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Report Highlights:   New Zealand softwood log production during CY 2007 is on par with the previous year.  During MY 2007 (July 1/June 30), total wood product exports reached NZ $3.37 billion (US $2.53 billion), up 15% from the previous year.  The increase is largely attributable to increased pulp and paper exports and a mini boom in log exports.  The domestic lumber market remains firm but lumber exports during the third quarter of CY 2007 fell approximately 10% on a value basis compared to the same period the previous year, due largely to the sharp downturn in U.S. housing starts.  
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Summary
New Zealand softwood log production during CY 2007 is on par with the previous year.  During MY 2007 (July 1/June 30), total wood product exports reached NZ $3.37 billion (US $2.53 billion), up 15% from the previous year, making forestry one of New Zealand’s largest export industries.  The increase in exports is largely attributable to increased pulp and paper exports, which have been increasing steadily over the past four years, and a mini boom in log exports.  The domestic lumber market remains firm but lumber exports during the third quarter of CY 2007 fell approximately 10% on a value basis compared to the same period the previous year, due largely to the sharp downturn in U.S. housing starts.  Log and lumber exporters remain under pressure from escalating freight costs and a strong New Zealand dollar.  
Production
New Zealand’s CY 2007 total harvest is projected to remain at a similar level to CY 2006 at between 18.5 million cubic meters (m3) and 19 million m3, of which, more than half is further processed in New Zealand into lumber, panel products, joinery, furniture and pulp and paper products.  The balance is exported as logs and poles.

While some analysts expect production to increase slowly over the next four years to approximately 22 million m3, escalating shipping costs and the strong New Zealand dollar are putting downward pressure on export returns.  While domestic sales, which account for approximately 30% of total, are holding up well at the moment, they are expected to drop over the next six months if housing starts slow as forecasted.  These factors, combined with the uncertainty brought about by domestic climate change policies and the potential for the value of carbon credit units to increase, suggest that production won’t change significantly in the near term.  In today’s market, most forest owners would prefer to hold back harvesting in anticipation of a more competitive exchange rate, lower freight costs and improved market conditions.     
Plantation forestry is a significant land use in New Zealand with plantations covering approximately 1.8 million hectares of land area.  Assuming a 30 to 35 year planting to harvesting rotation, which would optimize yields and wood quality, approximately 55,000 hectares of plantation forestry area could be harvested each year versus the 38,000 to 40,000 hectares currently harvested.  This would boost production to between 27 and 28 million m3 per hectare.  Although there is the potential for New Zealand to significantly increase its production and increase exports, this is an unlikely scenario unless returns to forestry improve dramatically.  
Forests cover approximately 31% of New Zealand's land surface, of which, 24% is indigenous (native) forest and 7% plantations of mainly exotic species.  Forests cover approximately 31% of New Zealand's land surface, of which, 24% is indigenous (native) forest and 7% plantations of mainly exotic species.  Top of Form

Bottom of Form

Harvested Area and Deforestation

The size of New Zealand’s forest plantations has fallen from 1.822 million hectares in 2004 to 1.8 million hectares in 2006 and is expected to fall to 1.76 million hectares by April 2008.  The decline is most pronounced in the central North Island and the Canterbury plains on the South Island.  Both of these regions are characterized by flat or gently rolling land that can be fairly easily converted into dairy production.  The historically high world dairy prices and the profitability of dairy farming, especially compared to sheep and beef production, are driving growth in the New Zealand dairy sector.  At present, it is cheaper to deforest land in these regions than it is to purchase an existing dairy farm or convert a sheep and beef farm to a dairy farm.  
According to MAF, up to 280,000 hectares of plantation forests could potentially be converted to dairying through out New Zealand.  While it is unlikely that the conversion process will go that far, there are nearly 100,000 hectares in the central North Island and an additional 100,000 hectares in the Canterbury, Otago and Southland regions in the South Island suitable for conversion.  Of this amount, approximately 60,000 hectares have already been converted or are in the process of being converted to dairy production.   
Under the amended Climate Change Response Act, the New Zealand Government has imposed a deforestation levy, which comes into force on January 1, 2008.  Given the high returns to dairy farming, there is some question as to how successful the levy will be in stopping deforestation.  The levy is primarily intended to prevent deforestation on pre-1990 forests, which are not part of the Kyoto Protocol.  The levy will be equivalent to the amount of carbon dioxide (CO2) that would be released by deforestation multiplied by the existing CO2 price at the time of committing to deforestation.  For instance, if a hectare of deforested land emits 800 tons of CO2 at NZ $15 per ton, a levy of NZ $12,000 per hectare would be payable.  At NZ $20 per ton, NZ $16,000 per hectare would be payable.  At present, forested land costs approximately NZ $25,000 to $30,000 per hectare to convert to dairying, and, with the levy included, NZ $37,000 to NZ $46,000 per hectare versus NZ $50,000 to NZ $70,000 per hectare for purchasing established dairy farms (in the Waikato region).  
While it is unclear whether or not the levy will achieve the intended result, it appears likely that, if dairy prices and the relative profitability of dairy production remain strong, deforestation will continue.  Given the capacity of New Zealand’s plantation forests, this isn’t expected to impact on production levels.  
New plantings in CY 2006 were approximately 5,000 hectares as compared to approximately 95,000 hectares per annum during the mid 1990’s.  In addition, only 75% of the area harvested was replanted.  The planting rate for CY 2007 is expected to be similar to 2006.   
Trade
Total wood product exports reached NZ $3.37 billion (US $2.53 billion) in MY 2007, up 15% from the previous year.  The increase is largely attributable to increased pulp and paper exports, which have been increasing steadily over the past four years, and a mini boom in log exports. The domestic lumber market remains firm but lumber exports during the third quarter of CY 2007 fell approximately 10% on a value basis compared to the same period the previous year, due largely to the sharp downturn in U.S. housing starts.  Exporters remain under pressure from escalating freight costs and a strong New Zealand dollar.  
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Data sourced from World Trade Atlas

There are several factors impacting on New Zealand’s international competitiveness over the next 12 to 18 months, including:
· The Russian Government has announced that it will increase the export log tax to 80% of the value of the logs exported in January 2009.  In New Zealand terms, at present market prices, this would increase log prices by NZ $80-$100/m3.  This could virtually double the returns for export logs and would have a huge effect on the industry.  However, there are big question marks regarding whether the tax increase will be implemented, whether it can be enforced, and how long it will be in place.  
· Shipping costs out of New Zealand have soared.  Over the last 18 months, prices have risen from $25/m3 to $85/m3.  The fact that logs are still being exported is a testament to the underlying strength in world markets for logs.  The skyrocketing shipping costs have taken the wind out of the sails of the mini boom in log exports, which started in late 2006 but has already petered out.  Shipping costs are not expected to decline in the near future.  
· The strength of the New Zealand currency, especially against the US dollar, has eroded returns to exporters.  While the New Zealand dollar tends to be a volatile currently, the average return over the past several years has been US $0.60 to NZ $1.  However, for most of 2007, the New Zealand dollar ranged between US $0.75 and US $0.79.  
· New Zealand’s lumber exports to the United States, which is New Zealand’s top export destination by both value and quantity, are down by about one-third due to the melt down in the subprime market.  The full effect of this financial crisis and the impact on the demand for lumber are not yet known.  
Given the above factors, post expects New Zealand’s total forest product exports to remain at existing levels in the near term.  
Policy

Climate Change Policies 
On September 20, 2007, Prime Minister Helen Clark announced her government’s plan to significantly reduce New Zealand’s greenhouse gas emissions.  This comprehensive plan would establish an Emissions Trading Scheme (ETS) designed to impose prices to limit greenhouse gas emissions.  The ETS program would be phased-in over the next six years and it is intended to halve New Zealand’s level of 2007 emissions by 2040.  The coin of the ETS realm would be a New Zealand unit (NZU), which would float in value on international markets.  One NZU would be equivalent to one ton of CO2.

On December 4, 2007, The New Zealand Government unveiled its draft legislation establishing the ETS.  Six sectors that emit greenhouse gases have been targeted, with entry by these sectors into the ETS being staggered over time.  The forestry sector is to fall under the ETS as of January 1, 2008 and the agriculture sector by January 1, 2013.  The other sectors are liquid fossil fuels (transport), stationary energy, industrial processes, and waste. 

It is expected that the Bill will receive its first reading early in the new year and be finalized late in 2008.

Owners of pre-1990 forests will receive assistance to meet their obligations in the form of freely allocated NZUs.  (Under the Kyoto Protocol, there is a distinction between forests that existed pre-1990 and those that were plant post-1990.)  Forestry is the only sector for which the government has identified the actual number of units that will be available for free allocation:  55 million NZUs are available for owners of pre-1990 forests; 21 million units from 2008 and 34 million units from 2013.  The market value of these credits is forecast in the range of NZ $825 to NZ $1.6 billion.
Pre-1990 forests are not able to accumulate carbon credits.  If they are harvested and replanted they do not need to account for carbon emissions. However, if there is a permanent land use change and the land is deforested, then the landowner must pay a levy for the emissions as outlined in the production section of this report. 
Post-1990 forest owners, who can expect to start supplying the timber industry in about ten years time, can either elect to join the ETS as direct participants or stay outside the scheme in which case the New Zealand Government will assume the rights to any carbon credits or liabilities from the forest.  If a post-1990 forest owner elects to join the ETS, then their forests can start to accumulate carbon credits from January 1, 2008 but any carbon stored in the trees as at Jan 1 2008 will not be eligible for credits - only that which accumulates subsequently.  In total, a mature forest can accumulate approximately 800 to 1,000 tons of CO2 equivalent carbon per hectare. Of this, approximately 450 to 650 tons per hectare is designated to have been emitted at harvest and the balance is held in the waste and stumps left behind after harvest.  Around one third of the residual will be emitted over the next eight years.  

Under the ETS, forest owners must balance their emissions at harvest with accumulations of carbon or be forced to purchase NZUs.  To achieve this, forest owners can elect to replant and start accumulating carbon.  Under a permanent forest, the net accumulation of carbon credits would be 300 to 350 NZUs per hectare, which forest owners could sell to create a secondary income stream.  New Zealand Government officials have based their financial calculations on NZ $15/ NZU. However, some forecasts indicate the value of the NZU may quickly rise to NZ $30.  
In addition to the ETS, the New Zealand Government has announced the following initiatives: 
· Permanent Forest Sink Initiative - land owners plant trees and covenant to not harvest
them for at least 99 years, but can sell any carbon credits generated)

· Afforestation grant scheme -
 New Zealand Government pays grants to landowners to plant trees, with a target of 250,000 hectares by 2020, but keeps the carbon credits
· Sustainable Land Management (Hill Country Erosion) Initiative


Over the longer term, it is likely that these initiatives will result in increased forestry plantings, especially on land that is not suitable for alternative uses such as dairy, sheep and beef production.  However, it is unlikely that they will significantly impact on New Zealand’s forestry production.
Industry Response

The New Zealand timber industry has expressed concern that, once the ETS is implemented, it will result in a major deferral of harvesting in the next ten years and a massive slump thereafter.   They are concerned that, in order to induce supply from the forest industry, the timber industry will be forced to pay up to 40% more per cubic meter.  They have also expressed concern that it will have a significant impact on export markets as virtually all of New Zealand’s international competitors in the timber industry source their supply from non-Kyoto forests.  They contend that, not only could these competitors beat New Zealand prices in export markets, but they could also make inroads into New Zealand’s domestic market by way of low-priced imports.   

Unlike the timber industry, the New Zealand Farm Forestry Association has reacted favorably to much of the Government’s new climate change and emissions trading proposals.  
Offshore Investment
The Overseas Investment Office (OIO), a New Zealand Government agency, regulates and approves off-shore investment to acquire land.  Approvals must be granted for any foreign investment in land greater than approximately three hectares.  It reportedly takes at least six months for this approval to come through whereas in Australia it only takes three months.  There are a number of very large funds that invest in forestry on a long term basis who have significant investments in New Zealand that are now reportedly refocusing their attention on Australia because the per hectare prices are cheaper and it is easier to action the transaction.

Compliance Issues 
New Zealand saw millers and wood product manufacturers are facing increasingly onerous and costly environmental regulations stemming primarily from New Zealand’s Resource Management Act, which is administered by regional councils with regional authority and charged with environmental management.

The new domestic building codes act requires lumber to be verified for both stiffness and strength.  For one large mill this has required installation of a NZ $50,000 machine and two full time staff members to run it for lumber testing.  
Other

Graeme Hart, Rank Group, purchased Carter Holt Harvey, a forest owner and wood products manufacturer and retailer, in March 2006 for NZ $3.3 billion (US$ 2.48 billion).  At the time it was delisted from the New Zealand Stock Exchange, Carter Holt Harvey was the third largest company on the exchange.  Since then, the forests have been sold to Hancock Timber Resources Group for NZ$1.6 billion (US $1.2 billion); some commercial property has been sold for NZ $300 million (US $225 million); and the pulp and paper businesses has been folded into other major paper and packaging businesses that Rank Group purchased in the United States and Switzerland.  
In September 2007, Rank Group, now the world’s second largest drinks packager, announced they would sell Carter Holt Harvey’s other wood products businesses, including 12 sites in New Zealand and six sites in Australia.  Speculation is that these businesses will command in excess of NZ $2 billion (US $1.5 billion) but, to date, no sales of either all of part of the businesses have been announced.  
Industry sources report that the Rank Group was instrumental in bidding up domestic lumber prices last year by unilaterally increasing their lumber prices to retailers and all other players quickly followed suit.  
Additional Information Sources
An overview of the situation and outlook for the New Zealand forestry sector can by found at the following MAF website:  http://www.maf.govt.nz/mafnet/rural-nz/statistics-and-forecasts/sonzaf/2007/index.htm
Global Agriculture Information Network
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