Fortnightly Agri Update
Dairying on the RBNZ’s radar
World dairy prices remained under pressure in the latest
GlobalDairyTrade auction. The overall index fell by 4.3%, and is
now down almost 30% from its short-lived bounce in February.
The result was disappointing given that other indicators of
dairy prices, such as futures markets, had been hinting at some
stabilisation in prices in recent weeks.
In the last Fortnightly Agri Update we noted that there were
downside risks to our forecast of Fonterra’s payout, and the latest
auction result has forced us to act on that risk. We now expect a
farmgate milk price of $5.40/kg for the new season, down from
$5.70/kg previously. This is a little higher than Fonterra’s opening
forecast of $5.25/kg, but both forecasts are contingent on an
improvement in world prices over the course of the season. The
conditions for such an improvement don’t appear to be in place
just yet.
It’s been widely commented that two consecutive seasons of
below-average milk prices will present a substantially greater
challenge to dairy farmers than a single season of low prices
would have. The Reserve Bank has been investigating the
vulnerability of the dairying sector, and provided a snapshot of
this work in its Financial Stability Report last month. (A more
detailed paper is due to be published later this year.)
Using farm-level data provided by DairyNZ, the Reserve Bank
estimated that about a quarter of dairy farms would experience
negative cashflow in the 2014/15 season – that is, operating
margins would be insufficient to cover interest (or rent) payments.
The analysis was based on a farmgate milk price of $4.50/kg,
although deferred payments from the previous record season
meant that cashflow was assumed to be closer to $6.00/kg.
One of the most striking reasons for so many dairy farmers
experiencing negative cashflow is the wide variation in operating
efficiency. The RBNZ noted that the most profitable 10% of dairy
farms have working expenses around $2 per kilo of milksolids
lower than the least profitable 10% of farms. The history of the
dairy industry has been that the least efficient business practices
tend to be squeezed out over time; the current low milk prices will
provide a catalyst for this process.
The other notable factor behind in the variation in dairy farm
costs – and where the RBNZ’s focus comes in – is the degree of
leverage. The RBNZ notes that 10% of farms account for about
a third of the debt. Part of that skew reflects the fact that these
10% of farms tend to be larger, with more assets and more milk
production backing the debt. But even so, these farms also tend
to be the most leveraged, with average debts exceeding $25 per
kilo of milksolids produced. Notably, the most leveraged dairy
farms also appear to be the least profitable – though this may
be due to farmers structuring their business to minimise taxable
income, taking their gains in the form of rising land prices instead.
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The RBNZ notes that low milk prices would be a particular
concern if they were accompanied by a fall in farmland prices,
which would constrain farmers’ ability to borrow against their
equity buffer. That hasn’t been the case to date – in fact, land
prices have been surprisingly perky, with the REINZ’s dairy farm
price index up about 15% on a year ago.
On top of the dairying sector’s current cashflow concerns, there’s
a risk that financing conditions could tighten. The Financial
Stability Report was silent on what action would the RBNZ take if
it believed the dairying sector was becoming a threat to financial
stability. But we think the most likely response is that the RBNZ
would require banks to hold a larger capital buffer against their
existing agricultural loans, to absorb an expected rise in defaults.
If so, the cost of holding that additional capital buffer would be
factored into the interest rates for farm lending.
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Payout Forecast Table
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$4.40

$4.40

$5.25

$5.40
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Beyond the farm gate
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US beef prices remain high, although well off last year’s peaks as
demand is now being well serviced by supply from Australia and New
Zealand. The early cull as a result of the dry summer is now having an
inverse effect on slaughter numbers, which were about flat on yearago levels in March and April.
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Export log prices have fallen sharply again in recent months, as
excess stocks have built up at Chinese ports and the weaker ruble
has made Russian logs more competitive. In contrast, domestic log
prices have risen further. Demand for housing construction materials
continues to grow, although quake-related activity in Christchurch is
expected to peak this year.
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Wool prices have remained resistant to competition from oil-derived
synthetic materials to date. Lambs’ wool has been the standout, with
growing demand from China in the last year; this has been joined by
significantly stronger prices for most other grades in recent weeks.
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Good growing conditions in the UK, Europe and China mean that the
global supply of lamb is likely to remain plentiful this year. The dry
summer in New Zealand probably had less of a depressing effect on
prices than initially feared: lamb slaughter numbers spiked in January,
but have been significantly below year-ago levels since then.
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NB: Trend arrows indicate direction of change in world prices.
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