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Onward and upward

e Global dairy markets have firmed on the back of minimal growth in milk
supply. The lower NZD is also supportive of returns at the farmgate level.

e As reported in our recent Agri Focus our farmgate milk price forecast now
stands at $7.15/kg MS for the 2019-20 season.

e We have also released a preliminary milk price forecast of $7.50/kg MS for
the 2020-21 season.

Milk price update - summary

We forecast a farmgate milk price for the 2019-20 season of $7.15/kg MS. This
is near the upper range of Fonterra’s current guidance of $6.25 - $7.25/kg MS.
Meanwhile the NZX milk price futures contract for the current season has lifted
in the past month and is now trading above $7. Based on NZX futures and our
exchange rate forecasts, we have a preliminary milk price forecast for the
following season of $7.50/kg MS.

Figure 1. Farmgate milk price
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Global commodity prices have steadily lifted in the GlobalDairyTrade events
held recently, and the forward outlook for prices has also firmed, based on
where future contracts for dairy commodities are trading.

The farmgate milk price has not exceeded $7 since the 2013-14 season when
the milk price reached a record $8.40/kg MS. Milk prices then took a dive as
global milk supply surged following the removal of milk production quotas in
the EU.

As advised in our Weekly of 16 September and our Dairy Update of 26
September, there was a regrettable error in our 5 September analysis of
the potential further write-down of Fonterra’s Beingmate investment that

led us to significantly overstate the potential implication for the final milk
payout this season. We sincerely apologise for any unnecessary concern
caused to dairy farmers.



https://push.bigtincan.com.au/downloads/cd5a1401f424856ed07063a303cef7388bb58696314d5901482ad2cc6b1dfef1

Relatively tight global milk supply is currently supporting prices being achieved
in the global dairy markets. Whole milk powder prices have steadily lifted,
having gained 5.5 % since July.

Despite the lift in the WMP price it is still more profitable to process milk into a
combination of skim milk powder (SMP) and either butter or anhydrous milkfat
than to produce WMP. Milk-processing companies in New Zealand tweak their
product mix based on global prices and forward sales commitments to
customers whilst taking into account their capacity limitations.

NZ milk production

Milk production in New Zealand is currently moving towards its seasonal peak.
This typically occurs in the latter half of October in the North Island and in
early November in the South Island. This difference is due to cows calving later
in the South Island in order to align with pasture production growth rates. The
typical seasonal lift in pasture production has occurred a little later than usual
this season. This is because most parts of the country have experienced
relatively cold weather during September, which means soil temperatures are
not rising as quickly as most farmers would like. The upside is that pasture
quality is high and with growth poised to lift we should see improved milk
production through November and December relative to last season.

Milk production across the full 2019-20 season is expected to be marginally
lower than last season. Stocks numbers are assumed to be relatively stable but
productivity levels may be marginally lower in the short term.

Figure 2: New Zealand milk production
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Longer term we anticipate New Zealand’s dairy production will incrementally
fall, but the speed of this fall will depend on where environmental legislation
lands, the speed of change required to meet tougher new rules, and farmers’
ability to find solutions to mitigate nutrient losses. The new regulations will put
hard limits on production in some regions, and increase total production costs.

Production levels will also depend on whether the market is prepared to pay a
premium for milk that is exclusively grass-fed. Supplementary feeding
currently accounts for more than 10% of the milk being produced but this
proportion could decrease quite quickly should further financial incentives or
disincentives be introduced that are designed to reduce the use of
supplementary feed. We are already beginning to see this happening -
particularly regarding feeding palm kernel expeller (PKE).
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De-intensification of dairy systems is expected to result in a decrease in
production levels on a per hectare basis, but this is expected to be partially
offset by higher production per cow. The quantity of land used to support dairy
farms is likely to decrease as lower stocking rates decrease the demand to
graze stock off the milking platform.

Slow global dairy production growth
Global dairy production growth is currently almost non-existent (figure 3).

Figure 3. Milk production growth for major exporters
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Milk production in the US has expanded by just 0.1% year to date. European
production is on track to expand in 2019 by about 0.5%. Neither of these
growth rates are strong enough to significantly impact the volume of dairy
products being traded globally.

Production is even weaker in the next tier of dairy-exporting nations, Australia,
Argentina and Uruguay. Australia’s milk output this calendar year to date is
back by 9% while Argentina is down 4% and Uruguay is tracking 7% lower
year-on-year.

All up, it appears that the availability of globally traded dairy commodities wiill
remain tight through the rest of this year. This situation is only likely to change
when Northern Hemisphere supply lifts again during their spring, which won't
impact global markets until about May.

Global dairy demand

Dairy commodity markets have firmed a little in recent months. Demand from
China is strong, which is underpinning prices. At this point of the season the
volume of dairy products being sold from New Zealand is at its seasonal peak.

WMP is trading comfortably above USD3000/t and is trending up, but SMP
prices are nonetheless starting to close the gap (figure 4). Traditionally SMP
has traded at about a USD100/t discount to WMP. However, in recent years
this discount stretched out to more than USD1000/t. This was due to large
stocks of this commodity being held in the EU public intervention scheme.
These stocks have now been cleared, which has allowed for normal market
forces to be at play again.
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Figure 4. Dairy commodity prices
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Prices for dairy fats reached extremely high levels in recent years but receded
earlier this year. Demand from developing markets is growing but the price of
fat products is driven primarily by demand from developed markets,
particularly Europe and the United States. Both of these markets are highly
protected, meaning their butter price normally exceeds the global market price
by a considerable margin. Butter prices in Europe have been trending down
whereas prices in the globally traded market have been relatively stable in
recent months.

Dairy commodities trading on the NZX Dairy Derivatives market have generally
firmed in the past few months. This is particularly the case for the longer-dated
contracts, which are trading at or above the price of the nearer dated
contracts, whereas earlier they were trading at a discount.

There is a risk that global consumption of dairy products may ease, which
would reduce the upward pressure on prices. Global economic growth has
certainly waned, but we are yet to see this translate into reduced dairy
demand. In developed nations we are seeing a trend away from consumption
of liquid cows’ milk as plant-based products increase their share of this market.
But at the same time, we are seeing growing consumption of cows’ milk in
developing nations, providing an offset.

NZ milk price

The current strength in the global dairy commodity markets, combined with the
weaker NZ dollar, has the potential to bolster returns to farmers here in New
Zealand.

The September 2020 milk price futures contract (for the current dairy season)
has trended up over the past month to now once more trade above $7/kg MS
(figure 5). While this is still shy of our own forecast, it is above the mid-point of
Fonterra’s current milk price forecast, which sits at $6.75/kg MS.

In contrast, there has been little movement in the September 2021 milk price
futures contract, which is currently priced just above $6.50/kg MS. The level of
interest in trading this contract has risen recently as farmers look to mitigate
uncertainty by locking in a portion of their future earnings.
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Figure 5. NZX milk price futures 2019-20 season contract
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Our preliminary milk price forecast for the 2020/21 season is $7.50/kg MS.
This forecast is based on the prices of the NZX futures contracts dated from
June to September 2020, and the current ANZ exchange rate forecasts.

At this point there is naturally a high level of uncertainty around this forecast
as both commodity prices and exchange rates have the potential to move
considerably. Global demand is the key risk, in our view, rather than a surge
in global production.

Our preliminary forecast for a higher price than this season is primarily
supported by the forecast lower NZD/USD as the commodity prices used in the
equation are similar to current levels. A movement in the NZD of one cent has
about a 15c¢/kg MS impact on the milk price.

Exchange rate forecasting is challenging at the best of times, but in terms of
forecasting the milk price the impact of this is mitigated by the fact that New
Zealand’s currency and dairy price tend to move broadly together. However,
the NZD has recently underperformed where dairy prices would broadly
indicate it ‘should’ be, and there is potential for this to unwind, seeing the NZD
lift as global economic and trade risks subside.

Still, despite the uncertainty, it is encouraging that the outlook for dairy
farmers’ incomes is positive at a time when increasing costs mean the break-
even price is trending upwards.

Figure 6. Fonterra milk price
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Important notice

This document is intended for ANZ’s Institutional, Markets and Private Banking clients. It should not be forwarded, copied or
distributed. The information in this document is general in nature, and does not constitute personal financial product advice
or take into account your objectives, financial situation or needs.

This document may be restricted by law in certain jurisdictions. Persons who receive this document must inform themselves about and
observe all relevant restrictions.

Disclaimer for all jurisdictions: This document is prepared and distributed in your country/region by either: Australia and New Zealand
Banking Group Limited (ABN11 005 357 522) (ANZ); or its relevant subsidiary or branch (each, an Affiliate), as appropriate or as set out
below.

This document is distributed on the basis that it is only for the information of the specified recipient or permitted user of the relevant
website (recipients).

This document is solely for informational purposes and nothing contained within is intended to be an invitation, solicitation or offer by ANZ
to sell, or buy, receive or provide any product or service, or to participate in a particular trading strategy.

Distribution of this document to you is only as may be permissible by the laws of your jurisdiction, and is not directed to or intended for
distribution or use by recipients resident or located in jurisdictions where its use or distribution would be contrary to those laws or
regulations, or in jurisdictions where ANZ would be subject to additional licensing or registration requirements. Further, the products and
services mentioned in this document may not be available in all countries.

ANZ in no way provides any financial, legal, taxation or investment advice to you in connection with any product or service discussed in this
document. Before making any investment decision, recipients should seek independent financial, legal, tax and other relevant advice
having regard to their particular circumstances.

Whilst care has been taken in the preparation of this document and the information contained within is believed to be accurate, ANZ does
not represent or warrant the accuracy or completeness of the information Further, ANZ does not accept any responsibility to inform you of
any matter that subsequently comes to its notice, which may affect the accuracy of the information in this document.

Preparation of this document and the opinions expressed in it may involve material elements of subjective judgement and analysis. Unless
specifically stated otherwise: they are current on the date of this document and are subject to change without notice; and, all price
information is indicative only. Any opinions expressed in this document are subject to change at any time without notice.

ANZ does not guarantee the performance of any product mentioned in this document. All investments entail a risk and may result in both
profits and losses. Past performance is not necessarily an indicator of future performance. The products and services described in this
document may not be suitable for all investors, and transacting in these products or services may be considered risky.

ANZ expressly disclaims 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 document to the extent permissible under relevant law. Please note, the contents of this document have not been reviewed by any
regulatory body or authority in any jurisdiction.

ANZ and its Affiliates may have an interest in the subject matter of this document. They may receive fees from customers for dealing in the
products or services described in this document, and their staff and introducers of business may share in such fees or remuneration that
may be influenced by total sales, at all times received and/or apportioned in accordance with local regulatory requirements. Further, they
or their customers may have or have had interests or long or short positions in the products or services described in this document, and
may at any time make purchases and/or sales in them as principal or agent, as well as act (or have acted) as a market maker in such
products. This document is published in accordance with ANZ’s policies on conflicts of interest and ANZ maintains appropriate information
barriers to control the flow of information between businesses within it and its Affiliates.

Your ANZ point of contact can assist with any questions about this document including for further information on these disclosures of
interest.

Country/region specific information: Unless stated otherwise, this document is distributed by Australia and New Zealand Banking
Group Limited (ANZ).

Australia. ANZ holds an Australian Financial Services licence no. 234527. For a copy of ANZ's Financial Services Guide please click here
or request from your ANZ point of contact.

Brazil, Brunei, India, Japan, Kuwait, Malaysia, Switzerland, Taiwan. This document is distributed in each of these jurisdictions by
ANZ on a cross-border basis.

Cambodia. This document is distributed in Cambodia by ANZ Royal Bank (Cambodia) Limited (ANZ Royal Bank). The recipient
acknowledges that although ANZ Royal Bank is a subsidiary of ANZ, it is a separate entity to ANZ and the obligations of ANZ Royal Bank
do not constitute deposits or other liabilities of ANZ and ANZ is not required to meet the obligations of ANZ Royal Bank.

European Economic Area (EEA): United Kingdom. ANZ is authorised in the United Kingdom by the Prudential Regulation Authority
(PRA) and is 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 document is distributed in the United Kingdom by Australia and New
Zealand Banking Group Limited 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 Prudential Regulation Authority
(PRA) and the FCA. ANZ is authorised in the United Kingdom by the PRA and is subject to regulation by the FCA and limited regulation by
the PRA. Details about the extent of our regulation by the PRA are available from us on request.

Fiji. For Fiji regulatory purposes, this document 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 document.

Hong Kong. This publication is issued or 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.

India. If this document 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.

Myanmar. This publication is intended to be general and part of ANZ’s customer service and marketing activities when implementing its
functions as a licensed bank. This publication is not Securities Investment Advice (as that term is defined in the Myanmar Securities
Transaction Law 2013).
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