies Law of Oman (Royal Decree 4/74) or the Capital
Market Law of Oman (Royal Decree 80/98), nor does it constitute an offer to sell, or the solicitation of any offer to buy non-Omani
securities in Oman as contemplated by Article 139 of the Executive Regulations to the Capital Market Law (issued vide CMA Decision
1/2009). ANZ does not solicit business in Oman and the only circumstances in which ANZ sends information or material describing financial
products or financial services to recipients in Oman, is where such information or material has been requested from ANZ and by receiving
this publication, the person or entity to whom it has been dispatched by ANZ understands, acknowledges and agrees that this publication
has not been approved by the CBO, the CMA or any other regulatory body or authority in Oman. ANZ does not market, offer, sell or
distribute any financial or investment products or services in Oman and no subscription to any securities, products or financial services may
or will be consummated within Oman. Nothing contained in this publication is intended to constitute Omani investment, legal, tax,
accounting or other professional advice.

People’s Republic of China. If and when the material accompanying this publication does not only relate to the products and/or services
of Australia and New Zealand Bank (China) Company Limited ("ANZ China”), it is noted that: This publication is distributed by ANZ or an
affiliate. No action has been taken by ANZ or any affiliate which would permit a public offering of any products or services of such an entity
or distribution or re-distribution of this publication in the People’s Republic of China ("PRC"). Accordingly, the products and services of such
entities are not being offered or sold within the PRC by means of this publication or any other method. This publication may not be
distributed, re-distributed or published in the PRC, except under circumstances that will result in compliance with any applicable laws and
regulations. If and when the material accompanying this publication relates to the products and/or services of ANZ China only, it is noted
that: This publication is distributed by ANZ China in the Mainland of the PRC.

Qatar. This publication has not been, and will not be lodged or registered with, or reviewed or approved by, the Qatar Central Bank
("QCB™), the Qatar Financial Centre ("QFC") Authority, QFC Regulatory Authority or any other authority in the State of Qatar ("Qatar™); or
authorised or licensed for distribution in Qatar; and the information contained in this publication does not, and is not intended to, constitute
a public offer or other invitation in respect of securities in Qatar or the QFC. The financial products or services described in this publication
have not been, and will not be registered with the QCB, QFC Authority, QFC Regulatory Authority or any other governmental authority in
Qatar; or authorised or licensed for offering, marketing, issue or sale, directly or indirectly, in Qatar. Accordingly, the financial products or
services described in this publication are not being, and will not be, offered, issued or sold in Qatar, and this publication is not being, and
will not be, distributed in Qatar. The offering, marketing, issue and sale of the financial products or services described in this publication
and distribution of this publication is being made in, and is subject to the laws, regulations and rules of, jurisdictions outside of Qatar and
the QFC. Recipients of this publication must abide by this restriction and not distribute this publication in breach of this restriction. This
publication is being sent/issued to a limited number of institutional and/or sophisticated investors (i) upon their request and confirmation
that they understand the statements above; and (ii) on the condition that it will not be provided to any person other than the original
recipient, and is not for general circulation and may not be reproduced or used for any other purpose.

Singapore. This publication is distributed in Singapore by the Singapore branch of ANZ solely for the information of “accredited investors”,
“expert investors” or (as the case may be) “institutional investors” (each term as defined in the Securities and Futures Act Cap. 289 of
Singapore). ANZ is licensed in Singapore under the Banking Act Cap. 19 of Singapore and is exempted from holding a financial adviser’s
licence under Section 23(1)(a) of the Financial Advisers Act Cap. 100 of Singapore. In respect of any matters arising from, or in connection
with the distribution of this publication in Singapore, contact your ANZ point of contact.

United Arab Emirates. This publication is distributed in the United Arab Emirates ("UAE") or the Dubai International Financial Centre (as
applicable) by ANZ. This publication: does not, and is not intended to constitute an offer of securities anywhere in the UAE; does not
constitute, and is not intended to constitute the carrying on or engagement in banking, financial and/or investment consultation business in
the UAE under the rules and regulations made by the Central Bank of the United Arab Emirates, the Emirates Securities and Commodities
Authority or the United Arab Emirates Ministry of Economy; does not, and is not intended to constitute an offer of securities within the
meaning of the Dubai International Financial Centre Markets Law No. 12 of 2004; and, does not constitute, and is not intended to
constitute, a financial promotion, as defined under the Dubai International Financial Centre Regulatory Law No. 1 of 200. ANZ DIFC Branch
is regulated by the Dubai Financial Services Authority ("DFSA”). The financial products or services described in this publication are only
available to persons who qualify as “Professional Clients” or “Market Counterparty” in accordance with the provisions of the DFSA rules. In
addition, ANZ has a representative office ("ANZ Representative Office”) in Abu Dhabi regulated by the Central Bank of the United Arab
Emirates. ANZ Representative Office is not permitted by the Central Bank of the United Arab Emirates to provide any banking services to
clients in the UAE.

United States. If and when this publication is received by any person in the United States or a "U.S. person” (as defined in Regulation S
under the US Securities Act of 1933, as amended) (“US Person”) or any person acting for the account or benefit of a US Person, it is noted
that ANZ Securities, Inc. ("ANZ S”) is a member of FINRA (www.finra.org) and registered with the SEC. ANZ S’ address is 277 Park
Avenue, 31st Floor, New York, NY 10172, USA (Tel: +1 212 801 9160 Fax: +1 212 801 9163). Except where this is a FX- related or
commodity-related publication, this publication is distributed in the United States by ANZ S (a wholly owned subsidiary of ANZ), which
accepts responsibility for its content. Information on any securities referred to in this publication may be obtained from ANZ S upon
request. Any US Person receiving this publication and wishing to effect transactions in any securities referred to in this publication must
contact ANZ S, not its affiliates. Where this is an FX- related or commodity-related publication, it is distributed in the United States by
ANZ's New York Branch, which is also located at 277 Park Avenue, 31st Floor, New York, NY 10172, USA (Tel: +1 212 801 9160 Fax: +1
212 801 9163). Commodity-related products are not insured by any U.S. governmental agency, and are not guaranteed by ANZ or any of
its affiliates. Transacting in these products may involve substantial risks and could result in a significant loss. You should carefully consider
whether transacting in commodity-related products is suitable for you in light of your financial condition and investment objectives. ANZ S
is authorised as a broker-dealer only for US Persons who are institutions, not for US Persons who are individuals. If you have registered to
use this website or have otherwise received this publication and are a US Person who is an individual: to avoid loss, you should cease to
use this website by unsubscribing or should notify the sender and you should not act on the contents of this publication in any way.
Vietnam. This publication is distributed in Vietham by ANZ or ANZ Bank (Vietnam) Limited, a subsidiary of ANZ. Please note that the
contents of this publication have not been reviewed by any regulatory authority in Vietnam. If you are in any doubt about any of the
contents of this publication, you should obtain independent professional advice.

This document has been prepared by ANZ Bank New Zealand Limited, Level 7, 1 Victoria Street, Wellington 6011, New Zealand,
Ph 64-4 802 2361, e-mail nzeconomics@anz.com, http://www.anz.co.nz
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