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chapter five

the impact of deregulation

Deregulating the farmgate price will guarantee fresh milk prices will continue to rise with no justification.  Some producers will be forced out of dairying and some left with large debts.  Some rural communities will suffer financially, adding to unemployment in the bush.

5.1 Deregulation will affect all sectors of the dairy industry, but will have different effects depending on the region and the mix of market and manufacture milk produced within a state or by a dairy farmer.  The sunset of the Domestic Market Support Scheme will affect farmers in Victoria, South Australia and Tasmania the most, while the deregulation of the market milk arrangements will have significant effects in other states.

5.2 It is argued that regulation of the dairy industry has provided the opportunity for the development of a stable, technologically advanced industry, with the ability to make appropriate financial planning and investment decisions, which are able to include such matters as environmental and animal welfare considerations.  The removal of regulations and the lowering of the return for the current farm gate price for market milk will endanger not only the livelihood of many farmers and impact directly on the economic well-being of their communities, including employment opportunities, but will also lessen the ability of farmers to invest in the environment, infrastructure and animal welfare.

5.3 The Tasmanian Dairy Industry Authority [TDIA] characterises the industry as follows:

Dairy farming is a capital-intensive operation, requiring significant investment in farm infrastructure, skill and know-how.  The considerable capital investment required for dairy farming includes the farm property and improvements, milking and milk storage equipment, buildings, livestock, herd genetic development, water storage and irrigation equipment, and effluent systems.  Much of this investment is specialised - it is not transferable to other farming enterprises.  

A dairy herd takes 3 years to gear up, and can be closed down - with the loss of substantial sunk costs - in the time it takes to dispose of the cows 

The relatively fixed nature of the farming infrastructure and operation is such that adjustments to production levels and profitability cannot be promptly adjusted.  The factors such as the investment in the herd size and genetic performance, the capacity and throughput of the milking machine and storage equipment, and the investment in pasture quality are each relatively inflexible in nature over the short to intermediate term.  Adjustments require medium-term planning, and an overall systems perspective on the costs and returns which interrelate with the above variables.

Milk is a high risk short life product.  It must be moved quickly through the milking, storage and transport process onto the factory within hours…The nature of modern competitive dairying technology is such that farmers require a development lead-in period of up to 3 years in order for cows comprising a herd to start milking, and for a season or two later to reach their full potential.  The investment in genetics, pasture and feed quality to  support this development period is considerable.  Conversely, the total investment can be terminated in a matter of minutes - the time taken to load the animal on a truck to the abattoir.  

There is little flexibility in managing the dairy herd once operational.  The volume milked from a cow cannot be made to fluctuate in response to short-term changes in demand.  This would cause serious harm to the ongoing productivity and welfare of the herd. The dairy farmer must turn over his production on a daily basis…As a consequence of these factors the dairy farmer is a very weak seller of a commodity product having no real ability to store production.

5.4 The reduction in farmer income and capital asset values could have the following flow-on effects:

a) Inability to service debt;

b) More intensive use of available resources;

c) Inability to pursue investment in technology, animal health and welfare and enhanced environmental practices;

d) Reduction in non-family employment, such as share farmers and employed labour;

e) Reduced contributions to the regional economy, with the likely flow on effects to local industries and services.

5.5 Some dairy farmers may be forced to leave the industry or to re-structure their financial position.  Unemployment in the farm sector will increase.  The Committee heard estimates of up to 25 per cent of dairy farmers being forced from the land.  The Fallon Report estimated that, without a package, as many as 4,000 jobs could be lost in selected Victorian and Tasmanian regions , and even with the package, losses could be close to 3,000.
  The UDV, in its submission to the Productivity Commission's Inquiry into the Impact of Competition Reforms on Rural and Regional Australia argued that up to 25% of farmers were vulnerable:

Discussions with financial institutions indicate that up to 25% of the dairy industry are financially exposed.  Nationally this could impact as many as 3,200 farmers.

5.6 Large numbers of farmers exiting the industry simultaneously will affect farm values even further, and the value of capital assets has the potential to decrease.  In turn, lower equity levels will lessen farmers' capacity to restructure. The ability of individual farmers to service new or existing loans may be severely compromised, depending on their level of debt.  There is a concern that it will not impact solely on the inefficient farmers, that some of the best farmers may be forced from the industry as a result of their debt structure.

Dairy Research and Development Corporation Study

5.7 The Dairy Research and Development Corporation (DRDC) commissioned a study in 1996 on the further effects of deregulation.  This study was referred to during the course of the inquiry.  It was reported that the study made the general conclusions that farmers and consumers gained little from deregulation:

A considerable proportion of the benefits now flowing to farmers may be captured in the retail and/or processing sector rather than flowing to consumers in the form of lower prices…overall we envisage that deregulation would lead to a contraction of the dairy industry throughout Australia with the major impact being on manufacturers of long-life products situated in states other than Victoria and Tasmania…in all states we see an accelerated contraction of farm numbers.

5.8 The report found that the effects would be greatest on those states in close proximity to Victoria, ie SA and NSW and that the dairy industries in Queensland and Western Australia are likely to contract to a level that meets the market milk demands and supplies the needs of manufacturers that can remain internationally competitive.  However, the report also found that the impact of deregulation would be negligible compared with the effects on farmer income of shifts in the exchange rates of the Australian dollar against the currencies of our major trading partners.

5.9 The DRDC advised that the report was never published as a result of delays in its preparation and then being overtaken by events.
  However, the DRDC has made a copy of the 1997 report available to the Committee.  The report concluded:

 The impact of further deregulation would evolve over time but we envisage the impact proceeding through a chain of events which would follow the decision to deregulate farmgate prices. The events expected following deregulation are as follows:

· Milk processors would contract with suppliers or manufacturers to obtain secure supplies of market milk.

· The price that milk processors would offer to pay for market milk would be determined by the lowest landed cost at the factory gate from any point of supply.

· In those states where the co-operatives do not account for a major share of supply, milk suppliers would decide whether to contract to supply market milk and if so how much of their output they would contract in this manner.

· The decision to supply market milk would depend on the supplier's assessment of the additional costs associated with year‑round supply or otherwise meeting the processor's contract requirements. These additional costs would vary according to the circumstances and location of the supplier.

· Manufacturers of dairy products would offer to purchase milk based on a price that allowed them to compete with other manufacturers. To a large extent this price would be set by the price paid for supplies to the larger Victorian manufacturers.

· Co-operative manufacturers who were also milk processors would continue to accept milk for both purposes but it could be expected that the supplies would attract different payments particularly if they were linked to differing supply arrangements eg security and seasonality or quality standards.

· Milk suppliers would decide whether to contract to supply manufacturing milk and if so how much of their output they would contract in this manner.

· Since, in our judgement, each state has a core of low cost producers who would be able to operate profitably with lower milk prices, there is unlikely to be very much movement of market milk interstate.

· In the case of manufacturing milk it is likely that the lower average prices will mean that many producers will not be able to generate acceptable returns and will be forced to leave the industry. This will be particularly true in the case of those states now most reliant on market milk‑NSW, Queensland and WA.

· Manufacturers with operating costs that are higher than those of Victoria will find that they are unable to obtain supplies at the reduced prices that they would need to offer to remain competitive. This will tend to drive those manufacturers to relocate elsewhere or to withdraw from manufacturing. As throughput decreases it will become increasingly difficult for manufacturers to continue operations in those locations which cannot supply large volumes of milk at low cost.

Overall, we envisage that deregulation would lead to a contraction of the dairy industry throughout Australia with the major impact being on manufacturers of long life products situated in states other than Victoria and Tasmania. In all states we would expect to see accelerated contraction of farm numbers. The effects would be greatest in those states with high levels of reliance on market milk, high costs and in close proximity to Victoria ie NSW and SA. The dairy industries in Queensland and Western Australia are likely to contract to a level that meets the market milk needs and supplies the needs of manufacturers that can remain internationally competitive.

These events could be substantially influenced by the following possible actions:

· Action by producer groups and/or co-operatives to form alternative supply management arrangements in relation to market milk.

· Changes in the world prices for dairy products. An improved world price outcome of 15% above the Average Prices Scenario reflecting either a more favourable GATT result or sustained devaluation of the Australian dollar could partially or even totally overcome the impact of further deregulation.

5.10 The Report concluded that the aggregate impact on the dairy industry would be as follows:

[The results of the analysis] suggest that, assuming a low estimate for supply elasticity (0.4), it is likely that total milk production in Australia would be 5.4% lower than would be the case without deregulation. The weighted average farmgate price in a regulated market (24.22 c/l) is projected to decline 13% to 21.09 c/l in a deregulated market. This is projected to accelerate the restructuring of the dairy industry and lead to a reduction in farm numbers of about 10% below that expected without deregulation.

Assuming a high estimate for supply elasticity (1.0), it is likely that total milk production in the states other than Queensland and Western Australia would decline by about 12%. This is projected to lead to a reduction in farm numbers of about 33% below that expected without deregulation.

By examining the impact of deregulation on a state-by-state basis, we have not considered the possibility of shifts in production from one state to another. In our view such shifts are only likely to occur in relation to the manufacturing sector since the potential for large scale transfers of market milk seem limited. The contraction of the volume of milk available for manufacturing purposes in the market milk states will undoubtedly accelerate a reduction in manufacturing in those states, particularly when the manufacturing sector is itself seeking even larger throughput to remain competitive. Whether this translates into additional production in the low cost states of Victoria and Tasmania will depend on the capacity of the farm sector in those states to operate profitably at lower prices. in the event that this capacity does not exist, it is likely that the industry as a whole will, if not contract, then at least grow less rapidly than it has done in the past decade. Hence the popular contention that the contraction of production in the market milk states will automatically be matched by growth in production in Victoria, seems worthy of re-examination.

5.11 The Committee considers that the final conclusion in particular is a cause for concern and that if deregulation occurs on 1 July 2000, there must  be direct Commonwealth and State Government support to manage the regional variation in the impact of the end of farmgate price support schemes and the DMS. 

The effect of deregulation

5.12 The effect of deregulation on each state and on the individual farmer will vary and is largely dependant on the proportion of market and manufacturing milk supplied. The sunset of the DMS scheme will impact on Victoria and Tasmania to a greater extent than on the other states, whereas the quota states will be more affected by the deregulation of market milk.  The impact of the current market support arrangements is set out in the following table.

Table 5.1 
The impact on farm income of current marketing arrangements – Averages per farm


Market milk premiums and Domestic Market Support
Farm cash income
Proportion of income


$/farm
$/farm
%



New South Wales
69 530
81 350
86

North Coast
52 030
48 880
106

Central and South Coast
84 220
105 350
80

Riverina
68 830
92 240
75






Victoria
20 980
49 200
43

Western districts
20 250
50 660
40

Goulburn Murray Irrigation District
23 240
57 770
40

Gippsland*
16 400
43 300
38

Other Victoria
23 090
63 160
37






Queensland
58 870
56 640
104






South Australia
44 820
57 130
78






Western Australia
77 390
86 670
86

Perth metropolitan region
91 390
88 530
103

South west region
65 580
90 620
72






Tasmania
22 280
58 300
38

5.13 The table shows the level of support that dairy farmers received in 1996-97 as a result of the two sets of market support arrrangements.  The level of support is particularly high in the quota states of Queensland, Western Australia and New South Wales.

5.14 The information in the above table shows the impact the loss of current marketing arrangements will have on farmers' income.  

Impact of sunset of DMS on farmer income

5.15 The sunset of the DMS Scheme will have most effect in those states where there is a high proportion of manufacture milk and will have the greatest effect on the major production areas of Victoria – Gippsland, the northern irrigation districts and Western Victoria – and North Eastern Tasmania:

In practice, almost all dairy farmers simultaneously produce some market and manufacturing milk. However, because of the greater emphasis on manufacturing milk production in states such as Victoria and Tasmania, the DMS Scheme encourage a net transfer from quota state producers to farmers in these regions. 

5.16 Table 2.6 in Chapter 2 sets out the net effect of payments under DMS for the year 1996/97.  Victoria, Tasmania and South Australia, benefit most from DMS payments and will lose the most when the Scheme sunsets:

…net DMS payments to farmers in Victoria (after deduction of market milk levies) averaged $100 Million from 1995 to 1997. In the past two seasons they have averaged around $80 Million. The net gain to Tasmanian dairy farmers in the same two periods averaged $9.0 Million and $7.0 Million respectively.

5.17 However, the ADC advises that precise determination of the fall in regional income in dairy producing areas after the removal of DMS payments is problematic and will depend on two factors:

a) the extent to which individual firms can raise average manufacturing milk returns through specific marketing and product initiatives, and 

b) the extent to which DMS payments (net of market milk levies) are a true measure of the industry gain under the DMS scheme.

5.18 The ADC also alerted the Committee to the potential difficulty in relation to the DMS Scheme in assessing the extent of its benefit to the dairy industry:

…the real benefit to the dairy industry of the DMS scheme stems from dairy manufacturers passing on any manufacturing milk levy paid to downstream domestic consumers.  If firms do not pass on this levy the price they can pay for manufacturing milk or their capacity to undertake capital investment or marketing activities must be reduced.

The DMS scheme assumes that firms fully pass on levies paid. However, the domestic market for manufactured products is essentially deregulated, with a limited number of buyers and sellers in key market sectors. Commercial confidentiality means there is no publicly available series of domestic wholesale prices that can prove the extent to which levies are passed through to consumers.

If there is leakage from the DMS scheme (ie. firms do not fully pass on levies to local consumers) the regional impacts of the scheme will differ from those set out in Table 3 [of the submission]. The benefits shown to Victorian and Tasmanian producers would be lower, while the net cost of the scheme to NSW and Queensland producers would be higher. 

With the current uncertain international market, it is likely that there is some price discounting occurring in domestic sales. The open access available to the New Zealand Dairy Board and other importers will add to this pressure.  However, such discounting is a reflection of market conditions. It could be expected that, even if there were no DMS scheme, such discounting would occur when world market conditions are adverse. Over the longer term, firms are unlikely to regularly accept lower net returns from the domestic market than they can achieve in export markets. The cost of physically importing product into Australia must also provide some scope for domestic producers to pass on a percentage of levy payments to domestic consumers.

Viewed in this context, the transfers listed in Table 3 [of the submission] are probably a useful approximation of the net industry effects of removing the DMS Scheme. They may, however, overstate the ultimate benefit to industry in periods of international market imbalance.

5.19 From an article in the Weekly Times of 14 April 1999, it appears that the full DMS levy is not being passed on to consumers; that because of competition from New Zealand it is becoming increasingly difficult for manufacturers to do so.

5.20 ADC also advises that it expects that manufacturing milk prices paid to farmers will not be affected by deregulation, given that they are effectively determined by returns from international markets and international prices are not expected to be influenced by deregulation in Australia.
  However, what does impact on farmers' income is the strength of the Australian dollar vis-à-vis its trading partners.  If the dollar appreciates against the US dollar, the consequences for our exporters and farmers will be negative.

Effect of removal of market milk regulation

5.21 At the 1999 Outlook Conference, the Australian Bureau of Agricultural and Resource Economics (ABARE) predicted that it expected the farmgate price of market milk in a deregulated market would fall to the manufacturing milk price.  Under the ABARE analysis the loss of premium would be about 25 cents per litre whereas the industry's estimates ranged from 8 cents to 15 cents per litre.  The current Australian average price paid to the dairy farmer for market milk is 52 cents per litre.
5.22 However, the ADC is not as pessimistic in the short term.  The ADC predicts that farmgate prices for market milk under deregulation will still reflect the premium necessary to secure adequate, year round supplies of fresh milk, but that they may be more than 10 cents per litre below current regulated prices.  ADC also predicts greater volatility in pricing, which will be more closely linked to returns achievable from competing manufacturing uses.

5.23 A very real concern for ADC is the potential that income reductions in the period immediately following deregulation will have more far-reaching and negative long term impacts:

From an industry perspective, however, there is a real risk that reductions in average farmgate income in the years immediately following deregulation will undermine producers' willingness and capacity to undertake investments that will help secure Australia’s long term competitiveness and profitability. At the same time, there is a risk of significant social disruptions in major dairy producing regions as producers adjust to deregulation.

5.24 One submission from Victoria expressed his concern that deregulation of the market milk industry would simply bring farmers in the rest of Australia down to the level of farmers in Victoria:

Victoria has about 60% of dairy farmers on some form of welfare support. Should deregulation go ahead I fear the whole Australian industry will be reduced to Victorian standards or worse.  Think also each viable dairy generates a return of over $80,000 in export trade.  Every farmer to leave the industry costs the government, in my case its three fold due to my employees.

Differential between market and manufacture milk

5.25 ABARE originally predicted that, following deregulation, the premium for market milk would eventually disappear and that all milk produced would receive the prevailing manufacturing milk price.  In ABARE's view, in the short term, market milk premiums would continue for a period as processors and milk suppliers adjusted to the new marketing environment, but that competitive forces would eventually drive the farmgate price for all milk down to the prevailing manufacturing milk price.

5.26 However, at public hearing on 3 September, ABARE qualified this prediction:

When we did that in the first place, this was really in the context of presenting the information in table 3 in the outlook paper, which is to present an order of magnitude impact of the whole market milk and DMS support system. It was simply an observation that milk is milk. What we did not do, and did not pretend to do, was go through and work out what the regional impacts or flows of milk were likely to be and what the seasonal changes would be. We were not assuming, for example, that the indicative calculations that we have in that table would be relevant in the sense that the current manufacturing price is what we used there. It would be the manufacturing price at the time under the new regime. Where that might settle will depend on the regional flows, on the changes that farmers and processors make and on competitiveness across the country. Once that has settled, there is no obvious reason for there to be a distinction between milk for one purpose and milk for another purpose. A processor will decide on offers to make to producers on the basis of what the value to that processor of milk is in whatever its marginal use is.

5.27 ADC also argues that deregulation will force the differentiation between market and manufacture milk prices to disappear:

Increasingly, the future of all of the major companies operating in Australia is linked to their returns in those international markets …Deregulation will make that link much more explicit. We will basically have to live off that world price much more clearly. It will also put a link in future between drinking milk prices and manufacturing milk prices. It will not be a regulated drinking milk price and a moving manufacturing milk price. It will mean that market milk prices will tend to move in a band above movements in international manufacturing milk prices. So deregulation will increase our exposure and linkage to that world market…

The financial impact

5.28 The Australian Dairy Farmers Federation estimated the impact to be about $20,000 per average farmer in Victoria and Tasmania and in other States estimates could be as high as from $35,000 to $60,000:

Income losses of this magnitude must be put into context with ABARE estimating average dairy farm businesses in Victoria and Tasmania in 1997-98 lost $4,200 and $6,900 respectively…[and] that the farm business profits in other States ranged from $4,600 in NSW, $11,300 in Queensland, $6,300 in South Australia and $16,770 in Western Australia.

5.29 The impact of the loss of income is exacerbated as a result of a downturn in world prices over the last few years, principally as a result of the Asian crisis and increased subsidies in the EU and USA.  The ADFF also advises that, during the same years, Australian farm returns for manufacturing milk have also declined considerably:

In 1995-96 the average manufacturing milk price (source ADC Compendium 98) was 25.6 cents per litre.  They dropped by 7.8% in 1996-97 to 23.6 cents per litre.  A further drop of 3% in 1997-98 to 22.9 cents per litre.  This year the estimate is that the price will be about the same as last year.  Therefore, farmer’s returns have dropped by more than 10% in 4 years.  Early estimates for farmer prices in the next year of 1999-2000 is for a further cut in farm gate returns for manufacturing milk in the order of 5% to 10% depending on whether the value of the Australian dollar holds its current value (low sixty cents) or appreciates against the $US.

Therefore, Australian dairy farmers over the 5 years from 1995-96 through to 1999-2000 will have experienced a drop in price per unit of output of manufacturing milk of more than 16%.

5.30 The ADFF argues that a further drop in the order of 10% to 15% or greater from 1 July 2000 "will undoubtedly cause very severe financial and social dislocation".

5.31 Concerned Dairy Farmers of Australia feared that deregulation will have the effect of making non-viable more than 2,000 farm businesses in Victoria and up to 900 in NSW, arguing that dairy farming in Australia is only viable with some sort of market milk premium.

5.32 Paul Gooley, a Director of Norco, presented an analysis of the breakdown of the retail price of milk.  This price is for one litre of white milk sold in NSW.  Norco's figures are presented in Table 5.5.  
Table 5.2
Norco estimates of breakdown of retail price of milk (cents/litre)

Prior to July 1

(June 1998)
Post Farm Gate Deregulation 

(1 July 1998)
Full Deregulation (July 2000)

Retail Price
1.16
1.25
1.35

Retail Margin
0.14
0.25
0.27

Wholesale Price
1.02
1.00
1.08

“Tax”
Nil
Nil
0.10

Distribution
0.09
0.08
0.08

Price ex Processor
0.89
0.90
1.00

Processor’s Margin
0.21
0.28
0.47

Price to Farmer
0.53
0.50
0.35

Dairy Corp Levies
0.06
0.04


Agents Price
0.59
0.54


5.33 In evidence, Norco described the breakdown of the price structure:
…the consumers will not benefit from deregulation. Our farmers will pay for that.... We have lined these figures up in terms of prior to deregulation, post farm gate deregulation as it is nowthat is the middle columnand full deregulation. Retail price has moved from $1.16 to $1.35. We are definitely of the view that the consumer will not pay. We will pay for that. The retail margins have moved significantly from 14 to 27. The wholesale price will go from $1.02 to $1.08 over time. Ten cents is the levy that is proposed in terms of the repayment. The distribution margins remain reasonably static, dropping a little from 0.09 or 9c down to 8c. The price to the processor, or ex the processor, will be 89c, moving up to $1. The margin the actual processor makes over time will increase from 21c to 47cand the processor will win in this.

The unfortunate part about it in terms of the farming sector is that the majority of the milk sold within Australia is handled by the proprietary bodies and that margin will not be trapped back at the farmer level. The next line is the one that really concerns us as a farmer cooperative: a reduction from 53c down to 35c. We are unsure as to where that 35c is but that is our best estimate of where the amount of money will reduce to. Looking over our farmers' volumes, that can equate to the tune of $16 million directly just on reduction farm gate price.

5.34 The Committee notes that Norco's estimates are a 'best guess' and not able to be supported by actual data.  However, the Committee also agrees that any consumer gain and/or levy margin will gradually be eroded and the farmer will effectively bear the cost of the levy in the form of lower farmgate prices

5.35 The Dairy Farmers submission estimated the loss to be 'a significant initial decrease in farm income of 10% - 15% in Victoria and SA, where pooling systems exist and from 6% - 30% in New South Wales and Queensland, whose quota systems produce greater variation.

5.36 Dairy Farmers also expressed concern that, following deregulation, any additional price paid for year round production would not be shared evenly, that those farms located close to a factory will be contracted by processors to provide all of their milk at a price higher than the manufactured milk price, to the detriment of those farms located at a greater distance from the plant or the urban centre.

5.37 The NSW Dairy Farmers' Association estimated that the loss to the NSW industry would be in the order of $50 to $80 million per annum in total revenue, ie 12%-18% of income or $30,000 - $50,000 per farm
, and factory door prices paid by NSW processors for market milk will range between 38 and 42 cents per litre, ie a drop of between 10 and 14 cents per litre from current levels.

5.38 James Crawter, Executive Member of the NSW Dairy Farmers Association, estimated the impact to be a drop in income of approximately $30,000 to $40,000 per North Coast farm, that if the price fell to 45 cents/litre loss of $11,200 per farm would result, if the premium fell to 35cents/litre $32,760 on average per farm would be lost.

5.39 Ian Stewart of the Northern District of the QDO quantified the impact on farmers in his area:

a) A drop of 10 cpl could mean the loss of 75 farmers to the industry, and an initial average loss of farm income of $23,500;

b) If that loss were across the gamut of production, there would be a reduction in production of 46 million litres, equating to $17,250,000 per annum;

c) The loss per farm would equate to losing $4,700,000 per annum of locally expendable income on the Tableland.

5.40 The Queensland Dairyfarmers Organisation considered that a 10 cents/litre reduction in income would mean the exit of 30 per cent of farmers from the industry.
  They were also concerned about the ongoing viability of their processing plants:

We have used Monto quite often as an example of a community where there are two major employers. One is the local shire and the second one is the dairy industry. For that little manufacturing plant there40 farmswhat happens to that community? If we lose 30 per cent of our farmers, a number of communities such as that could be impacted. Also, a number of our factories could be impacted.

The South Australian Dairyfarmers Association conducted a strategic dairy farmer survey, based on a worst case scenario where an average South Australian dairy farmer, producing 760,000 litres of milk, 20% going to market milk, could potentially lose up to $50,000 income at the point of deregulation.  The main findings were:

There is a large variation in the potential effect between two scenarios that have been surveyed – at a 3c price reduction the effect is minimal (up to 5%), whereas at a 6c scenario the impact is a fall in production of at least 27% but likely to be greater…This has implications however for the growth path that SA has been on for several years – the state will fall well short (in total production terms) of where it is heading if producers were able to see their current plans through.

The Central Districts region appears to be most vulnerable to production losses once price falls exceed 3c…The farmers in the 150 – 200 cow and larger than 300 cow appear to be most vulnerable to price reductions.

5.41 The ultimate assessment resulting from the survey was that the dairy farmer sector of the South Australian industry could be put at immense risk through the process of total deregulation and a worst case scenario would see a production fall of 27% in the short to medium term.

5.42 The Brunswick and Waterloo Branch of the WAFF estimated the impact on WA farmers to be:

a) Fall in income of as much as 44%;

b) A 10% drop in income would mean a loss of $40.6 million to farmers directly and ultimately to the communities in which they live;

c) A minimum of 92 out of 430 farmers lost to the industry.

5.43 The BWBWAFF estimated that if the price fell to 30 cents per litre, 66% of dairy farmers would be affected adversely, but if it fell to 25 cents per litre, almost 89% of farmers would be adversely affected.

5.44 One WA farmer set out very clearly what the effect of deregulation would be and the options for that state:

Option 1 is to do nothing. We can keep our regulation at least until the year 2003, but what will that regulation be worth? The farm gate price of milk will drop because of national contracts, and the asset value of quota will dropit has already dropped over $100 a litre in the last 12 months…Option 2 is to accept the national package, which would put in about $67 million, out of a total asset value of $135 million. But the national package is worded for loss of income, not compensation for asset. On that basis, we could also ask the state for the balance as a compensation for asset, which is quite capable of being funded from the existing margin for the Dairy Industry Authority. The DIA would have a very reduced role under deregulation and therefore a need for a very reduced margin. The state has two options: firstly, it can subject itself to legal action; or, secondlyand I think that this would have to be its preferred optionit can negotiate a package, particularly in view of the fact that a state election is due some time after 1 July 2000.

My concern is for the 440 dairy businesses whose structure is based upon the asset value of their quota. The average value of that quota over the life of the option system, when quota has been freely tradablefrom November 1986 to 30 June 1998, because I will only use DIA figures to parliamentis $312.71. Because of the deregulation mumblings, in the 1997‑1998 financial year the value of that quota dropped to $282 a litre for that 12‑month period. The problem in Western Australia is that our debt servicing ability is based on two things: the asset value of our quota and the premium that we extract from the fresh white milk market.

5.45 The Tasmanian Farmers' and Graziers Association Dairy Council estimated the impact in Tasmania to be:

In the absence of regulation, the TFGADC estimates that factory door prices paid by Tasmania processors for market milk will range between 30-35 cents per litre (which includes a winter premium), a fall of 16 cents per litre (the loss in pooled distributions) from present levels of farmgate prices.  Processors might make further savings of industry costs including levies and administration, which are built into the current milk pricing structure.

5.46 ADIC advised:

It is a difficult to know with certainty the size of the premium that will vary across the States. An extreme and unrealistic view is that the premium is worth the entire difference between the market and manufacturing milk prices. An equally unrealistic view is that there is no premium (i.e. the price difference is all due to higher costs). Industry leaders considered all the credible information available and agreed to negotiate what would be a "fair" compromise value on the size of the annual price premium. This compromise value does not necessarily represent the full size of the price premium in each State.

5.47 Pat Rowley, chairman of ADIC, outlined the potential price mechanism:

Before Murray Goulburn or Bonlac, the two big players, sell to National, Dairy Farmers or Pauls, they will look at the alternative use of that milk. They have got markets and they have got stainless steel to utilise, but the price will not hold at 48c net to farmers under a totally deregulated system. It is speculation as to where that price will fall, but in my view there will be a strong fall in that price in Victoria. It will not go where the ABARE suggestion is, right down to manufactured milk rates, because that completely ignores the geography of Australia.

5.48 All witnesses recognised that the impact on farmers incomes would be negative – the degree of impact is the issue.  The Inquit study in Victoria, suggested that following discussions with financial institutions, 25% of farmers could be financially exposed.
  

5.49 For market milk the expected size of the fall in the farm gate price premium is the key factor.  For Victoria the UDV advised that it expected the fall to be in the vicinity of $7,000 per average farm. 

5.50 The Simpson Branch of the UDV argues that deregulation will result in:

a) A fall in prices paid to producers of liquid milk of 15-20 cents per litre;

b) A significant fall in milk production [Inquit Report];

c) Loss of income to producers of between $150 and $269 Million;

d) A substantial flow on of income losses to regional economies where dairying is intensive, and particularly so where there are limited alternative uses for dairying land;

e) Reductions in the cost of raw milk will be absorbed into the margins of the retail sector, where there is no commercial incentive to pass the savings on to consumers and no precedent or evidence that the savings would be passed on.

5.51 The SBUDV also argues that such investment options as investment in technology and in environmental disciplines, will be undermined.  They state:

The SBUDV's research shows that paring the cash margins of farmers back to negligible levels would undermine the potential for future efficiency gains, and would cause contraction in farmer numbers by some 2,000 – 2,500.  It would remove the incentive for continued investment in capital and technology and would see a significant fall in ongoing investment in this area.

5.52 Jim Collins, of Bega, suggested that it was inevitable that the farm gate price would gravitate down to export parity, which in turn could go as low as 20 cpl.
  This conforms with the ABARE data and the fears expressed by the members of the Simpson branch of the UDV, who expressed their concern at the potential for the international market for a base commodity, ie skim milk powder, to dictate the price of a premium quality product for domestic consumption, ie fresh milk. 

Impact of Deregulation on Farmer Capital

5.53 There is no doubt that deregulation and even the threat of deregulation is having an effect on the capital value of dairy farms.  Pat Rowley stated:

The two options that I see as being the only options, that is deregulation, cold turkey; or deregulation, with the package, will both diminish the value of dairy farms.  It will be different in every state but nevertheless they will diminish the capital value.

5.54 Dr Bill Caldicott expressed his concern on the effect on capital values:

In this last year, of the 30 benchmarked farms the average debt was $404,000 and those farms would each receive about $200,000 in the compensation scheme. They would be left with a farm that had a milk cheque at the end of the month that would not pay the bills and a whole lot of capital structure, like rotary dairies, yards, laneways and cattle, and the problem is that this is going to hit everyone on the same day. In fact, it will be August of next year when the first milk cheque comes through that will not cover the costs. It is not as if it is going to happen to a lot of people over a lot of years; it is going to happen on the same day. So the effect on capital values will be absolutely extraordinary. 

5.55 The Committee has heard evidence that the capital value of assets is already uncertain:

Since this system became widely known the price of cows has dropped, and I believe it will continue to drop because of uncertainty in the industry, the price of land has dropped, and I believe it will drop more, and I think my drop in equity will be far more than the size of my package. So the only way I can retire in any sort of decent form is to ride the industry through until such time as enough other peopleand I hate to say it but I think it is going to be the young heavily indebted farmers, who are really the ones who should be promoted, who are going to be the first to hit the wallhave gone and the market settles down. I hope that by then my farm will be worth enough for me to sell and retire on.

5.56 The Queensland Dairyfarmers Organisation also expressed concern at the drop in asset values:

I just sent a double decker of cold cows last weekend and I am getting less for them now than what I got in the 1980s in real terms. Land pricesyes, they have been affected. They have been affected in the last few weeks, I supposemonthswhere even before this Victorian announcement, the price of market milk entitlement has gone down steadily to reflect the last 10, 11, 12 months that are left. It is just going down by $10, $11, $12 a month to a point where it will be worth nothing either.

5.57 However, it may be that the drop in asset values will be restricted to areas or locations where dairying under deregulation may not have a long term future.  A Bonlac representative at public hearing disputed the Tasmanian evidence, arguing that in his opinion, he thought the opposite would happen, that low cost areas such as Tasmania would be more attractive in future and if anything land prices would hold and possibly increase.
  Mr Dainton also noted that prices in the irrigation area of the Goulburn Valley were also trending upwards, given the pressure from alternative industries such as wine and horticulture.  However, this view was challenged by a farmer from the Albury area stated that two properties put on the market in the preceding month (June) did not raise a bid.

Quota

5.58 By far the greatest concern is with quota/entitlement holders.  Quota not only guarantees income but has been considered to be a capital asset.  Capital tied up in quota has a cost, which must be recovered.  Farmers may have spent anything up to $1 million on quota and many would argue that a property right rests in that asset.  The Committee heard much evidence on this issue, and the following extract from the hearing in Bunbury sums up the problem:

We have been told that this package is for loss of income, yet our manufacturing milk farmers will gain money, as they will be better off. We the quota farmers of this state will lose not only income but also an asset and property rights, for which we have paid stamp duty to our state government and which has been included on our balance sheets to borrow money from the banks.

5.59 In relation to a question on the legal position of quota holders and rights to compensation, Pat Rowley advised:

On the issue of property rights in states where there has been legislation to develop quotas, it is fair to say that the legal position is, at best, unclear.

5.60 One submission estimated that the average capital loss across Queensland farms would be $200,000 and the loss of the entitlement would be approximately $210,000:

… market milk entitlement will be worth nothing under deregulation, with the average Queensland dairy farm holding 640 litres of entitlement which was worth $330 per litre before deregulation hype.  This means the average Queensland dairy farm will lose $210,000 (which we look on as our superannuation).

5.61 The QDA, in responding to a question on the adequacy of the package, had this to say about the capital asset value of entitlement:

It certainly will not recompense farmers here for the value of their entitlements on the values they were trading at, say, 12 months ago. The value of an entitlement now is about $10 a month, and diminishing at $10 a month. With the view of the industry here being solidly that they have basically 11 months left to run, those trading in entitlement are paying about $110, and we expect it to diminish by about $10 a month from now until 30 June next year, when it has no value.

5.62 It appears that the uncertainty in the industry is already having an effect on the price of quota in WA.  WA has a system of quarterly auctions.  One submission advises that the price of quota has fallen from a high of $450 per litre to $200 per litre.

5.63 In WA there is a strong belief that a property right exists in the quota entitlement and, if necessary, this will be pursued through the courts in order to obtain compensation for that property right, as has happened with the removal of quota type restrictions in other industries.

Other impacts

Potential consumer benefit

5.64 The consumer impact is difficult to assess, although almost no-one coming before the Committee was prepared to predict that the price of milk to the consumer would fall.  It appears from evidence that there is little foundation for optimism in a deregulated environment, ie that it is unlikely that the retail price of milk will fall.  This conclusion appears to prevail outside any consideration of the re-structure package and the consumer contribution to that package. The proposed consumer levy will guarantee that there is no consumer benefit for a very long time.

5.65 Many submissions point to the fact that since post farmgate deregulation, the price of milk to the consumer has increased and often by more than the CPI, but the producer has not seen any of the increase – it has gone principally to the retailers and the processors.

5.66 It is clear from all submissions that the retail price of fresh milk will not go down, particularly if the industry re-structure package is implemented as suggested.  Once the re-structure package is paid for, then there may be some scope for a reduction in the retail price of milk, but that is some time away and only speculative at this stage.  While the UDV maintains that there will be a consumer benefit, which will not become apparent until the levy is removed, other witnesses at public hearing disputed that:

Mr LanhamIt comes at the retail end. The farmers will not get any more or any less. If that levy is put in at the retail end, as proposed, that 10c that is being proposed will be shared by processors and supermarkets if it does not apply.

CHAIRThat is not what the UDV told us: quite the opposite.

Mr LanhamI am sorry. The UDV might think that: we do not think that. That 10c will simply be split up by the rest of them. It will not come back to farmers.

The NSW Dairyfarmers Association advised at public hearing that, from work commissioned for their submission to the NSW legislation review, they estimated that less than 10 per cent of any decrease in prices paid to farmers would benefit consumers and that the likely winners would be the processors and retailers:

The loss of revenue will flow through the chain. Some of it will be captured by the processors, some of it by the retailers. The economic theory is that if the farm gate price drops by that sort of magnitude then some of that should flow through to the consumer. But to the extent that we have looked at that, and based on the experience we have had looking at that, in most markets most of the drop in the farm gate price is captured by the people who have the strength and ability to capture it, who are the processing sector and the retail sector.

5.67 One submission advised that in New Zealand, in the 2½ years post deregulation, the milk price rose from 85 cents per litre to $1.30.  In Victoria, prices for a litre of milk are $1.35, 15 – 20 cents above non-deregulated states.

5.68 Pat Rowley stated:

The moment you take the handbrake off that system and you allow commercial forces to prevail and get returns on capital invested, both at the processors and the retail sector, you move it into an area that the industry can no longer control, into some of the real commercial forces. I simply say that we are not able to judge what forces work on that retail price. But, because the fall in the producer price is likely to be larger than the size of the levy, this proposal of ours will not in itself have an effect on the retail price.

5.69 The Dairy Farmers submission concluded that:

While a short term reduction in pricing of market milk may be possible as a result of deregulation, this is far outweighed by the certainty of long term detriment to the state and public in regional Australia.

Loss of shared knowledge within the industry

5.70 A number of submissions were concerned that the current practice of sharing knowledge will disappear, with individuals concentrating on their own performances and share information with other farmer 'competitors'.  A farmer from WA stated:

At present we belong to our local dairy farm discussion group and share any knowledge with fellow farmers. This would cease too, as it will become a matter of survival of the fittest. We would be reluctant to share our knowledge with our fellow farmers and likewise they would not share with us.

5.71 Nola Merino also expressed concern that the activities of research bodies may be severely compromised under deregulation:

Industry levies provided through regulation have funded the Dairy Research and Development Corporation, the ADC and State Dairy Industry Authorities to provide many services such as research and development, generic and state marketing, consumer education and promotion, industry statistics and data, quality standards, research of policy and market conditions and has ensured consistent supplies of milk to consumers.

5.72 However, it is unclear at this stage what effect deregulation will have on activities such as generic marketing, and research and development.

Impact of deregulation on the manufacturing industry

5.73 Concern was expressed at public hearing and in submissions in relation to the continued viability of some of the manufacturers.  Gregory McNamara, a Director of Norco was concerned at the impact deregulation would have on its suppliers.  Dairy Farmers advised at public hearing:

Dairy Farmers Group is currently preparing a restructure option of its own whereby it is going to, with the agreement of its members, separate into a listed company and a supply cooperative designed in such a way that the shareholders can keep ownership of the listed company as long as they wish. So, we do see that as one way of increasing our capital.

We have had a strategy. Dairy Farmers Group, back in about 1989, prior to the start of the merger process that it went into, had a relatively small number of suppliers. It had about a $200 million turnover, I think, but it was about 96 per cent package milk. The chairman - who is still our chairman - and the board at the time could see that they needed to diversify. So what we have basically done is diversify into manufactured milk. So now about half of our products are manufactured milk. We are into Ski yoghurt and all those sorts of things I mentioned before. But we will have access to funds if this restructure gets agreed to by our members.

As far as smaller cooperatives are concerned, I really do not know what they are going to do because in the package milk area, in the main the retailers are not interested in dealing with smaller groups. They want to try and get a national price so they can put their grocery fliers out that have got one brand of milk at one price throughout Australia. They are not too interested in dealing with small companies. Therefore, I think the only option for them is to try and go into niche products. We have seen a few cooperatives try that but they often cannot generate the additional margin out of the product in the marketplace to offset the capital cost of doing it.

So, in the main, most of them are going to end up amalgamating with other cooperatives or being bought out by firms like Parmalat, as they have done in a couple of areas in Australia already.

5.74 Another possible impact is the reduction in milk production which may eventuate.  The NSW Dairy Farmers Association predicts that a fall in production in the order of between 15% and 20% may occur, with the combined impact of falling production and price falls having a potential impact of between $33,000 and $44,000 per farm.

5.75 Jim Collins expressed concern at the viability of co-operatives such as Dairy Farmers, once the effects of full deregulation start to impact:

I was impressed with the submission this morning from the Dairy Farmers Cooperative in Sydney. But when we look at the cost of doing it - and we got hold of numbers from dairy farmers and their farm benchmarking things converted to our formmost of the dairy farms are running at about 4c a litre above us as a farm gate price. The destruction of the Dairy Farmers Cooperative will not occur at the company level. Their base of supply, their raw material, has not got a hope in hell of surviving. Very few of those farms have got a hope in hell of surviving if the scenario that is being spelt out to us now eventuates.

5.76 His concerns were shared by the Norco representatives and by the QDA:

but I tend to support their logicI see a reduction in production in this state. I cannot talk for what will happen in Victoria, but I certainly see a reduction here. If the reduction is significant enough, I think processors like Dairy Farmers, with their major plant at Toowoomba and another big one in Malanda, would have to look at what their options werewhether it was much more economical for them to do their manufacturing in either New South Wales or Victoria. Dairy Farmers would be the major ones hit in that regard because they have the two major production plants, whereas Pauls are really geared to short shelf life products…That one has been really used as a sop to take excess production out of either central or south‑east Queensland. It is in a very good position for Pauls to move it from either central or south‑east. Central has been one of our lowest production areas, so it rarely has a lot of excess production. Whether they would want to continue to have that or whether it would be a non‑viable exercise and they purely get down to total short shelf life products, dismember Monto and have no casein and powder here and do it all out of Victoria, is all in the art of the possible.

Environmental and research concerns

5.77 The Committee also notes the suggestions in some submissions that the ultimate impact of larger farms will be:

a) a changed focus of research and development activities, which will focus on "achieving minimum product standards for the lowest possible cost in the least possible time"

b) less investment in animal welfare and an approach to dairying based on feed lots etc;

c) less investment in the maintenance of the environment and development of environmental approaches to minimise the impact of dairying on the community.

Committee Conclusions

5.78 The Committee is concerned at the following impacts of the current situation in relation to deregulation:

a) The potential widespread financial impact of deregulation;

b) the uncertainty of the extent of the impact;

c) the uncertain situation facing many farmers at present;

d) the difficult financial position many farmers will be faced with should deregulation go ahead, especially if they have made recent  investment decisions based on actions of their state governments, including the passing of legislation.
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