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Chapter 1

Introduction

1.1 On 25 June 2008, the Senate referred the following matter to the Select
Committee on Agricultural and Related Industries:

Food production in Australia and the question of how to produce food
that is:

(a) affordable to consumers;
(b) viable for production by farmers; and
(c) of sustainable impact on the environment.

1.2 The reporting date for the inquiry was 27 November 2009. The Senate has
agreed to extend the final reporting date for this inquiry to 30 June 2010.

Conduct of the inquiry

1.3 The inquiry was advertised in the Australian, major regional newspapers, and
through the Internet. The committee invited submissions from a wide range of
organisations and individuals. The committee resolved to accept submissions
throughout the course of the inquiry.

1.4 The committee received 153 submissions. A list of individuals and
organisations that made public submissions to the inquiry is at Appendix 1. To date,
the committee has held fifteen public hearings on 4, 5, 24 and 25 March, 1 April,
19 May, 1 July, 31 August, 18 September, 6, 7, 12, 23 October and 18 and
24 November 2009.

1.5 The committee tabled its first interim report on 18 June 2009. The report
focused on allegations made by Cuthbertson Brothers Pty Ltd, a major purchaser of
sheep and lamb skins in Tasmania in respect of its commercial dealings with Swift
Australia Pty Ltd, the largest meat processor in Australia.

1.6 The committee's second interim report, tabled on 27 November 2009,
discusses a number of concerns raised in relation to proposed coal and gas exploration
and mining/drilling on the Liverpool Plains area of NSW, in particular by BHP
Billiton Ltd, Shenhua Watermark Coal Pty Ltd and Santos Ltd. Particular concerns
were raised at the potential for these developments to adversely impact on agricultural
activities in the area.

1 Journals of the Senate, 25 June 2008, p. 7.



Page 2

The committee’s third interim report

1.7 This third interim report discusses issues relating to the Tasmanian dairy
industry, especially in relation to farm gate prices and contractual arrangements
between suppliers and dairy companies, especially National Foods Ltd.

1.8 The committee received evidence related to the Tasmanian dairy issue at
public hearings in Devonport on 6 October, Canberra on 7 October, 12 October and
18 November 2009 and Melbourne on 23 October 2009, details of which are at
Appendix 2.

1.9 Other evidence on food production presented at the committee's other public
hearings will be discussed in further reports by the committee.

Acknowledgement

1.10 The committee thanks those individuals and organisations who made
submissions and gave evidence at the public hearings held to date.

1.11 A brief description of the Australian dairy industry is provided below to
provide a context for the inquiry.

Australian dairy industry

1.12  The Australian dairy industry represents a large and diverse agricultural
sector. More than nine billion litres of milk are produced annually in Australia by up
to 8000 farmers. The milk is used in numerous products and is sold in a variety of
markets.?

1.13  The dairy industry is one of Australia’s major rural industries. Based on a
farmgate value of production of $4.6 billion in 2007/08, it ranks third behind the beef
and wheat industries. It is estimated that approximately 40 000 people are directly
employed on dairy farms and in manufacturing plants. Related transport and
distribution activities, and research and development projects, represent further
employment associated with the industry.

1.14  Dairy is also one of Australia’s leading rural industries in terms of adding
value through further downstream processing. Much of this processing occurs close to
farming areas, thereby generating significant economic activity and employment in
country regions. ABARE estimates this regional economic multiplier effect to be in
the order of 2.5 from the dairy industry.

1.15 Dairying is a well-established industry across the temperate and some
subtropical areas of Australia. While the bulk of milk production occurs in south-east
corner of the country (80 per cent in the three states of Victoria, South Australia and

2 Submission 50A, Fonterra, p. 1.
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Tasmania in 2007/08), all states have dairy industries that supply fresh drinking milk
to nearby cities and towns. A range of high-quality consumer products, including fresh
milks, custards, yogurts and a wide variety of cheese types, are produced in most
Australian states. Nevertheless, the manufacturing of longer shelf life products, such
as cheese and bulk and specialised milk powders, is steadily becoming more
concentrated in the south-east region of Australia.

1.16  Strong growth characterised the dairy industry through the 1990s, but that
growth has not continued in recent years. The industry experienced a slow recovery
from t3he severe drought of 2002/03, only to be impacted by dry conditions in recent
years.

1.17  Owner-operated farms dominate the Australian dairy industry, corporate
farms make up just 2 per cent of the total, with share farmers involved in 18 per cent
of local farms in 2007/08. The number of dairy farms has more than halved over the
past 25 years, from 22 000 in 1980 to 7 950 in 2008. This reflects a long-term trend
observed in agriculture around the world, as reduced price support and changing
business practices have encouraged a shift to larger, more efficient operating systems.”

Farm gate prices

1.18  Unlike many countries around the world, there is no legislative control over
the price milk processing companies pay farmers for their milk. Farmgate prices can
vary between manufacturers, with individual company returns being affected by
factors such as product and market mix, marketing strategies and processing
efficiencies. Most milk prices are based on both the milkfat and protein content of the
milk. Payments from processors to individual farmers can also vary marginally, as
firms operate a range of incentive/penalty payments related to milk quality,
productivity and off-peak supplies. There are also volume incentives in place to
encourage milk supply to particular processing plants to improve operating
efficiencies.

1.19  The price farmers receive also varies across states, reflecting how milk is used
in the marketplace. For example, many farmers in the southern regions receive a
'blended' price, incorporating returns from both drinking and manufacturing milk.
However, higher prices are often received for drinking milk under commercial supply
contract arrangements in the northern dairy regions, where drinking milk makes up a
much larger proportion of the production mix.”

3 Dairy Australia, Australian Dairy Industry in Focus 2008, 2008, p. 9.
4 Dairy Australia report, p. 11.
5 Dairy Australia report, pp 12-13.
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Milk production

1.20  While farm numbers have steadily decreased over the past 25 years, milk
output had generally increased, due to increasing cow numbers and improved cow
yields up until the major drought of 2002/03. The underlying trend has continued to be
that of fewer farms, larger herds, and increasing levels of milk production. Australian
milk production decreased by 360 million litres, or 3.8 per cent, to 9 223 million litres
in 2007/08. This reflected the continuation of difficult conditions around the country
during the season.®

Dairy manufacturing

1.21  The Australian dairy manufacturing sector is diverse and includes farmer-
owned co-operatives, and public, private and multi-national companies. Co-operatives
no longer dominate the industry, but still account for approximately 49 per cent of the
milk output. The industry is highly concentrated with the largest co-operative
(Murray Goulburn) accounting for 37 per cent of Australia’s milk production,
Fonterra 20 per cent and National Food 15 per cent. There are also a number of small
to medium-sized co-operatives with milk intake volumes between 100 and 1,000
million litres, including Dairy Farmers, Norco and Challenge.

Chart 1. Australian industry by milk volume (2008-09)

Fonterra
20%

Murray
Goulburn
37%

National Foods

15%
Other Parn;lalat
89, 6%
° UDP Warrnambool
20, Tatura 8%
3% ° Source: Dairy
Australia

1.22  Other Australian dairy companies cover a diverse range of markets and
products, from the publicly listed Warrnambool Cheese and Butter Factory, to Bega

6 Dairy Australia report, pp 17-18.
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Cheese Limited and Tatura Milk Industries, to many highly specialised farmhouse
cheese manufacturers.

1.23  Major multi-national dairy companies have operated in the Australian dairy
industry for many years and currently include Fonterra, Kirin and Parmalat.

1.24  Around 60 per cent of manufactured product (in milk equivalent terms) is
exported and the remaining 40 per cent is sold on the Australian market. This
contrasts with drinking milk, where some 97 per cent is consumed in the domestic
market.”

Drinking milk

1.25  The major players in the Australian drinking milk market are National Foods
(Pura brand), Dairy Farmers (Dairy Farmers brand) and Parmalat (Pauls brand);
together with a number of smaller players with strong regional brands.®

Dairy markets

1.26  While Australia accounts for an estimated 2% of the world’s milk production,
it is an important exporter of dairy products. Australia ranks third in terms of world
dairy trade — with an 11 per cent share — behind New Zealand and the European
Union.

1.27  Australian exports are concentrated in Asia, which represented 69 per cent of
the total dairy exports value of A$2.9 billion in 2007/08.° Japan is the single most
important export market for Australia, accounting for 20 per cent of exports by value.

Deregulation

1.28  Prior to 2000, when deregulation of the industry was introduced, the
Australian dairy industry was subject to a range of state and Commonwealth
legislation.’® The drinking milk sector was regulated by State government legislation,
and the manufacturing milk sector was governed by Commonwealth legislation.
Historically, each State government had responsibility for the regulation and control
of milk from vat to consumer. Dairy Authorities in each state regulated the sourcing,
distribution and pricing of milk. Commonwealth marketing arrangements were aimed

7 Dairy Australia report, p. 21.
8 Dairy Australia report, p. 26.
9 Dairy Australia report, p. 22.

10  Deregulation refers to the removal of both state and Commonwealth legislation specific to the
dairy industry.
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at supporting farmer incomes, and protecting the industry from the vagaries of
international markets.™

1.29 In 1999, the industry’s peak policy body, the Australian Dairy Industry
Council (ADIC), approached the Commonwealth Government with a plan for an
orderly, national approach to the deregulation of the drinking milk sector in
conjunction with the end of manufacturing milk price support. In September 1999, the
Commonwealth Government announced it would implement the Dairy Structural
Adjustment Program (DSAP).

1.30 The DSAP involved the imposition of a (retail) Dairy Adjustment Levy of
11 cents per litre on consumers of products marketed as dairy beverages. The levy
funded quarterly DSAP payments (over eight years) to Australian dairy farmers, to
assist them to make the necessary adjustments to a deregulated environment, with
minimal social and economic disruption.

1.31  For the states, deregulation led to the discontinuation of regulated sourcing
and pricing of drinking milk. At the Commonwealth level, support of manufacturing
milk prices through the Domestic Market Support (DMS) scheme ceased. The DMS,
which operated from 1995 to 2000, supported the manufacturing milk sector by
payments to producers for milk used in manufactured products. Farmers received
payments for each litre of milk used in manufacturing products for sale on the
domestic market.*?

1.32 A Senate report into deregulation of the dairy industry stated that deregulation
was supported principally by the large Victorian co-operatives and the United
Dairyfarmers of Victoria. No other state supported market milk deregulation, nor was
it supported by other dairy farmer organisations. The Senate report noted that Victoria
was dominated by two co-operatives, which were heavily geared towards the export
market and it was this export market exposure, which was the main commercial driver
behind deregulation.®

1.33  As the last steps were taken in the deregulation process, all states repealed
legislation governing sourcing and pricing of drinking milk, and the state milk
authorities, which administered these controls, were wound up from July 2000.

11  Dairy Australia, 'A History of Industry Regulation in Australia’,
http://www.dairyaustralia.com.au

12 Senate Rural and Regional Affairs and Transport References Committee, Deregulation of the
Australian Dairy Industry, October 1999, p. 21.

13 Senate Rural and Regional Affairs and Transport References Committee, Deregulation of the
Australian Dairy Industry, October 1999, p. 37.
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1.34  Dairy Australia states that the impact of deregulation at the farm level was
mixed:

[it]varied across the different states of Australia — very much dependant on
how important drinking milk (with its regulated higher farmgate price) was
to the individual farm enterprise in relation to their total milk production.**

1.35 Dairy Australia notes that a number of farmers took advantage of the exit
payments offered under the DSAP scheme to leave the industry.®

1.36  Dairy Australia states that Australian dairy farmers now operate in a
completely deregulated industry environment, ‘where international prices are the
major factor in determining the price received by farmers for their milk'. The only
government involvement is in the administration of food standards and food safety
assurance systems. At an average of approximately US34c per litre, Australian dairy
farmers receive a low price by world standards and therefore have to run very efficient
production systems.*°

14 http://www.dairyaustralia.com.au
15  http://www.dairyaustralia.com.au
16  http://www.dairyaustralia.com.au
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Chapter 2

Issues

2.1 This chapter discusses issues relating to the Tasmanian dairy industry,
especially in relation to farm gate prices and contractual arrangements between
suppliers and dairy companies, especially National Foods Pty Ltd (National Foods).*

2.2 The main companies operating in the Tasmanian milk market are Fonterra
Australia Pty Ltd (Fonterra), National Foods and Cadbury as well as a number of
smaller companies. Fonterra buys about 65 per cent of Tasmanian milk.?

2.3 National Foods buys approximately 145 million litres of milk annually in
Tasmania which represents about 23 per cent of the total production in Tasmania.
Thirty per cent of that milk goes to the domestic drinking milk market and fifty per
cent into the domestic and international cheese market. Twenty per cent of the milk
‘we actually do not need' but the company stated that it buys the excess milk to assist
its suppliers in managing excess supply.®

Background

2.4 Low milk prices offered to suppliers by companies were raised during the
inquiry. In relation to National Foods, the Tasmanian Suppliers Collective Bargaining
Group (Bargaining Group) have been seeking to secure an improved liquid milk price
offer from the company on behalf of suppliers. The Group is a collective of over 90
dairy farming members throughout Tasmania. Mr Philip Beattie, spokesman for the
Group, stated that collective bargaining with the company ‘worked quite well in the
past'.* Mr Kemball Perkins, Chairman of the Group, argued that negotiations this year
have proved more difficult:

We did a negotiation, but when we were in Melbourne they asked for a flat
price. We were talking about the pricing and they said they would not move
the price. That was the final straw. We said, ‘We’ve got to take it further
than that because we can’t survive.” They were very intransigent on moving
the price and they still are.”

Lion Nathan Ltd has now formally merged with National Foods.

Mr Donnison, Fonterra, Committee Hansard, 23 October 2009, p. 54.

Mr Waugh, NFL, Committee Hansard, 7 October 2009, p. 78.

Mr Beattie, Bargaining Group, Committee Hansard, 6 October 2009, p. 10.

g B~ W N -

Mr Perkins, Bargaining Group, Committee Hansard, 6 October 2009, p. 11.
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Farm gate price for milk

2.5 Submissions and other evidence received during the inquiry commented on
the low prices for liquid milk offered by major companies.

2.6 The Bargaining Group stated that in relation to National Foods:

Basically, what happened was that the price offered formally last year was
49.7c on the base price. The cost of production is 39.8c in this scenario, and
the offer this year is 29.7c, so it is pretty easy to deduce that it is about 10c
less than we require to carry on the business—not to make money; that is
just to survive.®

2.7 Under the new contract schedule announced in October 2009, National Foods
stated that it will provide a minimum base price of 33 cents per litre across the year
plus around 3.8 cents per litre in contract, quality, volume, and compositional bonuses
to farmers. This adds up to 36.8 cents per litre. Should there be future price increases
by Fonterra in response to world price movements, National Foods stated that it ‘will
maintain its minimum price premium guarantee against the Fonterra price'. In addition
to the milk price offer, National Foods stated that it is offering a $1.1 million
assistance package to help Tasmanian farmers — 'therefore, the total offer to farmers
equates to a value of more than 37.5 cents per litre over the year."”

2.8 The committee notes that Murray-Goulburn has increased its price this week
to an average 31 cents per litre. Fonterra is expected to match or slightly increase this
price reflecting general market circumstances.

2.9 The committee questioned National Foods about its latest price offer arguing
that the new prices provide nothing additional in payments to what was on offer in the
former contracts. Any additional payments are largely dependent on movements in
Fonterra's prices, yet the offer was marketed as a 'new price'.

Senator COLBECK—In other words, as you indicated to suppliers in your
letter of 13 November, you are not going to offer that 1c step-up—or
whatever it adds up to, 1.1c—Dbecause it is within the range of the premium
that you are already offering over and above the cost. So effectively your
offer decayed by that amount with the increase, or the step-up, that Fonterra
offered last week.

Mr Jeffrey—That is correct. We basically put our offer on the table two
weeks prior to the Fonterra offer. We believe that our price is well and truly
ahead.

Senator COLBECK—So effectively you are not offering anything more
than you offered at the beginning of the season in the new offer, because, if

6 Mr Perkins, Bargaining Group, Committee Hansard, 6 October 2009, p. 2. See also Submission
129, Bargaining Group, p. 9.

7 National Foods, 'National Foods takes offer direct to farmers', Media Release, 30 October 2009.
See also Mr Jeffrey, Committee Hansard, 18 November 2009, p. 5.
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the Fonterra price moves enough, the only thing you are offering farmers is
what you offered them at the beginning of the season. It has almost
achieved that by the decay from the price offers in the last three or four
weeks.®

2.10  National Foods responded that it understood the committee's argument but 'do
not accept the analysis' that the company had not improved its price offer.? National
Foods indicated that some farmers had accepted the price offer, although they
declined to provide the committee with exact numbers.*

2.11  The committee also questioned National Foods concerning the $1.1 million
assistance package (which amounts to 0.7 cents of the total price offer of 37.5 cents
per litre). The committee argued that unless farmers apply for the package, because it
involves an application process, they will not obtain the additional payment. The

company indicated that this interpretation is 'incorrect'.**

2.12  In addition, the committee questioned National Foods on options available to
the company should farmers not sign the contract by the closing date of 30 November
2009. The company was only prepared to indicate that it was considering a number of
options.

Senator COLBECK—Is it correct that your implication to farmers has been
that you will pick up their milk but that you will pay the excess price, which
is a much reduced price, for the milk that you pick up?

Mr O’Malley—There are a range of options, and what you have just
described is one of the options that would be open to us.

Senator COLBECK—So will you be picking the milk up on 1 December if
farmers do not sign?

Mr O’Malley—We have said that we will be picking up the milk if farmers
are not in a position to sign for their own reasons.

Senator MILNE—What is the oversupply price you will be paying?

Mr O’Malley—That has not been put in the public domain yet. We are still
working on trying to ensure that we sign our farmers up through the current
offer.*

2.13  Mr John Barker of John Barker and Associates, on behalf of the Bargaining
Group, informed the committee that the National Foods offer ‘fell well short' of the

8 Mr Jeffrey, Committee Hansard, 18 November 2009, p. 5.

9 Mr O'Malley, Committee Hansard, 18 November 2009, p. 6.
10  Mr O'Malley, Committee Hansard, 18 November 2009, p. 7.
11 Mr Jeffrey, Committee Hansard, 18 November 2009, pp 9-10.
12 Mr O'Malley, Committee Hansard, 18 November 2009, pp 7-8.
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39.8 cents per litre which dairy farmer suppliers require to cover their costs of
production.®

2.14  ABARE data indicate that an average farm's total production costs would be
approximately 38 cents per litre in 2008-09.* National Foods however disputes this
figure arguing that, based on its estimates, milk production costs would be around
35 cents per litre.™

2.15 The Tasmanian Department of Primary Industries estimated dairyfarmers'
costs of production at 42.3 cents per litre in 2007-08, 37.9 cents per litre in 2008-09
and 38.3 cents per litre in 2009-10.

2.16  The committee notes that in its submission to the Economics Committee
Inquiry into the Australian dairy industry the department noted that:

The recent decrease in milk prices by the three major processors (Cadbury,
Fonterra and National Foods) means that dairy farmers are predicted not to
achieve satisfactory earnings this financial year as the milk price is below
the cost of production.*®

2.17  The committee notes that it is generally accepted that there is a higher cost of
production for whole milk than for the drinking market.

2.18  National Foods argued that the global financial crisis has had an impact on the
global trade in dairy commodities with dairy prices going into free fall — 'this led to a
sharp reduction in the price being paid internationally and in Australia for farm gate

milk’. "’

2.19  National Foods stated that its contracts in Tasmania include a minimum price
guarantee that ensures, on an annualised basis, that the price paid is higher than its
major dairy co-operative competitors. The company stated that it paid a 3 cents per
litre premium over Fonterra's price for milk in Tasmania in its previous contract, and
A cents above the Fonterra seasonal ratio payment in its current offer.® The
Bargaining Group argued that the pricing comparison is an example of 'smoke and
mirrors' with National Foods not paying the same price for the same type of milk
product. The National Foods premium is also conditional on strict adherence to

13 Mr Barker, Correspondence to Chair, dated 23 October 2009.
14 ABARE, Australian Dairy, June 2009, p. 8.
15  National Foods, Answers to questions on notice, dated 25 November 2009.

16  Submission from the Tasmanian Department of Primary Industries to the Senate Economics
Committee inquiry into the Australian dairy industry, p. 6.

17 Submission 136, NFL, p. 1.
18  Submission 136, NFL, p. 5; Mr Evans, Committee Hansard, 18 November 2009, p. 2.
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quality and daily production requirements and heavy penalties apply.'® Fonterrra also
argued that the comparison is not valid:

They are in a different business to us. We are in the commodity milk
business and we pass those returns on the commodity international market
through as the milk price.”

2.20  National Foods operates on a model farm concept. To ensure a year-round
milk supply, the company has devised a model or a contract offer that rewards farmers
that produce milk in the second half of the year — the January to June period. The basis
of the offer to farmers is to pay a matching price in the first half of the year — the July
through to December period — and in the second half of the year to pay a premium
above its competitor of 4c to 6¢c per litre, depending on the market situation.?

2.21  National Foods argued that the underlying principle of this approach is that it
calculates a contract offer that rewards farmers that produce milk in the second half of
the year and ensures that the company can access milk supply throughout the year in
order to satisfy its processing requirements.?

2.22  The committee raised concerns with this approach in that the model does not
make allowances for such things as droughts and increases in the price of grain.
Effectively the price locks farmers within some fairly tight supply constraints. Any
seasonal circumstances such as have been occurring in Tasmania over past months
create problems for farmers.

2.23  National Foods expressed confidence with the current system in that the
company argues that it rewards farmers for providing milk at the period when it needs
that milk, across 12 months of the year. The company noted however that:

If you supply National Foods with milk when it is very efficiently produced
and cheap, in the spring, you are penalised to a certain extent. But, in the
autumn and winter and, in some parts of the country, late summer, where
the cost of production is high because of the farming systems that have
been adopted to produce that milk, there is a reward to the farmer who
meets that supply pattern.?®

2.24  National Foods suppliers do not appear to share this confidence and the
committee received evidence that suggests that when averaged over the year payments
to farmers are still below the costs of production and not more than Fonterra on
average.

19  Submission 129, Bargaining Group, pp 16-17. See also Mr Davenport, TFGA, Committee
Hansard, 7 October 2009, p. 105.

20  Mr Donnison, Committee Hansard, 23 October 2009, p. 56.
21 Mr Bake, NFL, Committee Hansard, 7 October 2009, p. 83.
22 National Foods, Correspondence, 15 October 20009.

23 Mr Bake, NFL, Committee Hansard, 7 October 2009, p. 83.
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2.25  The Bargaining Group argued that National Foods model system is based on a
flat milk supply curve which does not ‘exist in the real world'. Production is usually
always lower in July and August and peaks in the later spring. National Foods bases
its averages and pays more in these two months, and less than Fonterra for the rest of
the six-month period although they claim on average they are paying the same.*

2.26  One witness noted that:

...they [NFL] work on averages through this period. Fonterra pay slightly
more in the first couple of months, in July-August, and then it goes down,
whereas National Foods will pay a lot for July and August milk and then
they will drop the arse end out of it for the rest of the season, which is what
we are on at the moment. They work it out on the basis that, because we are
supposedly producing the same amount of litres every day of the year, on
average we are getting paid the same. So, again, in reality that is not right.?

2.27  Farmers who supply milk to Fonterra also complained about the low farm gate
prices which are below the costs of production. One witness noted that:

We have just been given a rise. At 29.4 cents a litre, it is well below the
cost of production. The cost of production is, in our minds, about 40 cents.
There is a DPI fellow independent who has done an assessment of four
dairy farms in the whole local area. The independent survey showed that
the cost of production was 40.56 cents per litre. So you can see we are well
down on what we need to secure our investment.?

2.28  Other Fonterra suppliers noted that:

We are currently paid $3.67 for a kilo of milk solids. This is around
27.8 cents. Our business is currently losing money and it is of great concern
to us.”’

So the way we are headed at the moment with our Fonterra payments, we
are actually going into reverse.”®

Transparency in pricing

2.29  The issue of a lack of price transparency was raised in evidence to the inquiry,
as well as difficulties in establishing relative costs in the value chain.

2.30  The companies argued that milk prices are set by market forces. National
Foods stated that:

24 Submission 129, Bargaining Group, section 4.

25  Mr Rogers, Committee Hansard, 6 October 2009, p. 4.
26  Mr Clarke, Committee Hansard, 12 October 2009, p. 21.
27  Mr Jones, Committee Hansard, 12 October 2009, p. 45.
28  Mr Gribble, Committee Hansard, 12 October 2009, p. 45.
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Both the ACCC and Dairy Australia have published reports that clearly
identify that the international value of dairy commodities determines the
farm gate value of milk in Australia. Over 60 per cent of the milk produced
in Australia is exported to the global market. The key value drivers of that
milk that is exported are the value of the dairy product itself that is traded
as a commodity and the Australian dollar-US dollar exchange rate.?®

2.31  Fonterra likewise argued that:

The Australian manufacturing milk price is predominantly dictated by the
global price of commodity products, set in US dollars. There is a direct
correlation between dairy commaodity prices and the farm milk price that we

pay.30

2.32  Witnesses questioned this interpretation of price setting. Mr Beattie of the
Bargaining Group argued that National Foods' milk products are sold domestically yet
the international price argument is still used in setting prices:

What are the reasons behind why National Foods are doing this to us? They
are saying that it is part of the world market. They are saying that they have
to respond to world market signals. There is no doubt that the world market
has come back considerably, although it has gone back up again very
recently. The only problem is that National Foods are selling almost none
of their produce on the world market. It is being sold here as liquid milk,
yoghurt and as premium soft cheeses in Tasmania and on the mainland of
Australia. So we are at a bit of a loss to understand how they can use the
world market price to force our price down.*

2.33  The committee also questioned National Foods in relation to international
pricing arrangements. In relation to higher prices offered to NSW suppliers in contrast
to Tasmanian suppliers, National Foods offered the following explanation:

Mr Jeffrey—New South Wales pricing is under totally different market
conditions to the Victoria, Tasmania, South Australia pricing. They are
different markets and, due to that, there is different pricing in those
markets.

CHAIR—Is that just code for there is more market milk and less
manufactured milk?

Mr Jeffrey—Yes.*

2.34  The committee noted, however, that previously National Foods indicated that
prices were dependent on the international price yet the company was now suggesting

29  Mr Waugh, Committee Hansard, 7 October 2009, p. 78.

30  Mr Donnison, Committee Hansard, 23 October 2009, p. 41.
31  Mr Beattie, Committee Hansard, 6 October 2009, p. 3.

32 Mr Jeffrey, Committee Hansard, 18 November 2009, p. 10.
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that the price depended on different markets in different locations. National Foods
stated that:

There are many factors that go into a milk price. That is why it is such a
complicated area. The southern prices are certainly run by the world
commodity price, and the northern markets are a different market.*®

2.35  Another submission also argued that in relation to the dramatic reduction in
the prices offered to farmers — ‘we do not accept their argument that the world
commodity prices have slumped. We are producing milk for the liquid milk market in

Tasmania. We believe they are ripping us off, because they can'.**

2.36  The committee raised the issue of a letter sent by National Foods to its
wholesale customers in June 2009 informing them of 'necessary' price increases
because of unprecedented increases in farmgate milk prices particularly in NSW,
despite the fact the farm suppliers were struggling to survive with contract milk prices
below the costs of production.®

2.37  The committee noted that:

Senator COLBECK—It does not [send] much of a message to the farmers,
though. You are telling them that because global prices are falling you are
going to have to pay them less, well under the cost of production, and yet
when you go into the market you are telling your customers that you have
to put prices up.*®

2.38  Mr Chris Oldfield, CEO of the Tasmanian Farmers and Graziers Association
(TFGA), commenting on the letter found it 'offensive’. He added that:

What National Foods need to understand is that, in a place like Tasmania,
the bigger the company, the bigger the level of responsibility. | just do not
think they quite understand that yet.%’

2.39  The committee also raised the issue of relative costs in the value chain. While
farmers have been obtaining as low as 20 cents per litre for milk, in supermarkets
prices are over $2 per litre in many instances.

2.40  Witnesses noted the difficulties in obtaining cost estimates in the various
phases of the value chain. Mr Robert Wilson, with long experience in the dairy
industry, including milk processing, noted that:

33 Mr Jeffrey, Committee Hansard, 18 November 2009, p. 11.
34 Submission 126, Mr Wilson, p. 3.

35  National Foods letter, dated 18 June 2009 — Tabled Document, 7 October 2009. See also
Mr Evans, Committee Hansard, 18 November 2009, p. 2.

36  Committee Hansard, 7 October 2009, p. 85. See also National Foods, Correspondence, dated
15 October 2009.

37  Mr Oldfield, Committee Hansard, 7 October 2009, p. 111.
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All the industry today, under the deregulation terms, has to equate back to
some form of benchmark price and, because we are deregulated, the
industry is using the export earning price as that benchmark and that, of
course, has dropped dramatically in the last couple of years because of all
sorts of issues. But, if you take a farm-gate figure for farmers, the
expectation of many farmers today of getting high levels per litre in the
current deregulated situation is out of context to reality.®

2.41  Mr Wilson observed that in relation to the processes involved from receiving
the milk to the discharge of the finished product 'efficiencies have been made in most
factories and there have not, in my opinion, been large increases in costs'.

If you are looking at a farmgate price plus a processing and packaging cost
so that you get an ex factory price, including a reasonable margin on that
part of the business, in my opinion there have not been any great price
H 39

rises.

2.42  Mr Wilson indicated that a lot of the ‘intimate costs' in relation to distribution
and retail costs are now 'in-house' and are therefore 'difficult to evaluate'. Mr Wilson
noted that:

...iIf you look at how this works, I do not think the farmers and their returns
are considered enough by both supermarkets and current processors in
terms of that particular aspect of the market milk industry today. Farmers
are paid what is left over; they are not paid a price that is based on what
would be a good benchmark for them to get a good return. That is the
Australian market.*°

2.43  Witnesses and submissions pointed to greater transparency in pricing under
the former regulated system. One witness noted that:

In traditional markets under the old market milk regimes of state authorities
there was a price paid for the milk. There was a price which was a semi-
wholesale price ex the factory. There was a wholesale price and a semi-
wholesale price and then there was a recommended retail price. When there
was a change in the price of liquid milk, it usually made the front page of
the paper.*

2.44  One submission noted that since dairy farmgate deregulation, farmgate and
retail dairy prices in Australia have become 'disconnected' and the large cuts in farm
gate prices for market milk have been artificially linked to 'international milk prices'
even though there is no one international milk farmgate price and the prices paid to
Australian dairy farmers have been amongst the lowest in the world of international

38  Mr Wilson, Committee Hansard, 23 October 2009, p. 23.
39  Mr Wilson, Committee Hansard, 23 October 2009, p. 23.

40  Mr Wilson, Committee Hansard, 23 October 2009, p.24. See also Mr Wilson, Committee
Hansard, 23 October 2009, p. 29.

41  Mr Wilson, Committee Hansard, 23 October 2009, p. 29.
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dairy exporters. This has meant that local market conditions have often been ignored
despite the growing costs for Australian dairy farmers in times such as drought.*

Contracts

2.45

A number of concerns were raised during the inquiry in relation to the former

contract arrangements with National Foods.

2.46

2.47

The Bargaining Group argued that in relation to the former contract:

The National Foods liquid milk supply contract is completely company
biased leaving virtually no leeway for suppliers.

The Group is seeking to renegotiate the Clauses of the contract that it
believes is unfairly weighted in favour of the Company.*?

Specific issues raised by the Bargaining Group regarding the former contract

included:

2.48

multiple provisions in the contract that permit National Foods to make
unilateral changes to the terms of the contract regardless of the consent of the
producer;

the requirement to supply minimum quantities of milk per month and the
penalties imposed if the requirement is not met; and

lack of indemnity by NFL in relation to any loss or damage that they may
suffer resulting from NFL's breach of the agreement or NFL negligence.*

The Circular Head Dairy Farmers also raised a number of concerns with the

former contract arrangements. These included:

lengthy delays in contract negotiations and the withholding of any
documentation, effectively forcing farmers to sign at a lower price or face the
uncertainty of no contract and the risk of being unable to sell their product to
National Foods;

inferences that if contracts were not signed, back pay would not be
forthcoming;

evidence of manipulation of the monthly payment periods to suit a lower milk
price being paid to producers;

dairy farmers negotiating an agreement with one representative of National
Foods, only to have the subsequent representative of National Foods deny any
knowledge of such agreements;

42  Submission 153, Ms Margetts, p. 3.
43  Submission 129, Bargaining Group, p. 10.

44 Submission 129, Bargaining Group, pp 10-12. The contract is at Section 6 of the submission.
The legal opinion from Temple-Smith Partners, dated 9 September 2009, relating to the
contract is also at Section 6 of the submission.
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. farmers not being given copies of contracts despite agreeing to them and
repeatedly requesting them;

. contracts not clearly being explained to farmers;

. farmers being penalised if they produce under contract levels or over contract
levels;

. an inability to transfer milk contracts should their property be sold, thus

reducing the value of the property; and
. unwieldy and complex accounting systems put in place by National Foods.*

249  The committee also received many individual submissions from farmers
detailing their concerns with contracts with National Foods.*®

2.50 National Foods have subsequently revised their contract arrangements with
suppliers. The revised contract, dated 26 October 2009, was provided to the
committee on 4 November 2009. National Foods informed the committee that the
revised contract for 2009-10 was put to the collective bargaining group's law firm on
26 October 2009. No response has been received to date.*’

2.51  National Foods argued that the revised contract offer for 2009-10 contains the
following benefits for suppliers:

. the offer of longer term contract options with significant premiums for
suppliers who seek the security of a longer term contract;

. the introduction of a minimum price guarantee;

. quality payments based on percentage of contract and monthly price; and

. confirmed contract pricing to December 2010.%®

2.52  National Foods stated that the contract that the company put to suppliers:

...has been amended to deal with the issues raised by the collective
bargaining group.

...We believe that these amendments address the specific issues raised by
the Committee.*

2.53 In relation to Fonterra, rather than operate under an individual contract, the
majority of Fonterra's suppliers are members of the Bonlac Supply Company (BSC)

45  Submission 130, Circular Head Dairy Farmers, p. 1. See also Dr Abbott, Committee Hansard,
6 October 2009, pp 44-45.

46  See, for example, Submission 126, Mr Wilson, p. 2; Submission 140, L & E Carter, p. 1;
Submission 137, Mr Oliver p 1.

47  National Foods, Correspondence, dated 4 November 2009.
48  National Foods, Correspondence, dated 4 November 2009.

49  National Foods, Answers to questions on notice, dated 25 November 2009.
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and come under the formal supply agreement between BSC and Fonterra.”® Fonterra's
farmer suppliers are paid on the basis of the yield of butterfat and protein in the milk
they supply the company to satisfy its manufacturing requirements. As a result the
company does not offer farmers a price based on volume (i.e. cents per litre), but
rather in dollars per kilogram of milk solids This means that there is no one single
Fonterra farmgate milk price, but rather each supplier receives a price based on the
quality composition of the milk they produce.

2.54 In relation to the renewal of contracts, National Foods stated that it will
honour contracts that were signed before the milk price collapse, and have not sought
to re-negotiate these contracts. Contracts that have come up for renewal this year in
Victoria and SA have been finalised. There are currently contracts up for renewal in
Tasmania and WA. A majority of dairy farmers in NSW and Queensland will have
their contracts renewed next year. NFL stated that 'as these contracts come up for
renewal, dairy farmers will face reduced prices unless there is a major improvement in

global dairy prices'.>

2.55  The committee questioned National Foods about the renewal of contracts.

Senator COLBECK—Your submission tells us that you have got some
contracts that are still in force that have higher prices. Have you renewed
any contracts this year at higher prices?

Mr Bake—No.

Senator COLBECK—As you said in your submission, some contracts still
include prices prevailing at periods when the world market was very high
and, as a result of the global financial crisis, which we all understand, the
contracts have been progressively reset. So the farmers in Tassie, who are
getting 45c, the guys in Northern New South Wales, who are getting 48c,
and the ones in Queensland, who are getting higher prices, are all, when
their contracts expire, going to progressively see a reduction in the prices
that you are paying to them?

Mr Waugh—That is correct.*

2.56  In relation to the range of prices offered to newly contracted farmers across
the states National Foods stated that:

Mr Waugh—I can give you the equivalent number in our model. | gave you
32c and 32%c per litre. We have all of our farmers contracted at 34c a litre
in terms of the new milk price in Victoria and 34c a litre in South Australia.

50  Submission 50A, Fonterra, p. 4. BSC is owned by more than 1300 dairy farmers who supply
Fonterra. The company operates on co-operative principles and acts as a collective group for
negotiating prices with Fonterra.

51  Submission 50A, Fonterra, p. 3.
52 Submission 136, NFL, p. 4.
53  Mr Waugh, NFL, Committee Hansard, 7 October 2009, p. 84.
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2.57

That is based on the largest cooperative companies’ position in those
markets.

CHAIR—How is New South Wales?

Mr Bake—In New South Wales, new contracts have been signed at around
50c per litre.

Senator COLBECK—New contracts?

Mr Bake—Yes.

Senator COLBECK—What is the change in price on those contracts?
Mr Bake—They have come back from, | believe, about 54.

Senator COLBECK—So, at 50c, there has not been much of a reduction in
price in New South Wales?

Mr Bake—That is right.**

A number of options were suggested to reduce the risk to dairy farmers from

the financially damaging impacts of current milk pricing arrangements. Professor lan
Lean suggested three options:

Allow producers who are supplying milk for internal supply to negotiate milk
pricing based on being priced above or minimally equal to the cost of
production of milk produced by export milk producers on an annual basis.
Therefore if external markets drop below costs of production for a prolonged
period, the more expensively produced internal market is buffered, allowing
Australia to maintain a base level of milk production to meet internal needs.

Establish a rolling average system to reduce spiking in the market, either up or
down. While this will reduce the potential for ‘windfall profits', this is difficult
to achieve in dairy systems due to the underlying biology. This option may act
to reduce the effect of profound declines in milk value in the past 12 months.

Allow for parity in negotiation — large farmer groups controlling a significant
proportion of production capacity are essential to provide some degree of
parity in the negotiating process.*

Viability of producers

2.58

Submissions and other evidence emphasised that the low farm gate price for

milk is threatening the viability of many dairy farmers.

2.99

The Tasmanian Department of Primary Industries stated that:

By our calculations, costs of production are currently well above prices
offered—that is, prices are about $3.70 per kilo for milk solids and costs are
at least $4. In our experience, this is unique over the last two decades. This

54
55

Mr Waugh/Mr Bake, NFL, Committee Hansard, 7 October 2009, p. 84.
Submission 141, Professor Lean, pp 4-5.
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understates the problem, as the costs exclude financing. This can add up to
a further $1 per kilo of milk solids to costs. Unfortunately, this hits hardest
the younger and most progressive farmers who have invested heavily in
their farms. To complete this perfect storm, the current slight recovery in
world prices is being offset by the high exchange rate of the Australian
dollar against the US dollar.

So all dairy farmers are under stress, but there appear to be particular issues
around the supply of fresh milk to National Foods.*®

2.60  The Tasmanian Department further added that if milk prices continue at their
current level more farmers will exhaust their financial resources and come under
pressure to exit the dairy industry. Tasmanian dairy farmers have the lowest costs of
production in Australia but their businesses ‘will not be viable if farm gate prices do
not allow a profit to be made'.”’

2.61  The committee heard evidence that National Foods had actively encouraged
producers to increase production and thereby invest in plant and equipment.®
Mr Perkins of the Bargaining Group stated that:

| do not know what the exact number is, but that was a ploy they used to
encourage more production at that time, when things were looking good.>®

2.62  The committee raised this issue with National Foods. The company indicated
that it was not their policy to encourage production.

Mr Bake—At times a lot of farmers come to us to talk about their growth
aspirations and that is usually initiated by the grower, not by National
Foods.

Mr Waugh—If it is established that that took place, I feel we would have an
obligation to buy that milk, but from where | sit in National Foods, there
has been no corporate directive to grow milk supply in Tasmania.®

2.63  The committee notes that in contrast Fonterra has encouraged suppliers to
expand production and this policy continues.

Senator O’BRIEN—So there was in the past an encouragement. When did
that cease?

Mr Donnison—It has not ceased. If Bonlac Supply Co. suppliers still want
to grow their business they are free to do so. We are obligated through the

56  Mr Evans, Committee Hansard, 6 October 2009, p. 33.
57  Submission 138, Department, p. 11.

58  Submission 129, Bargaining Group, p. 14; Submission 125, R & C Bignell p. 1; Submission
126, Mr Wilson, p. 2.

59  Mr Perkins, Bargaining Group, Committee Hansard, 6 October 2009, p. 8.
60  Mr Bake/Mr Waugh, NFL, Committee Hansard, 7 October 2009, p. 94.
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2.64

milk supply agency agreement pick up every drop of milk that they
produce.®

The committee also questioned National Foods regarding the industry-
initiated growth plan for the industry in Tasmania — Dairy Tas 500. National Foods
indicated they were unaware of the program.

Mr Waugh—...1 was surprised to hear the other day of how substantial that
growth plan is in Tasmania. My feedback to the minister | was talking to at
the time was: who is going to process it and where is it going to be sold? I
am the CEO of National Foods and | was unaware of it.

Senator COLBECK—You are kidding me.
Mr Waugh—I am not kidding you.

Senator COLBECK—I went to a public launch with most dairy farmers in
Tasmania three or four years ago. You must have your hands over your ears
or something. | cannot understand that you do not have any understanding
of the growth plans of the industry in Tasmania. It was a significant launch.
It got huge publicity within Tasmania.®

Effect on regional communities

2.65

2.66

2.67

Evidence to the committee indicated that the low milk prices are having a
number of adverse consequences on local communities and the local economy.

The financial and emotional effects on the community were highlighted
during the inquiry. The Circular Head Dairy Farmers stated that farmers fear for the

One witness commented on the emotional impact of the situation:

The other thing | will touch on very briefly in this...is the effect this all has
on the family situation. My ‘hand-holder’ is not here today. She is totally
disillusioned with the whole thing. We have done a lot of hard work. We
have had two dry years. We are finally at the point where we think we can
make some money, and that has just been pulled out from under us. She
cannot understand why | get up in the mornings at some terrible hour.

We have put our everything into this operation. We have spent a long time
building equity. We have put a lot of hard work into it. It is our
superannuation; it is our retirement. It is our dream. But greedy
multinationals who do not have regard for the families are benefiting. They

61
62
63

Mr Donnison, Committee Hansard, 23 October 2009, p. 58.
Mr Waugh, Committee Hansard, 7 October 2009, p. 95.

Submission 130, Circular Head Dairy Farmers, p. 1. See also Submission 123, Mr Bovill, p. 5;
Submission 121, Dr McCall, p. 7.

future 'of their family, farm, livestock and the community in which they live'.%®
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do not consider what they are doing in terms of breaking the families,
killing dreams and bankrupting people.®

2.68 The Tasmanian State Opposition also commented on the 'serious emotional
and financial distress' of farmers in the North-West of the state and the ‘grave plight

they are in".%°

2.69  Witnesses raised the question of how long these businesses can sustain the
losses they are currently experiencing. One witness noted that some farmers ‘have

already gone beyond the tipping point'.®® Another witness stated that:

In fact, it has got so serious in Tasmania, and perhaps even worse on the
northwest coast, that the aged payables, the creditors from last season,
cannot be paid. To give you a real farm case, | was at a farm on Monday
whose income is only going to be $313,000 dollars for the year but the
farmer has $307,000 in aged payables out to 120 days. That is the
seriousness of the situation for the majority of the dairy farmers in
Tasmania. It is fact.”’

2.70  Mr Oldfield of the TFGA noted that the economic effects on the region
impact far beyond the farm gate:

Farmers in the north-west and Circular Head believe that there will be a
reduction between $80 million and $100 million a season in that region. A
whole lot of businesses rely on this industry...This is not a matter of losing

money. Farmers will survive, and sometimes for a while, losing money.

What they will not survive is when the bank says, ‘We want our cash.”.®

2.71  The Tasmanian Department noted that if dairy farming becomes unviable the
ultimate consequence is significant rural adjustment which has flow-on effects to both
rural communities and urban service centres — 'such impacts are more pronounced in a

State such as Tasmania where the economy is highly dependent on agriculture'.®®

Role of the ACCC

2.72  The role of the Trade Practices Act 1974 and the effectiveness of the ACCC
in protecting consumer interests were raised during the inquiry.

2.73  The Bargaining Group indicated that it has obtained an initial legal briefing
and a legal letter had been sent to National Foods.

64  Mr Wilson, Committee Hansard, 6 October 2009, pp 17-18. See also Dr Abbott, Committee
Hansard, 6 October 2009, p. 48.

65  Submission 135, Tasmanian State Opposition, p. 1.

66  Mr Davenport, Committee Hansard, 7 October 2009, p. 108.

67  Ms Williams, Committee Hansard, 7 October 2009, p. 108.

68  Mr Oldfield, TFGA, Committee Hansard, 7 October 2009, p. 109.
69  Submission 138, Department of Primary Industries, p. 12.
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The initial legal brief suggests National Foods has potentially contravened
the provisions of Point IVA of the Trades Practices Act exercising
unconscionable conduct. It is also quite possible that other Sections of the
Act have been contravened.”

2.74  The submission from the Circular Head Dairy Farmers details a number of
individual allegations by farmers suggesting unconscionable conduct by National
Foods.”™ Concerns were also raised by franchise owners and their relationship with
National Foods.

The excessive price rises endured by Franchisees, have allowed the Coles
and Woolies generic milk sales to skyrocket, and price to remain constant.
We are ripped off, and Dairy Farmers Limited hides behind our Franchise
Agreement to do it — to the detriment of the customer who choose to
support local business."

2.75 Some allegations of price collusion between National Foods and Fonterra
were made during the inquiry. The committee was informed that National Foods, as a
matter of course, issues their prices after Fonterra has announced their price.”

2.76  The committee questioned National Foods about this price setting
arrangement. National Foods stated that:

Senator STERLE—...Fonterra normally set the price first in Tasmania and
then you follow?

Mr Waugh—We like to see where the market opens.
Senator STERLE—Why don’t you lead?

Mr Waugh—Because we are not the price setter in the marketplace; we are
a price taker.

CHAIR—You are the market milk people though, aren’t you? They are the
manufactured milk people.”

2.77  Fonterra also denied allegations of price collusion:

Our milk price is based on market returns and that is based on the
international price and taking into account what is happening with the
Australian dollar. What other companies do in terms of their milk price is
entirely their business.”

70  Submission 129, Bargaining Group, p. 18.
71 Submission 130, Circular Head Dairy Farmers, pp 4-13.
72 Submission 148, J Gration & D White, p. 6. See also Submission 152, Mr Williams, p. 13.

73 Submission 130, Circular Head Dairy Farmers, p. 1; Mr Wilson, Committee Hansard, 6 October
2009, p. 23.

74 Mr Waugh, Committee Hansard, 7 October 2009, p 101.
75  Mr Donnison, Committee Hansard, 23 October 2009, p. 55.
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2.78  The matters raised during this inquiry highlight the broader question of the
current capacity of the Trades Practices Act to effectively protect small and medium
businesses from unfair and unreasonable conduct.

2.79  Some submissions were highly critical of the role of the ACCC in protecting
consumer interests. One submission noted that:

Being a both a regulator and policeman is a problem but the ACCC is a
peculiar policeman. The ACCC doesn’t fight crime independently. It
doesn’t search for evidence or seek to prevent corporate misadventure
under the Trade Practices Act (1974). The ACCC acts when [a] complaint
is made or it is directed by its responsible Minister to do so. The ACCC is a
stay-at-home policeman, only called out after the crime has been alleged or
committed. "

2.80  Another submission noted that the dairy industry represents:

...one of the clearest examples of increasing market power for corporations
whilst reducing market power for primary producers and other participants
in Australia’s food supply chain.”’

2.81  The committee notes that in competitive market situations in other areas of
Australia prices paid to dairy farmers are substantially greater. As previously
indicated, National Foods is offering new contracts to NSW farmers at 50 cents per
litre, whereas in Tasmania the price is substantially lower.

2.82  The committee questioned National Foods about this situation:

Senator COLBECK—AnNd that is based on the fact that you have got
competitors in the market that are paying a higher price so you have to pay
a higher price to get milk?

Mr Bake—Regional market forces do play a part, yes.”

2.83  The Tasmanian Department noted that issues of market power are particularly
important in Tasmania. The state's size and industry composition mean that relatively
small numbers of farmers, often individually of limited economic strength or
bargaining power, are inherently at a disadvantage as against the companies that
provide their buying market. The Department noted that the Tasmanian Government is
highly conscious of what is often perceived as a power imbalance in this area, and
argued that the ACCC should continue providing for reasonable bargaining

frameworks for farmers'.”®

76  Submission 121, Dr McCall, p. 3. See also Submission 123, Mr Bovill, pp 5-6.
77  Submission 153, Ms Margetts, p. 9.

78  Mr Bake, Committee Hansard, 7 October 2009, p. 85. See also Mr Jeffrey, Committee
Hansard, 18 November 2009, pp 10-11.

79  Submission 138, Department of Primary Industries, p. 3.
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2.84  The Tasmanian State Opposition also argued that the use of market power by
major milk companies should be closely examined so that farmers receive a fair price
for their premium product.®

Committee view

2.85  The committee views with great concern the relatively low farm gate prices
offered to Tasmanian dairy farmers which are well below the costs of production.

2.86  The committee believes that the new contracts announced by National Foods
in October 2009 provide nothing additional in payments to what was on offer in the
former contracts. Any additional payments are largely dependent on movements in
Fonterra's prices, yet the offer was marketed as a 'new price'. The maximum price
offer of 37.5 cents per litre is well short of the 39.8 cents per litre which dairy farmers
require to cover their costs of production.

2.87  The low farm gate price for milk is threatening the viability of many dairy
farmers in Tasmania. If milk prices continue at their current level many farmers will
exhaust their financial resources and come under pressure to exit the industry. As the
Tasmanian Department of Primary Industries noted, Tasmanian dairy farmers have the
lowest costs of production in Australia but their businesses will not be viable if farm
gate prices do not allow a profit to be made.

2.88  Low farm gate prices will have dire consequences not only for individual
farmers but also for local communities. If dairy farming becomes unviable it will also
have a resultant economic impact on the regional and Tasmanian economy. Evidence
indicated that such impacts are more pronounced in a state such as Tasmania where
the economy is highly dependent on agriculture.

2.89  Evidence presented during the inquiry raised a number of issues concerning
the former contract arrangements between suppliers and, in particular, National Foods.
The committee notes that National Foods has recently revised its contract with
suppliers. The committee sought independent legal advice on the contract. This advice
indicated that the contract is fairer than the original contract. However, although the
revised contract addresses some of the concerns raised in evidence to the committee,
the advice suggested that there is scope for further improvements in the terms of the
contract. The advice is at Appendix 3. The committee believes that the Senate
Economics Committee's inquiry into the Australian dairy industry should further
examine the contractual arrangements between suppliers and buyers.

2.90  The committee believes that there needs to be greater transparency in relation
to milk pricing by companies. Evidence pointed to great difficulties in obtaining cost
estimates in the various phases of the value chain.

80  Submission 135, Tasmanian State Opposition, p. 2.
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291  The committee also has concerns about the market concentration by major
dairy companies in Tasmania and believes that this situation raises serious questions
in relation to the use of market power within the industry. The recent merger of Lion
Nathan with National Foods creates an even larger conglomerate and may have further
implications for competition in the market. The committee notes that one of the terms
of reference of the Senate Economics Committee's inquiry into the dairy industry is to
inquire whether aspects of the Trade Practices Act are in need of review having regard
to market conditions and industry sector concentration in the industry. The committee
believes that this aspect of the reference should be rigorously pursued by the
Economics Committee.

Senator the Hon Bill Heffernan

Chair
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Food Chain Intelligence

Ms Elizabeth Lambert

Mr Michael Sobb

Mr R.J. Bennett

Mr Geoff Ward

FoodLegal

Mr Chris Hilder

Australian Lot Feeders' Association

The Western Australian Farmers Federation (Inc.)

10 Maribyrnong City Council

11  NSW Irrigators' Council

12  Ricegrowers' Association of Australia Inc

13 Mr Robert Lemon

14 Mr Simon Emmott

15 Australian Pork Limited

16 Citizens Electoral Council of Australia

17 Ms Kate Lawrence

18 MADGE Mothers are Demystifying Genetic Engineering

19 Horticulture Australia Limited

20 Enniskillen Orchard

21 Australian Canefarmers Association, Herbert Region

22 Victorian Farmers Federation

23 Growcom

24 Australian Dairy Industry

25  Curtin University of Technology

26 Mr Michael Carmody

27 CSIRO Government Relations

28 VicHealth

29  Cattle Council of Australia, Australian Lot Feeders' Association, Sheepmeats
Council of Australia, Meat & Livestock Australia Ltd

30 Victorian Local Governance Association

31 Mr Gavin Chirgwin

32 Ms Madeleine Love

33 Network of Concerned Farmers

34 Australian Conservation Foundation

35  Pure Harvest [Ceres Natural Foods Pty Ltd]

36 Dietitians Association of Australia

37 Ms Frances Murrell
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Population Health Queensland

NSW Department of Primary Industries
Sydney Food Fairness Alliance

Ms Sue Wilmott

The Rural Industries Research and Development Corporation's
Planning Institute Australia

Mr Jeff Bidstrup

Ms Janet Cox

Victorian Eco-Innovation Lab University of Melbourne
University of Sydney

Murray Goulburn Co-Operative Co. Ltd
CONFIDENTIAL

Fonterra Australia Pty Ltd

AG Force

Mr David Byard

Mr Louis R. Cook

Mr Russell Holland

Ms Estelle Ross

Mr Murray Brooker

Mr David Sheil

Ms Diane Evers

Ms Bee Winfield

Ms Susan Stewart

The Environment Association (TEA) Inc.
Tasmanian Institute of Agricultural Research
Meander Valley Council

Ms Prue Lee

Ms Marilyn Carter

Mr Marcus Kuhn

Ms Sue Wilmott

Ms Martine Traill

Ms Susan Lyle

Ms Julie Prowse

Ms Sue Patchett

Ms Pauline Roberts

Mr and Mrs Grant and Kaye Chambers

Ms Colleen Gardner

Mr and Mrs John and Vicki Brassil

Ms Lisa Barber

Wilmott Pastoral Pty Ltd Ms Margaret Wilmott
Ms Sue Cudmore

DAMA Partnership Mr and Ms David and Marguerite Alderice and Uther
Mr and Mrs Rod and Kelly Grant

Ms Petrina Ronald

Mr Derek Blomfield

Ms Susan Willis
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120
121
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129

Ms Peta Craig

Ms Rosemary Nankivell

Moonrocks Australia

Don’t walk, Run. PKL

Mackerras Pastoral Company

Dr Pauline Roberts

Ms Patricia Duddy

MS&A

T Bowring and Associates Pty Ltd
Department of Agriculture, Fisheries and Forestry
Cuthbertson Bros

Mr Philip Henty

Mr Geoff Brown

Ms Wendy Bowman

Smithson Planning Mr Neil Smithson
Mr Douglas Costello

Mr Bill McClumpha
CONFIDENTIAL

Sustainable Agricultural Communities Australia (SACA)
Growcom

AAPI Spinz

CONFIDENTIAL

Mr Rod Davies

Mr Ken Pattison

School of Environment and Society
Mr Tim Whincorp

Mr Daryl Weston

Wine Grape Growers Australia
National Farmers' Federation

Mr David Mond

University of Western Sydney

Mrs Carol MacKee

Ms Linda Andrews

Mr John Lawrence

Mr Gary Jackson

Mr Timothy Duddy

Ms Justine Jackson

University of Tasmania

NSW Farmers’ Association

Fair Dinkum Food Campaign

Mr Warren Buntine

Mr and Mrs Richard and Meg Bignell
Limberlost Dairy

R W Hodge and Son

National Association of Forest Industries
Tasmanian Suppliers Collective Bargaining Group
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130  Circular Head Dairy Farmers

131  Julian Cribb and Associates

132 L & B MacFarlane

133  Stroud Dairies

134  Mr Don Lawson

135 Mr Will Hodgman, MP

136  National Foods

137  Lake River Dairy

138  Department of Primary Industries, Parks, Water and Environment
139  Ms Colleen Dibley

140 Mrand Mrs Llew and Elaine Carter
141 SBS cibus

142  Mr John Hassen

143 Mr Tim Whincop

144  Ms Fiona Lake

145  Mr Gary Jackson

146  Shenhua Watermark Coal Pty Ltd

147  Name Withheld

148  Independent Dairy Farmers Ltd Franchisee
149  Mr Chris Russell

150 Doctors for the Environment Australia
151 Australian Conservation Foundation
152  Mr George Williams

153 Ms Dee Margetts

Note: This list includes all submissions lodged to date in relation to the committee's inquiry into
food production.
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Witnesses who appeared before the
committee at the public hearings

Tuesday, 6 October 2009

Convention Centre, Devonport

Tasmanian Suppliers Collective Bargaining Group
Mr Kemball Perkins, Chairman

Mr John Barker, Consultant

Mr Philip Beattie, Spokesman and Executive Member
Mr John Wilson

Department of Primary Industries, Parks, Water and Environment
Mr Kim Evans, Secretary

Circular Head Dairy Farmers

Dr Angelique Abbott, Representative

Fair Dinkum Food Campaign

Mr Richard Bovill, Co-ordinator

Tasmanian Institute of Agricultural Research

Mr Peter Tyson, Leader, Dairy Industry Development
Mr Mark Fergusson, Dairy Adviser

Dr Tony McCall, Private capacity

Mr Richard Oliver, Private capacity

Mrs Josephine Oliver, Private capacity

Miss Tracey Carter, Private capacity

Mrs Colleen Dibley, Private capacity
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Mr Dave Gribble, Private capacity
Mr Symon Jones, Private capacity

Mr Grant Rogers, Private capacity

Wednesday, 7 October 2009

Parliament House, Canberra

National Foods Ltd

Mr Ashley Waugh, CEO and Managing Director

Mr Conor O'Malley, Group Executive, Corporate Services & Logistics
Mr Glenn Bake, Farm Services Manager

Tasmanian Farmers and Graziers Association

Mr Chris Oldfield, Chief Executive Officer

Mr Alan Davenport, Chairman of the Dairy Council

Monday, 12 October 2009
Parliament House, Canberra

Mr Sidney Clarke, Private capacity
Mr David Gribble, Private capacity

Mr Symon Jones, Private capacity

Friday, 23 October 2009

Quality Hotel Melbourne Airport, Melbourne
Fonterra Australia Pty Ltd

Mr Bruce Donnison, Managing Director, Fonterra Ingredients Australia
Mr David Mallinson, Financial Officer, Fonterra Australia/New Zealand

Mr Robert Wilson, Private capacity
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Wednesday, 18 November 2009

Parliament House, Canberra

National Foods Ltd (Submission 136)

Mr Conor O'Malley, Group Executive, Corporate Services & Logistics

Mr Murray Jeffrey, General Manager, Milk Procurement & Inbound Logistics

Mr Paul Evans, Director, Government and Regulation
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Independent legal advise to the committee
on the revised National Foods contract with suppliers



THE AUSTRALIAN NATIONAL UNIVERSITY

ANU College OF LAW Canberra ACT 0200 Australia
Anne McNaughton Telephone: +61 2 6125 9619
Lecturer Facsimile: +61 2 6125 3971

Email: McNaughtonA@law.anu.edu.au

www.anu.edu.au

26 November, 2009
Mr Cleaver Elliott
Clerk Assistant (Committees)
Department of the Senate
Australian Senate
Parliament House, Canberra ACT

Dear Mr Elliott

Independent Adviceto the Senate Select Committee on Agriculture
on thefairness of arevised National Foods contract

| refer to our correspondence this week in the above matter. | attach my advice to the
Committee for its consideration. | hopeit is of assistance. Thank you for asking meto
provide thisadvice. Pleaselet me know if you have any questionsin that regard.

Yours sincerely,

Anne McNaughton

ANU College of Law
Australian National University
Canberra 0200 ACT

ANU CRICOS Code 00120C



Independent Adviceto the Senate Select Committee on Agriculture
on thefairness of arevised National Foods contract

| have been asked to advise on revisions that have been made to the National Foods Australia
Pty Ltd Tasmanian Farmgate Milk Supply Agreement a copy of which has been provided to
me. Specifically, | have been asked to advise:
= whether the revised contract isfair;
= whether the revisions meet the concerns expressed in submission 129;
= what revisions would be required to make the contract fair if the revisions do not meet
the concerns expressed in submission 129.

1. Istherevised contract fair
| have interpreted the term ‘fair’ to mean:
» reflecting areasonably balanced negotiating power between the parties to the contract;
= that both parties are able to protect their interests and assess, with a reasonable degree
of certainty, what their rights and obligations are under this contract; and
= that neither party is able to exert undue pressure to the detriment of the other party.

Therevised contract is, in this sense, fairer than the original version. Asthe following
comments indicate, there is still room for further adjustment. | do not have expertise in the
dairy industry. | am therefore unable to comment on the fairness of, for example, the
specifications producers must meet when supplying milk or the price National Foodsis
offering.

2. Concernsexpressed in submission 129 regarding the contract
| address below both whether the concerns in submission 129 have been met by the revisions
and if not, what revisions would be required to do so.

a) The submission raises concerns about instances in which National Foods reserve the right
to make or change the rules and contract processes. In clause 1.1, the Quality Assurance
Program is defined as one ‘reasonably approved’ by Nationa Foods. Similarly, the Milk
Supplier Audit Procedureis defined as a procedure ‘reasonably prescribed by National
Foods from time to time’ and the Specifications are defined as those set by National
Foods as amended by them from time to time.



The position of the parties would be more balanced, and the contract fairer, if both parties
were involved in deciding these matters. The definitions of the terms above could be
amended to read:
‘Quality Assurance Program... isone agreed upon by both parties'.
‘Milk Supplier Audit Procedure...isone agreed upon by both parties from time to
time';
Specifications are defined as those set by both parties as amended by agreement
between the parties from timeto time'.

b) The dispute settlement provision in Clause 11 could be amended to include a clause that
nominated athird party (eg., the Chairman of the Tasmanian Dairy Industry Authority or
his/her delegate) to settle the dispute between the parties.  This mechanism would prevent
asituation arising in which the parties are in dispute and unable to agree upon a mediator
to assist in resolving their dispute.

c) Clause 1.2 National Foods Australia Pty Ltd
| respectfully disagree with the interpretation of clause 1.2 in the contract that each
producer is potentially liable under this contract to the three companies referred to in
clause 1.2. The partiesto the contract are clearly identified and producers are only
contracting with National Foods Australia Pty Ltd (defined in clause 1.1 as‘We' and
‘Us’). Thisisreinforced by clause 18.8 which states that the relationship between the
parties ‘is one of principal and independent supplier’. Producers are not contracting with
National Foods Milk Limited; National Foods Dairy Foods Limited; or Butterfields
Speciaty Foods Pty Ltd. Theterm ‘agent’ in thisinstance is used in the popular sense, not
in the sense that National Foods Australia Pty Ltd creates legal obligations attaching to
agency between the producers and National Foods Milk Limited; National Foods Dairy
Foods Limited; or Butterfields Specialty Foods Pty Ltd.! However, the fact that National
Foods Australia Pty Ltd acts as a general commercial agent for these companiesis still
significant for producers. In simple terms, producers could be indirectly liable for losses
suffered by those companies that were caused by problems in the goods supplied by the
producers. Thisis so, notwithstanding that the indemnity clause has been removed from
clause 14 of the contract.

! See International Harvester Co of Australia Pty Ltd v Carrigan’ s Hazeldene Pastoral Co. ((1958) 100 CLR
644 at 652.



d) Clause 2: Purchase of Milk

f)

The amendments to this clause (particularly to sub-clause 2.7) have, in my opinion,

shifted the balance of obligations between the parties from a situation largely burdening
producers to a more balanced, fairer set of rights and obligations between the parties. As
noted in the legal advice provided, National Foods is under no obligation under the
contract to purchase ‘over contract’ milk. In my opinion, this term is consistent with my
definition of ‘fair’ set out above. Whether National Foods is obliged to purchase ‘over
contract’ milk or merely has a discretion to do so, is a consequence of the strength of the
bargaining positions of the respective parties. In its present form (favouring National
Foods), the term is no more unreasonabl e than it would be if it were an obligation and thus
favouring the producers.

| note an apparent omission in sub-clause 2.15 which, | believe, should read in part,
‘...during a Term will be reduced by any Logistics Charge which we charge You...’

Clause 4: Collection and Transportation of Milk

At 4.3, Nationa Foodsis required to inform the producer of the volume of milk it has
collected. This could be amended to require National Foods to provide a copy of the
recorded volume, although in practice this may already happen. Sub-clause 4.6(b) could
be amended to include atime frame or at least to stipulate a reasonable period of time
within which National Foods will notify the producer of any significant changes to milk
collection schedules. Thiswould better enable producers to protect their interests and to
assess their rights and obligations under the contract. Thetermisstill balanced in favour
of National Foods in that there is no obligation on their part to consult or negotiate with
the producer about any such changes to collection schedules. Logistics may require this,
however members of the industry would know whether thisis the case. Without knowing
more about what is involved in managing these schedules, | would not recommend this
clause be amended. However, | do point this out for consideration in any future contract
negotiation.

Clause 5: Quality and Sample Testing

Sub-clause 5.1 isweighted in favour of National Foods. This may be required for the
reasonable conduct of National Foods' business. The sub-clause could be amended to
provide that, in the event of a conflict between any of the regulations and the
Specifications, the final determination asto the standard to be applied will be decided by
agreement between the parties. At aminimum National Foods should be required to



9)

consult with the producer before making this decision. If the parties negotiate the
Specifications and other standards together, as suggested above, that might reduce or
remove the need for the provision in sub-clause 5.1. The provisionsin sub-clause 5.3
favour the interests of National Foods unfairly: National Foods can impose an
Improvement Program on the producer at the producer’s cost; however, the producer has
no opportunity to contribute to the development of such a Program. Given the
significance of this Program in the Supply Chain Audit procedure, this provision should
be amended. | suggest amending sub-clause 5.3(b) to read:
‘After each Milk Supplier Audit, We will set out in writing and provide to Y ou our
proposed Improvement Program for your consideration. The Proposed Improvement
Program will set out such measures as we reasonably believe are necessary to address
the Supply Chain issue identified by the Milk Supplier Audit, taking into account the
costs to producers of implementing such measures. The Proposed Improvement
Program will then be subject to negotiation with you, with an agreed Improvement
Program being implemented at your cost.’

Similarly, sub-clause 5.3(c) favours the interests of National Foods. A fairer provision
would be to amend sub-clause 5.3(c) to alow for athird party, rather than National Foods,
to assess the Improvement Program and the producer’ s compliance with their obligations
under the Agreement in relation to the Supply Chain. Alternatively, this assessment could
be carried out by representatives of both partiesto the contract.

Sub-clause 5.6 could aso be amended to more fairly balance the rights and obligations
between the parties. In its current form, the provision allows National Foods a discretion
to impose a Testing Surcharge if it is of the reasonable view that such atest is necessary.
A fairer provision would be to allow National Foods a discretion to impose the Testing
Surchargeif the additional testing reveals a problem or confirms the concern that
prompted National Foods to ask for the test in the first place.

Clause 7: Termination

One of the grounds for termination by National Foodsisif a producer engages in conduct
‘which adversely affects’ National Foods' reputation or the reputation of National Foods
trade marks: (7.3(a)(iii), 7.3(b)(ii)). There are equitable remedies upon which Nationa
Foods could rely rather than terminating the supply agreement. It is understandable why
National Foods might want to include in the contract some obligation on the part of the
producer not to harm National Foods' reputation, or that of its trade marks. However, the
term is drafted widely and could catch arange of legitimate conduct. (It isat |east



h)

1)

K)

arguable for example, that the present public dispute between National Foods and
members of the dairy industry could be regarded as such conduct). Given the importance
of the supply agreement to a producer, having a termination clause drafted thiswidely is

not, in my opinion, fair.

Clause 8.2: No Claims
In my view, the amendments that have been made to this provision have addressed the

concerns expressed in the submission and theterm isfair.

Clause 9: Assignment

The contract sets out clearly what the rights and obligations of each party are. It is not
clear therefore (apart from habit or convenience) why the producer must first ask
permission of National Foods before transferring or assigning the benefit of the contract,
whereas National Foods is under no such constraint. The contract itself deals with the
rights and obligations between National Foods and its contracting party, whoever that
party is. Any party receiving an assignment or transfer from a producer would have to
comply with the contractual obligations just as the producer itself was obliged to do.

Clause 10: Changein Your Operation
| suggest that sub-clause 10.2 be amended as follows:. ‘With Our prior written consent,
which will not be unreasonably withheld, Y ou may transfer....’

Sub-clause 18.9: Entire Agreement

| note the concerns raised in the submission about this clause. Thisisastandard clause
and not unfair to have included in the contract. The concerns raised by the producersin
their submission relate to discussions and percelved agreements with National Foods field
officers regarding things such as additional infrastructure development, increased herd
arrangements and milk pricing assurances. | recommend a separate clause be included
which identifies the capacity of National Foods' field officers to bind National Foods and
the extent to which the producers may rely on representations made by these field officers.
Even if such a clause were not included, | note that in some circumstances, equitable
doctrines such as promissory estoppel and unconscionability might provide producers
with protection where discussions, agreements and representations take place in the
context of the contractual relationship but outside the provisions of the agreement itself.



Concluding Remarks

| have not been asked to comment on the extent to which the Trade Practices Act 1974 (Cth)
might provide assistance to the producers and | have not done so. | note however that in sub-
clause 13.2 the statutory termsimplied into ‘ consumer’ sales by the Trade Practices Act 1974
(Cth) have been expressly incorporated into this contract. For the purposes of balance it may
be appropriate for relevant provisions of Part IVA of that Act (Unconscionable Conduct) also
to be expressly incorporated into the contract with the producer being defined asif they were

a‘consumer’ for the purposes of that part.

Anne McNaughton 26 November, 2009.
ANU College of Law

Australian National University

Canberra 0200 ACT

ANU CRICOS Code 00120C



	a01
	a02
	a03
	c01
	﻿Chapter 1
	﻿Introduction
	﻿Conduct of the inquiry
	﻿The committee's third interim report
	﻿Acknowledgement
	﻿Australian dairy industry 
	﻿Farm gate prices
	﻿Milk production
	﻿Dairy manufacturing 
	﻿Drinking milk 
	﻿Dairy markets

	﻿Deregulation



	c02
	﻿Chapter 2 
	﻿Issues 
	﻿Background
	﻿Farm gate price for milk
	﻿Transparency in pricing
	﻿Contracts
	﻿Viability of producers
	﻿Effect on regional communities
	﻿Role of the ACCC
	﻿Committee view


	e01
	﻿APPENDIX 1
	﻿Submissions Received as at 27 November 2009


	e02
	﻿APPENDIX 2 
	﻿Witnesses who appeared before the committee at the public hearings


	e03
	﻿APPENDIX 3
	﻿Independent legal advise to the committee on the revised National Foods contract with suppliers


	e03a

