
The NZX’S new NZ 
Milk Futures contract 
should in time pro-
vide the opportunity 
for large and small 
dairy farmers to pro-
actively risk manage 
milk price move-
ments and volatility.

The contract 
essentially replaces 
and considerably 
enhances the previ-
ous (and limited) 
Guaranteed Milk Price 
(GMP) contract for fixing the 
milksolids payout for one sea-
son and was only provided to 
Fonterra milk suppliers. 

It is always a “chicken and 
egg” situation with a new futures 
contract. Potential users, being 
both speculators and hedgers, 
hold off as there is low market 
liquidity (buy/sell activity and 
open positions). The reason there 
is low liquidity in the futures con-
tract is that the users are watch-
ing instead of trading. 

International and local experi-
ence is that it can take up to two 
or three years for a new futures 
contract to gain traction, volume 
and liquidity. 

In the early 
days the mar-
ket will need 
support from 
market-makers 
to ensure the 
contract’s viabil-
ity. The develop-
ment of a milk 
price forward 
curve out over 
multiple years 
will be a major 
step forward for 

more prudent and 
sophisticated financial manage-
ment in the industry. 

Expectations would be that 
this benefits all concerned as 
risk, volatility and future uncer-
tainty is reduced. If financial 
performance risk and volatility is 
reduced investment and borrow-
ing decisions should be easier to 
make and thus all participants 
benefit. 

There may never be an opti-
mal time to start a new futures 
contract on a soft commod-
ity such as milk and milksolids 
payout levels below $5/kg will 
not see many dairy farmer sup-
pliers racing to fix prices for mul-
tiple years. 

However, the lower price con-
ditions may mean the futures 
contract has time to build vol-
ume and liquidity so there is 
a market with some depth for 
dairy farmers to hedge into in, 
say, 12-24 months’ time when 
global dairy prices may have 
recovered. 

Financial service providers to 
the dairy industry have a respon-
sibility to ensure dairy farmers 
entering such derivative financial 
transactions are fully aware of 
the implications of doing so in 
terms of cashflow, timing, credit 
risk, accounting, taxation and 
legal aspects. 

The ins and outs of futures 
contracts need to be well 
understood before committing 
to opening an account with a 
futures broker. Scenario and 
stress testing the cash require-
ments for deposits and marked-
to-market margin calls along 
the way with the futures broker 
would an important first step. 

Companies already hedging 
foreign exchange, interest rate 
and other commodity price risks 
have generally shied away from 
using futures contracts directly 
as their method of hedging. The 

preference has been to hedge 
such price risks with “over-the-
counter” (OTC) derivative prod-
ucts packaged up and offered by 
the banks. 

They in turn off-lay their mar-
ket price risk through the futures 
markets. Time will tell whether 
the Australasian banks will 
package up OTC “milk swaps” 
hedging products for larger dairy 
farming counterparties. 

The banks may be under-
standably gun-shy about becom-
ing involved in milk swaps from 
their experiences over past years 
of selling interest rate swaps to 
less sophisticated borrowers. So 
far it appears the banks may offer 
special debt financing facilities 
to cover the cash requirements of 
futures contracts. 

Again, reliable liquidity and 
volumes would need to be estab-
lished in the futures contract over 
a number of years before bank-
ing/broking intermediaries will 
package up tailored OTC hedge 
products for farmers not willing 
to use futures directly. 

It would be in everyone’s 
interest for the market to ulti-
mately develop a standardised 
milk OTC derivative product that 

milk suppliers of all sizes can use 
with confidence under a formal 
ISDA (International Swaps and 
Derivatives Association ) legal 
arrangement; that is, no different 
to FX forward/options contracts 
and interest rate swaps. 

A “contract-for-difference” 
(CFD) style derivative may equal-
ly evolve as the solution so milk 
price hedgers do not have the 
hassle and administrative burden 
of the regular cash deposits/mar-
gin calls in futures contracts. 

It makes a lot of sense to have 
an agreed and formalised hedg-
ing policy in place rather than 
relying of a “seat of the pants” or 
“knee-jerk” decisions and price 
risk management approach. 
Exporters who have applied a 
longer-term and disciplined cur-
rency hedging approach against 
the volatility and vagaries of the 
NZ dollar over the past 30 years 
have survived and prospered. 

Dairy farming entities will 
have the opportunity to learn 
from those experiences and to 
apply similar disciplined policies 
and limits to their milk price risk 
management. 
Roger Kerr is partner, treasury advisory, at PwC Auckland
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Just seven days remain in 
the countdown to the UK’s 
EU membership referen-
dum (“EU referendum”).

This vote on whether to 
stick with or drop out of the 
EU occurs in the UK and 
Gibraltar next Thursday, 
June 23.

New Zealanders will 
be among the first to 
wake up the day after and 
learn what the Brits have 
decided.

Recent polls have 
turned in favour of leaving 
(“Brexit”) but the final out-
come is still uncertain.

Even if a majority of 
eligible voters decides to 
leave, much depends on 
how motivated punters 
are to bother casting their 
ballot.

Unfortunately for the 
camp wanting to remain in 
the EU, polls also suggest 
that Brexiters are strongly 
inclined to vote.

An additional complica-
tion is how voters perceive 
the likeliest outcome of the 
referendum.

Past polls indicate that 
most voters think Britain 

will choose to stay in, 
which could influence who 
turns out on the day and 
which option they pick.

As the Leave block 
opens up a lead in the 
polls, however, it becomes 
likelier that the predictive 

view could swing around to 
favour Brexit as the winner.

If the EU referendum 
seems like a foregone con-
clusion, that could discour-
age voter participation, 
and if leavers are more 
motivated to vote than 
remainers, then Britain’s 
gone.

Alternatively, if the con-
test looks like a close-run 
thing, then turnout could 
be high as people realise 
that their own vote could 
swing the whole outcome.

The referendum was 
originally proposed by 
Prime Minister David 
Cameron in 2013 as a way 
to unite his inherently 
fissiparous Conservative 
Party and win the 2015 
general election.

Instead, Mr Cameron’s 
folly has once more divided 
Tories over EU member-
ship and flushed his inter-
nal party enemies out into 
the open against him.

Effectively, before the 
referendum has even taken 
place, Mr Cameron has 
obliterated years of dedica-
tion and hard work he and 

his allies put in to making 
over the Conservatives as 
modern, humane, likeable, 
empathetic and, above all, 
repeatedly electable.

The orgy of mutual 
denunciation Tory euro-
philes, europhobes and 
eurosceptics are wallowing 
in has ruined their com-
mon cause.

Labour worse
The only thing going for 
the Conservatives in the 
early general election they 
may have to call after the 
referendum, regardless of 
its result, is that the Labour 
Party appears an even 
more fanatical political 
suicide bomber under its 
ultra-left leader, Jeremy 
Corbyn.

Labour has been so 
uninterested in campaign-
ing for its official pro-
remain policy that some 
allege its leadership’s real 
game is to fluke an early 
general election victory if 
the Brexit vote succeeds 
and the Tories disintegrate.

The immediate political 
beneficiaries of the mess 

appear to be the UK Inde-
pendence Party (UKIP) and 
the Scottish National Party 
(SNP). But unlike Labour or 
the Conservatives, neither 
of these represents a truly 
national movement capa-
ble of governing Britain.

The pro-Brexit UKIP 
seems to enjoy the twin 
attractions of playing fly in 
the ointment and scrab-
bling for the baubles of 
public office.

The SNP sees fallout 
from the EU referendum 
as a chance to snatch at a 
rerun of the narrowly lost 
Scottish independence ref-
erendum, which is why it 
supports the remain vote.

If the SNP could engi-
neer a successful bid for 
independence, Scotland 
would lose its huge taxpay-
er subsidies from the rest 
of Britain and would need 
to bludge off transfer pay-
ments from the EU instead.

Hence the SNP’s cyni-
cal posture in wanting out 
of the UK but member-
ship of the EU, even if, as 
its leader Nicola Sturgeon 
has ridiculously argued, 

an independent Scotland 
would still keep the British 
pound as its currency and 
not adopt the euro.

The Liberal Democrats 
can be written off as they 
never recovered from 
breaking their pledge of 
free tertiary education in 
return for sharing a one-
term coalition government 
with Mr Cameron.

Much has been said 
about the various econom-
ic and financial market 
consequences of the out-
come of the referendum.

Not of least concern is 
the question of whether 
the ballot has rendered 
Britain politically paralysed 
and heading down the 
path to becoming another 
Spain with a hung parlia-
ment and no viable gov-
ernment.

Lame duck Mr Cam-
eron didn’t help matters by 
promising to retire before 
the next election but few 
would have believed he 
could take the whole Brit-
ish political system down 
with him as he goes. 

Cameron’s folly plays out; Brexit looms
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