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DAIRY OUTLOOK TO

bouyant world prices to ease

Dale Ashton

* World demand for dairy products is pro-
jected to continue growing over the medium
term.

* However, world dairy product prices are
projected to ease from current highs as world
exports grow faster than import demand.

* A major challenge facing the Australian
dairy industry is to maintain its competitive-
ness in export markets.

* Australian milk production is projected to
grow modestly over the next five years.

Prices rising in 2004-05

International markets for dairy products have
been characterised by rising prices since mid-
2002. Drought affected production in Australia
and New Zealand, combined with limited growth
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in EU milk production — because of supply
quotas — were key factors affecting world prices
in 2002-03. Since then, world export supplies
have remained constrained, particularly with
Australian production continuing to fall despite
improvements in seasonal conditions in many
dairy regions.

At the same time, world demand for dairy
products has continued to strengthen, largely
as a result of rising consumer incomes in major
importing countries and changing tastes and
diets in key developing markets.

... but projected to fall in real terms over
the medium term

Over the medium term, demand for dairy prod-
ucts is expected to continue growing along
similar trends to those observed over the past
decade. However, world export supplies are
projected to slightly outpace growth in import
demand over the medium term, resulting in
world dairy product prices falling from current
highs in real terms over the next few years.

For Australia, major challenges facing the in-
dustry will include its ability to maintain com-
petitiveness in export markets while provid-
ing sufficient returns to farmers to encourage
resources to remain in milk production. The
Australian dairy industry also faces potential
resource constraints over the next few years
— particularly the availability of scarce irriga-
tion water supplies — that may affect the rate of
growth in production over the medium term.
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Medium term outlook

Rising world consumption

Total world consumption of dairy products
has risen steadily over the past decade, mainly
because of increased cheese consumption. Also,
there have been significant percentage increases
in consumption of fresh dairy products (such as
yogurt), although from a low base.

Part of the rise in consumption has been
associated with population growth in ‘tradi-
tional’ dairy consuming markets such as the
United States and the European Union. More
significantly, though, per person consumption
of dairy products has been increasing in other
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markets such as south east Asia, Japan, China
and northern Africa.

With consumer incomes assumed to rise in
all major dairy consuming countries over the
medium term, world consumption of dairy prod-
ucts, particularly cheese and whole milk powder,
is projected to continue rising over the next few
years. However, the rate of growth in import
demand is expected to slow over the medium
term as a result of increasing domestic produc-
tion in several key importing countries such as
Mexico, China and Brazil.

Expanding world milk production

World cow milk production rose by nearly 1
per cent in 2004 to around 398 million tonnes,

World dairy product exports
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primarily the result of increased production in
India and China (USDA 2004). Among the major
dairy exporters, production rose by around 4 per
centin New Zealand but fell by 0.5 per centin the
European Union and 2.4 per cent in Australia.

Overall, there have been some changes in the
mix of dairy products produced by the major
exporting countries, with world exportsreflecting
increasing volumes of cheese and whole milk
powder being produced at the expense of butter
and skim milk powder.

Growth in world dairy product exports is
expected to occur at a slower rate than observed
over the ten years to 2002 (prior to the Austra-
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lian drought). Slow recovery in Australian milk
production from the 2002 drought and quota
constraints in the European Union are likely to
be the main factors constraining export supply
growth over the next few years.

However, an important feature of world dairy
markets is the relatively small proportion of
production that is actually traded. For example,
exports accounted for only 9.7 per cent of the
13.4 million tonnes of cheese produced globally
in 2004.

Dairy outlook

Increasing milk production in key importing
markets (see box 1 later) is expected to result
in some imports being displaced by domestic
production, particularly where domestic policies
are used to encourage milk production or trade
barriers raise the local prices of imports.

Cheese consumption growing worldwide

Continued strong demand for cheese in Japan
and the European Union, combined with reduc-
ed production in Australia and New Zealand,

2002 2003 2004 2005 2006 2007 2008 2009
Unit -03 -04 -05 f -06 z -07 z -08 z -09 z -10 2

World
Indicative price
Butter
— nominal USS$/t 1186 1621 2170 1700 1650 1 600 1550 1550
—real a US$/t 1246 1661 2170 1667 1586 1508 1432 1404
Skim milk powder
— nominal US$/t 1587 1862 2214 2 100 2 000 1900 1 800 1700
—real a US$/t 1668 1909 2214 2059 1922 1790 1663 1540
Cheese
— nominal USS$/t 1775 2358 2818 2 800 2725 2650 2575 2 500
—real a US$/t 1865 2417 2818 2745 2619 2497 2379 2264
Australia
Cow numbers b 000 2050 2036 2041 2 044 2057 2074 2092 2111
Yield per cow L 5037 4948 4983 5058 5102 5140 5172 5149
Production
Total milk ML 10326 10075 10170 10339 10495 10662 10818 10 870
Milk sales ML 1924 1961 1965 1958 1957 1961 1966 1970
Manufacturing usage ML 8402 8114 8205 8381 8538 8701 8 852 8900
Butter ¢ kt 149 122 130 136 131 129 128 130
Cheese kt 368 375 374 374 396 414 426 435
Skim milk powder kt 215 198 211 219 211 208 204 205
Wholemilk powder kt 170 168 163 163 168 176 184 195
Milk price de
—nominal d Ac/L 27.1 27.9 29.0 31.3 32.6 334 34.7 35.0
—real g Ac/L 28.4 28.5 29.0 30.6 31.1 31.1 315 31.0
Export volume
Butter ¢ kt 100 76 84 89 84 84 79 79
Cheese kt 208 212 213 215 236 236 265 265
Skim milk powder kt 181 155 167 175 166 166 158 158
Wholemilk powder kt 142 117 136 135 140 140 156 156
Export value
— nominal A$m 2378 2179 2713 2 886 3017 3048 3168 3152
—real g A$m 2493 2231 2713 2821 2877 2836 2876 2791

a In 2004-05 US dollars. b At 31 March on establishments with an estimated value of agricultural operations of $5 000 or more in 1998-
99, and at 30 June thereafter. ¢ Includes the butter equivalent of butteroil, butter concentrate, ghee and dry butterfat. d Includes freight fron
farm gate to processor in some states. ¢ Weighted average price of fluid milk and manufacturing milk. g In 2004-05 Australian dollars. f

ABARE forecast. z ABARE projection.

Sources: Australian Bureau of Statistics; Australian Dairy Corporation; ABARE.
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resulted in international spot prices for cheese
reaching a ten year high (in real terms) of around
US$2900 a tonne in December 2004. Australia
and New Zealand together supply around 40
per cent of world cheese trade, with Australia
the main supplier of cheese to Asia, particularly
Japan.

World cheese consumption continues to
grow steadily, mainly in response to economic
growth in Latin America, westernisation of
diets in Asia and the spread of fast food (such as
pizza) throughout the world. Japan, the United
States, the European Union and, on occasion,
the Russian Federation are the largest cheese
importers and consumers, while the Middle East
and north Africa are important markets for some
types of cheese.

Demand for cheese in Japan and western
European economies is expected to remain
strong over the medium term. Also, demand for
cheese in south east Asia is expected to remain
firm, with income growth assumed to remain
relatively strong.

At the same time, world cheese supplies
are forecast to remain constrained in the short
term before rising at an increasing rate as milk
production growth rises toward 2009-10. As a
consequence of these factors, international spot
prices for cheese are forecast to average around
US$2800 a tonne in 2005-06, before declining
to around US$2260 a tonne (in 2004-05 dollars)
by 2009-10.

Butter prices to fall in the medium term

The international butter market consists of two
distinct segments of roughly the same size:
anhydrous milkfat (AMF) and solid butter.
Import demand for AMF comes primarily from
relatively affluent countries in Asia and Latin
America that use it for commercial reconstitu-
tion of beverage milks and for products such as
ice cream. The major butter importers are the
Russian Federation, the Middle East and north
Africa, while New Zealand has quota access to
export butter to the European Union.
International spot prices for butter rose signif-
icantly in 2003-04, to average around US$1620
a tonne, largely reflecting strong import demand
from the Russian Federation, the Middle East
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and north Africa. Further placing upward pres-
sure on world butter prices was lower export
volumes (down 8 per cent) from New Zealand,
the world’s largest exporter of butter and butter-
oil. New Zealand accounts for around 50 per
cent of world butter exports (compared with
Australia’s 14 per cent).

Since the beginning of 2004-05, international
spot prices for butter have continued to increase,
reaching a high of US$2350 a tonne in December.
However, with demand for butter in the Russian
Federation forecast to ease, combined with small
increases in exports from Australia and New
Zealand, international spot prices are projected
to decline from recent highs (in both real and
nominal terms) over the medium term.

Milk powder demand to remain firm

Milk powders are widely imported, particularly
by tropical countries, for reconstitution into
beverage milks. Both commercial and home re-
constitution is common, and milk powders are
particularly important for feeding children.

In many countries, there has been a significant
shift away from commercial reconstitution of
skim milk powder in large plants using butter or
vegetable oils, toward decentralised use of whole
milk powder. This shift has been aided by the
greater reconstitution flexibility of whole milk
powder, advances in packaging technology that
enables whole milk powder to retain its flavor,
and changes in price differentials between skim
and whole milk powders. Use of milk powders
as ingredients in processed foods continues to be
relatively small in most importing countries.

Lower skim milk powder production in key
exporting countries, coupled with strong demand
from Asia and the European Union led to an
increase in world prices for skim milk powder
in 2003-04. Since mid-2004, reduced stocks in
the United States and the European Union have
provided further support for world prices. In
December 2004, international spot prices for
skim milk powder averaged around US$2250 a
tonne.

Over the past year, whole milk powder pro-
duction has been constrained as available milk
supplies have been directed toward higher priced
products such as cheese. The European Union,
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New Zealand and Australia accounted for around
38 per cent, 35 per cent and 17 per cent of world
exports respectively in 2003-04.

World demand for whole milk powder has
strengthened, partly as a result of strong income
growth in China and a resumption of trade with
Iraq. International spot prices for whole milk
powder reached a high of US$2350 a tonne in
December 2004.

Given relatively more favorable returns from
cheese, itis likely that an increased proportion of
milk will be directed into cheese production in
New Zealand and Australia. With Australia and
New Zealand accounting for 24 per cent and 31
per cent respectively, growth in world supplies
of milk powder is likely to remain constrained in
the year ahead.

In the short term, there is likely to be a slight
weakening in demand for milk powders as a
consequence of adverse affects on tourism of the
recent tsunami tragedy in southern Asia. These
effects are expected to be short lived, however,
with demand for milk powders in this region
forecast to strengthen as a result of follow-on
reconstruction activity.

Overall, demand for milk powders is forecast
to remain firm. With China, Japan and south
east Asia being the major importers, continued
strong income growth in the Asian region is
expected to provide support for world prices
over the medium term. However, competition
among milk powders — skim versus whole milk
powder — is projected to result in world milk
powder prices easing from current highs over
the medium.

Prospects for key importing and
exporting countries

Japan

Growth in demand for cheese in Japan remains
a key driving factor in world cheese trade. Since
2000, Japan’s cheese imports have risen by
nearly 5 per cent to around 215 000 tonnes in
2004 (USDA 2004). Rising consumer incomes
over the medium term are projected to result in
further growth in demand for cheese from Japan.
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Consequently, Japan’s cheese imports are fore-
cast to rise further over the next few years.

Russian Federation

The Russian Federation is a key market for
imports of both cheese and butter. Since 2000,
Russia’s cheese imports have more than tripled,
from 60 000 tonnes to around 190 000 tonnes
in 2004 (USDA 2004). Similarly, Russia’s butter
imports nearly tripled, from 60 000 tonnes in
2000 to an estimated 170 000 tonnes in 2004.

Increasing import demand from the Russian
Federation has largely been the result of reduced
domestic milk production. With economic
growth assumed to be lower over the medium
term in comparison with the period from 2000-
04, growth in Russia’s demand for cheese and
butter is forecast to slow over the next few
years.

European Union

Domestic consumption of fluid milk in the
European Union has remained relatively stable
in recent years, while cheese consumption has
been increasing and butter consumption has
declined. There has been no obvious trend in
consumption of milk powders aside from short
term fluctuations.

Although the European Union is a large
consumer of cheese, most cheese products are
produced domestically, with relatively small vol-
umes imported. Nevertheless, internal demand
within the European Union is extremely impor-
tant for world cheese trade because of the large
volumes produced and the potential for export-
able surpluses.

With economic growth in the European
Union assumed to improve moderately over the
medium term, internal demand for both cheese
and butter is forecast to increase slightly over the
next few years.

Administered prices and production quotas
are used for milk in conjunction with import
protection and domestic subsidies. For the 2003-
04 marketing year (April-March), the total quota
for deliveries to factories was 117.8 million
tonnes, with an additional quota of 1.2 million
tonnes for direct sales to consumers (Agra-
Europe 2004).
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In that year, Austria, Belgium, Denmark,
Germany, Ireland, Italy, Luxembourg, the Neth-
erlands and the United Kingdom exceeded their
quotas for deliveries to factories, producing a
combined 1.1 million tonnes above the quota.
Six other member states (France, Greece, Spain,
Portugal, Finland and Sweden) produced under
the quota by a combined total of 0.5 million
tonnes. Overall, EU milk production in 2003-04
was around 0.5 million tonnes above the quota
(DairyReporter 2004).

However, EU-15 milk production for the
first ten months of the 2004-05 marketing year
was around 1.4 million tonnes lower than in
the previous year. In contrast, most of the new
EU member states — ten countries (including
the large dairy producers Poland and Hungary)
joined the European Union in 2004 — reported
increased milk production, partly offsetting the

dairy outlook

declines in EU-15 production (the new member
states account for around 12 per cent of EU-25
total milk production) (AgraEurope 2004).

Over the medium term, EU-15 milk produc-
tion is forecast to expand in line with the quota
increases outlined in the CAP reform legislation.
Conversely, milk production in the new member
states is forecast to decline as new quota limits
and quality regulations force some producers to
leave the industry.

Also, reforms of the Common Agricultural
Policy scheduled for the European dairy market
from July 2005 mean that support prices for
butter and skim milk powder will be reduced by
7 per cent and 5 per cent respectively. The butter
intervention ceiling — 70 000 tonnes in 2004-
05 — will be reduced by 10 000 tonnes each
year until it reaches 30 000 tonnes in 2008-09
(AgraEurope 2004).

The key markets for traded dairy products glob-
ally are the Russian Federation, the Middle East,
north Africa, central and south America and south
east Asia.

Butter — New Zealand is the largest exporter of
butter and butteroil, accounting for around 50 per
cent of world exports in 2003. Australia accounted
for around 14 per cent of world butter exports in
2003. Major export markets for Australian butter
include Asia, Africa and the Middle East.

Skim milk powder — New Zealand is the
largest exporter of skim milk powder, accounting
for around 31 per cent of world trade. Australia
exported around 24 per cent of global exports
in 2003 and is the major supplier of skim milk
powder to south east Asia.

Whole milk powder — New Zealand and
Australia account for around 38 per cent and 17 per
cent of global exports respectively. Main export
markets for Australian whole milk powder include
Asia, Pacific countries and the Middle East.

Cheese — The European Union, New Zealand
and Australia make up around 40 per cent, 23 per

Box 1: Key importing and exporting countries

Share of world exports

Aus- New European Rest of

tralia Zealand Union  world

% % % %

Butter 14 50 26 10
SMP 24 31 16 29
WMP 17 38 35 10
Cheese 17 23 40 20

Exports of dairy products, 2003

Other N
United States [N
New Zealand [
U5

cent and 17 per cent respectively of world cheese Australia I

exports. Australia is the main supplier of cheese to

Asia, particularly to Japan. kt 1000 2000 3000
australioncommodities ¢ vol. 12 no. 1 ® march quarter 2005 79



dairy outlook

New Zealand

Although New Zealand produces less than 3
per cent of world milk production, it is one of
the world’s largest exporters of dairy products.
With around 3.9 million dairy cows producing
nearly 15 billion litres of milk, New Zealand’s
milk production has risen by over 20 per cent
since 2000. Much of this expansion has occurred
as resources have been shifted away from other
agricultural enterprises — primarily sheep and
deer — in favor of dairy cows (MAF 2004).

With only a small domestic market, the major
part of New Zealand milk production is manu-
factured into dairy products, much of which is
exported.

For the first six months of the 2004-05 finan-
cial year, New Zealand milk production was
below the previous year because of a cold, wet
winter. While production is expected to improve
over the remainder of the year, New Zealand
milk production for 2004-05 as a whole is fore-
cast to be down slightly.

Over the medium term, milk production is
expected to continue increasing in New Zea-
land. With its small domestic market providing
limited opportunities for expansion, any increase
in milk production will be exported as dairy
products.

The presence of tariff rate quotas in New
Zealand’s major markets of the European Union
and the United States mean that growth in
exports to these markets will be limited and New
Zealand will increasingly look to other markets.
However, the rate of growth in New Zealand
milk production is expected to slow over the
medium term because of fewer opportunities for
converting farms to dairying.

United States

US milk production in calendar 2004 rose to
near record highs as a result of low feed prices,
increased milk yields and higher farm gate
returns. Milk production in the United States
is forecast to rise slightly over the coming year,
with lower cow numbers being more than offset
by further increases in milk yields. Recovery in
supplies of bovine somatotrophin (BST) will be
an important factor contributing to increased

80

milk yields after BST supplies in 2004 were
limited by production difficulties.

As with the European Union, the United
States has a large cheese market that is primarily
sourced from domestic product. However, since
2000. US cheese imports have risen by over 15
per cent, from 186 000 tonnes to around 215 000
tonnes in 2004 (USDA 2004). US cheese de-
mand is projected to continue growing over the
medium term, resulting in further increases in
cheese imports.

North Africa

Since 2000, north Africa’s butter imports have
risen by nearly 29 per cent, from 49 000 tonnes
to around 63 000 tonnes in 2004 (USDA 2004).
Similarly, north Africa’s skim milk powder
imports rose by around 44 per cent and whole
milk powder imports rose by around 36 per cent.
Overall, the substantial rise in north Africa’s
imports of dairy products was largely the result
of increased imports by Algeria.

With income growth in north Africa assumed
to moderate over the medium term — largely
because of forecast lower oil prices — growth
in demand for dairy products in these markets is
forecast to weaken.

South America

Since 2000, south American whole milk powder
imports have declined by around 42 per cent,
from 219 000 tonnes to an estimated 128 000
tonnes in 2004 (USDA 2004). The decline in
imports was largely the result of increased
domestic milk production in Brazil offsetting
import requirements (Dobson 2003).

Brazil is the sixth largest milk producing
country in the world and its domestic produc-
tion has been rising by around 2 per cent a year
in recent years. With domestic production rising
faster than growth in domestic consumption,
dairy exports have been rising while imports
have fallen.

Argentina — producing around 8.5 billion
litres of milk a year — has traditionally been a
major exporter to Brazil. Argentina’s milk pro-
duction rose by more than 60 per cent between
1992 and 1997, but has since fallen by around
20 per cent, partly as a result of poorer returns
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as import demand from Brazil declined and as a
result of economic difficulties within Argentina
(Dobson 2003).

Mexico

Since 2000, Mexico’s butter imports have risen
by around 18 per cent — from 34 000 tonnes
to an estimated 40 000 tonnes in 2004. Simi-
larly, Mexico’s skim milk powder imports have
risen by nearly a third — from 129 000 tonnes in
2000 to around 170 000 tonnes in 2004 (USDA
2004).

Rising consumer incomes are projected to
result in stronger demand for butter and skim
milk powder over the next few years.

Also, Mexico’s overquota tariffs on skim
milk powder are scheduled to fall to zero in
2008. Argentina has already emerged as a strong
competitor in supplying dairy product imports
to Mexico, as Argentina has searched for new
markets to replace declining export sales to
Brazil (Dobson 2003). Mexico’s domestic milk
production is expected to increase modestly
over the medium term, but not enough to satisfy
increasing domestic demand.

South east Asia

Since 2000, Philippine butter imports have risen
by around 11 per cent, from 108 000 tonnes to
around 120 000 tonnes in 2004. Similarly, Indo-
nesia’s imports of skim milk powder have risen
by around 32 per cent, from 95 000 tonnes in
2000 to an estimated 125 000 tonnes in 2004.
Malaysian imports of whole milk powder
increased by 388 per cent over the same period
to around 83 000 tonnes in 2004 (USDA 2004).

With income growth in the Philippines, Mal-
aysia and Indonesia assumed to moderate over
the next few years, growth in demand for milk
powder imports to south east Asia is forecast to
weaken slightly.

China

Historically, consumption of dairy and milk
based products has been rare in China. A high
incidence of lactose intolerance, low level of
milk and dairy production, and no cultural his-
tory of consuming cheese or other dairy prod-
ucts combined to keep the market restricted.

australioncommodities ¢ vol. 12 no. 1 ¢ march quarter 2005

dairy outlook

More recently, the Chinese Government has
recognised the health benefits attributed to milk
and has encouraged and supported the develop-
ment of the dairy industry. For dairy products,
China’s commercial milk production is still
in its infancy — per person consumption of
dairy products averaged 6.9 kilograms in 2000
compared with a world average of 46.4 kilo-
grams per person (USDA 2003).

However, rising average annual incomes,
greater ownership of fridges and freezers,
increased exposure to western and interna-
tional cuisines and a greater array of goods in
the supermarket have all combined to increase
sales of dairy products in China. Imported milk
powders are used to supplement domestic milk
supplies for drinking milk and for manufactured
dairy products.

In 2004, China produced an estimated 22
billion litres of milk (double Australian produc-
tion) — Chinese milk production has increased
by 167 per cent since 2000. The expansion in
production has primarily been the result of
increased dairy cattle numbers.

Despite significant increases in milk produc-
tion, growing demand for dairy products has led
to sharp increases in imports in recent years.
Since 2000, China’s imports of whole milk pow-
der have increased by around 120 per cent, from
51 000 tonnes to an estimated 113 000 tonnes
in 2004.

Imports of skim and whole milk powders by
China are likely to continue increasing as demand
for milk powders grows with the increasing
requirements for the rapidly expanding food
processing sector and the need for milk powders
for children and infant formula.

Prospects for Australia

A major challenge facing the Australian dairy
industry is to maintain its competitiveness in
export markets. The longer term decline in the
number of Australian dairy farms is expected
to continue as higher cost operators leave the
industry.

Nevertheless, Australian cow numbers, milk
yields and milk production are projected to rise
over the medium term.
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Despite the sometimes regionally concen-
trated costs of the adjustment process, it will bring
significant future benefits in terms of improved
competitiveness in international dairy markets.

Market access restrictions and the use of sub-
stantial export subsidies distort international
trade in dairy products while uncertainty sur-
rounding the future of trade negotiations contrib-
utes to the challenges facing the industry over
the next few years.

High levels of protection in major dairy mar-
kets —including the European Union, the United
States and Japan — have a major impact on
global market conditions to the extent that they
distort trade by encouraging greater domestic
output and limiting market access.

For most dairy products, minimum access
quantities into major developed markets remain
small relative to total consumption in those coun-
tries and abovequota tariffs are still extremely
high.

Medium term outlook

The trend toward more intensive dairy farming
— particularly the greater use of supplementary
feeding of herds together with the economies of
scale associated with increasing herd size — is
projected to result in rising milk production over
the medium term. However, the rate of growth
in milk production is expected to be somewhat
slower than the rapid expansion observed during
the 1990s as a result of reduced incentives to
rebuild milking cow numbers because of fore-
cast flat farm gate milk prices in real terms.

The recently announced free trade agreement
with the United States stands to provide a small
benefit to the Australian dairy industry. For
example, the dairy industry will benefit from the
elimination of tariffs on exports within existing
quotas to the United States, although these tariffs
tend to be small. As well, Australian exporters
will have access to some additional dairy product
quota into the US market and, importantly, this
quota will grow gradually over time.

With cheese prices projected to remain stron-
ger than prices for other dairy products over the
medium term — largely as a result of increasing
per person consumption of cheese and the adop-
tion of more western style diets in Asia— cheese
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production is expected to increasingly domi-
nate Australian dairy exports over the next few
years. Overall, the total value of Australian dairy
product exports is projected to rise by around 6
per cent to around $2.9 billion (in real terms) in
2008-09.

Australia’s changing dairy industry

The dairy industry has gone though many chan-
ges in the past decade — including deregula-
tion of farm gate milk pricing arrangements
and mergers and rationalisation of processors
beyond the farm gate. Farms unable to main-
tain profitability have left the industry and the
remaining farms have increased both the size of
their operations, developing larger farms with
more cows, and the intensity in their operations,
by increasing the level of purchased inputs used
and raising stocking rates.

The average size of dairy farms has increased
by 36 per cent since 1991-92, while the number
of cows milked per farm has increased by over
45 per cent. In addition, milk yield per cow has
risen by around 23 per cent. The overall outcome
has been a 78 per cent increase in milk produc-
tion per farm since 1991-92.

However, drought in 2002-03 halted this
growth in Australian milk production. From a
peak of 11 billion litres in 2001-02, Australian
milk production fell by 8 per cent in 2002-03 and
by 2 per cent in 2003-04. For the first six months
of the 2004-05 financial year, milk production
was down by a further 0.9 per cent, with lower
production in states other than Victoria (up by
0.8 per cent) and Tasmania (up by 3.5 per cent).

Productivity growth

Productivity growth is a measure of the gains
from technological change and the adoption of
better farming methods to improve on-farm effi-
ciency. Annual rates of growth need to exceed
rates of decline in farmers’ terms of trade (ratio
of prices received to prices paid) for them to
maintain farm incomes.

Adoption of new technology and farm man-
agement practices has led to appreciable gains in
labor productivity and increases in milk yields
per cow and per hectare. The average rate of
growth in on-farm total factor productivity in
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the dairy industry was 3.1 per cent a year in the
decade to 1992-93, but then leveled off during
the next decade to 2002-03. One explanation
for the slowing of productivity growth is that
increases in grain feeding were not matched by
increases in milk output. Although dairy farmers
achieved higher growth in output of 5.9 per cent
a year, to obtain these increases they had to
increase their use of inputs by 4.7 per cent a year
and the average rate of growth in total factor
productivity has slowed to 1.2 per cent a year.

Drought significantly reduced total factor
productivity in 2002-03 and 2003-04, with
output falling significantly, accompanied by
only a small reduction in farm inputs in response
to high purchases of feeds.

Higher intensity production sysfems

There is a range of milk production systems
used by Australian dairy farms. These systems
are a consequence of differences in climatic
conditions across the country, the response of
producers to differing market requirements and
differences in the relative cost of a range of farm
inputs, including land, feed grains and irrigation
water.

Traditionally, milk production in Australia
has been mainly pasture based, but over the past
two decades there has been a large increase in the
intensity of production systems on dairy farms,
with higher stocking rates and more intensive
feeding practices.

Dairy farmers have increased on-farm feed
production through increased fertiliser and irri-
gation water use, pasture improvement, increased
planting of fodder crops and expanded use of on-
farm fodder harvesting, conservation and feeding
technologies. While these on-farm changes have
led to a substantial increase in production inten-
sity, an even larger increase in enterprise inten-
sity has been accomplished by increasing the use
of feed brought in from off-farm.

Resource constraints and the dairy industry

Both the quality and quantity of water resources
are critical issues for the Australian dairy
industry. As the dairy industry has expanded over
the past decade there has been increased demand
for scarce irrigation water supplies. For dairy
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farmers, areas of concern include water use effi-
ciency and effluent reuse as production occurs
on fewer, more intensively managed farms.

Increasing competition for water supplies has
contributed to rising water prices while uncer-
tainty over impacts of water policy reforms and
reduced allocations during drought have the
potential to constrain growth in Australian milk
production over the medium term.

For example, in South Australia all water
allocations have been capped and any further
expansion of the dairy industry will have to
be conducted within the current water alloca-
tions. Water trading and water utilisation will
be two of the options available for irrigators to
expand their existing irrigation areas. The ability
to utilise water to ensure the greatest return
will determine the opportunities for the dairy
industry to compete in a water trading market.
Also, high costs of river region rehabilitation
have increased pressure on the viability of some
dairy farmers in South Australia.
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MINERALS AND ENERGY OUTLOOK
Australian exports to be a record $81 billion in 2005-06

Andrew Maurer

* Growth in world consumption for most of
the major minerals and energy commodities is
forecast to decline in 2005, in line with weak-
er growth in global industrial activity.

* US dollar prices for most minerals and ener-
gy products traded on a spot basis are expect-
ed to decline in 2005 because of an increase
in world stocks, but prices for commodities
traded on annual contracts (such coal and iron
ore) are forecast fo increase significantly.

* The value of Australian exports of minerals
and energy commodities is forecast to rise by
20 per cent to a record $81 billion in 2005-
06, driven by significant gains in volumes and
prices for metallurgical and thermal coal and
iron ore.

* However, as increases in world supply are
expected to lead to sharp declines in real con-
tract prices for these bulk commodities beyond
2005-06, the real value of total Australian
exports of minerals and energy commodi-
ties is forecast to decline, despite the support
received from higher export volumes and an
assumed weakening of the Australian dollar.

World outlook

2005 outlook mostly unchanged ...

ABARE’s 2005 price forecasts for most of the
major minerals and energy commodities have

® Andrew Maurer ® +61 2 6272 2134 * amaurer@abare.gov.au

84

not changed significantly from the forecasts
made in the December issue of Australian Com-
modities, with the notable exceptions of zinc
and the contract prices for metallurgical coals.
Importantly, our view of the outlook for global
consumption for all commodities has changed
little because our assessment of the prospects
for growth in the major economies over 2005
remains largely unchanged.

Given ABARE’s assumption of lower growth
in world industrial activity in 2005 compared
with 2004, consumption growth is forecast
to decline for all major minerals and energy
commodities other than nickel.

Also, there have been no major revisions to
the forecasts of world production of the major
minerals and energy commodities. With only
small changes to the forecasts for production
and consumption over 2005, most forecasts for
stocks and prices remain close to the forecasts
released three months ago. Price forecasts for
metallurgical coal and zinc, however, have been
revised upward.

... except for metallurgical coal ...
Substantial increases in world blast furnace
output combined with limited additional supply
availability have placed significant upward pres-
sure on prices of metallurgical coals. Bench-
mark contract prices for metallurgical coal for
Japanese financial year 2005-06 (April-March)
were settled in late December at a higher level
than forecast.

The benchmark hard coking coal price in-
creased by around 120 per cent to US$125 a
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tonne, compared with ABARE’s forecast of a
doubling to US$115 a tonne. Prior to this rise,
the increase of 23 per cent for 2004-05 prices
was the largest increase in the past thirty years.
While the outcome was not substantially higher
than forecast, the US$10 a tonne difference led
to an increase in the forecast value of Australian
coal exports.

The range of negotiated price outcomes for
semisoft coals tends to be wider than for hard
coking coals as there is a greater variety of
coals in this classification. However, indicative
contract prices for semisoft coal almost doubled
to around US$85 a tonne, $40 a tonne lower
than the hard coking coal price. Semisoft coals
usually trade at a discount to hard coking coal
because of lower quality physical and chemical
characteristics. Despite this, some contracts have
been negotiated that package sales of semisoft
and hard coking coal together at the hard coking
coal price. As a result, the forecast average value
of Australia’s exports of semisoft coal has risen
for 2005-06.

... and zinc

The price of zinc is now forecast to increase by
17 per cent to US$1230 a tonne (US56¢/Ib) in
2005, rather than falling by 5 per cent as was
previously forecast. Zinc prices increased mark-
edly in late 2004 and early 2005 as stocks fell
sharply.

The average zinc price in January 2005 of
US$1246 a tonne (US57c/lb) was 18 per cent
above the average price in November 2004.
While stocks had been forecast to rise slightly in
2005, they are now forecast to decline following
a modest downward revision to world produc-
tion and a modest upward revision to consump-
tion.

The forecast growth in world refined zinc
production in 2005 has been lowered from 5.3
per cent to 3.5 per cent because mine output of
zinc concentrates is now forecast to be lower than
previously expected. The lower availability and
consequent higher than previously forecast price
of this feedstock for zinc refineries is expected
to result in lower growth in refined zinc metal
production. Further, the forecast growth in world
consumption of zinc metal in 2005 has increased
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from 2.2 per cent to 3.8 per cent, primarily
because the outlook for zinc consumption in
China is now expected to be more positive.

Mixed outlook for prices in 2005

Year average prices for most of the exchange
traded minerals and energy commodities, other
than nickel and zinc, are forecast to fall in 2005,
while prices of commodities traded on an annual
contract basis, such as coal and iron ore, are fore-
cast to rise substantially. Consumption growth
for virtually all minerals and energy commodi-
ties (with the notable exception of nickel) is
forecast to decline in 2005 as a result of lower
growth in global industrial activity.

Base metals prices
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Nickel is the only major commodity for which
growth in consumption is forecast to accelerate
in 2005. Growth in nickel consumption in 2004
was constrained by significant substitution away
from primary nickel in the production of stain-
less steel.

The recent trend toward higher substitution is
expected to slow in 2005 as a higher proportion
of growth in stainless steel output (the major end
use for nickel) is expected to occur in countries
that have relatively small reservoirs of scrap to
draw on, such as China. Developing countries
tend to have less scrap metal available as they
usually have a shorter history of metals intensive
economic growth than the more developed econ-
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TRENDS IN INTERNATIONAL DAIRY MARKETS

SPEECH BY GREG BEATTY
MANAGING DIRECTOR, NEW ZEALAND MILK (AUSTRALASIA)
OUTLOOK 2005
TUESDAY 1 MARCH 2005, CANBERRA

Thank you for the opportunity to be here today to address this important conference, it's
a pleasure to be here in Canberra.

Today | want to take the opportunity to discuss global dairy markets, the industry trends
that are shaping this highly competitive industry and the outlook we see for the dairy
sector in Australia and New Zealand.

Before getting into the topic, let me provide you with some background on Fonterra.

Background

As the largest dairy ingredients company in the world, ranked at number six in the
world’s top dairy companies, we naturally have a close interest in the global dairy
market. It's here we earn revenues of close on A$10 billion from our dairy ingredients

business, as well as our dairy consumer products company, New Zealand Milk.

We’re very much embedded in the global market, operating in 140 countries around the
world. Half of our 20,000 employees operate outside New Zealand, including 2,000 here

in Australia. So we bring a global perspective.

But it's important to add that we also bring a local perspective. The health of the
Australian dairy market is important to us, because we are very much part of it and we

want to see it grow and prosper.

In Australia we operate manufacturing, sales and export operations which generate
A$1.4 billion in turnover. Our partner Bonlac Foods, and our wholly owned Peters &
Brownes, together process nearly 16% of Australian milk.
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Many of our subsidiaries’ brands are household names, including Connoisseur ice
cream, Heart Plus milk, Western Star butter and the Perfect Italiano, Bodalla, Bega and

Mainland cheese brands.

We are fully committed to Australia and see much merit in strengthening the respective
positions of our industries. There is much to be gained from improving our global

competitiveness and from working together.

Global market outlook

Global trade in dairy is growing at around 2% per annum. This growth alone is on a par
with Australia’s total milk production.

Demand is being driven by different factors. In more affluent markets, consumers are
increasingly seeking foods which deliver specific health benefits. There is also growing
demand for convenience foods. In less affluent markets, growth is being fuelled by the
demand for low cost nutrition. Dairy meets all these requirements, presenting us with

excellent growth opportunities.

Meanwhile, supply is constrained. Stocks are low in the US and Europe. With demand
outstripping supply, we have a tight market for all commodities. Prices for products such
as butter, cheese and milk powders reached historical highs last season firming by an
average US$425 MT. They continue to be firm although we are not discounting some

softening next season.

Despite that caveat, there is good reason for confidence. We are in the midst of a
fundamental transition in the world market, where Australia and New Zealand are in the

box seat.
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The European Union’s influence on world trade is diminishing. For much of the last two
decades, the EU has been the world’s largest supplier, accounting for at least half of
world trade. Today, its role is decreasing because of internal reform, eastwards
expansion and World Trade Organisation pressure that is forcing the EU to cut back on
its use of export subsidies and restrict its production.

Europe’s share of global dairy trade is likely to continue to fall over the next decade,
despite some growth in unsubsidised, high value products such as specialty cheeses
and the as yet unknown potential of new EU members such as Poland, and non-

community members such as the Ukraine.

As the EU’s influence declines, there are no imminent threats to Australasia as the
region most likely to reap the benefits. While there is significant potential for Latin
America to emerge as a new low-cost producer of milk, that’s a longer-term prospect.
Russia and the Ukraine are also long term contenders, given their natural resources and
low costs. The United States, which could be a major exporter, currently remains
wedded to internal subsidies for its farmers and these impact on its international

competitiveness.

This situation will not last for long. New competitors will inevitably emerge, like Brazil or
Uruguay, who will challenge our low cost advantage. Further, international industry

consolidation is accelerating, fuelling further international competition.

Nonetheless, we have an excellent opportunity to take advantage of growing global
demand. New Zealand and Australia are ranked at one and three respectively in the
world as a source of supply, and combined, we outstrip the EU at number two. That’s a
good position to be in.

We should also be encouraged by the demand growth that’s right on our doorstep in
Asia.
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China is a classic example. Various initiatives by the Chinese Government and the State
Commission for Food and Nutrition, coupled with increasing affluence, mean urban
consumption, which is the dominant force driving overall dairy consumption in China,

has been increasing at 22% per capita, per annum, over the past five years.

And, even more positively, our respective governments are working hard to break down
the trade barriers that are a major constraint on growth. Due to market restrictions, only
7% of world milk production is traded internationally. Lifting that figure to 10% would

mean adding to world trade more than Fonterra’s current worldwide sales.

We’ve seen some very welcome progress on the trade front.

Australia has an impressive list of FTA successes — most recently Singapore, Thailand
and of course the US free trade agreement that has provided the Australian industry
some very useful extra market access. Australia is also considering an FTA with China
and is undertaking feasibility studies.

Across the Tasman, the New Zealand Government has done well, achieving a free trade
agreement with Thailand and moving ahead on free trade agreement discussions with
Chile, Malaysia and the Association of South East Asian Nations (ASEAN). In the case
of ASEAN, this is a joint negotiation with Australia so that is a good example of Trans
Tasman co-operation. And we look forward to both Australia and New Zealand

concluding FTAs with China, the most dynamic economy on the planet.

All these agreements open doors, especially in the dynamic eastern trading economies
so close to home, as we continue to pursue the big prize of more open multilateral trade
through the WTO Doha round.

So there are many benefits to New Zealand and Australia working together so that we
meet this global and regional demand efficiently and cost-effectively. And that's what we

are doing.
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But just meeting this demand is not enough — we need to work together to improve
productivity, we need to ensure that our industry remains at the forefront of market
industry trends, such as promoting dairy nutrition confidence and continuing to invest in

innovation. This will grow the dairy sector for everyone.

Cost efficient processing

Given international competition, constant productivity improvements need to happen at
every level to keep us ahead of emerging low-cost competitors. They are fundamental to
sustainability and long-term profitability. This is especially relevant to the Australian dairy

sector.

For manufacturers, this means we have to be able to process milk as efficiently as we
can, taking out all possible costs to give suppliers the best chance of receiving the best

milk price.

The Australian dairy sector is traditionally a good producer market with good pastures,
low costs, world class efficiencies and good quality products. Australia also has
advantage over New Zealand with a sizeable domestic market which provides a cushion

against the international marketplace.

So if Australia is good at dairy, and if global commodity prices are high, why isn’t the

sector doing better?

There’s no simple answer, but rather a whole series of influencing factors — the double
whammy of prolonged drought and the exchange rate, leading to escalating costs. Milk
supply is low, throughput is down, there is too much processing capacity, transactional
costs are too high, and there is insufficient scale.
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None of this information is new to anyone in the Australian dairy sector. It is well
acknowledged that some changes are needed to help restore the fundamental stability,
predictability and profitability of the sector so that it is not so vulnerable to external
forces, such as droughts and exchange rates, and so you can have greater confidence

in the future.

So we have to work hard on reducing costs, bringing transactional costs down,
increasing the scale and getting some better efficiencies into the sector. But this is not
all, the dairy industry also needs to grow the sector and promote the nutritional qualities

of dairy.

Promoting dairy nutrition

There is no doubt that nature has delivered us a superb nutritional cocktail in dairy. But it
is not enough for us to be convinced about dairy’s qualities. Consumers must also share

our confidence.

Walk through any supermarket and you see products directly positioning themselves as
dairy substitutes. We see products made of soy, rice, nuts, grains and oils all marketed
with the names consumers associate with dairy, such as cheese, milk, yoghurt or cream.

Many of these products are aggressively marketed, some with scientifically based health
claims being made, and verified, to encourage demand and to position these products

as a superior choice over dairy.

Substitutes like soy milks are often permitted to be fortified, in order to increase their
ability to position themselves as a dairy substitute. Yet their nutrient profile and

availability are often inferior to dairy.
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Our industry is working to ensure the public perception of dairy and its nutritional
qualities are shaped by us, not by competitors who position their products as healthier,
cheaper alternatives to dairy. We are building genuine, scientifically based confidence in
dairy itself and to stake dairy’s claim for the mantle of nutritional excellence.

Investing in innovation

While we will always compete head on in terms of developing innovative dairy solutions
for our customers and consumers, there are opportunities where as an industry, dairy

players are working together to innovate for the good of the sector.

| am thinking here of the big picture issues such as environmental sustainability and the
development of superior industry-driven systems for product traceability that meet
governmental and public demand for safe foods. Both of these areas are important to

growing the overall demand for dairy.

Sustainability is an important issue. It's pleasing that many of the world’s major food
manufacturers have recognised this issue and have formed the Sustainable Agriculture
Initiative, a group to which Fonterra belongs. This private sector initiative is taking a very
constructive lead in this area. It demonstrates awareness of the importance the food
industry places on sustainability. It also anticipates the likelihood of consumer pressure
and ultimately regulatory action to ensure sustainable agriculture.

The traceability issue is one which will become increasingly high profile. Indeed we have
the view that food safety and traceability regulations are likely to become the new trade
barriers. It is important that global standards are developed, rather than a patchwork of
country-by-country requirements. Our industry is demonstrating that we understand the
need for high traceability standards and accurate labelling and that we support the
development of regional or global standards that protect consumers without obstructing
trade. In particular, we are alert to opportunities to ensure any labelling requirements

ensure claims to the word “milk” remain with dairy.
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Conclusion

We see strong opportunities for Australia and New Zealand to grow the dairy industry.
The global outlook is good. Demand is growing — some of it right on our doorstep in
Asia. Australia and New Zealand share an outstanding pedigree as dairy experts. We
have a number of advantages from a cost perspective, we produce high quality products

and we have great farming regions.

The challenge for the dairy industry is to recognise these opportunities, so our growth
potential is not constrained to the 2% growth we see today. We need to keep costs low
and work on our productivity. We also need to build market confidence in dairy as the
ultimate nutritional product, particularly defending our position against the push for dairy
substitution. Finally, the industry needs to use innovation to underpin our competitive
advantage by developing superior systems for traceability and environmental

sustainability.
By raising our sights, and taking on these challenges, we will raise the volume and value
in the total dairy market, and realise opportunities for both the Australian and New

Zealand dairy industries.

Thank you

2030 words (about 20 minutes)
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a pleasure to be here in Canberra.

Today | want to take the opportunity to discuss global dairy markets, the industry trends
that are shaping this highly competitive industry and the outlook we see for the dairy
sector in Australia and New Zealand.

Before getting into the topic, let me provide you with some background on Fonterra.

Background

As the largest dairy ingredients company in the world, ranked at number six in the
world’s top dairy companies, we naturally have a close interest in the global dairy
market. It's here we earn revenues of close on A$10 billion from our dairy ingredients

business, as well as our dairy consumer products company, New Zealand Milk.

We’re very much embedded in the global market, operating in 140 countries around the
world. Half of our 20,000 employees operate outside New Zealand, including 2,000 here

in Australia. So we bring a global perspective.

But it's important to add that we also bring a local perspective. The health of the
Australian dairy market is important to us, because we are very much part of it and we

want to see it grow and prosper.

In Australia we operate manufacturing, sales and export operations which generate
A$1.4 billion in turnover. Our partner Bonlac Foods, and our wholly owned Peters &
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Many of our subsidiaries’ brands are household names, including Connoisseur ice
cream, Heart Plus milk, Western Star butter and the Perfect Italiano, Bodalla, Bega and

Mainland cheese brands.

We are fully committed to Australia and see much merit in strengthening the respective
positions of our industries. There is much to be gained from improving our global

competitiveness and from working together.

Global market outlook

Global trade in dairy is growing at around 2% per annum. This growth alone is on a par
with Australia’s total milk production.

Demand is being driven by different factors. In more affluent markets, consumers are
increasingly seeking foods which deliver specific health benefits. There is also growing
demand for convenience foods. In less affluent markets, growth is being fuelled by the
demand for low cost nutrition. Dairy meets all these requirements, presenting us with

excellent growth opportunities.

Meanwhile, supply is constrained. Stocks are low in the US and Europe. With demand
outstripping supply, we have a tight market for all commodities. Prices for products such
as butter, cheese and milk powders reached historical highs last season firming by an
average US$425 MT. They continue to be firm although we are not discounting some

softening next season.

Despite that caveat, there is good reason for confidence. We are in the midst of a
fundamental transition in the world market, where Australia and New Zealand are in the

box seat.
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The European Union’s influence on world trade is diminishing. For much of the last two
decades, the EU has been the world’s largest supplier, accounting for at least half of
world trade. Today, its role is decreasing because of internal reform, eastwards
expansion and World Trade Organisation pressure that is forcing the EU to cut back on
its use of export subsidies and restrict its production.

Europe’s share of global dairy trade is likely to continue to fall over the next decade,
despite some growth in unsubsidised, high value products such as specialty cheeses
and the as yet unknown potential of new EU members such as Poland, and non-

community members such as the Ukraine.

As the EU’s influence declines, there are no imminent threats to Australasia as the
region most likely to reap the benefits. While there is significant potential for Latin
America to emerge as a new low-cost producer of milk, that’s a longer-term prospect.
Russia and the Ukraine are also long term contenders, given their natural resources and
low costs. The United States, which could be a major exporter, currently remains
wedded to internal subsidies for its farmers and these impact on its international

competitiveness.

This situation will not last for long. New competitors will inevitably emerge, like Brazil or
Uruguay, who will challenge our low cost advantage. Further, international industry

consolidation is accelerating, fuelling further international competition.

Nonetheless, we have an excellent opportunity to take advantage of growing global
demand. New Zealand and Australia are ranked at one and three respectively in the
world as a source of supply, and combined, we outstrip the EU at number two. That’s a
good position to be in.

We should also be encouraged by the demand growth that’s right on our doorstep in
Asia.

Greg Beatty’s speech at ABARE'’s Outlook 2005 conference 3
Canberra, 1 March 2005
Final



China is a classic example. Various initiatives by the Chinese Government and the State
Commission for Food and Nutrition, coupled with increasing affluence, mean urban
consumption, which is the dominant force driving overall dairy consumption in China,

has been increasing at 22% per capita, per annum, over the past five years.

And, even more positively, our respective governments are working hard to break down
the trade barriers that are a major constraint on growth. Due to market restrictions, only
7% of world milk production is traded internationally. Lifting that figure to 10% would

mean adding to world trade more than Fonterra’s current worldwide sales.

We’ve seen some very welcome progress on the trade front.

Australia has an impressive list of FTA successes — most recently Singapore, Thailand
and of course the US free trade agreement that has provided the Australian industry
some very useful extra market access. Australia is also considering an FTA with China
and is undertaking feasibility studies.

Across the Tasman, the New Zealand Government has done well, achieving a free trade
agreement with Thailand and moving ahead on free trade agreement discussions with
Chile, Malaysia and the Association of South East Asian Nations (ASEAN). In the case
of ASEAN, this is a joint negotiation with Australia so that is a good example of Trans
Tasman co-operation. And we look forward to both Australia and New Zealand

concluding FTAs with China, the most dynamic economy on the planet.

All these agreements open doors, especially in the dynamic eastern trading economies
so close to home, as we continue to pursue the big prize of more open multilateral trade
through the WTO Doha round.

So there are many benefits to New Zealand and Australia working together so that we
meet this global and regional demand efficiently and cost-effectively. And that's what we

are doing.
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But just meeting this demand is not enough — we need to work together to improve
productivity, we need to ensure that our industry remains at the forefront of market
industry trends, such as promoting dairy nutrition confidence and continuing to invest in

innovation. This will grow the dairy sector for everyone.

Cost efficient processing

Given international competition, constant productivity improvements need to happen at
every level to keep us ahead of emerging low-cost competitors. They are fundamental to
sustainability and long-term profitability. This is especially relevant to the Australian dairy

sector.

For manufacturers, this means we have to be able to process milk as efficiently as we
can, taking out all possible costs to give suppliers the best chance of receiving the best

milk price.

The Australian dairy sector is traditionally a good producer market with good pastures,
low costs, world class efficiencies and good quality products. Australia also has
advantage over New Zealand with a sizeable domestic market which provides a cushion

against the international marketplace.

So if Australia is good at dairy, and if global commodity prices are high, why isn’t the

sector doing better?

There’s no simple answer, but rather a whole series of influencing factors — the double
whammy of prolonged drought and the exchange rate, leading to escalating costs. Milk
supply is low, throughput is down, there is too much processing capacity, transactional
costs are too high, and there is insufficient scale.
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None of this information is new to anyone in the Australian dairy sector. It is well
acknowledged that some changes are needed to help restore the fundamental stability,
predictability and profitability of the sector so that it is not so vulnerable to external
forces, such as droughts and exchange rates, and so you can have greater confidence

in the future.

So we have to work hard on reducing costs, bringing transactional costs down,
increasing the scale and getting some better efficiencies into the sector. But this is not
all, the dairy industry also needs to grow the sector and promote the nutritional qualities

of dairy.

Promoting dairy nutrition

There is no doubt that nature has delivered us a superb nutritional cocktail in dairy. But it
is not enough for us to be convinced about dairy’s qualities. Consumers must also share

our confidence.

Walk through any supermarket and you see products directly positioning themselves as
dairy substitutes. We see products made of soy, rice, nuts, grains and oils all marketed
with the names consumers associate with dairy, such as cheese, milk, yoghurt or cream.

Many of these products are aggressively marketed, some with scientifically based health
claims being made, and verified, to encourage demand and to position these products

as a superior choice over dairy.

Substitutes like soy milks are often permitted to be fortified, in order to increase their
ability to position themselves as a dairy substitute. Yet their nutrient profile and

availability are often inferior to dairy.
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Our industry is working to ensure the public perception of dairy and its nutritional
qualities are shaped by us, not by competitors who position their products as healthier,
cheaper alternatives to dairy. We are building genuine, scientifically based confidence in
dairy itself and to stake dairy’s claim for the mantle of nutritional excellence.

Investing in innovation

While we will always compete head on in terms of developing innovative dairy solutions
for our customers and consumers, there are opportunities where as an industry, dairy

players are working together to innovate for the good of the sector.

| am thinking here of the big picture issues such as environmental sustainability and the
development of superior industry-driven systems for product traceability that meet
governmental and public demand for safe foods. Both of these areas are important to

growing the overall demand for dairy.

Sustainability is an important issue. It's pleasing that many of the world’s major food
manufacturers have recognised this issue and have formed the Sustainable Agriculture
Initiative, a group to which Fonterra belongs. This private sector initiative is taking a very
constructive lead in this area. It demonstrates awareness of the importance the food
industry places on sustainability. It also anticipates the likelihood of consumer pressure
and ultimately regulatory action to ensure sustainable agriculture.

The traceability issue is one which will become increasingly high profile. Indeed we have
the view that food safety and traceability regulations are likely to become the new trade
barriers. It is important that global standards are developed, rather than a patchwork of
country-by-country requirements. Our industry is demonstrating that we understand the
need for high traceability standards and accurate labelling and that we support the
development of regional or global standards that protect consumers without obstructing
trade. In particular, we are alert to opportunities to ensure any labelling requirements

ensure claims to the word “milk” remain with dairy.
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Conclusion

We see strong opportunities for Australia and New Zealand to grow the dairy industry.
The global outlook is good. Demand is growing — some of it right on our doorstep in
Asia. Australia and New Zealand share an outstanding pedigree as dairy experts. We
have a number of advantages from a cost perspective, we produce high quality products

and we have great farming regions.

The challenge for the dairy industry is to recognise these opportunities, so our growth
potential is not constrained to the 2% growth we see today. We need to keep costs low
and work on our productivity. We also need to build market confidence in dairy as the
ultimate nutritional product, particularly defending our position against the push for dairy
substitution. Finally, the industry needs to use innovation to underpin our competitive
advantage by developing superior systems for traceability and environmental

sustainability.
By raising our sights, and taking on these challenges, we will raise the volume and value
in the total dairy market, and realise opportunities for both the Australian and New

Zealand dairy industries.

Thank you

2030 words (about 20 minutes)
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