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September 2013 Update
About this report

The Situation & Outlook process is designed to provide the Australian dairy
industry and its stakeholders with an overview of the entire industry supply
chain from dairy farm inputs to consumer markets.

This is the first update released for the 2013/14 season following the 2013
annual Situation & Outlook report. Previous Situation & Outlook reports can be
downloaded from the market situation and outlook page at
www.dairyaustralia.com.au.

The report has been compiled with input from industry organisations and dairy
companies, as well as a range of information sources.

This updated report:

Summarises the operating conditions facing the Australian dairy industry supply
chain, and ultimately affecting the profitability of dairy farms; and

Provides a brief overview of the current industry status and the situation and
outlook for the key drivers of the Australian dairy industry.
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Australian dairy supply chain in 
September 2013
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Two-speed industry continues export vs.
domestic supply regions.

Southern export producer farm gate prices
20%-25% higher more modest increases for
fresh milk production regions.

Seasonal conditions have improved, although
some regions are wetter than farmers would
prefer for this time of year.

Some rebound in sales for branded milk but
supermarket discounting in milk and cheese
still translating into margin pressure for
processors and manufacturers.

Early step-ups by some companies while
others remain in a more traditional pattern.

New entrants to domestic milk market
enhancing competition between processors
and improving prices on offer to farmers.

Cautious consumers, and reasonable growth in major
categories but dairy CPI down reflecting sustained
price discounting.

Dairy sales volumes up across major categories in the
latest June quarter. However, average returns remain
under pressure.

General feed input prices are still elevated, although
some price relief is expected this season.

Weaker Australian dollar is likely to place upward
pressure on pricing of imported inputs such as fuel
and some fertilizers.

Ongoing demand for export heifers supporting pricing.

Current milk prices and corn planting area appear
supportive of US production growth.

NZ seasonal conditions and milk pricing are encouraging
milk flows but weather remains critical.

Heavy buying to support local supply weakness in China
are helping support commodity prices at current levels.
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Global economy Global demand Australian market Global supply Inputs Exchange rates

Status

Major 
discussion 
points

•Ongoing economic 
problems in the European 
Union.

•German economy 
improving, but France and 
Spain facing ongoing 
challenges.

•US economic recovery 
may slow as a result of US 

its quantitative easing 
program.

•

continues to orchestrate a 
soft economic landing. 

•Australian economy 
remains unbalanced, but 
confidence buoyed by 
record low cash rate. 

•Slower demand from 
western markets, capacity 
constraints and adverse 
commodity prices 
challenging developing 
economies.

•Demand robust in 
light of high 
commodity prices.

•Ongoing high prices 
increase substitution 
risk and  longer term 
reduction in dairy 
demand.

•Economic unrest 
maintains market 
uncertainty. 

•Buyers focused on 
near term buying to 
avoid long term 
commitments at 
higher prices.

•Chinese demand 
remains robust for a 
range of 
commodities and 
value added 
ingredients.

•Milk sales volumes 
and value up, 
supported by 
branded recovery, 
but unit prices lower.

•

marketing strategy 
and increased 
promotional activity 
see bounce-back for 
branded milk but 
private label remains 
dominant in 
supermarket. 

•Discounting 
appears entrenched 
in supermarket milk 
and cheese sales.

•Domestic economic 
growth slowing 
further, 
unemployment 
edging up, and retail 
sales flat.

•US corn crop 
outlook remains 
positive means US 
supply growth likely.

•European production 
conditions mixed 
late improvement, but 
no overall growth 
expected this season.

•Tough conditions in 
Argentina cut growth 
outlook, but 
production growth 
expected in Brazil 
and Uruguay.

•Production 
conditions remain 
favourable in NZ, 
forecast of 4-5% 
growth.

•Australian 
production season 
looks positive, 
forecast growth of 
1%-3%.

•Fertilizer prices have 
generally softened, 
but price rises are 
possible given 
currency movements.

•Strong outlook for 
water allocations in 
the current season.

•Cull cow prices 
remain depressed, 
but ongoing demand 
for dairy cattle 
exports.

•Positive outlook for 
Australian winter 
crops, despite 
weather challenges.

•Fodder supplies still 
tight; strong 
production expected 
this season but 
contingent on spring 
weather.

•AUD in more 
favourable band for 
exporters at around 
90 US cents. 

•If US Federal 
Reserve decides to 
reduce quantitative 
easing, AUD is likely 
to drift lower. 

•Big 4 banks tipping 
AUD between 86-92 
US cents by end 
2013. 

•Weaker Japanese 
yen increasing price 
pressure for local 
importers. 

Key driver outlook

Operating conditions or key driver status:

Positive                            Steady              Negative 
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The Australian dairy industry in September 2013
– A 20-25% lift in farmgate prices for southern exporters, combined with a

lower Australian dollar (AUD) and improved seasonal conditions has seen a
positive start to the 2013/14 season. Farmgate prices for northern
domestic producers are also expected to lift, but not to the same extent.

– milk production finished the 2012/13 season down 3% at 9.2
billion litres as a geographically varied combination of lower milk prices,
high feed costs, difficulties in fodder sourcing and unfavourable weather
conditions reduced farmer confidence and constrained milk output in most
regions.

– In an update of the National Dairy Farmer Survey (NDFS) conducted in
early August, 73% of farmers were positive about the dairy
future. This represented a significant improvement in sentiment from the
February survey results (+29%), driven by increases in farm gate milk
prices, a lower AUD and generally more favourable weather.

– Nearly two thirds of farmers recontacted in August were feeling more
positive than they were in February; 29% felt the same as they did in
February, while 7% felt more negative than the previous six months.

– Improvements in sentiment were evident across all dairying regions, but
farmers in QLD and WA reported the least change since the February
survey. Reasons for QLD and WA sentiment were noted as concerns over
low milk prices, and especially for WA farmers, input costs remain a major
concern.

– Favourable weather conditions are being experienced by the majority
(57%) of farmers. The main exception is Tasmania (80% facing wetter
conditions than they would like) while more than a third of farmers in NSW
and Queensland are finding conditions drier than they would like.

– Despite the likely improvement in input conditions, the ability of individual
farmers to profitably ramp up production given favourable margins will vary
widely; with many needing to pay down accumulated debt and recover
herd condition before growth can be pursued.

– Murray entry into domestic market milk supply contracts has
enhanced competitive pressure for new contract negotiations.
Feedback from northern NSW suppliers suggests the new competitive
dynamic is increasing average farmgate milk prices.

– Latest Dairy Farm Monitor Project data for Victoria highlights the impact of
market and seasonal variability on Victorian farm profitability, with the
2012/13 season being the most challenging in a number of years
emphasising the importance of farm business management skills in
positioning dairy farm businesses for future success.

– Even though favourable conditions are being experienced by many
farmers, the outlook for milk production is mixed. Actual milk
production for the 2012-13 season was 6% lower than predicted by
survey respondents in February 2013. The largest declines occurred in
Gippsland (-11%) and South Australia (-9%).

– Dairy current forecast for milk production is for growth of
1%-3% to 9.3-9.5 billion litres for 2013/14. July production has followed
the 2012/13 trend: down 3.5% compared to July 2012 as seasonal calving
farms are yet to see cows return to the milking herd.

– Households remain cautious, and are saving a larger proportion of their
income instead of spending. Labour market conditions have shown further
signs of softening, further undermining discretionary spending.

– Overall retail sales were almost flat for the June quarter, rising just 0.1%.
The sluggish trend is in line with higher household savings ratios but at
odds with above average levels of consumer sentiment; commentators
suggest that higher petrol prices and heightened concerns about job
insecurity are the key drivers.

Fig 1 - Farmer attitude to future of the industry (%)

* Comparing responses from survey update respondents only (n=340)
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The Australian dairy industry in September 2013

– Signs of a stronger US economy have been emerging, but US monetary
policy and economic slowdown in China and other emerging markets
have eclipsed the Eurozone situation as the areas of
concern dampening the broader global economic outlook.

– Nevertheless, elevated international dairy commodity prices and a
lower AUD support potential upside to Australian industry returns; but
gains are also limited by factors including willingness to pay higher prices,
timing of sales, product mix, currency hedging policies, and input cost
pressures.

– Dairy companies should be better placed to earn higher export
earnings, translating international US dollar sales back into Australian
dollars.

– margins should also be bolstered given higher farmgate prices;
but the lower AUD is likely to feed into higher imported input costs and
offset some of the benefit of improved farmgate prices.

– China remains a primary driver of global dairy markets, importing
almost 440,000t of dairy product during Q1 2013, up 26% on the
corresponding period in 2012. The majority of import growth has been in
WMP (+61% to 175,000t) and liquid milk (+158% to 50,800t).

– Global dairy exports for Q1 2013 to South East Asia increased 2% to
almost 491,000t compared to Q1 2012. Exports to major markets
increased, with Indonesia (+13%, to 109,000t), Singapore (+2%, to
85,500t), and Philippines (+5%, to 91,300t) all improving, but difficult
economic conditions have contributed to dairy exports to Thailand
declining 11% to 47,000t during Q1 2013.

– Commodity prices have stabilised at levels much higher than
anticipated prior to the drought earlier this year in New Zealand severely
impacting milk production at the tail end of the season.

– Cheese has remained one of the most stable products traded in terms
of price. WMP on the other hand has been traded as a proxy for NZ milk
production outlook and hit new highs above US$5,000/t FOB (Free On
Board) shortly after news of the NZ drought hit market.

– EU-27 milk deliveries in the first half of 2013 were 1.4% lower than the
same period in 2012. Brazilian milk production is expected to increase
around 2.5% in response to higher farmgate prices, and Indian milk
production is also expected to grow 4-5% this season and enable Indian
processors to re-engage with international dairy markets.

– The outlook for the international dairy market looks positive, but there
are significant risks on the horizon. The potentially strong supply
response from New Zealand and the USA to high global prices could see a
sharp price correction as early as the beginning of 2014.

– Additionally, the lift in global commodity prices has reduced
affordability in some major importing markets, increasing substitution
risk and potentially reducing long term demand growth. Economic
challenges in key export markets may also temporarily set back demand
growth.

– This reinforces the observation that how dairy businesses operate during
the largely determines how well they can rebound following
more challenging seasonal conditions.

– According to processor end of season price indications available at
the time of writing, Australian farm gate prices are still expected to
finish the season around 25% up on the previous season.

Fig 2 - Spot commodity prices (USD/t FOB)
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– Despite the improvements in recent months, difficult conditions in the
2012/13 financial year resulted in less than half of dairy enterprises
(46%) being profitable for the year. Lower milk prices and higher than
normal input costs had a detrimental effect on operating profits. When
compared to the average profit levels of the previous five years, 80% of
farmers reported lower operating profit for the 2012/13 financial year and
less than 10% experienced higher profits than the average for the last five
years.

– Lack of profitability was most widespread in the WestVic and Dairy
Tas regions where less than a third of farmers reported a profit for the
financial year ending 2013. Profitability also suffered in SA and
Gippsland, but, the majority of farmers in Murray Dairy and Western
Dairy reported an operating profit. A higher proportion of farmers in
these regions also experienced higher profit than that averaged over the
last five years.

– Interestingly, there appears to be little correlation on a region-by-region
basis between perceptions of profitability and confidence in the future.
Negativity remains in SDP and WA two of the most likely regions to
have made an operating profit while confidence has grown in WestVic
and Dairy Tas despite these regions reporting lower than average
profitability for the 2012/13 season.
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In early August, 340 of the 1,000 dairy farmers that were surveyed in
NDFS were recontacted to update their intentions and

attitudes. Results presented here compare responses from these 340
farmers only.

Confidence has improved significantly over the past six months, with
73% of surveyed farmers fairly-to-very positive about the future of the
national industry up from 44% in February. The proportion of farmers
who felt very positive has increased from 5% to 12% while 61% are now
fairly positive compared to 39% in February.

As a result, 40% of survey respondents are now planning on-farm
capital investment in the next 12 months. This represents a significant
shift from the 29% reported in February.

For those farmers feeling more positive, improvements in farm gate milk
prices has been the key driver (62% cite this reason for their change in
sentiment). The simultaneous decline in the AUD and improvement in
weather conditions have also lifted farmer perceptions.

For the 7% of farmers who are more negative now than they were in
February, concerns about milk prices still being too low and input costs
being too high continue to affect their view of the future.

Increased confidence is particularly notable in Dairy Tas, Murray Dairy,
Dairy SA and Gipps Dairy; while in subtropical dairy (SDP) and WA regions,
short term changes in sentiment are less significant.

August farmer survey

Fig 3 - Positive attitude to industry future (%)

Fig 4 Profitability 2012/13 (%)
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August farmer survey
– Production levels for 2012/13 on survey respondent farms were

approximately 6% lower than anticipated during the February survey.
This is despite 33% of respondents reporting higher production levels than
initially anticipated. More than half of the farmers recontacted in August
reported production levels lower than expected in February. Tasmania and
NSW were the only regions where production was higher than initially
expected.

– Looking ahead three years, 61% of farmers expect higher production
levels assuming average rainfall and milk prices remain comparable with
current levels. The most optimistic regions are Murray Dairy and NSW
where 70% or more farmers are anticipating higher production levels in
2016/17.

– Production predictions for the next three years have not changed
significantly since February despite the significant shift in sentiment over
the past six months. These results suggest production intentions are
not necessarily linked to confidence or concerns with milk prices.

– Despite increased confidence in the future, only 15% of survey
respondents expect to have more cows in their milking herd over the
next 12m than they had anticipated in February. Overall there is no
significant change in average herd size estimates by region but the national
herd estimate is slightly lower than what was predicted in February. The
main reasons for lower estimates are more cows being sold or culled than
initially anticipated and lower in-calf rates for some farmers.

– Survey respondents suggest an average 14% of the herd failed to get in
calf during the 2012/13 financial year, but for the majority of farmers (57%)
in-calf rates for this period were comparable with the average for the past
five years.

– In line with increased confidence in the future of the industry,
investment intentions in the next 12 months have increased
significantly since the February survey. In August, 40% of farmers
surveyed said they were planning on-farm investment compared to 29% in
February.

– This positive view on investment is widespread across all regions with
laneways, dairy plant, shedding, water supply, fencing and feed pads
being the most likely areas for planned spend.
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Fig 5 Production predictions 2016/17 (%)
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The situation

– After hitting parity with the US dollar (USD) late in 2010 the Australian dollar
(AUD) traded between 95-110 US cents averaging around 103 US
cents before dropping to trade around 90 US cents from mid-May 2013.

–

What happened?

– Currencies are the most widely traded asset in a digitally globalised
market, and their exchange rates move in real time as traders react
swiftly to information affecting sentiment. The sharp AUD/USD movement
in May 2013 illustrates how sentiment can drive currency values.

– A weaker US outlook and lower USD, higher Australian interest rates
and commodity prices, plus the status as a proxy for exposure to
Asian growth supported a higher AUD during recent years.

– But in mid-May, the AUD weakened sharply on media speculation and
then official comments by US Federal Reserve Chairman Bernanke
about potentially scaling back QE the US Federal

asset-buying programme).

– The AUD subsequently continued moving lower on local and international
data highlighting inflation and declining manufacturing activity in China,
before fluctuating between 89c-93c averaging 91c.
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Industry insights Why did the Australian dollar drop?

– Given companies forward sell most exported dairy product, and may have
hedged at higher rates, higher commodity prices and the weaker
AUD/USD arrived too late to contribute significantly to 2012/13 season
returns.

next for the AUD?

– Having come down around 15% from its April peak, there are several
key factors that could drive the AUD lower:

(1) Further appreciation of the USD is expected in the short-term in
anticipation of the US (reduction of QE). This has
encouraged investors to switch from bonds into other assets such as
shares (reflected in the rise of the S&P 500: see fig 7).

Cheaper domestically sourced energy and a recovery in housing values are
also driving greater optimism about US prospects and favouring a stronger
USD.

(2) Concerns about financial stability and economic prospects.
Recent positive data from China has supported the AUD; but excessive
debt exposure and slowing economic growth raise the risk of a sharper
slowdown dampening income growth and demand in Australia.

(3) Broadly similar concerns (to those at (2) above) on emerging
economies including India (witnessing record depreciation of its currency),
Indonesia (experiencing lower growth and higher inflation), and Thailand
(technically in recession); negative sentiment taking the AUD lower as a

for Asia.

(4) Australian economic conditions: Record low interest rates, improved
property values and higher superannuation account balances are boosting
consumer confidence. However the lower rates and AUD have not
significantly improved business confidence, and business conditions remain
challenging with recent NAB survey data pointing to lower levels of activity
and profitability at almost five year lows.

• However, an emerging alternative view to a lower AUD sees a turnaround
in global economic activity lifting industrial commodity prices, along with
higher Australian bond rates, lifting the AUD into the mid-90 US cents
range.

Fig 7 Comparison AUD/USD and US S&P500 Share Index
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Global economy

– The global economy is showing mixed signals over recent months, with
renewed indications of recovery in the United States; a still tenuous
situation in Europe and emerging concerns about India and other
developing markets.

– The International Monetary Fund (IMF) has again revised its global
economic growth forecasts downwards given weaker demand and
growth in emerging market economies in particular.

– Signs of a stronger US economy have been emerging in housing,
investment and manufacturing, and the US is expected to achieve
higher growth up from 1.75% in 2013 to 2.75% in 2014. Although the
impacts of anticipated budget consolidation earlier in the year appear to
have been milder than expected, concerns about government spending
and labour market conditions still weigh on the outlook for the US
economy.

– Higher unemployment, uncertainty and recession still persist in
southern Eurozone member countries; but in August the wider 17-
member Eurozone showed some signs of slowly recovering. German
domestic demand and exports led positive Eurozone developments; but
that was partially eclipsed by doubts about (relatively weaker)
recovery on top of the ongoing concerns about southern member

debt and financial stability.

– The IMF and others still point to concerted policy action and an upturn in
global economic conditions as prerequisites for sustainable Eurozone
growth into the future.

– Downward revisions on growth projections for the BRICS (Brazil,
Russia, India, China and South Africa) have dampened the outlooks for
the emerging market and developing economies. A mix of slower export
activity, capacity constraints, adverse commodity price movements,
financial stability and policy issues have been the drivers. Nevertheless,
despite lower than previously projected growth levels, emerging

growth should still surpass economic growth forecasts for the
advanced economies for 2013 and 2014.

– capital investment has been slowing and concerns about
overcapacity and debt across all sectors are emerging. Yet
government is still expected to manage the transition toward slower, less
capital investment-led growth; and the Chinese economy is expected to
grow over 7% this year.

– India has seen its currency depreciate significantly over recent
months and its economy continues to face headwinds due to debt
issues, current account and budget deficits yet economic growth over
5% for 2013 and over 6% for 2014 is still expected.

– Cabinet Office has upgraded its economic outlook for the
country, from 2.5% to 2.8%, as a result of higher than anticipated
consumption and corporate spending. Nevertheless, there are doubts
around progress toward structural reform as well as the flow-
through effects of slower economic growth in China and emerging
markets.

– Oil prices have been firming over recent months given disruptions in
supply areas. Oil prices are facing upward pressure with the more
recent escalation of conflict in Syria on top of other regional
tensions, particularly those in Egypt. Higher oil prices may challenge
demand in developing countries that are both net importers and also
witnessing depreciation of their currencies.

– North African and Middle Eastern economic growth are supported
by increased oil production and domestic demand conditions.
However, any significant escalation of conflicts in the region poses a
threat to wider economic prosperity.

Fig 8 IMF World Economic Outlook Projections
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Global demand

– China remains a primary driver of global dairy markets, importing
almost 440,000t of dairy product during Q1 2013, up 26% on the
corresponding period in 2012. The majority of import growth has been in
WMP (+61% to 175,000t) and liquid milk (+158% to 50,800t)

– Global dairy exports for Q1 2013 to South East Asia increased 2% to
almost 491,000t compared to Q1 2012. Exports to major markets of
Indonesia (increased 13%, to 109,000t), Singapore (increased 2%, to
85,500t), and Philippines (increased 5%, to 91,300t) improved but difficult
economic conditions have contributed to global dairy exports to Thailand
declining 11% to 47,000t during Q1 2013.

– For the same period, global dairy exports to the Middle East increased 3%
to 380,000t; but remain 2% below Q1 2011, indicating recovery is still
underway. Dairy exports to key markets of UAE and Saudi Arabia
increased 22% to 72,500t and 9% to 100,000t for Q1 2013
respectively when compared to Q1 2012.

– Within North Africa, world dairy exports for Q1 2013 to Algeria were up
7% by volume to a shade under 80,000t (compared to Q1 2012) and the
Egyptian market also increased by 21% to 75,200t for the same period.

– The global economic situation continues to improve, although
inconsistently across major global economies, presenting a mixed
demand profile for global markets.

– In the EU, high unemployment, static or declining wages and austerity
measures are hampering retail consumption growth. Despite current
challenges, the consumer trend in favour of improved EU cheese and
fresh dairy product consumption is expected to continue.

– Commodity prices are holding around record high levels, exacerbating
substitution risks and discouraging long term buying in anticipation of
lower prices during the southern hemisphere peak production season.

– Global dairy trade volumes for the first quarter of 2013 increased 6%
on Q1 2012 up 174,000t to almost 3.1m tonnes. While butter and
SMP trade volumes declined 2% and 3% respectively, infant formula
increased 4% to 161,000t, while lactose trade increased 3% to 135,000t.
Despite starting from a low base, yogurt export volumes jumped more
than 50% to 92,000t for Q1 2013.

– While been improvement in many key dairy demand markets, a
more positive outlook for the US economy is supporting consumption.

– Rising home prices are allowing US consumers to feel more wealthy and
spend a little more, but access to finance remains a challenge. In the
broader US economy, GDP growth has been slow, but unemployment
levels have improved significantly.

– US cheese consumption has been reasonable with Nielsen reporting
Kraft total cheese sales up almost 6% in the 12m to August. US Census
bureau reported restaurant sales over US$45bn (up 3.5% year on year)
continuing the steady growth trend experienced over the last five years.

– Exports now account for 16.5% of US milk production up from 13%
last year. Cheese has been a major focus for US export growth in
traditional Australian export markets of Japan and South Korea with
US cheese export volumes more than doubling in the 5 years to 2012.

– Brazil continues to import large volumes of dairy product, primarily
WMP, SMP, whey powder, lactose and cheese (accounting for 84% of
dairy imports during Q1 2013. Brazilian demand is helping absorb milk
production growth in Chile, Argentina and Uruguay.

Fig 9: China Quarterly WMP Imports (tonnes)
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Australian market
– Available data for 2012/13 indicates total domestic sales volumes were

up across major product categories: butter (+3.1%), cheese (+3.2%)
and milk (+0.6%). However wholesale and retail prices have remained
under sustained pressure over the same period.

– Total supermarket milk sales grew in both volume (+3.1%) and value
terms (+4.3%) according to Aztec (MAT30/06/13). Total branded fresh
milk sales growth continued, recovering 2.8% volume share of total
supermarket milk sales over the year. This reflects the re-investment by
major processors in marketing and promotional effort since
milks were introduced as well as the success of the A2 brand which now
accounts for 5.5% of fresh supermarket milk sales (up from 2.6% in 2012).

– However, Aztec data for the quarter ending 30/06/13 suggests that
the overall branded bounce-back may have faded slightly, with branded
fresh white milk ceding share of total fresh white milk to private label, down
from the post-July 2012 high of 43% to 40% where it was in July 2012.

– Total deli and chilled cheese supermarket sales volumes increased
1.6% in the 12 months to the end of March 2013, but value was up
just 1.0%. Data is yet to become available, but cheese category value is
expected to be under pressure as a result of recently implemented
discounting strategies.

– The share of imports as a percentage of total Australian butter and cheese
sales declined in 2012/13, but still account for 20% and 22% (by volume)
of total Australian domestic butter and cheese sales respectively.

Fig 10 - % Volume s

– Consumer confidence was up 3.5% in August and is now back above
long-term average levels. Several factors have combined to improve consumer
sentiment: the 2.50% record low RBA cash rate has driven mortgage interest
rates lower, which together with higher superannuation balances and property
values have partially offset concerns about job security.

– Households nevertheless remain cautious, with the average savings rate
hovering just over 10% representing a savings pattern closer to that of over
two decades ago.

– Unemployment has edged upward (0.5% year-on-year to 5.7%) as mining-
related construction projects conclude and structural change continues across
non-mining sectors. As those developments proceed, unemployment is forecast
to rise to 5.8% in 2014.

– Retail sales were close to flat for the June quarter: food retailing rose 0.2%,
cafes, restaurants and takeaway food services was up 0.4%

– Despite the AUD declining since mid-May, inflation via higher import prices
has yet to register, but nonetheless remains a risk. Although CPI-measured
food and non-alcoholic beverages inflation rose 1.1% (year-on-year for end June
2013), dairy inflation was down -2.6%, given declines in the milk (-3.3%) and
cheese (-2.7%) components, as retail competition and discounting continue to
put downward pressure on prices.

Fig 9 - % Supermarket cheese sales
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Global supply

Europe

– EU-27 milk deliveries in the first half of 2013 (leap year adjusted) were
1.4% lower than the same period in 2012.

– The European season got off to a late and slow start, constrained by
pasture growth and quality issues across the western and central EU
during an extended period of cold and wet weather. Fodder harvests in
key regions were below average especially in northern Germany,
northern and eastern France, the UK and Ireland and high grain prices
have further impacted margins.

– Of the six larger dairy producing states, only the Netherlands and Germany
have shown growth to June up 1.7% and 0.4% respectively. The
remainder have seen intakes fall 1-5%, with the United Kingdom (down
4.9%) and Italy (down 5%) hardest hit.

– European farmgate milk prices have recovered strongly in 2013; with
the weighted average price of 34.26/100kg (AUD 53c/L) for May
around 10% higher than May 2012.

– With margins improving and fodder stocks recovering, EU milk production
is expected to sustain a higher shoulder season, matching 2012 output
for the full year (0% growth)

United States

– US milk production continues to show growth to July, with output up
1.1% for the month to 7.6 billion litres. Year to date, production has
increased 0.6% relative to the first 7 months of 2012 to 54 billon litres.

– Much of the growth has been in Midwestern states such as Wisconsin;
while in the west, Californian production has only recently ended a cycle of
contraction. An early-July heatwave dampened production for several
weeks; but intakes have since recovered.

– Milk prices are high in most regions, but high feed prices and lower
fodder quality due to weather issues are constraining the ability of
farmers to boost output further.

– However, this will change if grain and fodder crops reach their forecast
yields. Despite low carry-in stocks, good yields and high quality are
expected to see existing feed constraints relieved in coming months.

A significant milk production response is likely as margins and especially
the milk:feed ratio improve. The forecast for 2013 US milk
production is 92 billion litres, representing 1% growth on 2012.

Fig 11 - Average EU 27 milk price and milk deliveries
Fig 12 - US milk:feed ratio and average US milk price
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Global supply

Australia

– milk production finished the 2012/13 season down 3% at 9.2
billion litres as a geographically varied combination of lower milk prices,
high feed costs, difficulties in fodder sourcing and unfavourable weather
conditions conspired to erode farmer confidence and constrain milk output
in most regions.

– With global dairy markets now dealing with a supply shortfall and the AUD
having sharply depreciated against the USD, farmgate prices for the
2013/14 season opened around 20-25% higher than last year in export
regions.

– Cost and availability of feed inputs are likely to improve as the season
progresses. However the ability of individual farmers to profitably ramp up
production given favourable margins will vary widely, with many needing to
repay some accumulated debt and recover herd condition before a growth
strategy can be pursued.

– current forecast for milk production is for growth of 1%-3% to
9.3-9.5 billion litres for 2013/14. July production has followed the
2012/13 trend down 3.5% compared to July 2012 as seasonal calving
farms are yet to see cows return to the milking herd.

New Zealand

– NZ finished its 2012/13 season (June-May) 1% down with the last
three months of the season seeing a 25% drop in production relative to a
year before due to the effects of the early 2013 drought.

– Production for the month of June was down 7% on June 2012,
although June typically represents around 0.5% of the season total.

– Climatic conditions have been largely favourable since the drought
broke in April, and warmer weather through July has supported
favourable pasture growth conditions. The three month climatic outlook
suggests warmer than average temperatures are likely to persist through
early spring.

– However, fodder and debt challenges remain, and the Ministry of Primary
Industries (MPI) expects production growth of 4-5% for 2013/14.

South America

– Brazilian milk production is expected to respond to higher farmgate
prices and reach full year growth of around 2.5% for 2013, with growth
concentrated in the second part of the year. First quarter milk collections
were 1.4% above 2012 levels. Despite these trends, faster growth in
domestic consumption means Brazil is likely to remain a net importer in the
short to medium term.

– A difficult start to the year from both an economic and political standpoint
has seen Argentinean milk production fall 5.1% in the six months to
June; however recovery is underway, with June up around 5.6%. Uruguay
meanwhile, has seen three months of positive growth, culminating in
4.4% expansion in July; but remains down 0.9% for 2013 to date.

China

– Projections of 6% growth in Chinese milk production (to 36 billion litres) as
recently as June are tempered by emerging reports suggesting intakes
are now well down on previous years; primarily due to localised
production issues. Regular data is not available, however such reports
correlate well with robust Chinese purchasing behaviour on international
dairy markets of late.

India

– Indian milk production is expected to grow around 4-5% this year,
outstripping domestic demand and reducing the perceived need for export
restrictions aimed at keeping domestic prices low.

– growing presence as an exporter on international dairy markets has
been exemplified by the addition of the Gujarat Cooperative Milk
Marketing Federation (GCMMF) the biggest exporter and
marketer of the Amul brand to the GlobalDairyTrade online auction
platform in June.

– GCMMF expects SMP exports to increase by over 50% to 100,000 tonnes
this year, driven by the devaluation of the rupee and the contamination
issues affecting New industry.
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Inputs
Feed grains

– Grain prices on global markets have remained at high levels for the past 12
months, primarily as a result of drought-affected 2012 harvests in the US
and eastern Europe. With a record 2013 US corn crop looking
increasingly likely, and healthy signs from European harvests nearing
completion, prices are now under pressure.

– In the EU, crops have defied a long winter and hot spells through summer
to produce a projected 4% more wheat and 12% more corn than last year.
The Black Sea region is expected to see a strong rebound from last
drought, despite rain slowing down the later stages of the harvest in
Russia and Kazakhstan.

– In stark contrast to September 2012, US crops are in good condition
particularly the corn crop, which the USDA expects to produce 28%
more than last drought-ravaged harvest and at 350 million
tonnes a record volume.

– A steady stream of exports through early 2013, strong demand from
feedlots and a falling AUD have complicated matters for local feed
grain buyers. With a healthy Australian crop looking likely but still far from
realised, Melbourne-delivered feed wheat prices are only slightly (5%) lower
than last year at $294/t, while barley prices slower to rise in 2012
remain 2% up on year ago levels at $268/t.

– Assuming favourable spring rainfall sets up a reasonable Australian crop,
prices are likely to move lower in the coming months. The extent of this
movement will depend on currency movements and the demand response
stimulated by price falls.

– The ABARES September Crop Report estimated that the total winter
crop will reach just over 39 million tonnes up 7% on 2012/13. This is
despite a slight decrease in planted area, and reflects an expected
increase in yields especially in Western Australia (WA) where dry
conditions during the 2012/13 season were particularly damaging.

– ABARES anticipates 11% growth in wheat production to 24.5 million
tonnes, and a 13% increase in barley production to 7.7 million tonnes.

– Growing conditions have been variable over the winter period, with
favourable weather in Victoria and South Australia but dry conditions
causing concern in cropping areas of Western Australia and more recently
in New South Wales and Queensland. ABARES maintains that prospects
for overall winter crop production remain positive, but with many areas
currently experiencing low levels of soil moisture, timely rainfall through the
remaining months of the growing season will be a key factor in realising
projected yields.

– According to the Bureau of Meteorology (BOM), the outlook for cropping
regions in the south-east is for wetter than average conditions, while the
rainfall outlook for south-west WA is neutral.

Hay 

– Fodder stocks have been extremely low for several months, with many
farmers finding product difficult to source. Alternative feeds such as
almond hulls have made their way into rations on many farms.

– As pasture growth accelerates, reduced spot demand is causing prices to
ease from winter peaks.

– With a favourable rainfall outlook on the east coast and positive price
signals to growers, substantial rebuilding of fodder supplies is likely.
However low carry-over stocks heading into the new season suggest that
the risk of fodder supplies again becoming tight in 2014.

Fig 13 - Feed grain prices (AUD/tonne)
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Inputs
Fertiliser

– Global benchmark fertiliser prices have generally softened in the past
12 months, as slow buying sees inventories accumulate.

– However, major suppliers are not particularly concerned given falling coal
prices have reduced production costs for Chinese urea producers, and
supported strong margins.

– Large North American inventories, a weakening outlook for grain prices
and cautious buying are also seeing phosphate prices drift downwards.
Recent depreciation of the Indian Rupee has reduced the affordability of
phosphate in that major import market.

– One commercial development that has the potential to significantly affect
the global potash market was the split between of Belarus
and of Russia two companies that jointly controlled around 43%
of global potash exports. In the event of a price war, there are suggestions
that global potash prices could fall as much as 25%. Whilst analysts
maintain this outcome is unlikely, an ongoing oversupply of potash is
likely to see further easing in prices in coming months. Australia
imports all of its potash fertilisers, so this could help offset the loss of
purchasing power associated with the recent depreciation of the AUD in
the short term.

Water

– Water allocations for the 2013/14 season have been progressively
updated since July, with seasonal outlooks suggesting all northern
Victorian systems are expected to achieve 100% allocations by
February 15th at the latest, even under dry conditions.

– The Goulburn, Loddon and Campaspe systems are already at 100%
allocation and the Murray system is at 66%. The Broken and Bullarook
Creek systems meanwhile, have reached 42% and 20% respectively.
Temporary water prices are hovering around $55 per mega litre.

– Allocations for Macalister Irrigation District are at 90% - the
maximum available prior to the conclusion of the spill period.

– Most climate models surveyed by the Bureau of Meteorology support a
neutral El Niño/La Niña outlook through the rest of 2013, with one
model suggesting a brief period of La Niña-like cooling in the tropical
Pacific Ocean.

Cows

– Despite the difficult season, cull cow sales volumes declined 5% over
2012/13 likely impacted by prices around 16% lower on average.

– Live dairy cattle exports jumped 34% to 87,310 head in the 12 months
to June 2013 with the bulk of the extra shipments occurring in the
October-March period.

Fig 15 - Dairy cattle export volumes No. head

Fig 14 Water allocations Goulburn system

0%

20%

40%

60%

80%

100%

1 Jul 1 Aug 1 Sep 1 Oct 1 Nov 1 Dec 1 Jan 1 Feb 1 Mar 1 Apr

2006/07 (7 years ago) 2008/09 (5 years ago) 2010/11 (3 years ago)

2012/13 (last year) 2013/14 (This year)

0
20,000
40,000
60,000
80,000

100,000

20
04

/0
5

20
05

/0
6

20
06

/0
7

20
07

/0
8

20
08

/0
9

20
09

/1
0

20
10

/1
1

20
11

/1
2

20
12

/1
3



Dairy 2013: Situation and Outlook  September Update 17

– The big four Australian banks have a forecast range for the AUD of 86-92
US cents by the end of 2013. This is in line with the 88 US cents forecast
average, according to a Bloomberg survey of 51 financial institutions,
suggesting a range for the AUD of between 82-102 US cents by the end of
2013.

– However, the same 51 institutions forecast the AUD could be trading in a
lower range between 73-102 US cents by the middle of 2014. The big
four Australian banks have a lower forecast range for the AUD of 80-87 US
cents for 2014.

– Average SMP prices over the latest quarter are 60% higher than they
were for the same quarter last year; elevated SMP prices have kept the
affordability index well inside territory since 2013
commenced.

– Affordability decreased significantly in April as SMP prices spiked to
record levels; prices have remained high outweighing favourable currency
movements against the USD in some importing countries; Japan and Korea
have seen significant depreciation in their currencies against the USD.

– Signs of a strengthening economy in the US combined with lingering
concerns about EU economies, plus more recent concerns arising about
financial stability in emerging markets have generally been favourable for
the USD.

– However, there has been downward pressure on the USD resulting from
bond asset sell-offs (driven by easing concerns); and
currency adjustments by central banks in India, Indonesia and other
emerging markets.

– More favourable sentiment and greater upward pressure on the USD has
developed in recent months in the wake of positive US data on payroll and
manufacturing activity suggesting improved economic conditions.

– While high unemployment and fiscal stability concerns persist in Europe;
better than expected Eurozone economic performance has contributed
to a stronger euro against most major currencies.

– QE has driven the yen significantly lower against the USD, but
growing national debt and fiscal policy concerns may prompt markets to
push the yen further down.

– With the stronger US outlook, and downward revisions to
economic growth forecasts as well as the 0.25% cash rate cut (to a
2.50% record low), market sentiment is weighted towards the AUD
moving lower against the USD and other currencies.

Exchange rates

Fig 16 - Exchange rates vs. USD 

Fig 17 SMP import affordability index. Feb 2005 = 100
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DEPIV Dairy Farm Monitor Project

*Excluding capital appreciation

– The Dairy Farm Monitor Project (DFMP), is a joint initiative between the
Department of Environment and Primary Industries Victoria (DEPIV)
and Dairy Australia, which aims to provide the dairy industry with farm
level data relating to profitability and farm performance. Longer term trends
in profitability are also reported.

– The DFMP provides a financial and physical analysis of 75 dairy farms
from three Victorian dairying regions; Northern Victoria, South West
Victoria and Gippsland. Some key results from 2012/13 monitor farms are
shown in the following table; while further detail can be found at;
www.depi.vic.gov.au/dairyfarmmonitor.

– Following on from relatively high milk prices in 2010/11 and 2011/12; in
2012/13 the average milk price across the state fell by 11%, from
$5.52/kgMS to $4.90/kgMS.

– Input costs rose during the year with feed costs in particular reaching
their highest level in four years. This rise was driven primarily by the
increased cost of concentrates which rose by 14% to $336 per tonne of
dry matter.

– Adding to the challenging market conditions, seasonal conditions
across Victoria were drier than usual, with lower than average rainfall
recorded across the majority of three dairying regions severely
impacting profits.

– The combination of challenging market and seasonal conditions saw the
average return on assets across Victoria fall from 5.0% in 2011/12 to
0.7% in 2012/13. The range was -11.5% to 10.2%, and 43 of the 75
participant farms had a positive return on assets.

– A historical analysis over the past seven years of the project showed that
the 2012/13 season will go down as one of the most challenging since the
drought of 2006/07. In Northern Victoria, real returns dipped to their
lowest level since 2009/10 while farmers in the South West and Gippsland
reported real returns similar to those recorded in 2006/07.

State North South West Gippsland

No of farms 75 25 25 25

Herd size 323 300 369 299

Milk solids 
(kgMS/cow)

495 518 506 462

Milk price 
($/kg MS)

4.90 5.05 4.90 4.75

Return on 
assets*(%)

0.7 2.2 0.2 -0.2

Total cost of 
production
($/kgMS)

$5.24 $5.15 $5.28 $5.30

Equity (%) 61 55 59 67

Fig 18 - Key physical and financial results for DFMP 2012/13

Northern Victoria

– In Northern Victoria average annual rainfall was 71% of the long term
average. There was 100% determination of high reliability water shares
(HRWS) in all districts and a large amount of carryover water available.
Large volumes of temporary water were also purchased helping to reduce
the impact of the drier conditions. Increased water use saw irrigation
costs rise by 48%, which contributed to a rise in total feed costs of 29%
to $3.34 per kilogram of milk solids.

– Average milk price in the region fell by 10% to $5.05/kgMS. These
factors resulted in average whole farm earnings before interest and tax
(EBIT) falling by two-thirds to $77,779 in 2012/13 while return on assets
fell to 2.2%. Average net farm income was -$4,711 and average return on
equity was -2.8%.

http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
http://www.dpi.vic.gov.au/dairyfarmmonitor
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DEPIV Dairy Farm Monitor Project

South West

– In the South West of Victoria, spring rainfall was below average for the
second consecutive year; the first time that this has occurred since
the drought of 1981/82. Despite this, the 2012/13 spring was slightly
better than that of 2011/12, resulting in a rise in the amount of fodder
conserved.

– However, with spring again cut short and most of the region experiencing
low rainfall from October 2012 to June 2013, much of this conserved feed
was fed back to stock in the short term; with many farmers being forced to
purchase additional fodder during the autumn.

– While seasonal conditions caused feed costs to rise by 11%, total variable
and overhead costs remained relatively stable as farmers clamped down
on overhead costs. This was particularly the case for repairs and
maintenance and employed labour. The milk price fell by 12% in the
South West, closing the year at $4.90/kgMS.

Fig 19 Average return on assets and milk price

– Return on assets for farms in the South West fell to 0.2% in 2012/13
and whole farm earnings before interest and tax to $61,888.
Comparatively high interest and lease costs saw average net farm income
fall to -$98,128 with 22 of 25 farms in the sample recording a loss for the
financial year.

Gippsland

– Following a very wet 2011/12, Gippsland experienced drier than
average conditions in 2012/13. As a result many farmers drew heavily
on long term stores of fodder resulting in an average feed inventory loss of
$27,696. In the Macalister Irrigation District, allocations closed at 100% of
high reliability water shares plus 20% of low reliability water shares.
However, the dry conditions prompted many farmers to dry off portions of
their land in order to maximise water use efficiency on their better country.

– The milk price declined 12% to $4.75/kgMS while variable costs rose
by 10% due mainly to increased feed costs. Overhead costs also rose in
Gippsland, climbing 13% to $2.28/kgMS driven by increases in repairs
and maintenance and labour costs.

– In what was a difficult year for many Gippsland farmers, average return on
assets fell to -0.2% with average whole farm earnings before interest and
tax down 82% to $37,609. The average return on equity for Gippsland
farms was -6.2% with average net farm income across the region
reported at -$58,784.
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Implications for the coming season

– The outlook for the 2013/14 season presents a more favourable
season for farmers. Two well regarded dairy consultants have identified
five key focus points for farmers to make a profitable recovery, consolidate
and position their business for the longer term.

– Given the variation in seasonal conditions and farm performance between
the regions during 2012/13, these messages, while applicable to all farms,
are targeted to particular Victorian regions.

– John comments are targeted predominantly at farmers in South
West Victoria and Gippsland, while Cameron comments are
targeted at farmers in the Northern Victorian Region.

South West Victoria and Gippsland

John Mulvany, OnFarm Consulting, Gippsland

1. Plan and work budgets to a milk price of $5.00/kgMS and keep a
tight control on costs.

2. Check the business profile and be prepared to monitor and adjust to
changing market or seasonal conditions.

3. Consolidate for resilience by identifying opportunities to build fodder
reserves using only a true surplus of home grown feed. Set long-term
goals and refuse the temptation to make impulse purchases. Distribute
income to future years by using Farm Management Deposits (FMDs)
and reducing debt.

4. Maintain a clear farm business direction that is sustainable when the
production environment is less favourable.

5. Assess any change on its merits; do not just operate on the
assumption that growth is desirable.

DEPIV Dairy Farm Monitor Project

Northern Victoria

Cameron Smith, Farmanco, Northern Victoria

1. The signals for the Northern Victorian dairy region in 2013/14 are for a
good milk price, 100% allocations on irrigation systems, reasonably
priced temporary water, a renewed fodder production base and falling
purchased feed prices. Careful and correct management is required
to take advantage of this season and beyond.

2. Operate the business as though it is an average milk price year of
$5.00/kgMS.

3. Consider any marginal decisions very carefully. These options may
add a small margin to the business in 2013/14. But may actually be
detrimental in a more normal milk price year. If you cannot flex the
business in two directions, then making a marginal decision on
2013/14 terms of trade will leave the business exposed into the future.

4. Have your dairy business set up to be resilient. This may entail
reducing the current exposure to debt and/or putting away
resources in 2013/14 for another day. Consider your position at the
end of the year in relation to carryover water, fodder reserves and cash
reserves (including FMDs).

5. Consider the difference between wants and needs. If the business
needs something to operate more effectively into the future, then line
up all the needs and analyse which gives the best return and then
prioritise. If the business owner/operator wants something, then make
sure that the business does not pay for it.

– At present Victoria is the only Australian state in which this type of dairy
farm physical and financial performance data is available for the 2012/13
financial year.

– Given the importance of such data for benchmarking and developing farm
strategies, work is being undertaken to gather and standardise similar farm
performance data for the balance of Australian dairy regions.


