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KEY POINTS
e We have cut our 2014/15 milk price forecast again to $5.25/kg MS.
CONTRIBUTORS Dairy price action remains weak, with forward curve pricing into the peak of
the NZ production season soft. Question-marks surround China’s inventory
Cameron Bagrie situation, and European production needs to find a home elsewhere given
Chief Economist Russian sanctions. It's a poor combination.
Telephone: +64 4 802 2212
E-mail: Cameron.Bagrie@anz.com e If our revised forecast materialises, it represents an approximate $5.1bn
Con Williams (or 2.2% of GDP) hit to dairy revenue compared to last season. The hit
Rural Economist to cash-flow isn’t as bad as the headline numbers, but it’s a hit nonetheless.
Telephone: +64 4 802 2361
E-mail: Con.Williams@anz.com e The long-term picture for dairying hasn’t changed, but current
developments bear witness to the old adage that “what goes up must come
down”.

e Mechanically putting a milk price of $5.50/kg MS (incl dividend) into
our average farm model yields a breakeven result, though there is huge
industry divergence around that figure. While farmers are still backing an
improvement in prices later in the season and cash-flow looks better than the
headline result it’s unlikely to be slash and burn. But the cheque-book will be
put away and a reduction in advance rates come Fonterra’s next update would
now shift this reaction into more extreme territory.

e The key for whether financial stress might start to emerge will be the
outlook for 2015/16. If there is another skinny year this is where cash-flow
starts to dry up. At present we have a milk price forecast of $6.50/kg MS,
which would avoid such a situation. But we’re on notice.

e Amidst forestry and dairy price declines, other soft commodity prices have
held up. But more of these now look to have done their dash. The NzZD
has started to adjust, but by an insignificant margin.

e The risk profile surrounding the economy is far more symmetrical
than what it was 3 months ago. The outlook is now akin to the March 2013
MPS when there were clearly both "upside and downside risks to this outlook™.
It's not just the likes of a low dairy payout; the NZD is lagging, the global
scene is far more wobbly and some geopolitical aspects (Russian sanctions)
have had clear implications for soft commodities.

e The economy still has considerable pep. Our central scenario has GDP
growth of 3% in 2015. However, there are more risks to manage.

¢ The RBNZ should move to a more neutral policy stance at next week's
Monetary Policy Statement albeit with a soft tightening bias behind
the scenes and in the technical projections.

¢ Inflation is projected to be closer to the bottom of the policy band in
H2 2014 than the 296 target point and we have greater uncertainty
heading into 2015. The RBNZ has an inflation target not a growth one and
inflation has consistently been in the bottom half of the band since 2009 (ex
the 2011 GST related spike). It's time for an extended cup-of-tea. If the
situation changes the RBNZ can shift as appropriate. But a rapidly evolving
risk profile needs to be recognised. The outlook for the economy is more
balanced.




New Zealand Dairy and RBNZ Update / 3 September 2014 / 2 of 6

DAIRY AND RBNZ UPDATE

There has been a lot to digest in the dairy
industry in recent weeks. On the markets side
there was another decent fall in the
GlobalDairyTrade TWI index of 6%6 overnight,
with declines across all products. Overall the TWI
prices are now down 44% since its peak in February,
but milk powders are back by even more (-47%).
While last week it was probably too early for
Fonterra to revise down their end of July milk
price forecast of $6/kg MS, the gap between this
and current spot prices continues to grow.

Current prices are having a material impact on
the outlook for the farm-gate milk prices in
2014/15. This is due to present auctions having a
higher weighting as we move into the peak of seasonal
supply. With Fonterra’s currency hedging largely
locked in around the early NZD/USD 0.80’s this means
there is nearly full flow through from international
prices to the farm-gate. Last night’s auction prices
technically translate into a milk price around the
mid $4’s kg MS mark, highlighting a $1.50kg MS
gap at present. Luckily year-to-date prices achieved
are higher than this thanks to better results (higher
level) earlier on, but this highlights the potential
downside risk at present if prices do not recover.

Last night’s GDT auction confirmed earlier
suspicions that Oceania prices are yet to
stabilise and the auction before was bargain
hunting as opposed to a stronger bid tone
returning. In market there is a lot going on that is
making it difficult to forecast what might happen from
here. However, at present it is difficult to see a
catalyst for higher prices despite them being below the
cost curve for all the major exporters. The market is
sending confusing signals with high prices in the likes
of the US due to a strong domestic demand, but
plunging prices for Oceania and European product.

FIGURE 1. CHINA WHOLE MILK POWDER IMPORTS
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For Fonterra’s milk price it is the milk powder
prices that matter the most. In this space the
Chinese are still digesting the strong imports from the
first half of the year. Import volumes in the seven
months to July 2014 were up 67% on the same period
last year, but the rate of growth has decreased. The
buying pattern has been similar to what usually
occurs, but the likelihood of the normal uptick by the
end of the year given an overhang of inventory looks
increasingly shaky. This combined with the seasonal
step-up in New Zealand supply means it is a struggle
to see any material lift in the likes of whole milk
powder prices before next year.

Fonterra look to be trying hard to match GDT supply
with customer demand with a reduction in forecast
near and long-term supply at the last two auctions,
but this hasn’t been enough. Fonterra’s WMP
offerings on GDT over the next three months are
large. During this period Fonterra plan to place
approximately 220,000 tonnes of WMP in total on
GDT. At over 70,000 tonnes per month the volumes
on offer are 27% higher than the same period last
year and 7% greater than Sept-Nov 2012. Last year
WMP sales via GDT were down due to tight supply
following the 2013 autumn drought. Additionally
WMP is now more attractively priced relative to
other product streams due to the fall in the price
of skim milk powder (SMP). Therefore processors in
New Zealand and Australia are now more likely to
increase the manufacture of WMP during the early part
of the season before processing constraints are
reached when milk intakes attain their seasonal peak.

In the skim milk powder and milk fat markets
the full force of European sanctions are flowing
through now, with an anticipated increase in
supply despite heading into the seasonal lull.
Last night’'s GDT auction registered a 9.5% fall in SMP
prices, which are down 26% since sanctions on
European exports to Russia were announced. In
times of surplus milk, Europe gravitates toward
SMP (and butter) production due to a longer
shelf life compared with other products and
government support programs. So despite
European supply now heading into the seasonal lull
and the European Commission announcing support
measures, such as opening Private Storage Aid until
the end of the year, the market seems to be
anticipating high supplies. The EU SMP intervention
price is €1700/tonne, which equates to approximately
US$2250/ tonne (last night’'s GDT SMP auction price
was US$2,600/t, highlighting there could be further
downside to go). The intervention price basically
provides a floor in the market providing manufacturers
with some price certainty during times of over-supply.
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Given these in-market dynamics, it is difficult to
see a catalyst for a material improvement in the
milk price at present. We are therefore cutting

our 2014/15 milk price forecast to $5.25/kg MS.

FONTERRA MILK PRICE COMPONENT SCENARIOS
(NZ$ per kg MS)

443 426 415 400 3.81
460 443 431 416  3.97
478 460 448 432 412
531 511 498 4.80 458

3200 5.66 5.45 5.31 5,12 4.88
Source: ANZ

Basket of NZ
Dairy Products

Dairy farmers should be budgeting conservatively in
the current environment. While it has to be
remembered that the hit to cash-flow isn’t as
bad as the ‘headline’ number suggests, the size
of recent reductions is likely to start to reduce
advance rates in January through to May 2015.
At present the cash-flow impact in 2014/15 for a
100%-share backed farmer is a 12% reduction ($7.59
to $6.65/ kg MS) from the year before. This is a lot
less than the headline reduction of 26% from $8.50 to
$6.25 kg MS.

FIGURE 2. DAIRY MILK PRICE VS. CASH EXPENDITURE
(INCLUDING INTEREST & RENT)
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Mechanically, putting a milk price of $5.25/kg
MS into our average farm model yields a
breakeven result. Farmers are likely to start to
take the knife to budgets to avoid a loss and a
re-run of 2008709 events. While farmers are still
backing an improvement in prices later in the season
and cash-flow looks better than the headline result it’s

unlikely to be slash and burn. But the cheque-book will

now be put away and a reduction in advance rates
come Fonterra’s next update would shift this reaction
into more extreme territory. A reduction in advance
rates come Fonterra’s next update (likely when the

2013/14 annual results are released later this month)
looks increasingly likely in the current environment.

FIGURE 3. AVERAGE DAIRY FARM PROFITABILITY
BEFORE TAX
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As we’ve said before the key for whether
financial stress might start to emerge will be the
outlook for 2015/16. If there is another skinny
year this is where cash-flow starts to be hit. At
present we have a 2015716 milk price forecast
of $6.50/kg MS, which would avoid such a
situation.

The flow through to the New Zealand economy
and especially rural regions will be material if
there isn’t an improvement and our milk price
forecast of $5.25/kg MS materialises. The
headline reduction is equivalent to an
approximate $5.1 billion hit to dairy revenue, or
2.2%b of GDP. This would be similar to what occurred
in 2008/09 and if you look at the performance of dairy
aligned regions through this period it wasn’t pretty. Of
course there were other things going on during this
period following the GFC, but nevertheless the
inference for the growth profile is clear.

FIGURE 4. ANNUAL ECONOMIC GROWTH, DAIRY-
ALIGNED REGIONS VS REST OF NZ
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One of the offsets to dairy and forestry
weakness has been other commodity prices
incrementally improving. However, more of
these are now looking to have done their dash.
Examples include fruit prices being under pressure in
Europe (one of NZ’s main markets for the likes of
kiwifruit and apples) due to a large stonefruit crop
(largest in the last 10 years); weather impacting
consumers fruit purchase decisions; sales in June/July
affected by the FIFA World Cup; and Russian bans. In
the sheepmeat sector there is real caution to push
prices too much higher for fear of repeating 2012
when lamb was priced off the menu for many
consumers. In the likes of the beef sector the
fundamentals are still strong, but with a 37% lift in US
manufacturing prices since the start of the year, some
pull back is highly likely. This all adds up to a
substantial fall in New Zealand’s terms of trade and
limited improvement if dairy doesn’t bounce back.

Despite the decline in dairy prices, we're not
turning bearish on the economic outlook yet. Yes,
commodity prices and the terms of trade matter
hugely. But the economy still has considerable pep.
Migration inflows are still huge (a noted source of
upside inflation potential the RBNZ noted in the June
MPS), confidence is still robust, construction sector
activity is picking up and firms’ are still investing and
hiring. Our central scenario has growth of 3% in 2015;
very respectable across international peers. However,
there are clearly more risks to manage.

However, the risk profile surrounding the
economy is far more symmetrical than it was 3
months ago. The outlook is now akin to the March
2013 MPS when there were clearly both "upside and
downside risk to this outlook”. The RBNZ may have
alluded to this in the June MPS scenarios (falling dairy
prices and strong migration covering both bases) but
those scenarios now look decidedly more real. It's not
just the likes of a low dairy payout; the NZD is
lagging, the global scene is far more wobbly and some
geopolitical aspects (Russian sanctions) have clear
implications for soft commodities. You can argue till
the cows come home (no pun intended) about whether
it’s geopolitics, or expectations of QE (or something
else) that is driving European bond yields lower, but
the fact that German Bund yields stand at just 0.9%
tells you a lot about the state of play there. Pan-
European growth ground to a halt in Q2, and inflation
continues to fall, lifting real yields.

Back home here, technically, house prices are starting
to gravitate backwards (quarter on quarter). There are
upside scenarios too, notably migration is pushing
above the RBNZ's projections. However, the balance of
risks has clearly shifted.

Inflation has now been sub-2%b6 since 2009 (after
adjusting for the GST and energy price spike in 2011).
While there are the obvious inflation risks north,
persistent low inflation outcomes risks getting overly
ingrained in pricing and inflation expectations setting
behaviour and there are now some real question
marks over the forward drivers of inflation. We're not
convinced a new paradigm has arrived so forward risks
(the likes of migration) still need management, but
certainly some influences (such as stronger
productivity growth and credit growth below the rate
of nominal GDP) are being understated as inflation
suppressants.

The RBNZ should move to a very neutral policy
stance in next week's Monetary Policy Statement
albeit with a soft tightening bias behind the
scenes. The interest rate projections will invariably
project a rising trajectory, but that'll be nothing more
than the central tendency and mean reverting
tendency of any macroeconomic model. That'll display
a soft tightening bias but nothing more than that.

A more neutral stance may validate or end up
with interest rates lower, but that’s appropriate.
Some will have palpitations for fear of fuelling housing
again. However, financial stability risks courtesy of
housing can be managed by prudential means if
necessary. The outlook for the economy is no longer
asymmetrical. Inflation is projected to be closer than
the bottom of the policy band in H2 2014 than the 2%
mid-point target. There is greater uncertainty over the
evolution of inflation in 2015. The RBNZ has an
inflation target not a growth one.

If the situation changes so too can the RBNZ’s
view (and ours). We've seen enough to alter ours
and the previously flagged 100 basis points of rate
hikes we had penciled in for 2015 looks pie in the sky
stuff. There are still some risks that point that way,
but there are now pending risks that suggest the OCR
might not move much at all. Something between the
two seems most likely.
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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 (“ANZBEL”)
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
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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.
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