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chapter seven

the re-structure package

The … package is an initiative by the industry to accept responsibility for managing the final transition to a fully deregulated market in an orderly manner.  The package is not an ambit claim.  It reflects the current exposure of individual suppliers to the loss of two sets of regulations.

7.1 Government currently has a policy of seeking to allow industry to demonstrate leadership in managing its own affairs.
  To this end, the Government requested industry, through the Australian Dairy Industry Council [ADIC], to consider options for its future.  This request resulted in the determination by the ADIC that deregulation was inevitable and that the most effective response was a managed outcome through the promotion of simultaneous national deregulation with a re-structure package.
  

7.2 The National Competition Council has expressed its support for a national approach to reform, incorporating appropriate 'transitional arrangements and/or adjustment assistance as a complement to reform, particularly where an industry is traditionally highly regulated and important to regional economies':

Recognising the continuing influence of domestic and international pressures that have driven productivity improvements over the past decade, the Council considers that any adjustment assistance package should include measures to encourage continued productivity improvement. Relevant considerations when considering an adjustment assistance package include the appropriate quantum and targeting of the assistance. 

7.3 Industry leaders recognised that, while deregulation was a priority for manufacturers, the sunset of the Domestic Market Support Scheme (DMSS) simultaneously with the removal of supply regulations had the potential to cause significant hardship within the industry and that a re-structure package was essential.  The timing of deregulation will follow several of the worst years in this decade for the dairy industry - the economic downturn in Asia and the loss of a significant market in Russia have had a significant impact on Australian dairy exports and lowered returns to exporters and farmers. 

7.4 ADIC emphasised to the Committee that, given the inevitability of deregulation, it was desirable that deregulation take place simultaneously across all states and that it be accompanied by a restructure package to enable adjustment to the next phase of the industry's commercial evolution with a minimum of social and economic disruption.

7.5 The re-structure package is essentially to provide farmers with the options of either remaining in the industry and probably re-structuring to do so or to 'exit the industry with dignity'.

The re-structure package

7.6 On April 23 1999, ADIC submitted an industry proposal to the Minister for Agriculture, Fisheries and Forestry, seeking a national re-structure package of $1.25 billion to manage simultaneous orderly removal of the DMS arrangements and market milk regulations on 30 June 2000.  ADC, in expressing its concerns in relation to the possible outcomes of deregulation stated:

…This suggests that there would be significant national and industry interest in trying to smooth the deregulation process. A transition mechanism that facilitates industry restructuring, and helps smooth out the short to medium term income effects of deregulation will be important if Australian dairy is to retain its recent successful track record of production and export growth.

7.7 In arriving at the proposed package the following options were considered by ADIC:
a) Retain all regulation

b) No regulation/deregulation

c) National market milk pool

d) Eastern States market milk pool

e) Dairy Industry Authorities notional milk swaps

f) Wind back market milk farmgate price over time

g) Modified Domestic Market Support(DMS) arrangements with market milk levy

h) Simultaneous deregulation and a restructure package.

7.8 ADIC advised that Option 8, national deregulation with a re-structure package, was agreed on, given the disadvantages attaching to the other possibilities:

The major disadvantage of all the options other than options 2 and 8, was that they all required the continuation of regulation in all States. The Victorian dairy industry's position on deregulation affects the total industry as Victoria is the dominant producer State. It has 63% of total milk production (NSW is the next largest with 13% ) and exports 83% of its total production, providing $1.6 billion of the industry's total $2 billion export earnings in 1998/99. Only approximately 8% of Victoria's total milk production goes to market milk.

Options 3 and 4 were not acceptable to the NSW and Queensland industries as the transfer of funds under these two options would be greater than the anticipated losses under deregulation.

Given the commercial pressures and the lack of support for continued regulations in Victoria, at both manufacturer and farmer level, option 8 was deemed to be the only viable way forward. Option 2, deregulation without a restructure package or adjustment period, would cause severe economic and social hardship. The sudden loss of income to dairy farmers is very big ‑ even for the removal of DMS alone. Dairy farmers will not be able to cope with this sudden change in farm incomes by on-farm productivity changes if they do not receive some help to restructure. Without a restructure package, there could be an over-reaction with greater social and economic dislocation than is necessary.

7.9 ADIC argued that "simultaneous deregulation with a restructure package, was the only [option] that could achieve national industry agreement, and deliver the change to a commercial environment with minimal disruption".

National Competition Council

7.10 The National Competition Council supports in principle the proposal for a national adjustment package:

… any special adjustment assistance for people affected by particular reforms over and above what is available for people generally needs to be rigorously justified, transitional in nature and targeted at equipping people to adjust to change. For example, specific assistance may sometimes be warranted to address the cost of reform in regional areas, where the benefits from reform are significant, the alternative employment and business opportunities in the region limited, and the skills of people or their investment in specific businesses mean that the adjustment process is particularly difficult.

7.11 The council has been asked by the Government to provide some ideas and suggestions on the package.  Mr Samuel stated:

We have focused, in the package that the ADIC has put forward, on issues such as the nature of a levy that might be imposed to fund the package. We have expressed views on whether the levy should be a flat rate levy or a diminishing levy over a period of time. We have focused on how the levy ought to be targeted and whether it is possible and of value to target it.

We have had discussions with members of industry and government about that. The focus of our more generic recommendations regarding structural adjustment packages is to say that they should not involve simply the handing out of cheques and money. They should be tied to at least significant educative processes to enable the funds concerned to be properly used to equip people to change, if I can underline the words that I referred to in that summary paragraph. That is focusing on the skills of people or their investment in specific businesses, rather than having sums of money paid out and seeing hardship occur, albeit deferred because sums of money have been paid out.  So we have had discussions with the industry and the government on ways and means so at least those who might be the targets and beneficiaries of a structural adjustment package might get the greatest benefit in the context of using it as a structural adjustment package rather than as an adjustment deferral package, which so often happens with badly targeted and sunsetted adjustment packages.

7.12 Mr Willett, Executive Director of the NCC, also advised that, in the event of the national package failing, it was open to individual state governments to devise a compensation package or an adjustment package, that the Council had suggested in the past that the dividend payments available through the competition policy agreements provide some funds to provide appropriate structural adjustment assistance and to facilitate reform.

The components of the package

7.13 Elements of the package as set out in the ADIC's submission to the Minister and to the Committee are:

a) a $1.25 billion up front payment to all dairy farmers, with individual payments based on a predetermined formula and subject to certain conditions;

b) the simultaneous repeal of the Dairy Industry Acts in each State and Territory on 30th June, 2000.  Sunset of the Domestic Market Support arrangements on 30th June, 2000;

c) dairy industry to borrow the funds commercially, via a discretionary trust;

d) funds repaid via a Commonwealth levy imposed at the retail level, but collected by the wholesaler/processor;

e) levy to be applied on all market milk – raw milk, white milk, flavoured milk, modified milk (fresh, cultured and/or UHT versions of all categories);

f) the levy size to be 10 cents/litre for eight years;  (the actual levy size and duration will need to be finalised after consultation with Government).

7.14 The package was developed to reflect the current exposure of individual suppliers under each of the regulatory/supply arrangements.  The package comprises $681 million (55%) for market milk regulations and $566.5 million (45%) for manufacturing milk regulations.  It has fixed allocations among the States and between the two types of milk.  All suppliers are to receive a payment based on a common value in c/litre equivalence - the package is intended to provide dairy farmers the equivalent of 5 years of support for market milk at 7.1 cents per litre and 5 years support for manufacturing milk at 1.5 cents per litre. 

7.15 ADIC advises that these sums are considered to be relatively conservative estimates of the assistance provided by the arrangements, particularly in the case of market milk. The proposed composition of the compensation payment by State and by milk type is shown in Table 7.1.

Table 7.1
Distribution of the Proposed Restructure Package

State
Market Milk
Manufacturing Milk
Total
% of Total
Average Payment per farm ($,000)


$million in 98-99 prices



Victoria
178
404
582
46.63
71.99

NSW
210
49
259
20.75
142.54

Queensland
137
33
170
13.62
103.53

South Australia
72
28
100
8.01
133.51

Western Australia
67
15
82
6.57
186.36

Tasmania
17
37
55
4.41
73.73

Total
681
567
1 248



7.16 ADIC advised the Minister that the estimates of foregone income for which the package was designed to compensate, were conservative and that a package based on ABARE's estimates would require double the amount:

If ABARE's assessment were correct, the value of the package required to provide fair treatment for the loss of market milk regulations would need to be double the industry's proposed and agreed value for market milk. However, industry rejects the ABARE analysis as it does not recognise the geography of the Australian domestic market and the "next best option" supply source. In a deregulated environment, the major milk processors servicing a market 365 days a year will seek security of supply and negotiate accordingly. Premiums will be established that reflect both the worth of the milk to major dairy product manufacturers at any point in the year, as well as the security of supply desired by the market milk processors.

7.17 ADIC estimates that the package is actually less than two years of ABARE's and the Industry Commission's estimates of the value of current regulations:

Purpose of the package

7.18 The primary objectives of the package, apart from cushioning producers from the immediate financial effect, are:

a) to assist farmers to cope with the sharp and immediate fall in returns which will accompany total deregulation;

b) to minimise the risk of more farmers than necessary exiting the industry; and

c) to give farmers the choice of remaining in the industry and becoming more efficient or exiting the industry.

7.19 The package has been developed to prevent the loss of more farmers than necessary from the industry and to minimise the effect on regional economies.  Other major considerations were:

a) The package had to be of sufficient size to encourage state governments to deregulate, notwithstanding the findings of their NCP reviews;

b) compensation for the end of the DMS Scheme.  Farmers had been receiving annual returns, reducing on average by 0.3 cpl.  The end of the DMS Scheme on 1 July 2000 would mean a reduction in support in the order of 1.2 cpl in one hit or four times the annual rate over the last few years.

c) for the assistance to be effective it had to reflect the magnitude of the short-term loss in dairy farmer income;

d) it was recognised that both sets of regulations delivered an annual benefit in the form of higher returns. The effect of deregulation on dairy farmers' incomes will vary according to their respective exposure to the two sets of regulations. For the package to be fair and equitable it had to account for differences in individual circumstances.

7.20 ADIC argued the following:

a) the average dairy farmer in the next five years will need to be significantly more productive than today, as will dairy companies, if Australia is to maintain its position as a leading dairy export supplier. This productivity improvement requires capital to expand dairy businesses and to introduce new technologies.

b) The proposed restructure package aims to give dairy farmers a breathing space to re-examine their businesses and determine whether they are economically sustainable in the long term. 

7.21 Without the restructure package, ADIC is concerned that dairy farmers will find it very difficult in the short term. 

Assessment of Impact

7.22 ADIC commissioned Economic Insights and Tasman Asia Pacific (John Fallon) to assess the impact of the proposed package.  The report, in assessing the impact of the package, suggested that there was not a clear public benefit from deregulation and that in itself provided the main rationale for a compensation or adjustment package.
  The report sets out the outcome of economic modelling.
7.23 The report suggested reasons why a support package was appropriate:
a) The costs of deregulation are concentrated on a relatively small number while the benefits are spread over many. So while the pain from reform will be high for some, the gains may go largely unnoticed by the beneficiaries. This has been a factor in the long-term and widespread political acceptance of the existing arrangements and suggests there would be underlying political support for an adjustment package.
b) Deregulation would result in the concentration of adverse impacts on a largely rural-based section of the community, with most of the benefits captured by urban-based consumers. This may be seen to aggravate existing disparities between rural and urban areas.
c) There is a concern that without the package there could be significant disruption in some regions. An adjustment package could help minimise the disruption and maintain an adequate resource base in affected regions in the transition to a deregulated industry. For example, it may be an effective way to ensure that displaced farmers can move into other trades or professions. It may also help ensure the continuing productive use of dairy land by continuing to support dairy production but at a lower cost, by allowing farmers to diversify into producing other crops or running alternative stock on their properties.
d) An associated concern is the potential for instability in milk supplies.
e) Dairy farmers have invested in good faith on the basis of existing regulatory arrangements and for many, deregulation would constitute an unforeseen 'shifting of the goal posts'.
f) Compensation is a once-off exercise but the lower prices ultimately provided to consumers accrue indefinitely. In effect, consumers can afford to fund compensation and still be better off.
7.24 The report's findings are based on economic modelling and the validity of the findings are dependent on the assumptions made. The report assumed a market milk levy of 11 cents per litre and concluded that the package amounted to a simple transfer from consumers to dairy farmers with almost no secondary effects on the dairy industry.
  The analysis concluded that farmgate price deregulation was expected to have a greater impact on lowering prices than the impact of the levy in raising prices.  However, it should be noted that the estimates in the report assume that the full price reduction following deregulation is passed on to consumers.

7.25 The report assessed the regional impact of the package as follows:

a) All farmers would face a reduction in income from deregulation in the absence of the Restructure Package. It is reasonable to expect the fall in income to lead to an almost equal cut in consumption by dairy farmers. This cut in consumption by farmers is likely to have a more damaging effect on rural economies than any decline in dairy output.

b) The adjustment package would provide temporary support to dairy farm incomes. Some dairy farmers may use the compensation to keep consumption close to pre-deregulation levels. But this would only be possible for a few years or until they received additional income through efficiency gains or market growth.

c) Other farmers may choose to spread out the benefits offered by the Restructure Package. Ibis would be possible if, for example, dairy farmers invested the compensation payment and secured a sustained flow of investment income. The benefits would be spread over a longer time period at the expense of providing a smaller initial boost to rural economies.

d) Farmers with debt, particularly those that have borrowed to pay for market milk quota, may choose to use the compensation to repay debt. This would also offer long-lasting benefits to rural economics. The repayment of debt would save farmers interest and principal payments. These savings would allow a higher level of consumption in the future than in the absence of the adjustment package, providing sustained support to rural economies.

e) Some farmers may choose to invest the compensation for their retirement and spend none immediately, in which case there would be little if any immediate boost to rural economies.

f) If a substantial portion of the package is spent or used to reduce debt, that would help to ease the cost of adjustment to rural regions.

7.26 The report also looked at how farmers would spend their payments. The report stated:

All farmers would face a reduction in income from deregulation in the absence of the Restructure Package. It is reasonable to expect the fall in income to lead to an almost equal cut in consumption by dairy farmers. This cut in consumption by farmers is likely to have a more damaging effect on rural economies than any decline in dairy output.

The adjustment package would provide temporary support to dairy farm incomes. Some dairy farmers may use the compensation to keep consumption close to pre-deregulation levels. But this would only be possible for a few years or until they received additional income through efficiency gains or market growth.

Other farmers may choose to spread out the benefits offered by the Restructure Package. This would be possible if, for example, dairy farmers invested the compensation payment and secured a sustained flow of investment income. The benefits would be spread over a longer time period at the expense of providing a smaller initial boost to rural economies.

Farmers with debt, particularly those that have borrowed to pay for market milk quota, may choose to use the compensation to repay debt. This would also offer long-lasting benefits to rural economics. The repayment of debt would save farmers interest and principal payments. These savings would allow a higher level of consumption in the future than in the absence of the adjustment package, providing sustained support to rural economies.

Some farmers may choose to invest the compensation for their retirement and spend none immediately. In which case there would be little if any immediate boost to rural economies.

It is not clear how dairy farmers would spend their compensation, however it is reasonable to assume that a substantial portion would be spent or used to reduce debt. This would help to ease the cost of adjustment to rural regions.

7.27 The organisation produced an additional report, 'Observations on the Dairy Deregulation Package'.  The major finding was that the package was 'sensibly defined, providing dairy farmers modest support to adjust to the change in regulatory environment, thus helping to provide a political atmosphere conducive to reform.
  The report noted that the level of 'compensation' was reasonable in relation to compensation packages in other sectors following deregulation.

…the proposed compensation package is about equal to the industry’s value added for one year. In comparison, the following levels of compensation were provided when other sectors were restructured:

· Under the 1997 Queensland Government Tobacco Assistance Package, the total adjustment package amounted to $30 million, or $150,000 per grower. This amount represented about 150 per cent of annual value added;

· The NSW Government provided compensation for farmers after deregulation of the NSW egg industry in 1989, totalling $25 million, or $241,000 per operator. This amount represented about 95 per cent of annual value added.

· In 1993-94 the Queensland Dairy Industry Authority implemented the Distribution Restructuring Scheme. This Scheme provided milk vendors with $93 million in adjustment assistance, or approximately $100,000 per operator.

7.28 The report argued that a lump sum compensation package was preferable to schemes tying compensation to exit, investment and production decisions, that such behavioural decisions should ideally be made in response to ‘undistorted’ market signals and tying compensation to behaviour ran the risk of distorting market signals.

The size of the package

7.29 The ADIC stated that the restructure package was developed on the following basis:

The size of the package … had to be sufficient to ensure State Governments would be prepared to remove their market milk regulations despite the findings of their respective NCP reviews. The State Governments would have to be satisfied the package delivered sufficient funds to assist their dairy farmers cope with the expected drop in market returns. This was especially important in those States with milk quotas. The price or cost of quota access to farmers reflected a future stream of annual benefits maintained by the regulations. Dairy farmers have invested in their farms in the expectation that the regulations would continue to deliver that benefit. They would be highly exposed on removal of the regulations and the package had to reflect this situation.

Industry assessment of the amount

7.30 In developing the restructure package, industry leaders gave careful consideration to the size of the expected impact of deregulation on dairy farmer incomes. There have been numerous estimates of the size of the expected impact and how it would translate to an average farm in each State. For the DMS scheme the likely income effects are a straight forward calculation based on the Australian Dairy Corporation's assessment of the scheme.  The industry made an assessment of the expected changes in market milk prices in each State based on likely developments in the Victorian market. It used this information to consider the size of the annual effect on dairy farmer incomes along with the impact of ending the DMS scheme. Individual State dairy farmer organisations have different views in some cases.

7.31 A single assessment that acknowledged the pricing links between the States under deregulation was necessary to ensure the size of the package was not over or under-valued. The industry believes it is essential that the size of the package has to deliver 2-3 year's worth of the income that would be lost through deregulation, considering the magnitude and suddenness of the change in returns. A package of one year's worth of income loss would be ineffective in helping dairy farmers cope with the adjustment pressures.  However, the Committee heard considerable disquiet in relation to the size of the package.  For example, the NSW Dairyfarmers Association disputed the estimate of 5 years support and suggested that it was closer to three years support.

7.32 The actual size of the package was initially developed according to the following principles:

a) The development of separate components for market and manufacturing milk;

b) Consideration of the new likely annual effect of deregulation on supplier incomes in each State;

c) Attainment of agreement on a fair value for the annual level of support delivered by the two sets of regulations, such value to be used to calculate a package with approximately 2 - 3 years of likely loss of supplier incomes;

d) Calculation of a national average cents per litre value that would apply across all States;

e) Identification of a suitable base year for State production levels to set the size of the package.

7.33 A common value of 35.45 cents/litre for market milk and 7.55 cents/litre for manufacturing milk applying across all States was agreed to. These values were applied to a fixed base year of 1997/98 milk volumes.  ADIC argued that it was important to have a fixed determination in order to give farmers firm indications as to what the package was offering them well in advance of the deregulation. [However, many farmers were critical of the limited detail available about the package, particularly its taxation status and lack of information available about the degree to which they would be restricted in how the payment could be applied.]

The taxation status of the package

7.34 To date, the committee has not received final information in relation to the status of the negotiations in relation to the taxation status of payments under the package.  At the first public hearing, Pat Rowley advised the following:

When we have talked with the taxation department, they will bring out the taxation bible and simply tell you the way it will be treated under the present law.  The general comment we have had is that people exiting the industry may well have that tax free, but under the present arrangements anyone remaining in the industry will be treated under the normal tax regime.

7.35 The taxation status of the re-structure package is critical. Support is for a re-structure package free of tax – a taxed package would meet with significant resistance.  One farmer had this to say:

We will get a payout, maybe. If it is taxed, as Mr Rowley suggested this morning, the damn thing will be no good to me because it will all go...If it is not taxed we will get about $220,000. We are in the top 100 quota holders in the state - to cover $450,000 worth of debt, and some of that is off‑farm, I admit. In my case we will come back to still having significant debt. The fear I have is that I will not have the cash flow to fund that debt, but the bigger fear is that any chance of me, as a farmer, doing business as a farmer is gone. I will not have the cash flow to fund any further development of the farm to build a new dairy. I cannot go to the bank and say, `I want to borrow $200,000,' because we will not have the cash flow to pay the principal. That is a typical case.

The administrative arrangements and implementation of the levy

7.36 ADIC argued that the levy arrangements needed to be implemented in a way that would not impact on the consumer, that it was critical that the imposition of the levy ensured the effect was passed up the working chain to the consumer.  The removal of the levy, once the scheme had been concluded, would mean a reduction in milk prices to the consumer, if margins remained unchanged.

7.37 Pat Rowley advised:

We are proposing to use the milk processors as the collection point. Our first preference was to see this collected at the retail level, but there are too many points of collection if you go down that track.

The proposal we put to government, and for some indication from the Attorney-General, was on whether or not we could use the milk processors for a collection of that levy, but that it be a liability for the retailer to pay that as part of the wholesale price. I did make the comment that the scheme in itself would not push the retail price up because we expect the farm gate price to fall more than 10c under the commercial pressure of the change. In the chain of pricing there is a starting point which is 10c lower. If you add a processor margin to it, you then have to deliver a wholesale price to retailers. You insert in there a 10c a litre levy collected by the processor but, under legislation, the retailers are obliged not to contest it but to pay it.

7.38 Detailed administrative arrangements for the package have not yet been made available to the Committee.

Support for the package

7.39 If deregulation should occur, a re-structure package is seen to be vital, for the following reasons:

a) The severe reduction in income that will occur concurrently with deregulation; 

b) The potential for development within the industry and the necessity to ensure that sufficient farmers remain in the industry to assist in realising that potential; 

c) The importance of dairying within regional economies; and

d) Other factors such as investment in infrastructure, environmental investment, water reforms, which will raise costs to farmers.

7.40 Without some sort of re-structure package, the industry is fearful for the future:

If we fail to get that package, and our regulated system does not hold up to the extent that we hope, the impact on this district is going to be catastrophic. With unsupported debts in the balance sheet, debt equity ratios blowing out and banks breathing down farmers' necks to bring their assets in line with bank policy, you will see an exodus from this industry of substantial proportions. If we can get that package together it will at least mitigate against the flood. You will get a trickleand may even get a rushbut I hope you will not get a flood. When that flood occurs those farmers who are left behind face larger cost factors on cartage because with fewer people there will be lower volumes of milk. I think figures have been given to you indicating that there would be reductions in that area. All those reduced volumes mean increased unit costs back on the existing farm bodies. It is going to make things that much more difficult.

7.41 The Committee acknowledges that support for the re-structure package has been forthcoming primarily because those bodies consulted about the package see no alternative to deregulation, should Victoria choose to deregulate.  Invariably, before expressing support for the package, submitters or witnesses prefaced their remarks with a preference for the continuation of regulation and then went on to express support in the absence of continued regulation.  However, even that has been qualified:

In December last year, when I sat in a national meeting, I clearly made the comment, `Whilst we can sit here and agree to some principles about a restructuring package, we are not prepared to give anything away until such time as this restructuring package is in concrete.' At this point in time, it is not in concrete.

7.42 A former Member of Parliament, the Hon Ian Robinson, argued that it would be impossible to respond to all the economic, social and structural considerations by a mere acceptance of the package proposal, that all states including Victoria would be severely hurt and that the magnitude of the problem facing the dairy industry could not be resolved by the processes in train, ie a restructure package:

Unfortunately, the present restructure plan falls short of the needs of producers and consumers and the maintenance of a sound economic base, which this major industry needs to sustain it and the wellbeing of those engaged in it.  

7.43 One of the concerns expressed by him was that there had not been enough effort at the national level to assess exactly what the effects and needs are and how they might better be dealt with.  Mr Robinson suggested maintenance of the present system of regulation for a period of at least three years and even extending the Domestic Market Support Scheme, although, if this could not be achieved at the very least for the Commonwealth to prevail upon the states to extend existing regulation.
.. He argued that a government guarantee of the package will be doing 'a disservice to the consumer, to the producer and to the community at large because the catastrophe that would occur in many regional areas of Australia…will be enormous'.

7.44 Some farmers have suggested that the package is a cynical exercise to obtain support for deregulation, and that there are still too many questions left unanswered:

They came up with a great idea of a transition or compensation package and have done a pretty good job of selling the riches to a desperate and frightened lot of farmers. Many saw the dollars and did not challenge the merits of what was proposed, as it was claimed to be inevitable anyway. What a deceitful way to get some farmers onside with a scheme that may or may not get off the ground! There are many questions yet unanswered. For instance, how long will the payback be? Will it be all tax free, as we have been promised? How much will the payback cost? Will everyone get paid? What production year will it be based on? Sharefarmers' and lessees' rights have not been addressed, yet they are telling us this package is the salvation of the industryand the leaders do not even have all the answers about how the package will be incorporated. That is nothing more than a con job on the farmers.

7.45 The General Manager, Milk Supply and Rural Services, of Dairy Farmers stated:

Since we put this paper together, our board has had a meeting and reluctantly agreed to support the restructure package. We had to be approached as a processor. Being the largest processor of white milk, we were approached, as was National and Parmalat, to get agreement for the package. Our board has agreed to do that. It does that on the basis that we believe the Victorian industry will deregulate, no matter what anyone else thinks. We believe that the industries there, the industry body, the processors, particularly the larger ones, have gone too far to reverse that, so we believe it will happen. We have done some studies internally and those studies show that our best option is to stick with the package. The restructure package is the best outcome in that situation for our members.

7.46 Whether submissions were supportive or critical of deregulation, if deregulation is to take place, the re-structure package was regarded as essential.  The NSW Dairy Farmers Association, giving reasons for its support for the package, stated:

a) It enables the certainty of a up-front payment to replace future lost income to farmers to assist with on-farm adjustment to lower incomes;

b) This will assist with the capital adjustment necessary for many farmers who are exposed to debt and the need to quickly restructure their dairy enterprises for a lower-price regime;

c) An orderly transition – which addresses our fears as to the significant adjustment the majority of farmers have to make – cannot be as feasibly or effectively delivered by any other options or means available to the industry;

d) It will allow simultaneous removal of regulation which will provide a “cleaner” and less chaotic farmgate market compared to that where certain regions of the industry attempt to retain regulated systems;

e) It removes the hostility that would exist in the industry, leading to a more settled and rational commercial market, and alleviating the debilitating competition of farmer vs farmer which would limit our national achievements.

7.47 Ron Messer suggested that more effort was needed in the development of options and that the total amount of the package was insufficient, that it required funding in the order of $1.5 - $2 billion, as well as complementary assistance to compensate for regional impacts.

7.48 A small processing company in Sydney expressed concern at the impost on consumers of the additional 8.7 cents per litre, when it was the farmers who were seeking deregulation.
  The submission also expressed concerns that any additional costs on milk and milk products, such as flavoured milk, had the potential to divert consumers away from milk, to other products, such as soy based drinks.

7.49 Another concern about the package relates to the potential to not address the real problem:

It is illogical to create a situation that reduces the total Australian dairy farmer income received from the market and use huge borrowings to compensate farmers for that loss.  It does not address the problem. The problem is not that the consumer is paying too much for the product.  The problem is that there are "have and have not farmers" – basically those who supply town milk in the northern states and those who supply manufacturers in the southern states.

7.50 A submission from the UDV Northern Region emphasised the necessity of the package, which they advised could be put to the following uses:

a) Purchase of additional water;

b) Increase in equity;

c) Purchase of additional capital, such as stock, land or plant;

d) Election to leave the industry;

e) Further on-farm re-structuring, to accommodate an environment where markets are more complex and opportunities for milk supply differentiation will become greater;

f) Obtaining greater skills and further develop infrastructure on-farm.

7.51 The Northern Region of the UDV saw the transition package as essential to:

a) minimise any negative impact or decline in confidence by financiers and banks that may impact on farmers ability to finance expansion;

b) maintain employment opportunities and continue to attract high quality employees to the industry; and

c) maintain the ongoing viability of dairy farmers.

7.52 The Concerned Dairy Farmers of Australia, a forum for dairy farmers who wish to explore alternatives to deregulation, argues that the proposed package does not fully recognise the present value of future market milk income and that the "irreversible and potentially disruptive changes proposed for 30 June 2000 will seriously undermine the net cash operating surpluses of the average farmer in all states.

7.53 Another aspect of the package which attracted criticism was the sum going to Victoria and the fact that the sunset of the DMS scheme was being compensated.  This was seen as inequitable, given that the sunset of DMS had been foreshadowed well beforehand and it was seen to be unjustified to compensate for that loss.  Another argument raised in relation to the Victorian situation, and which also relates to Tasmania, is that because quota entitlements were resumed in those states some years ago, to be compensated for the market milk share of their losses was seen to be double dipping.  However, because the package is not aimed at compensation for asset losses, the Committee does not consider that the latter argument has any merit – it is the compensation for the loss of the DMS Scheme which is of concern to the Committee.

Alternative options

7.54 A number of alternative proposals were considered by ADIC and put to the committee.  The major ones were a national market milk pool, staged deregulation or the deregulation without a package proposal.

7.55 It was suggested that the optimum option was one which "substantially deregulates the industry over five years, has budget neutral adjustment assistance and which shares the pain between industry and the community"
. 

A national market milk pool

7.56 Both Victoria and Tasmania have bought out quota entitlements and currently operate under a pool arrangement that works very well and shares market milk returns equitably among farmers.  A national or east coast market milk pool has been particularly promoted by the major alternative lobby group for farmers, the Concerned Dairy Farmers of Australia.  The proposal requires a notional pooling of market milk, similar to the system currently existing in Victoria for market milk, where farmers are paid for their share of the proportion of total milk production which is used for market milk –  eg if 7% of total milk produced is used for drinking milk, each farmer is paid the market milk rate for 7% of their farm's production.  A national/east coast market milk pool requires the same exercise to be undertaken on a national or east coast basis.

7.57 Concerned Dairy Farmers of Australia Inc produced what it termed 'an alternative plan to deregulation' with the central aim being to unite the dairy farmers of Australia around a national market milk pool, with the premium from market milk being shared by all Australian dairy farmers.
  The principles behind the plan are as follows:

a) The plan to be phased in over five years;

b) A buyout of market milk quota for NSW and Queensland farmers funded by a levy on all 10 billion litres of national milk production, the levy cutting out after five years.

7.58 Concerned Dairy farmers argues that the plan has the following advantages:

a) retains the market milk premium in the hands of the farmers;

b) maintenance of growth in market milk pay rates to match inflation in production costs;

c) ensures a degree of certainty into farmgate milk returns and lock in potential for future pay increases;

d) places a floor under the value of dairy farms;

e) strengthens the future of the industry by making it attractive to the next generation of farmers;

f) gives farmers certainty.

7.59 It should be noted that the Concerned Dairy Farmers Association, while suggesting the option of a market milk pool, is not totally committed to that option; the organisations wants to see a workable alternative to deregulation with or without a package.

7.60 ADIC argues that pooling proposals present difficulties, principally that:

a) it would not get national support because the market milk price in some states will not go down to the price a national market milk pool would guarantee to producers; and

b) it would not pass a public benefit test.

7.61 Pat Rowley stated in evidence:

We looked at the national milk pool. I would like to dwell on this a little because it is one that is being promoted pretty hard. A national milk pool will require, first of all, state governments giving up their rights to hold the regulation on the market milk systems - in other words, the dairy industry authorities in each state - and handing that over to what I would suggest is Commonwealth market milk control. That is pretty unlikely. The second point - going back to the point I made at the outset - is that it is a waste of time my taking into Canberra a proposal which does not receive the support of all states and major players.

Western Australia, New South Wales and Queensland would not go down to 20 per cent market milk offtake - in the Queensland case, 29c a litre - under absolute, total deregulation, no holds barred. It will not go that low. So three states immediately oppose that proposition. ... I could not move forward on that proposition of a national milk pool.

In my judgment, it will not stand the test of a public benefit test. This is going back to high levels of regulation against the flow of the policies of both sides of government. Thirdly, it will bring right into focus by WTO the fact that our aggregate levels of support are a Commonwealth approach as opposed to where they are now, within the states. So on every score, that national milk pool did not get to first base in those round table discussions, at the ADFF table or at the ADIC table.

With respect to the eastern states market milk pool - leaving South Australia and Western Australia out of it, because the main play was on the eastern seaboard - unless you have a national approach to this problem, you are buying problems. The same sorts of intrinsic problems still exist with an eastern seaboard milk pool as they do with a national pool.

7.62 The representative from Agriculture, Forestry and Fisheries of Australia [AFFA] stated that the proposal would not be consistent with Australia's international trade obligations.  The ADC agreed with this assessment, stating:

… we have had some discussions with government about the consistency of some of the deregulation models and our commitments under the Uruguay Round in terms of domestic support exercises …To put it in context, nothing is illegal under WTO until it has been challenged, but I believe that a national milk pool stands an almost certain chance of being challenged.

7.63 AFFA further advised:

The proposal is inconsistent with Australia’s obligations under the World Trade Organisation (WTO) as it would provide an ongoing cross-subsidisation from market milk to the manufactured product, and thus could be construed as applying subsidies to exports of manufactured milk products. This would be contrary to Australia’s export reduction commitments agreed to under the outcomes of the Uruguay Round of the WTO whereby member countries made export subsidy reduction commitments as part of the package designed to reduce trade distorting support to agricultural products.

7.64 The NSW Dairyfarmers' Association also considered that the national or eastern seaboard market milk pool was not an appropriate option:

The pool option is not dissimilar to a national pool. An eastern seaboard pool puts all the milk produced in New South Wales, Queensland and Victoria into one pool. That would be close to eight billion litres of milk. About 80 per cent of Australia's milk production is in those three states. Then you share it pro rata on a production basis. Basically 50 per cent of production in New South Wales is market milk. If you pooled it across the three states, about 20 per cent of our milk would still be classified as market milk. So even though our farmers are probably supplying the milk to the market, the benefit of the price that the processors are being asked to pay for each litre of market milk they process is going to farmers in Victoria.

In our view, that constitutes a very substantial distortion of the marketplace and of what would happen under normal commercial conditions. I think that is one of the reasons why our current regulated system has survived for as long as it has, because it mirrors very closely what would happen in commercial reality with contracts, quotas and so on to ensure that delivery. If the production were roughly equal between the three states, then, yes, it would work. But because six billion litres are produced in Victoria, 1,300 litres in New South Wales and about one billion litres in Queensland, the disparity between the three states, in our view, is too distortionary.

7.65 However, the Concerned Dairy Farmers of Australia disputed the claims by the Chairman of the ADIC, that, the proposal would have been unacceptable to NSW farmers:

When we were in Victoria talking to Victorian farmers a letter was being circulated there, signed by Reg Smith, the head of the New South Wales Dairy Farmers Association, saying that New South Wales farmers would never agree to a national market milk pool. That idea has never been tested in New South Wales and the farmers certainly have not expressed that opinion. We think that if it was openly discussed, the farmers in New South Wales, knowing that they have to lose some money to have a strong national industry, would rather see the premium that they are going to lose on market milk go to farmers somewhere else in Australia than go to three large processing companies, one of which is a multinational.

7.66 In a media release dated 2 June 1999, the Minister for Agriculture, Fisheries and Forestry, rejected the proposal for a national market milk pool on the basis that the ADFF had ruled out the pool as an option.  The media release did not give any other details as to why the option was rejected.

7.67 One of the Tasmanian witnesses questioned whether the plan had been properly disseminated, that there was provision in the plan for the payout of quotas and that consideration of that aspect of the proposal would have made a great deal of difference to support for the pool option.  In a supplementary submission he sought to clarify/amend the original proposal, arguing that it suffered from the following flaws:

a) No compensation/exit package for quota entitlement for those in Queensland and NSW – the proposal did include repayment of quotas over a five year period;

b) No security for farmers in those states to prevent their share of the liquid milk market being eroded by increased production in the southern states;

c) The 20% share may not have delivered a result better than the estimated deregulation result in those affected states; and

d) The original five year take-over period of market milk for Victoria and Tasmania from Queensland and New South Wales may have been too slow a benefit for the farmers in Victoria and Tasmania.

7.68 The revised proposal had the following elements:

a) The retention of the original proposal to raise a maximum of $500 million, to compensate NSW and Queensland farmers for loss of quota by the imposition of a 1 cent/litre levy on all milk;

b) The establishment of state quotas for liquid milk based on their proportional share of total Australian production and the percentage currently used for liquid milk products;

c) The offer of an exit package either up front or within the first year of the plan to farmers in NSW and Queensland who wish to leave the industry;

d) The surrendered milk quotas might then be transferred to remaining farmers within that State.

7.69 The submission argues that the proposal has the following advantages:

a) it gives to each state security of retaining its fair share of the liquid milk market;

b) there is no involvement of manufactured products and manufacturers would therefore have no reason to oppose it.

7.70 Another submission from Bega, Jim Collins, argued that there was a need for continued support in the national best interest, supported by Commonwealth legislation.  His proposal is for a market support mechanism which would involve a similar arrangement to that applying in Victoria for market milk and applying it nationally.  This concept was also suggested in other submissions.
  Collins specific proposal requires a levy of 30 cents per litre on all packaged milk to be repatriated to farmers on a monthly basis and pro rata to production.  Collins argues that such a levy would negate state boundaries, optimise resource allocation and return to farmers a price of about 50 cpl for 20% of production.

Jim Collins argues the proposal is beneficial for the following reasons:

a) It is administratively and legislatively simple;

b) It uses a commodity (liquid milk) which has no import or export component so carries no implications for GATT type negotiations;

c) It will create open competition between the different segments in the industry;

d) The size of the levy can be varied in response to progress in world trade liberalisation;

e) It would balance the power of supermarkets and processors;

f) It would have no impact on consumer prices.

7.71 Mr Collins argues that such a proposal would ensure that revenue continues to go to family farms, which are then able to contribute to sustaining their regional economies.
  

Deregulation without a package

7.72 Another option which has been suggested, and which the ADIC has rejected, is the 'cold turkey' option, ie deregulation without any re-structure package.  This option has been rejected given the severity of the immediate impact of deregulation and the need to ensure that, not only is that severity softened, but to guarantee future production capacity to optimise the industry's export potential.  ADIC made the following comment:

The income loss is severe in three states at least. The capital values of all farms in Australia fall. The debt‑equity ratio at banks changes overnight. The forward planning for future milk production is all thrown into chaos. The key to Australia's generation of $2 billion worth of exports and to that going on depends on taking the change but managing the change. I would suggest that anyone who believes that you can run a cold turkey change on this one without some enormous disruption and regional and social impact really needs to sit back and have a good, hard look at those numbers as they fall.  I could not, in all conscience, urge this industry to accept cold turkey.

7.73 The Committee considers that this option is neither viable nor appropriate.

Compensation for asset and quota losses

7.74 The adequacy of the package was a source of concern, not only for the potential inability to cover projected income losses, but because of the failure of the package to address compensation for the loss of the value of quota or entitlements and the lack of any compensation for losses in capital assets, such as land and machinery.

7.75 The asset value of dairy farms, equipment and quota and their potential to decline dramatically, was an issue of major concern in submissions and evidence.  It was suggested at public hearing that the value of farms in certain communities had already declined in the current climate of uncertainty and that farms were difficult to sell at present.  The difficulties declining asset values present for farmers include:

a) The inability to re-structure debt;

b) Declining superannuation asset, especially in those states where farmers have expended significant sums on quota or entitlement;

c) The difficulty of disposing of assets in the current climate.

7.76 In Tasmania, the Committee heard that the market for cows which had been selling for $650 several months previously had disappeared and that in Victoria the price of stock had decreased by about $150-$200 within a few months.

7.77 Murray Reid (WA) borrowed heavily on the strength of his quota as an asset:

Milk quotas have been considered as a valuable asset.  In my particular case, I was allocated my milk quota in lieu of land during a partnership dissolution.  This was only within the last six years and at that time all of those involved, myself, the banks, the farm adviser, my accountant and the other partners, recognised the milk quota as an asset.

7.78 John Cartwright, a farmer from Albury, had quota entitlement worth over half a million dollars, which in his words, 'is just going to vaporise on 1 July next year'.

The Revised Package – 28 September 1999

7.79 On 28 September 1999, the Minister for Agriculture, Fisheries and Forestry announced an agreed package 'to assist dairy farmers to make the transition to a deregulated environment if State governments and the dairy industry go ahead with market deregulation on 1 July 2000'
.  

The terms of the revised package are:

a) It will be available from 1 July 2000 to eligible dairy farmers;

b) Subject to finalisation of agreed guidelines, restructure entitlements will be paid to eligible dairy farmers on the basis of 46.23 cents/litre for market milk and 8.96 cents/litre for manufacturing milk produced in the base year of 1998/99;

c) Restructure entitlements will be paid quarterly, in equal instalments, starting from 1 July 2000 for 8 years;

d) The quarterly payments are to be treated as assessable income in the year they are to be paid;

e) Farmers who elect to exit agriculture will have the option of receiving $45,000 tax free or taking their entitlement which will be treated as assessable income;

f) The Commonwealth is to implement legislation to provide for the collection of a levy of 11 cents/litre on retail sales of all drinking milk, including UHT and flavoured milk, for 8 years to fund the package.

7.80 The provision of this package is subject to all State Governments agreeing to remove farmgate pricing and supply arrangements as of 30 June 2000, when the Domestic Market Support Scheme sunsets.

7.81 ADIC advises its farmers in relation to the levy that:

The Federal Government has agreed to legislate to collect a levy of 11 cents per litre on retail sales of all drinking milk – including UHT and flavoured milk – for eight years.  This levy should not increase milk prices to consumers as it replaces the present price structure established through existing regulation.  The legislation will provide the authority to recover the levy at the retail level, with milk processors acting as the collection agents.

7.82 One of the elements of the package is some adjustment in New South Wales, Queensland and Western Australia for quota traded in the period up to 30 June 2000.

Committee conclusions

7.83 The Committee is firmly of the view that if deregulation is effected on 1 July 2000, there must be an adequate and effective re-structure package in place, in order to ameliorate the immediate effects on farmers' income and the longer term regional impacts.  That package must comprise three elements:

a) compensation for loss of income;

b) appropriate compensation for the loss of asset values, particularly where quota is concerned; and

c) a regional adjustment component, appropriately developed in conjunction with the states.

7.84 The Committee notes the expanded package and expanded levy requirement in the Minister's recent announcement. However, the Committee remains concerned about some of the principles behind the package and its adequacy.  The administrative arrangements are also a matter for concern.

7.85 The funding of the package via a consumer levy appears to be opportunistic.  Consumers will probably not get any real benefits from the deregulation of the farmgate price for market milk, at least not in the short to medium term.  The Committee is therefore at a loss to understand why consumers should fund the package.  From a producer's point of view, it seems that they consider that they themselves are funding the package, through the fall in the farmgate price.  

7.86 The cost to consumers is claimed to be neutral, the price of milk is not expected to increase, as "it replaces the present price structure established through existing regulation". However, there is a fundamental flaw in this claim – it assumes that the full extent or almost the full extent of the fall in price to the producer will be passed on to the consumer.  The Committee considers that this assumption is unduly idealistic, that there will be nothing to stop retailers and processors from increasing their margins, and the consumer will be paying the price.  The demand for drinking milk is highly inelastic – the processors and retailers know this and will take advantage of that fact.

7.87 There is still no compensation for losses relating to quota – farmers in the quota states are highly exposed as a result of capital invested in quota, which will be worthless on 1 July 2000, should deregulation go ahead.  This matter must be addressed by state governments.

7.88 The administrative arrangements for the collection, management and payment of the funds for the package are not yet finalised.  The Committee is concerned that there will not be enough time before the first payments to due be made on 1 July 2000, for the finalisation of appropriate administrative and appeal arrangements.

A regional adjustment package

7.89 Regional adjustment packages are considered by the National Competition Council to be an appropriate use of tranche payments under the Competition Principles Agreement.  The potential necessity for a regional adjustment package was raised by Ron Messer:

The last point I want to make in relation to the ADIC proposal or the assistance package is the question of income impacts on the regions. They will be largely employment related. The impacts will vary depending on the prominence of dairying in the local economy, so it is probable that regional support need not be across the board. But I do strongly advocate an additional regional adjustment assistance package. It is getting big. I am talking about an integrated package now. I am talking about the equitable income support which the ADIC is proposing. I am talking about some specific adjustment support, either within that or separately, for hardship. I am also talking about some specific regional assistance in some cases.

7.90 The Committee considers that, should deregulation take place, appropriate assistance in the form of a regional adjustment package should be developed by both state and federal governments as part of its consideration of the national impacts of deregulation.  
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