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THE DEREGULATION AND RATIONALIZATION OF AUSTRALIA'S
DAIRY INDUSTRY—IMPLICATIONS FOR THE U.S. AND
WORLD DAIRY INDUSTRIES

W.D. Dobson and Jeffrey Wagnef

Executive Summary

Introduction

Termination ofAustralia’'sDomestic MarketSupport(DMS) schemeor manufacturingmilk
producers anthe end of state markatilk (fluid milk) pricing regulations odune 30, 2000
made Australia's dairy industry arguably the most deregulated in the world.

Because of economic efficiencies apassible increases in competitiveness in dairy export
markets to be gained from deregulati@xpectpressures forderegulation to continue to
surface in other countries.

Useful lessons for the dairy industries of the U.S., EU, and other countries can be gained from
analyzing the economic and political forces that made deregulatidnstfalia’'sdairy industry
nearly inevitable.

The restructuring packadbkat Australia'sdairy industry andAustralia'sgovernmentused to
help milk producers adjust tthe lower milk prices and lower farm asset valutast will
accompany deregulation is of particulaterest. Proposals fadairy industry deregulation
lacking such restructuring help and compensation for producers frequently will be nonstarters.

Characteristics of Australia’'s Dairy Industry

The forces that caused Australia's dairy industry to be deregulated and rationalizeet#er be
understood against a backdrop of information on the industry.

Australia'sdairy farmsare relativelylow-cost, pasture-basemperations similar tdhose of
New Zealand.

Australia had about3,150dairy farms in1999, down 55%rom the 1975 total. Average
dairy herd size in Australia in 1999 was 161 cows.

In 1999, Australia's milk production was equal to 14% of the U.S. totahlamokt identical to
Wisconsin's milk production.

Victoria's milk producersaccountedor approximately62% ofthe milk produced inAustralia
in the 1990s.

Market (fluid) milk utilization percentages declinedalth Australian states in th£990s,falling
to an average for the country of 19% in 1999.

Under state pricingsystems,Australian farmers received pricés market milk during the
1990s that were approximately double those received by manufacturingrodiécers. Thus,
Australia's fluiddifferentials were much higher than those prevailing utbt&:. federalmilk
orders.

Prior toderegulation irmid-2000,milk production quotas supportéiate market milk pricing
systems in New South Wales, Queensland, and Western Australia.

*W.D. Dobson is Professor of Agricultural & Applied Economics, Co-Director of Badcock

Institute, and Director of the Renk Agribusiness Institute at the University of Wisconsin-Madison.
Jeffrey Wagner is a Project Assistant and MBA in Agribusiness student in the School of Business at
the University of Wisconsin-Madison.
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Australia's dairy exports were valued at AU$2.17 billion (U.S.$biBibn) in 1998/99. The
country's exporters had about a 13% share of world dairy exports in 1998.

Murray Goulburn,Bonlac Foods (nowpartly owned bythe New Zealand DairyBoard), and
the Dairy Farmers Group—tleuntry'slargest dairy cooperatives—accodot over 60% of
Australia's milk intake.

The Australian DairyCorporation(ADC) is a Commonwealth statutory marketiragithority,
which hadgross salesevenue of AU$299U.S.$206million) in 1998. The ADC does not
have the monopoly exporting privilege afforded the New Zealand Dairy Board.

Termination of Australia's Domestic Market Support Scheme and State Market
Milk Pricing—Economic and Political Pressures that Fostered Deregulation

The deregulation of Australia's dairy industry has a lengthy historyexsived impetus from
the Kerin Plan,the CrearPlan,the end of post-farmgatailk pricing, andthe 1983 Closer
Economic Relations Trade Agreement with New Zealand.

The DMSscheme thaivas terminated onJune 30, 2000 was faderal progranthat placed
levies onall market(fluid) milk sold domestically (paid byroducers omarket milk) and all
milk used to produce manufactured dairy products sold in Australia's dommeskiet (paid by
processors). Proceedom the levies were distributed to Australiarproducers of
manufacturing milk.

Payments to manufacturingilk producers undethe DMS scheme wer@xpected to be AU
0.95 centsl/liter (U.S.$0.27/cwt) to AU 1.15 centsl/liter (U.S.$0.32/cwt) for 1999/2000.

Processorgpaid dairy farmers AU 40 cents/liter to A&D+ cents/literfor market milk during
the 1990s under state milk pricing programs.

Victoria's powerful dairy groups proposed to end governmeglation of milkprices in part

because:

—Dairy export markets were regarded as the growth market and Victoriagdaingsbelieved
that they could be more competitive in export markets if the DMS scheme was ended.

—State milk control practicesad prevented or discourag&fictoria's dairy industry from
selling fluid milk in other states.

Producers in market milk states (Queensland, New South Wales, South Australia, and Western
Australia) were powerless to resist deregulatiomainly becauseVictoria's producer
organizations presentethem with an offer that was difficult to refuse: Eitheraccept
deregulation of state market milk pricingith compensation olget deregulation without
compensation.

The Restructuring Package Made Available to Australian Milk Producers After
Deregulation

Unmanaged deregulation of the dairy industry, it was widely believed, ieaddto economic
and social disruption, especially in market milk states.

The AU$1.74 billion (U.S.$1.0billion) required to finance the restructuring package will be
provided by an AU 11 cent/liter (U.S. 6.3 cent/liter) government levy on all fluid milk products
(including imported items) sold in Australia's domestic market.

Restructuring payments will b@ade to eligible dairyarmers inthe amounts of AU46.23
cents/liter(U.S.$11.69/cwt) formarket milk and AU 8.96 cents/liter (U.S.$2.27/cwt) for
manufacturing milkproduced inthe 1998/99 base yearThe average millproducer in the
relatively high fluid utilization state of Queensland will receive aboftJ$110,000
(U.S.$63,250) to help him/her adjust to a deregulated industry.

Restructuring payments will be made quarterly for eight years, beginning July 1, 2000.

Babcock Institute Discussion Paper No. 2000-3
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The Australian Daintndustry Council negotiated witlhanks to establish an industigcility

that will permit an individual farmer to obtain the discounted present value of his/her quarterly
payments as an upfront payment regardless of whether the farmer plans to continue farming or
leave the industry.

Upfront payments were thought to beore valuable to farmers than quarterly payments
stretched out over eight years for buying larodeling milking facilities, and making other
adjustments needed to operate in a deregulated environment.

How Deregulation Will Affect Australia's Dairy Industry and the Exporting
Capabilities of Australian Dairy Firms

Milk production almost certainly will become concentrated on lafgens in low-cost
production areas within Australia as a result of deregulation.

The number of dairyarms inmarket milkstates is expected tiecline by25% to 30%after
deregulation.

Small milk producers (lessthan 100 cow herds)are expected to accourfor a
disproportionately large percentage pfoducersexiting from the dairy industry post-
deregulation.

Market milk prices will be set by commercial negotiations after deregulatiorder one set of
estimates, farmgate prices for market milk eventually would decline under deregulation to about
AU 27 cents/liter to AU 29 cents/liter ifasmania, New South Waleand SouthAustralia
(U.S.$6.93/cwt to U.S.$7.44/cwt) and to AU 33 cents/liter in Queensland (U.S.$8.45/cwt).

Prices for manufacturing milk in Australia will change little after deregulation and will continue
to be heavily influenced by dairy product prices in international markets.

Australia'smilk production is expected teclinefor a few years post-deregulation atmen
resume the upward trajectory of the 1990s.

In 2000, the New Zealand Dairy Board acquired a 25% ownenseigest in Bonlad-oods of
Australia. Additional cross-Tasman agreements betwéestralian and\New Zealand dairy
exporting firms could create a New Zealand-Australia dairy exporting "powerhouse” with dairy
exports exceeding that of the EU.

Australia will havelower raw product costs amather advantages post-deregulattbat will

help thatcountry'sfirms to expand dairgexports. But whether Australia'slairy exporters
capitalize on advantages and opportunities to gain substantially larger and more profitable dairy
export market shares remains to be seen.

Will the Economic and Political Pressures that Fostered Deregulation in
Australia's Dairy Industry Produce Similar Results in the U.S., EU and Canada?

Close parallels tahe situation thaforced deregulation oAustralia'sdairy industry do not
presently exist in the U.S., EU, a@hnadian dairyndustries. Thusthe lattercountries will
not be under strong pressures to deregulate their dairy industries in the near future.

The U.S. federal order system is substantidégs vulnerable to deregulatiopressureghan
was Australia’'s state market milk pricing regulations in the late 1990s.

Immediate gains for the U.S., EU, and Canadian dairy industries from maintaining high border
protection and pricing regulations widbme at acost. Australian dairy exporters—probably
linked closely withNew Zealandfirms—will gain early mover advantages in Asigrowth
markets for dairproducts,making it costlyfor North Americanand EU exporters to expand
sales there.

In theU.S. andEU, growth-oriented firms wiltake marketshare from weaker firms in the
domestic market rather than seek expagirkets. For exampléacking exportmarkets three

Babcock Institute Discussion Paper No. 2000-3 3
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firms that plan to expand California's cheese processing capacity by 40% within fivevilears
compete for cheese market share against firms in the Upper Midwest and elsewhere in the U.S.

U.S. and EU firms will seek to expand exports of higlifferentiated dairyproductsthat can
be exported despite tliegh prices fordairy products irthe homemarkets. The competitive
advantage ob).S. and EU dairy firms increasingly will beund in exportinghese products
rather than bulk or modestly differentiated dgmmpducts. Firmdocated inNew Zealand,
Australia, Argentina and few other countries will bestrongly positioned t@ominate dairy
export sales in the latter categories.

A Caveat

The deregulation of Australia's dairy industry is described as an accomplished fagiapdine
Indeed, it is discussed in the past tense in much of the paper.

While deregulation oAustralia'sdairy industry idikely to unfold as described ithe paper,

remember that deregulation of alma@sty country's dairy industry is a contentioughing.

Thus, Australia'gpath-breaking deregulation measures could be short-circuledayed in
whole or in part by unforeseen developments, and regulations coplattizdly restored at a
future date.

Even if suchunlikely developmentsccur, the Australians hav@rovided the world dairy
industry with useful lessons about what is required to deregulate a country's dairy industry.

Babcock Institute Discussion Paper No. 2000-3
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THE DEREGULATION AND RATIONALIZATION OF AUSTRALIA'S DAIRY
INDUSTRY—IMPLICATIONS FOR THE U.S. AND WORLD DAIRY
INDUSTRIES

W.D. Dobson and Jeffrey Wagner

Introduction

Developments in the 1990s and 2@B8t culminatedvith termination ofAustralia’'sDomestic
Market Support (DMS) schenfer manufacturing milkproducers andermination of state market
milk (fluid milk) pricing regulations on June 30, 2000 made Australia's dairy industry arguably the
most deregulated ithe world. One Australian official claimedthat, after deregulation, the
country'sdairy industrywill receive evenless governmentsupportthan New Zealand'sdairy
industry [15]. This is noteworthy because New Zealand's dairy industry receives little government
support exceptfor the monopoly exporting privilege affordetlew Zealand'sDairy Board.
Continued rationalization oAustralia's dairy industry isaccompanying deregulation tmake
Australia's dairy firms more competitive in both the domestic market and dairy export markets.

Longer-term trendsuggestthat the dairyindustries of othemajor dairy countries will
eventually be deregulatedHowever, economic andolitical pressures irthe U.S., European
Union (EU), and Canada are not ystrong enough to produaeregulation in theseountries.
One important impediment to deregulation elsewhere ispinver of producer groups to resist
measureghat would reduce milkprices and farm assetlues. Most EU and Canadiamilk
producers strongly oppose changfest would reduce the value of their mitfuotas. U.S. milk
producers do ndbave milkquotas,but they also resist deregulation meastineswould reduce
milk prices and farm asset values.

Because of the economic efficiencies and possible increases in competitiveness in dairy export
markets to be gained from deregulati@xpectpressures fordairy industry deregulation to
continue to surface in otheountries. Indeedhe U.S. government had scheduled tb&SDA's
dairy price support program for elimination at the end of 1999. Faced with low farm milk prices in
late 1999, theéJ.S. Congressand Administration reinstated the dairy pr&gport program for a
year. Subsequentlyegislationhas been introduced thatould extend theUSDA's dairy price
support to as far into the future 2802, allowing the program to be evaluated togethih other
major U.S. farm programs. Suyislation appears likely tpass in somérm. Howlong the
USDA's price support progranwill be extended afte2002 is unknown. Budget pressures,
impacts of EU enlargement, and discontent with existing dairy pupgortregimes in a few
member countries wiltreate incentivefor lower EUmilk prices and perhapdimination of EU
dairy quotas duringhe next severatears. Hence, useful lessons tbe U.S., EU, and other
dairy economies can be gainedm analyzingthe economic angolitical forcesthat pushed the
Australians to deregulate their dairy industry.

Of particular interest is the restructuring and compensation patkag@ustralia's dairy
industry and Australia'government have opted to employ to help nphoducers adjust to the
reduced milkprices and lower dairy farm asset valdest will accompanyderegulation. It also
will be useful toanalyzewhether Australia is likely taachieve increases in dairy exporting
competitiveness as a result of deregulaton, if so,whatimpactthis development will have on
dairy exporters in other countries.

The analysis in this Discussion Paper will consist of:

» Background information on Australia's dairy industry.

* A discussion ofthe termination of the Domestic MarkBupportscheme and statailk
pricing, including a description of the economic apdlitical pressuresthat led to
deregulation of Australia's dairy industry.

Babcock Institute Discussion Paper No. 2000-3 5
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» A description and analysis difie impacts of the restructuring packagade available to
Australia's milk producers after deregulation.

* An assessment dhe impacts of deregulation ofustralia's dairy industry, especially
impacts on the industry's dairy exporting capabilities.

* A discussion of whethedevelopments that made deregulatiand rationalization of
Australia'sdairy industrynearly inevitable will be felt in th&).S. dairy industry and in
dairy industries elsewhere in the world.

This analysis benefited from interviews conducted in Australia dégomid) 2000 withofficials
of the Australian Dairy Corporation, Murray Goulburn CooperaBanlac Foods,the Australian
Dairy Farmers' Federation, the UnitBdiry Farmers of VictoriaRabobankMonashUniversity,
and the Agricultural Counselor's office at the U.S. Embassy in Canberra.

Certain prices and sales figures in the papeegpeessed in botAustralian dollars antl.S.
dollars. The exchange ratassed to express figures id.S. dollars correspond as closely as
feasible to the dates tohich the Australian dollafigures apply. In particularthe following
exchange rates were used for the periods indicated below:

Dates Exchange Rate
July 1996-June 1997 1 Australian dollar = 0.7844 U.S. dollgr
July 1997-June 1998 1 Australian dollar = 0.6895 U.S. dollgr
July 1998-June 1999 1 Australian dollar = 0.6213 U.S. dollgr
July 1999-June 2000* 1 Australian dollar = 0.6349 U.S. dollal
Forecasts for July 2000 and later** 1 Australian dollar = 0.5750 U.S. dollgr

*Estimated using exchange rate figures for July 1999-May 2000
**Made using exchange rates for May 2000 and early June 2000

Certain forecasts of payments to Austraimitk producers under theestructuring plarwill,
when expressed ib.S. dollars, reflect the recentveakness othe Australian dollar in foreign
exchange markets.

. Characteristics of Australia's Dairy Industry

The forcesthat caused Australia'dairy industry toderegulate andationalize can be better
understood against the backdrop of informatiorth@industry. The backgroundmaterial inthis
section includes information on the structureAostralia'sdairy industry. Structure, as used in
this paper, refers tthe size,number and location dfrms, firms’ marketshares,organizational
arrangements used by firms, and the competitive strategies of firms.

Dairy Farming Characteristics

Dairying is an important part diustralia'sagriculturaleconomy. The farmgate value ohilk
production in Australia recently has been about AU$3.0 billion (U.S.$1.8 to $1.9 billioggaer
placing Australia'sdairy industry in third position behind onlfhat country's wheat and beef
industries [3, p.2].

Australia'sdairy farmsare relativelylow-cost, pasture-based operation3hus, they are
similar toNew Zealand'slairy farms. Howeverunlike New Zealand'slairy farmerswho feed
little or no grain concentrate to cows producing milk destined for production of manufactured dairy
products,many Australian farmeraow supplement pasture ratiorier dairy cows with grain
concentrates.

6 Babcock Institute Discussion Paper No. 2000-3
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Like New Zealand'smilk production, Australia'smilk production exhibits pronounced
seasonality, reaching a peak in October and lows in June and July during the Southern Hemisphere
winter.

Australia had about3,150dairy farms in1999, down 55%rom the 1975 total. Average
dairy herd size in 1999 was 161 cows, more than double the figure for 1975 [3].

Figure 1. Australia’s Dairy Regions and Average Percent of Australia's Milk
Produced in Each State during the 1990%.

Australian Dairy Regions
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* Source: ADC - Industry Organisations and Structure.
http://www.dairycorp.com.au/statistics/statistics_austdairy.htm.

The dairyregions ofAustralia areshown in Figure 1While all areas in Figure Except the
Northern Territoryhave dairyregions, Victoria is the dominant millproducing state. Victoria
accountedor anaverage 062% ofthe milk produced inAustralia during the 1990s [3]. New
South Wales and Queensland were in distant second angbdisitébns,accountingfor 13% and
9%, respectively, of Australia's milk production durithg 1990s. Aswill be evident, Victoria's
dominance in milkand dairy product production gaveat state'sdairy industrythe market and
political powerneeded to bring about and shape nature of deregulatiomeasures adopted in
Australia's dairy industry.

Babcock Institute Discussion Paper No. 2000-3 7
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Milk production in Australia can be separated itwo broad categoriesnarket milk (fluid
drinking milk) and milk used to produce manufactured dairy produats as butter, hard cheese,
and milk powders. Nearly all milk produced inAustralia is of the quality requirefbr the fluid
market. Prior to deregulation in mid-2000, state milk authorities priced and regulated miéicket
Manufacturing milk prices in Australia are heavily influenced by international prices for
manufactured dairy products.

Market Milk Production

Market milk utilizationpercentages vary substantially from state-to-state in Austriiarket
milk utilization averaged abou3% of total milk production in Australiaduring the 1990s
(Table 1). The market milk utilization figures declinedlhstates duringhe 1990s,falling to an
averagefor Australia of aboutl9% in 1999. Victoria and Tasmania recorded thavest market
milk utilization figures—both below 10% in 1999.

Table 1. Market Milk Production as a Percentage of Whole Milk Production in
Australia—Average for the 1990s and 1999*

Market Milk as % of Whole Milk Production
State and Country

1990s 1999
New South Wales 53.5% 44.9%
Victoria 9.0% 6.9%
Queensland 48.8% 46.2%
South Australia 34.2% 28.6%
Western Australia 54.3% 47.6%
Tasmania 11.0% 8.1%
Australia 23.0% 19.0%

* Source: Australian Dairy Corporation, "Australian Dairy Industry in Focus 99," 1999.

Market Milk Regulation and Pricing

Before mid-2000, each state regulated the sourcing, distribution and pricing of méakkand
monitored the quality of the milk throughout the production chain [3, p.29]. In the past, state dairy
authorities also controlled post-farmgate pricing disdribution. This involved setting margins
from processor to consumer atidensing milk vendors. The states ended post-farmgate
regulation of pricing and distribution at different timdsring the 1990s (Table 2). Western
Australia was the first to eliminaggostfarmgate pricing indJanuary 1990 anQueenslandvas the
last in January 1999.

As in other countries whemailk price discrimination devices atesed,prices paid Australian
farmers for market milk have been considerably higher (approximately double in Australia) than the
prices paidfor milk used to producenanufactured dainproducts. Milk production quotas
supportedhe market milk pricinggystems used in New South Wal€xjeensland and Western
Australia (Table 2).

The quota entitlementsr the higher priced markenilk in the three milk quotatates varied
from farm tofarm. Quotas werdradable in the threstates,and on many farmshe quotas
represented large investments ranging frakd$200,000 (U.S.$124,200) to AUS$1.Million
(U.S.$621,300) [29, p.xv].For obvious reasonghe prospect of loss ofjuota values under
deregulation was a matter of concern for dairy farmers in the three quota states.

Under state poolingarrangements, aequalproportion ofeachfarmer'smilk was eligible for
the market milk premiumThus, states with poolgperated pricingystemssimilar tothose used
in market-wide pooling mechanisms under U.S. federal milk marketing orders.

8 Babcock Institute Discussion Paper No. 2000-3
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Table 2. Dates of Termination of Post-Farmgate Pricing of Market Milk and
Mechanisms used to Distribute Payments to Farmers for Milk by State

in Australia*
State Date Post-Farmgate Price Mechanism used to Determine
Regulations Terminated and Distribute Milk Payments
to Farmers

New South Wales July 1998 Quota
Victoria January 1995 Pool
Queensland January 1999 Quota
South Australia January 1995 Pool

Tasmania July 1993 Pool
Western Australia January 1990 Quota

* Source: Australian Dairy Corporation, "Australian Dairy Industry in Focus 99," 1999.
Inter-Country Comparisons of Milk Production

Additional perspective on Australia's milk production is provided by the figur&abfe 3. In
1999, Australia's dairy farmers produced alby#83 thousandhetrictons of milk. Australia's
milk production for 1999 was roughlgimilar to that ofNew Zealandand Argentina—other
pasture-basenilk producing countries. Australiasilk production for 1999 wagquivalent to
9% and 14%, respectively, of EU and U.S. milk production for that yearAtitealian total was

smaller tharCalifornia'smilk production, andalmost identical taVisconsin'smilk production in
1999.

Table 3. Milk Production in Australia, New Zealand, Argentina, the EU, U.S.
and Selected U.S. States, 1999

Country or State Milk Production Australia’s Milk Production
(1,000 mt) as % of Production for Other
Countries and States

Australia 10,483 —

New Zealand 11,070 94.7%
Argentina 10,200 102.8%

EU 119,715 8.8%

U.S. 73,550 14.2%

U.S. - California 13,821 75.9%

U.S. - Wisconsin 10,483 100.2%

U.S. — New York 5,460 192.0%

* Sources: U.S. Department of Agriculture, Foreign Agricultural Service, "Dairy: World Markets and Trade,"
December 1999 and Wisconsin Agricultural Statistics Service, "Wisconsin Farm Reporter,” Vol. 32, No. 4,
February 24, 2000.

Export Market Shares

While Australia'smilk production isrelatively small compared to tHeU, U.S., and even
California, the country's milk producers recordethtively large(5.6%) year-to-year increases in
production duringthe 1990s. These increasesuggestthat Australia'sdairy industrywill gain
importance as an international player if such increases continue [31].

Australia accountfor lessthantwo percent ofworld milk production, but it is darge dairy
product exporter. The equivalent of 50%tla¢ country'smilk production and more thaé0% of
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Australian manufactured daiproductsare exported4]. The country exportedU$2.17 billion
(U.S.$1.35 hillion) of dairy products in 1998/99. Cheessthe largest expoitem, accounting
for 29% ofthe value ofAustralia’'stotal dairy exports in 1998/993]. Skim milk powder and
whole milk powder werethe next largest items in terms wdlue, accountingfor 23% and16%,
respectively, othe value ofAustralia’'sdairy exports. Asia was the destinatiorfor abouttwo-
thirds (in value terms) of Australia's dairy exports in 1998/99.

While sales to the U.Sccountedor only about 5% of the value d&ustralia'sdairy exports
in 1998/99,the U.S. was the largest destinatiofor Australia's caseinexports. In 1998/99,
Australia exported 5,596 metric tons of casein toUl®.—60% ofthe country'stotal exports of
the product for the year [3, p.23].

Australia's 13% share dhe international dairy export market 1998 placed thecountry's
dairy exporters in third position behind only the EU and New Zealand, as shown below [3, p.4]:

Country Dairy Export Market Share
(Milk Equivalent, 1998)

EU 37%

New Zealand 31%

Australia 13%

U.S. 4%

Other 15%

Total 100%

The Key Players

Milk processing iscarried out by both farmer cooperatives and proprietary companies in
Australia. Cooperatives play an importaote. Murray Goulburn, BonlacFoods Limited (now
partly owned bythe New Zealand DairyBoard), and Australian Cooperatiieoods account for
over 60% of Australia's milk intake [3, p.9Dther smalleicooperatives accoufbr anadditional
15% of the country's milk intake. Murray Goulburn andBonlac Foods Limited—both
headquartered in or near Melbournéictoria—specialize inproducing manufactured dairy
products and exporting.The New SouthWales-based Australian Cooperati#¥®ods (Dairy
Farmers Group) ibeavily involved inprocessing fluidmilk. A competitor of the DairfFarmers
Group in Australia'€asternregions,National Foods is Australia'targest proprietary fluidnilk
processor.

Sales totals for 1999 for Murray Goulburn Cooperative, Bonlac Fdagsralian Cooperative
Foods, and National Foods appear below [23,9,17, and 24]:

Firm Total Sales for 1999

Murray Goulburn

Bonlac Foods

Australian Cooperative Foods*
National Foods

AU$ 1.319 billion (U.S.$ 0.82 billion)

AU$ 1.175 billion (U.S.$ 0.73 billion)
AU$ 1.400 billion (U.S.$ 0.97 billion)

AU$ 1.124 billion (U.S.$ 0.70 billion)

*The Australian Cooperative Foods figure is for 1998.

Multinationals operate in Australia's dairy industry, includigstle, Kraft,and Parmalof3].
Meiji and Snow Brands of Japdmave established joint venture operations in Austraiia local
cooperatives.
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Parmalot established sirong presence iAustralia'sdairy industry in1998 whenthe firm
purchasedhe Queensland-baséthul's Dairy Group for AU$436million (U.S.$276 million)
[21]. Shortly after acquiring Paul's Dairy Group, Parmalot sought to acqtiiranaial interest in
the Dairy FarmersGroup. Atthe time of thestudy, the Dairy Farmers Group was resisting
Parmalot's overtures.

Parmalot's merger and acquisition overtures reflect the belief of Parmalot officials and others in
Australia'sdairy industry that there isroom on Australia'sEastern seaboartbr profitable
operations by only twdarge fluid milk processorsnot three. If correct, thisneans thasome
shakeout or merger involving the three largest fhaitk processors (Parmaldbe DairyFarmers
Group, and National Foods) on Australia's Eastern seaboard is in prospect.

Bonlac Foodsexperienced financiglroblems in 1999-200that led to adowngrading of the
firm's credit rating and prevented Bonldmm paying member producers prices fomilk
comparable to those paid by competing dairies. Bonlac's low pay prices caused some producers to
sign on withother cooperatives and propridiyms. Bonlac investigated a number of options for
dealing with the financial problems, including a merger withthe Dairy Farmers Group.
Ultimately, Bonlac entered into a financial agreemeitih the New Zealand DairyBoard (NZDB)
which (if approved by BonlashareholdersNZDB Directors, and regulatorsyould include the
following terms [32]:

* The NZDB would take a 25% interest in Bonlac. Bonlac supplier shareholders would hold
the remaining 75%.

* The Australianconsumer businesses Bbnlac and the NZDBvould bemerged into a
separate 50/5fint venture with aboutAU$550 million (U.S.$316 million) in annual
revenue.

» The NZDB would handle all of Bonlac's export products—about 250 thounsetnid tons
per year.

» The NZDB would merge its Australian ingredients business into Bonlac.

» As the largest single shareholder in Bonlac, the NZDB would have up to three directors on
Bonlac's board of directors.

As a companion rationalizatianeasureBonlacwould closefour dairy manufacturing plants
and reduce the firm's work force by about 300.

Australiahas a largecomplex group of industry organizations. As shown Appendix
Figure 1, The Australian Dainfndustry Council (ADIC) stands athe peak of the organization
chartfor the industry organizations. Representifagmers,dairy product manufacturers, fluid
milk processorsand stateauthorities,the ADIC—through its constituerirganizations—speaks
for the organizations to the Australian government gogternments of other nations and
coordinates industrpolicy on manyissues. The industry organizationwiill be restructured and
rationalized as a by-product of deregulation.

The Australian Dairy Corporation (ADC) is a Commonwealth statutory marketing autthartity
has as its overall goal the improvement of the Australian dairy industry's profitability [5].

Commercial activities of the ADC—focusing on market development and trading on behalf of
Australian companies—are carried out Aystdairy,the ADC's wholly owned subsidiary. The
ADC is also involved in export markets, where the industry has identified opportunities to improve
export returns by channeling product through a single coordinatjegcy. The ADC is the
exclusive seller of Australian bulk cheese for processing or shredding in Japan, and of cheddar and
closely related varietiesnderthe EU quota. The ADC's gross salesevenues for 1998 were
AU$299 million (U.S.$206 million) [17, p.15].
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II. Termination of Australia's Domestic Market Support Scheme and State Market
Milk Pricing—Economic and Political Pressures that Fostered Deregulation

Undoubtedlythe most important elements dfie deregulation oRustralia's dairy industry
occurred in mid-2000 whetime Domestic MarkeSupport(DMS) scheme and statsilk pricing
regulationsended. Accordinglythe analysis focuses othesetwo elements of deregulation.
However, the deregulation ofAustralia'sdairy industryhas alengthy history, and received
impetus fromthe Kerin Plan,the CreanPlan, the previously mentioned end of post-farmgate
pricing of marketmilk, and the 1983 CloserEconomic Relations trade agreemewith New
Zealand.

The Domestic Market Support Scheme

Administered by the Australian Dairy Corporation, the DMS scheme was a federal pthgram
placed levies on all market milk sold domestically and all mdkd to producenanufactured dairy
products sold in Australia's domestic market. Milk used to produce finished dairy products sold in
export marketswas exemptfrom the levies. Proceeds frorthe levieswere redistributed to
Australian producers of manufacturing milk.

The DMSgrew out ofthe Kerin and CrearPlansintroduced in1986 andl992, respectively.
Under the Kerin Plan an AU two cents/liter levy was applied to all milk produced in Australia. The
two-cent levywas used to provide an industry-finanaedgort subsidy forall Australian dairy
exports [29, p.21]. The CrearPlan modifiedthe Kerin Plan toinclude a'sunset" provisiorthat
would end support fomanufacturing milk in Australia odune 30, 2000and provided for
continued gradual reductions in the level of support for manufacturing milk.

The DMSscheme—introduced in 1995—initially provided essentititly same net domestic
benefit for Australia's manufacturing milk prices as the Crean Plan [3]. Howegkmiitated the
export subsidy features of the Crean Plan and provided supponafarfacturing milkproducers
that was compatible witAustralia'sdairy exportsubsidyreduction commitments (independent of
export sales) under the Uruguay Round GATT/WTO agreement.

The levies employednderthe DMSscheme in1999/2000 andhe payout to manufacturing
milk producers for 1999/2000 undéne scheme areshown below in AU cents/liter and
U.S.$/hundredweight [3, p.30]:

Type of Levy or Payment Amount of Levy or Payment

Levy paid by farmers for market milk sold
domestically

Processors' payment on milk used to produce
manufactured dairy productsld in domestic market

AU 1.9 cents/liter (US$0.53/cwt.)

AU 3.5 cents/liter (US$0.98/cwt.)

AU 0.95 cents/liter (US$0.27/cwt.) td

Payment to producerd manufacturing milk AU 1.15 cents/liter (US$0.32/cwt.)

The payment pédliter to manufacturing millproducers in 1999/2000 undile DMS scheme
reflects the phase down of support untiher program and thepreading of payment over a larger
amount of manufacturing milk. In 1998/1998anufacturing milkoroducersreceived a modestly
higher AU 1.6 cents per liter (US$0.44/cwt) payment under the DMS scheme.

In 1998/99,the DMS scheme provided aet gain ofAU$96 million (U.S.$60 million) to
Australia's dairy farmers [8, p.2]. Of this net total, AU$85.6 million (U.S.$53.2
million)—89%—was received byictoria's dairyfarmers. The DMS program waspredicted to
provide a net gain of approximately AU$75 million (U.S.$48 million) for Australia's dairy farmers
for 1999/2000 [8]. While thefigures reflect how much Australia'sdairy farmers paid into the
program andhow much money they obtained froity the figures fail to reflect impacts of
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developments that would occur over a lonty®e period. The longer-runimpacts includdoss of
additional marketshares in Australia'sheese markets tblew Zealand exporters and other
secondary effects of the DMS program that would emerge over a longer time period.

State Milk Pricing and Control

The state milk pricingand control programs and associated quota and pooling arrangements
were described in general termsthe previous section. Prices ftluid milk in Australia reflect
impacts of price discrimination under which fluid milk—whilshs amore inelastic price elasticity
of demand than manufactured dgmpducts—ispriced at a highelevel than manufactured dairy
products in order to increase producer revenues from the sale of milk. The higher prices set by the
states forfluid milk also compensated Australiamlk producers fothe addedost of producing
milk year around for fluid markets.

The market milk or fluid differential in Australia varié®m state to state and oviame. For
Australia during the 1990s, nominal prices paid byprocessors formarket milk averaged
approximately double those for milk used to produce manufactured dairy prf@lupt8]. Thus,
processorgaid Australian dairy farmers prices between AU 40 cents/litertlamtbw AU 50
cents/liter rangdor market milkduring much ofthe 1990s. Orthe otherhand,nominal average
prices paid by Australiaprocessors fomilk used to producemanufactured dairy products
averaged between AU 20 cents/liter and AU 25 cents/liter during much of the 1990s.

R. Greenaway, GenerBManager of FieldServices and Strategissues foMurray Goulburn
Cooperative, reportethat during part 0f1999/2000Victorian processorgpaid about AU 44
cents/liter(U.S.$12.29/cwt) fothe 7% of Victoriarproducersmilk used asnarketmilk, while
processors paid AU 22 cents/liter (U.S.$ 6.15/cwt) for the 93% of producers milk used to produce
manufactured dairy products [18].

Why the DMS Scheme and State Milk Pricing were Terminated

The termination oAustralia'sDMS program and state pricing of marketlk was adramatic
step. Asmight besupposedpublic hearings,comprehensive analyses (eigliternative actions
were evaluated), angolitical maneuveringinvolving representatives ofAustralia’'s dairy
organizations and Australian government agencies taalebefore theséwo support programs
were scheduled for terminatioWhile economidorcesmight have made deregulation inevitable,
the main reason that deregulation occurred when it did rather than later is summaiatiedvasn
an Australian Senate Committee report on deregulation of the Australian dairy industry [29, p.xiii]:

Deregulation is supported by the large Victorian co-operatives and Uthited
Dairyfarmers of Victoria. Because Victoria dominates production and the Victorian market is
heavily concentrated in ownership and geared toward export production, Victoria's press for
deregulation is of considerable weight.

Why Victoria's Dairy Farmer Groups Pursued Deregulation

What ledVictoria's twolarge dairy cooperatives (Murrggoulburn andBonlac) and United
Dairyfarmers ofVictoria to pursuederegulation? Thesasonsrequently advanced bYictoria's
large dairy cooperatives and United Dairyfarmers of Victorisupport ofderegulation include the
following:

* The DMS scheme was scheduled to end on June 30, 20GBesiadias no assurandhat
there was industry and government support for extending the program.

» Dairy export markets were regarded #ee growth market and itwas believed that
Australian firms (mainly Victorian firms) could be more competitive in dairy export markets
if the DMS scheme was eliminated. Conclusions about exportg@sveh market reflect
the fact thatAustralia'smanufactured dairy product sales increased steadillgeii990s,
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partly in response to export demandhile fluid (drinking) milk production and
consumption remained flat at about 1.9 billion liters during the last half of the 1990s [3].

* New Zealand'slairy exporters were not required to ghg levy imposed omustralia’s
manufacturing milk processors for milk used to produemufactured dairproducts sold
in Australia'sdomestic market.Victorian dairy groups saidhat being exemptrom this
levy helpedNew Zealand'slairy industrygain about a5% marketshare in Australia's
domestic cheese market.

« The DMS and statemilk pricing control caused pricalistortions andinefficiencies in
Australia's manufacturing milkmarkets. It wasclaimed thatcross subsidization of
manufacturing milk production occurred in states wittelatively high market milk
utilization.  This cross subsidization, it was allegethcreased manufacturingnilk
production in statethat had previously producenhilk primarily for fluid milk markets.
This development, it was reasonedgreased competitiofor Victoria's manufactured
dairy products, drove dowdomestic pricesor manufactured dairproducts,and spread
DMS payments over a larger volume of manufacturing milk.

» State milk control practicdsad prevented or discourag¥fttoria’'s milk producers from
selling fluid milk in otherstates. The Dairy Industry Authority of Western Australia
described the benefit tdictoria's dairy industry frommilk deregulation agollows [11,
p.39]:

The termination of national assistance measwitsremove whatever limitations may
be restraining the Victorian dairy industry from more activelyrsuing all market
opportunities in otherstates. This would have the effect of limiting the capacity of
market milk states from capturing premiums in the fresh milk market.

While there was no assuranteat the DMSprogram could be extended beyaheé scheduled
June 30, 200@erminationdate, it is possiblehat the powerful Victoria dairy producergroups
could have obtained an extension of BMS scheme if they had chosen to do. Hence, the
other reasons probably influenced the deregulation decision at least as much as thedaenset"
the DMS program.

Partly because of reductions in trade barriers betwestwo countries broughdbout by the
CloserEconomic Relations trade agreementl683, New Zealand'dairy industry hadoecome
strongly competitive in Australia, increasing cheese exports to AustraBd%yduringthe mid to
late 1990s togain thel5% share in Australia'sheese markef8]. M. Fehring, President of
United Dairy Farmers of Victoria, arguethat dairy product prices inVictoria needed to be
approximately’New Zealandplus freight" tomakeVictoria's dairy industry fullycompetitive in
domestic and international markefs5]. Elimination of the levy paid by Australian dairy
manufacturers on domestic sales urtler DMS scheme is consistent with makitige industry
more competitive with New Zealand's dairy industry, which was characterized as a "pacesetter” by
several people interviewed.

With one partial exception, othezasons irthe list appear to be importaiar explaining why
Victoria's dairy groups favored deregulation. The exception relaidaibas about the occurrence
of cross subsidization of manufacturing milk production in market milk states. It is not clear how a
guota-based state pricirgystem would foster such cross subsidization. Uwgetasystems,
marginal units of milk produced by a farmer in addition to quota amounts nornvediyld be
priced at the manufacturing milk price level. If the marginal cost of producing a unit of over quota
milk exceeded the marginal revenfe such production, a producer wouldve no economic
incentive to produce quantities of milk in excess of quétawever, undeguotasystems ifthere
is no large penalty for ovepuotaoutput, producersould overshoot quota productievhen milk
production conditions turned out to be unexpectéaNprable. Moreover, itherewas a transfer
of funds from producempayments destined fofluid milk producers to manufacturingilk
producers in market milk states with quptagrams thenorthodox effects otrosssubsidization
would emerge.
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State market milk pricingystems with poolingarrangements could provide incentives for
production of manufacturing milk in excess of fluid milk requirements. Producers immar&bts
could be expected to equate margicakts to a weightecdverage of the market milk and
manufacturing milkprices (a blend price) to determine productievels. When a blend price
rather than a lower manufacturing milk price determines olgpets, this providescentives for
expanded production of manufacturingilk. Thus, Australia'sstate poolingsystemscould
expand manufacturingilk output in much the samsay asmarketwide pooling arrangements
used in U.S. federal milk orders.

Table 4. Total Cost of Raw Milk Production by State in Australia, 1996/9%

State Total Cost of Milk Production % of Victoria’s Cost of
(AU Cents/Liter) Milk Production
New South Wales 36.1 (U.S.$12.46/cwt) 148%
Victoria 24.4 (U.S.$8.42/cwt) 100%
Queensland 41.0 (U.S.$14.15/cwt) 168%
South Australia 27.5 (U.S.$9.49/cwt) 113%
Western Australia 28.7 (U.S.$9.91/cwt) 118%
Tasmania 26.5 (U.S $9.15/cwt) 109%

*Source: Australian Bureau of Agriculture and Resource Economics (ABARE).

Victoria's dairy groups used figures odifferences inmilk production costsamong the
Australian statesvhen discussinghe impacts otross subsidizatioand inefficiencies introduced
by state milkpricing. Average total milkproduction costs in New Souilvales and Queensland
were 48% and 68%igher, respectivelythan in Victoria in1996/97 (Table 4). While the
contribution of state milk pricing texpanded manufacturingiilk production in thetwo states
cannot be precisely determined, both New South Wales and Queensland recorded inangitkses in
production and increases in the percentagmit used to producenanufactured milkproducts
during the 1990s (see Table 1). Undoubtetdighnological improvements and factors in addition
to state milk pricing contributed to the expansion of milk production in the two stdtsever, if
a state market milk pricingystem encourageatiditional milkproduction in high cost states, the
system would have negative impacts on the overall efficiency of Australia's dairy industry.

P. Margin, NationalFoods' Dairy Chief speaking a®ustralia's Outlook 2000, provided
estimates ofarmers'cash costs (nabtal costs) of milk production forthe Australianstates.
Margin's estimates of caskbosts of production, which diffemoderately fromthe ABARE
estimates of total milk production costs in Table 4, are as follows [20] :

* New South Wales: AU 33 centsl/liter (U.S.$9.22/cwt).
Victoria: AU 23 centsl/liter (U.S.$6.43/cwt).
Queensland: AU 34 cents/liter (U.S.$9.50/cwt).
South Australia: AU 26 cents/liter (U.S.$7.26/cwt).
Western Australia: AU 30 cents/liter (U.S.$8.38/cwt).

» Tasmania: AU 23 cents/liter (U.S.$6.43/cwt).

The major difference betwedviargin's estimates of cashosts ofmilk production and the
ABARE estimates of total costs relates to Queensland. Margin's estghatethat Queensland's
cash costs were only AU 3nts/liter(U.S.$9.50/cwt) asompared to thBARE estimates of
total costs of AU 41cents/liter (U.S.$14.15/cwt). The difference could arisffom major
differences between caslsts andotal costs inQueensland attributable to a langen-cash cost

component—e.g.depreciation—in Queensland, orhast of other reasons. The difference
expressed itJ.S. dollars per hundredweight also reflects differences in exchangeusdesto
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convert the Australiafigures toU.S. dollars—the Australian dollawas substantially stronger
during 1996/97 period for which the ABARE estimates apply.

Why Producer Groups in Market Milk States were Powerless to Resist
Deregulation

The deregulation initiatives championed by the Victpnaducer organizations were opposed
by producer organizations in states where farms producingufdrmarkets predominated. The
New SouthWales-basedairy FarmersGroup, inparticular, strongly opposederegulation of
state milk pricing programd.he reasonghat milk producers in states where flundilk utilization
percentages are higher than in Victoria were unable to prevent deregulation included the following:

* The Victoria dairy farmer groups were able to present prodyroeips inother states with
an offer that was difficult to refuse: Either accept deregulation of state pricing arrangements
with compensation or get deregulation without compensation.

* Erosion of fluid milk prices from commercial pressures—including interstate
competition—was underway befoderegulationoccurred. In New South Wales, the
regulated price dropped AU 3 cents/liter in July 1888ause of competitive developments
[7, p.3]. InTasmaniathe farm gate milk pricéor milk used in flavoredmilk had been
reduced by one-third and similar pressures were growing in Victoria.

* Victorian dairy groups stoodready to challeng€gentlemen’'sagreements” and other
arrangements that had discouraged interstate competition for market milk\&dies state
milk control agencies in relativelyigh fluid milk utilization states could have raiséebal
challenges to forays by Victorian processors into tir@rkets, it wawidely believedthat
these legal challenges would have been unsuccessful. In part, tHievease Section 92
of Australia's constitution prohibits barriers to interstate competition.

» Afew large, proprietary processors—apparently convinced that they getufdarket milk
cheaper after deregulation—supported deregulation measures for fluid milk [12].

IIl. The Restructuring Package Made Available to Australian Milk Producers After
Deregulation

As part of an effort to managkeregulation, a restructuring packagas offered toAustralian
milk producers. It was widelpelieved thauncoordinated or unmanaged deregulat@uld lead
to economic and socialisruption, especially in market milkstates. Inthe absence of the
restructuring package, the econordisruption could have included a collapse of dairy farm asset
values in some areaslhe Commonwealth government agreed to the restructuring packege
the condition that all states and territories agreed to deregulate their farm gate pricing arrangements
effectiveJuly 1, 2000. The restructuring plan required the approval of federal ministers and the
federal parliament.

Key Elements of the Restructuring Package

The key characteristics of the restructuring package are as follows [8, p.5]:

» Restructuring entitlements will be paidebgible dairyfarmers onthe basis of AU46.23
cents/liter(U.S.$11.70/cwt) fomarket milkand AU 8.96 cents/liter(U.S.$2.27/cwt) for
manufacturing milk produced in the base year of 1998/99.

» Restructuring entitlements will be paggiarterly, inequal installmentsfor eight years,
calculated fromJuly 1, 2000.The quarterly payments will be treated as taxable income in
the year paid.

* Where restructuring entitlements exceatd$350,000 (U.S.$201,250), eligible dairy
farmers will be required to demonstrdatat a minimum of70% of their total income In
1998/99 was earned from dairy farming.
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* An eligible farmer can:

—Take the restructuring entitlements in quarterly amounts over yaginé anceitherelect
to stay or leave the industry.

—Use the industry facility described below to apfady an upfront payment, regardless of
whether he/she decides to stay or leave the industry.

—Apply for a AU$45,000(U.S.$25,875)tax-free option if he/she decides leave the
industry forfive years,and it provides a higher restructysayment than eitheactual
entittements paicbver eightyears or an upfronpayment obtained via thimdustry
facility.

The Industry Facility

The Australian Daintndustry Council negotiated witlhanks to establisthe industry facility.
The industryfacility will permit an individual farmer to obtaihis/her quarterly payments as an
upfront payment, regardless of whether the farmer plans to stagverthendustry. The lump-
sum, upfrontpaymentwas thought to benore valuable to farmers than quarterly payments for
buying land, remodeling milking facilities, and making the other adjustments needed to operate in a
deregulated environment. Alternatively, a farmer couldthisepfront payment to finance aexit
from the industry.

Bank loans required fahe upfront payments to farmers were obtained at favorgibézest
rates under a tendering arrangemeniie favorable interest ratéecame feasibleecause of the
assurance of repayment provided by the quarterly government payments.

The industry facility is expected to provide the equivalent of AU 33 centgllit&.$8.35/cwt)
to AU 36 cents/lite(U.S.$9.11/cwt) formarket milkand AU 6.5 cents/liter(U.S.$1.65/cwt) to
AU 7 cents/liter(U.S.$1.77/cwt) foproducers of manufacturinguilk [8, p.7]. The difference
between these figures and the AU 46.23 cents/liter and AU 8.96 cents/liter payjraentsuld be
provided as quarterly payments takes into account inflation and the fineosishssociated with
providing the quarterly payments.

Financing the Restructuring Package

Fundsrequired to finance the restructuring package willpbevided by an AU 1llent/liter
(U.S. 6.3 cent/liter) government levy on all fluwilk products including wholenilk, UHT milk,
and flavoredmilk [8, p.7]. The levywould apply to both domestically-produced and imported
fluid milk products. It would be imposed at the retail level, but would be collected by wholesalers.

The projected AU$1.74 billion (U.S.$1.0 billion) that would dodlected by the levyprovides
AU$1.63 billion (U.S.$0.94 billion) for payment of entitlements to dairy farmers, borrowing costs
to payment entitlements, and administrative costs.

What the Restructuring Payments Represent

D. Harris, Manager of Corporate Intelligence at Bonkoods, said that architects of the
restructuring package developed an estimate of the size obtisemer transfers undstatemilk
pricing thatwas used for figuringhe size of the restructuring payment to markék producers
[19]. Theconsumer transfer (the value the ability to trade in the market)as estimated to be
approximately AU 15 cents/literThus, the AU 46.23 cent/liter paymentvould beequivalent to
about three years of consumer transfers under the state milk pricing systems.

Any such summary of the value of payments to producers ignores complexities. For example,
under the restructuring packafye fluid milk producersthe approximate equivalent of consumer
transfers for three years would be paid tortiilx producers oveeight years.Quarterly payments
madeover eightyears have amaller discounted present value than similar paynmmeatieover
three years.
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Viewed as an adjustment facilitating payment, the48.23-centpaymentwould allow a fluid
milk producer about three years to adjust to operating in a new unregulated environment.

According to A. Taylor ofPaul'sDairy Group in Queenslandhe average milproducer in
Queensland—a relativelhigh fluid milk utilization state—will receive abouAU$110,000
(U.S$63,250) under the restructuring program to help him/her adjust to a deregulated
industry [30].

As noted earliethe payments to manufacturimgilk producers undethe DMS scheme for
1999/2000 werestimated to be AlD.95 cents/liter to AUL.15 cents/liter. Thus, averaged over
eightyears (JAU 8.96cents/liter/8] = AUW.1 cents/literannually),the restructuring payments for
manufacturing milkproducersapproximate the average yearly paymetiiat theseproducers
would have received if the DMS program had continued at 1999/2000 rates for eight years. Again,
this AU 1.1 cent/liter figure fails to reflect thdower discounted presentalue of the payments
distributed quarterly over eight years.

Impact on Consumer Prices

The state market milkegulations have created a fluid differenf@a producers. When state
price regulations wergemoved, itbecamenecessary to establistarmgate milk prices by
commercialnegotiations[8, p.7]. The Australian Dairyindustry Council predicted that setting
prices bycommercial negotiation wilcause farmgate market milkrices to drop by AU 11
cents/liter (U.S.$2.78/cwt) to AU 15cents/liter (U.S.$3.80/cwt) [7, p.5]. Therefore, the
imposition of AU 11cent/liter levghould producepproximately avash or asmall reduction in
retail milk prices. The reduction in farmgate prices for market milk should approximately offset the
AU 11 cent/liter levyimposed to finance the restructuring program (if the smaller farnpyat
reduction figure materializes), leaving retail milk prices about the same.

R. Zeitner, the FAS-USDA Counselor for Australia, said thagpectedittle or no reduction
in consumer milk prices to flow from deregulation of staitk pricing during the time the AU 11
cent/liter levy is in effect [34]. This will be thmase, he arguedbecause margins on fluidilk in
many Australian food stores are low. Thus, according to his argument, any redutii®oast of
milk to food storesstemming from deregulatioikely will be used toincrease margins on fluid
milk rather than reduce retail fluid milk prices. Whether this will be the @dagends partly on the
intensity of competition among food stores for fluid milk sales.

IV.How Deregulation Will Affect Australia’'s Dairy Industry and the Dairy
Exporting Capabilities of Australian Firms

Assessments dhe impacts of deregulation okustralia'sdairy industryare, of necessity,
speculative. Milk production undoubtedly wilbecome more concentrated on larfggms and in
low cost productiorareas within Australia as a result @éregulation. Indeedjeregulation is
likely to bring about a sweepingationalization of farm milkproduction in Australia. Further
concentration of milk processing is also likely, althotigh effects of deregulation grocessing
concentration ardess direct than onfarming. The impacts onAustralia's dairy exporting
capabilities are perhaps most uncertain of all.

Impact of Deregulation on Farmgate Pricing of Market Milk

As noted above, one estimate puts the decline in farmgate prices for maikkegsulting from
deregulation as AU 11 cents/liter to AU 15 cents/liter. Evidesuggporting such projection was
obtained during interviews conducted for the study, as noted below:

» D. Harris of Bonlac Foods predicted that cost considerations will require a dnaal of
Australian farmers tageceive at least AU 32 cents/lit¢).S.$8.10/cwt) forproducing
market milk [19]. His arithmetic puts the deregulation-induced reduction in farmgate
market milkprices at about AU 15 cents/lité.S.$3.80/cwt) inmarket milk producing
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areas. Harrisioted thathis estimatealso reflectghe belief that larggroducers who now
produce manufacturingnilk seasonally will require AU 5 cents/lit¢l).S.$1.27/cwt) to
AU 7 cents/liter (U.S.$1.77/cwt) tconvert to year-round production wfarketmilk. He
also pointed outhat manufacturing millprocessors such @onlac Foodsand Murray
Goulburn will require compensatiorior manufacturing milk"give-up” costsincurred
before they will channel manufacturingjlk into fluid uses—adevelopment that willimit
the erosion ofthe fluid differential by competingsupplies of manufacturingnilk.
However, Harris also conceded that processors will seek to pathées&U 32 cents/liter
for market milk after deregulatiorHow effective processorsvill be in obtaining supplies
for less than AU 32 cents/liter remains to be determined.

* R. Zeitner predicted that at least an AU four cent/(it£S.$1.01/cwt) to AUive cent/liter
(U.S.$1.27/cwt) premium for market milk over manufacturingmilk will persist after
deregulation[33].  Zeitner's estimate assigns lessweight to the opportunity cost
considerations mentioned by Harris and pAdstralian farmgate market milirices in the
mid to high AU 20 cent/liter range after deregulation.

» A few proponents ofleregulation commented thiairmers in fluidmilk states should not
count on receiving more than théctoria pricefor fluid milk plus freight. In higOutlook
2000 comments, PMargin of NationalFoods reported the estimates of freigbbsts
appearing in Table %or shipping fluid milk from Victoria to other states, excluding
Western Australia. Theskgures, plusthe ABARE estimates of totakcosts of milk
production reported earlier, give estimates of the Victoria plus freight figures that may serve
as an uppelimit on fluid milk prices in other states ovére medium tdonger-run. The
Victoria price plus freight estimates agree rather closely with Zeitner's estimates.

Table 5. Milk Production Costs in Victoria, Freight Charges for Shipping Milk
to Other States, and Computed Upper Limit on Fluid Milk Prices in
Other Australian States.*

State  Costm vVicloria - Victoria | UPPer Limit on Fiuid

(AU centslliter) (AU cents/liter)
New South Wales 24.4 5.0 29.4 (U.S. $7.44/cwt)
Queensland 24.4 9.0 33.4 (U.S. $8.45/cwt)
South Australia 24.4 4.0 28.4 (U.S. $7.19/cwt)
Tasmania 24.4 3.0 27.4 (U.S. $6.93/cwt)

* Sources: ABARE and P. Margin, "Market Milk—The New Environment," OUTLOOK 2000.

Impact of Deregulation on Industry Structure

~ What impacts will farm numbers, process concentration, and other structural variables of lower
prices have on market milk in Australia?

J. McQueen, Chief Executive Officer of the Australldairy Farmers' Federatiorpredicted
that the following structural adjustments in dairy farming and dairy processialgl occur within
about five years of deregulation [22]:

» There will be 30% fewer dairy farms.
* Average herd size will increase to 250 to 300 cows.

» The Dairy Farmers Group will pay different prices in the different sfaissderegulation.
The firm will pay a fluid price in Queensland and lower prices elsewhere.

» Aggregate milk production in Australia will increase.
» The number of dairy cooperatives will decline.
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» The previously-mentioned consolidation of fluwilk processors on AustraliaBastern
Seaboard will materialize, reducitige number of large fluithilk processors serving the
area to two.

» Capital—highly critical in thegpast for processors—wilbecome even more critical in the
future. Firms will need access to large amounts of capital to develop international brands.

R. Greenaway oMurray GoulburnCooperative expects ttHellowing developments to occur
post-deregulation [18]:

* The number of milk producers in New South Wales and Queensland will decline by 30%.

* Victoria will witness a decline of 300 #00 producers—a 4% to 5%duction from1999
totals. The reduction will be concentrated among smaller producers.

* It may be difficult for producers and processors in other states to remain in busthegs if
can't produce milk and sell it for less than Victoria prices plus freight costs.

» Australia'sinexpensive grain will give theountry's milk producers aradvantage over
New Zealand's producers. Nexealand will bump up against a pastuesvailability
constraint that will limit that country's ability to expamadk production. Australia'slairy
industry will experience fewer problems with pasture constraints becatiseioflustry's
ability to supplement pasture rations with low-cost grain.

Greenaway'predictions about the post-regulatidacline in thenumber of dairy farmers in
New South Wales and Queensland are similar tScatt'sestimate of the decline in dairy farmer
numbers in Western Australia. Scott, former Genlgiahager of the Dairyndustry Authority of
Western Australia, indicated that Western Australia might 8¢ of itsdairy farmers as a result
of deregulation [28].

Deregulation clearly will have uneven impacts on producers. Several Australiamndasiry
officials interviewed predicted that small mitkoducers (fewethan 100-cow herdsyvill account
for a disproportionatelyarge percentage ahose exiting the industry post-deregulation. In
addition, producers in New South Wales, Queenslamd, Western Australiavho purchased
quota recently mafind it difficult to pay off debts incurred foquotapurchases. Some of the
hardest hit may bringggal suits against state milk control agenciesstek compensatidior loss
of quotavalues. Howeverthe problem may have been redudkdas is likely, relatively few
producers purchased quota 1999 because therospect of deregulatiomade thequotas of
uncertain value.

Some state governments will supplemtrd restructuring packagerovided by Australia's
federalgovernment. For examplthe New SouthWales state government will providdJ$2.0
million (U.S.$1.15million) to provide theservices offinancial and othecounselors to farmers
affected by deregulatiofil]. The counselorswill provide farmers with social andtress
managementounseling and helghem to develop managemepiins foroperating in thepost-
deregulation business environment.

Australian dairyindustry officials expressethe view that post-deregulation Australiamilk
production will decline for a few years and then resume the upward trajectoryl®3fis. Using
1999 state milk production figures as a base, scenarios describing the shogacts (three-year
impacts) of deregulation on Australia's milk production were developed.

The estimates in Scenario No. 1 assume that the number of milk producers in each state falls by
the percentages shown in this first scenario and that each exiting farmer produces the same quantity
of milk as the average producer in the state:

Scenario No. 1:

* Decline in milk production from 1999 in:
—~Queensland, New South Wales, South Australia (-30%)
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—Western Australia (-25%)
—Victoria and Tasmania (-5%)

* Impact on Australia's total milk production compared to 1999 base (-12.6%)

Scenario No. 2:

» Same number gbroducersexit from dairy farming as in Scenarldéo. 1, but on average
the producersleaving theindustry fromeach state arenly half as large athe average
producer, causinthe decline inAustralia'smilk production to be only 50% dhatunder
Scenario No. 1.

* Impact on Australia's total milk production compared to 1999 base (-6.3%)

Scenario No. 3:

* The same number of producers exit from dairy farmingaich state as in Scenahio. 1,
but on average thproducersleaving theindustry are only half as large athe average
producer, causinthe decline in milkproduction to be only 50% dhat under Scenario
No. 1.

* In addition,milk producergemaining inbusiness ireach state#ecord the same average
annual increase in milgroduction per cow ovethe three-year period as ¥991-1999.
For mostAustralian states, this addabout 9% to the milkproduction under Scenario
No. 2.

» Impact on Australia's total milk production compared to 1999 base (+3.0%).

While other assumptions could be used for the analysis, the results suggist thabvery of
milk production anticipated by Australian dairyindustry officials post-deregulation is
possible—indeed even likely ABARE analysts forecasthat Australia's milk production will
increase to 11.6 million metrions by 2004-2005—up 10% to 11% frahe 1999total [21,25].
This figure exceeds—by one to twaercentage points—the increasesmiik production that
would be produced bextending Scenaridlo. 3 (with its 3% to 4% annual increases rmilk
production per cow) to five years rather than three years. The bottom line is that Scenario No. 3 or
the ABARE projections could readily materialize.

Impact on the Dairy Exporting Capabilities of Australian Firms

There appears to be an "article of faith" witiastralia'sdairy industrythat theindustry will
be able teexpand dairy exports substantiadifter deregulation.Points supporting such lzelief
appear below:

 Australia—already dow-cost producer ofmilk—will become still more efficient asnilk
production becomes more concentrated on larger farms.

» Australia has a relatively strong presence in Asian dairy markets that are widely regarded as
growth markets for dairy exports. As noted in Table 6, in 19984&n markets were the
destinationfor about two-thirds ofAustralia’stotal dairy exports and abo@0% of the
country'smilk powder exportsAustralianfirms should be strongly positioned éxpand
sales in these growth markets.

* Cheese is Australia's leading dairy export item, accoufting9% ofthe country'sdairy
exports (invalue terms) inl998/99. Asia'sshare ofthe international cheese tradese
from 14% to 22% between 1990 and 1999 [21]. Tiehgese consumption ggowing in
an area where Australia has a strong dairy exporting presence.

* Australia's firmswill gain early mover advantages in dairy export expansion bv&.,
EU, and other firms that decide at some later date to expand unsubsidized dairy exports.
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Table 6. Value and Destination of Australian Dairy Exports, 1998/99

Product Asia Europe Americas Other Total
(AU$ Million and % of Export Sales by Destination)
Cheese $371.4 $85.5 $25.7 $143.7 $626.3
59.3% 13.7% 4.1% 22.9% 100.0%
SKP/BMP $405.9 $4.0 $23.1 64.6 497.6
81.6% 0.8% 4.6% 13.0% 100.0%
WMP $275.0 $15.7 $15.3 $46.8 $352.8
78.0% 4.4% 4.3% 13.3% 100.0%
Butter/AMF $108.4 $27.2 $49.6 $98.0 $283.2
38.3% 9.6% 17.5% 34.6% 100.0%
Other $78.3 $4.4 $0.7 $61.3 $144.7
Products 54.1% 3.0% 0.5% 42.4% 100.0%
Components  $171.7 $0.9 $0.1 $27.4 $200.1
85.8% 0.4% 0.1% 13.7% 100.0%
Total $1464.1 $138.5 $116.2 $454.4 $2173.2
67.4%% 6.4% 5.3% 20.9% 100.0%

*Source: Calculated from Australian Dairy Corporation, "Australian Dairy Industry in Focus 99," 2000.

* The Bonlac-NZDB combinationnder whichthe NZDB—one of theworld's largest and
most experienced dairy exporters—will handenlac's dairy exportsshould permit
Bonlac to realize greater efficiencies @xporting. The Bonlac-NZDB agreement may
foreshadow additional cross-Tasman working arrangements that will stredgtegalia’'s
dairy exporting capabilities. Additionaross-Tasmanoint efforts might createfirms
capable ofraising capital needed tdevelop internationabrands. Ifthe cross-Tasman
working agreements produce an Australia-N&salandexportingblock, the block's dairy
exports wouldexceedthose ofthe EU. Under afavorable scenario, a NewZealand-
Australia dairy exporting "powerhouse” could emerge.

The abovepoints represent advantagesat may allow Australia toealizesignificant gains in
dairy exports.

Questions and Impediments Relating to Exports

However, questionand impediments relating tAustralia'sability to expand dairy exports
remain. Will Australianfirms increasdhe percentage of daigroducts exported as highrofit,
differentiated dairy productsVill Australian dairy exportindgirms be able to raise theapital
required to establish internatioraandsthat help thdirms obtainthe financial benefits dbrand-
based product differentiationWill Asian economies continue to recover and expand the demand
for Australian dairy exports? How strong will international prices for dairy products be during the
early to mid-2000s?

ABARE analysts, noting that world prices for dairy products were low in 1999-2000, made the
following forecast of cheese prices in international markets in the mid-2000s [21]:

...Rising export demand forcheese, asvell as apredicted 38% increase in workpot
cheese prices by 2004-2005 will further stimulate this sector in Australia.

The ABAREforecast of a 38%ncrease inworld spotcheese prices is more optimistic than
some otherforecasts. Thisforecast mightmaterialize if continued large reductions in EU
subsidized cheese exports were in prospectiexgelopment that is improbable given that no
further reduction in those exports will be requiredthg WTO after 2000/2001. Thuswhile
export demand for Australia's cheese may strengthen in part because of increases in demand from
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fast-food restaurants in Asia, it cgiestionable whether pricdser the product in international
markets will increase by as much as 38% by 2004-2005.

Mr. Chris Phillips of the Australian Dairy Corporation described how Australaty exports
might be expanded and noted challenges associated with those efforts as follows [26]:

The key to the Australian dairy industry's profitabiligfll be to maximize returnfrom
all levels of the supply chain from farm gate to manufacturing...\WWMeneed to look to new
export markets as well as to increasing exports to current markets in order to imgove
to our suppliers. However, we are likely to face additional challenges as more cohbetyias
to use technical barriers, rather than tariffs and quotas for restricting trade.

The Policy Environment for Expanding Australia's Dairy Exports

In a comprehensive study tife competitiveness &ustralia’'sdairy industry, the Australian
Dairy Farmers’ Federation (ADFF) commented onftreesthat affectAustralia’'sdairy exports.
The ADFF described how the EU abidS. influence prices received by Australiinms in dairy
export markets as follows [6, p.24]:

The prices that our exporters can achieve in export markets are largely driven by
Government support for European and (to a lesser extent) US exporters.

Among otherthings, thiscomment implies thatubsidized exports of dairy products from the
EU in particular drive pricedor bulk dairy products ininternational marketsdown to

approximately the EU domestic price minus the EU export subsidy. In dairy export markets where

the EU is a large player, this is an accurate description ofmibect of EUdairy exportsubsidies.
Presumablythe commentlso meanghat Australia'slimited access to th&).S. and EU dairy
markets puts negative pressure on prices received by Australian dairy exporters.

The ADFF evaluated progress toward policy reform in the EU as follows [6, p.24]:
* The progress of trade reform is likely to be slow.

* The EU is not likely to modify the quota regime until at 1€2806. The best hope for
earlier reform lieswith enlargement othe EU, which is likely to render the Common
Agricultural Policy (CAP) unsustainable.

* While a few EU countries would like to break the quota and intervention psgstgm, a
strongfarm lobby remains in France amgkermany, whichcompels EU governments to
move slowly on changes in the CAP for social policy reasons.

» If quotas and prices are tinkered with in the next few years, there isthaigjovernments
will get the signals wrong and foster overproducticat would pusheven larger amounts
of surplus dairy products onto the world market.

The ADFF's view of the prospects fodairy trade policy reform and market rationalization in
the U.S. were as noted below [6, p.24]:

» Internal restructuring is occurring in thé.S. market that will test the ability of the
regulated pricing system to stay ptace. Lower cost production is displacingpre
expensivemilk out of traditionalareas,and proprietaryprocessorsare competing with
cooperatives for supply.

» There is no strong export culture, but the industry is beginning to focus on export markets.

* The U.S. is likely to keep the barriers to its dairy industry high.
* A potential risk is that the U.S. will pool it dairy export returns across all milk.

Faced with the situations described above, the ADFF advanced three modest trade priorities for

consideration by Australia's government [6, p.25]:
» Continue to argue for reduced dairy export subsidies.
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* Improve access to Asian markets.

» Support or only passively resist the retention of domeasgitket protection practices of the
U.S. and EU dairy industries.

The last trade priority is puzzling. Among other things, it reflects mixed feelings on the part of
the Australians regarding changedurs. policies that might make thd.S. dairy industrymore
open and more expodriented. There is particular concern over impacts of'Gass V"
arrangement under whigleturns fromU.S. dairy export salesvould be pooled witHluid milk
and other domestic dairy product sales to determine producer pay prices in the U.S.

The Australians’fears about export pooling the U.S. appear exaggerated. dhould be
noted that those fears were expressed beford/@ panel's 199%ecision onCanada's Class 5
dairy exportsubsidy program.The WTO panel'sdecision regardingCcanada's Class pricing
system suggesthat U.S. dairy exports under @lass IV poolingarrangementvould have to be
counted against subsidized export sapeEsmitted under the Uruguay RoundGATT/WTO
agreement [13]. Moreover, the constraints on subsidized exports of U.S. dairy products under the
USDA'’s Dairy Export IncentiveProgramare so stringenthat only relatively smallamounts of
dairy products could be exported under such a Class IV arrangement.

The ADFF study suggested that export pooling might be carried out by U.S. corporate or dairy
industry groups. Itis unclear whetheUaS. industry-financed exporubsidy program fodairy
products wouldattract awTO challenge. Arguablythe U.S. could construct a progrartinat
would be WTO-compatible if the).S. governmentwas not involved in the program anddustry
participation was voluntary—conditions that would be difficult to achieve [13].

The questions abouthe exportexpansioncapabilities of Australia's dairy industry post-
regulation might be summarized flows: Australiaundoubtedly will have loweraw product
costs post-deregulation, which will help to foster expanded é@apprts. Whether thecountry's
dairy exporters will gain substantially larger and more profitable exparetshares, however,
remains to be seen.

V. Will Economic and Political Pressures that Fostered Deregulation in
Australia's Dairy Industry Produce Similar Results in the U.S., EU and
Canada?

The short answer is “not soon.” Australia’'s dairy industry faced a unique cetwhstances
in the late 1990s and 2000 that fostered deregulation of that industry:

* The DMS scheme was scheduled to end on 3ne2000and therewvas uncertainty about
whether the program could lextended. Victoria's powerful dairy organizatiatecided
not to pursue extension of the program.

* Victoria accountedfor 62% of the milk produced inAustralia in the 1990s. As
representatives of the dominant milk-producing state in Australia/ith@ria dairy groups
had strongeconomic andpolitical influence. For reasonsoted earlier, they could
essentially dictate that deregulation would occur throughout Australia once they dkatded
it should happen.

» Australia'sdairy industrywas able topersuadéhe government to provide a restructuring
package to reduce losses that would be sustained by Australia’'s market milk producers.

* New Zealand's dairy industry was gaining market share in Austreltieése market partly
because of Australia's DMS scheme.

» There weregood reasons tbelieve thatAustralia's future indairying resided in dairy
export markets. The good reasons included a history of success in expanding dairy exports
and the lack of substantial growth in Australia's fluid milk markets.
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Do Similar Pressures Exist in the U.S., EU or Canada?

Parallels to the Australian situation thabuld fosterderegulation of thdJ.S., EU, and
Canadian dairy industries do not currently exist.

In the U.S., there are dairy groups that favor deregulati@ertain dairygroups inthe Upper
Midwestern dairy industry favor reform etimination of the federal millorder systemarguing
that thesystem favors producers the Eastern an&outhern regions ahe U.S. Inaddition,
dairy groups inthe Upper Midwest occasionallycall for eliminating the dairy pricesupport
program,contending that thprogram favorgiairy processors ifCalifornia and elsewhere in the
Western U.S.

However,the UpperMidwestern dairy farmegroupsare outhnumbered bgroducerslocated
elsewhere in the U.S. and lack the political clout needed to bring abolitchanges. Indeed, no
state or regionafjroups inthe U.S. have thepower to bringabout sweeping changes of the
magnitude produced bihe Victoriagroups in Australia. Even the DairyFarmers ofAmerica
(DFA)—the largest U.S. dairy cooperative—represents only &t ofthe U.S. milk supply.
While DFA possessepolitical clout, the cooperativavould find it difficult to force otherU.S.
dairy groups toacceptnationwide deregulatory changésat would causeopposing groups to
sustain large losses or absorb large adjustment costs.

U.S. federal milkordersare substantiallyessvulnerable to deregulatigpressureshan were
Australia’'s state milk pricing programs in the late 1990s. Specifically, the U.S. federal milk orders
face no threat comparable to that mustered by Victoria's dairy industry against Australiathatates
wished to retain high state regulated fluid milk prices. To see why, consider this scenario: A group
of U.S. milk producersmight decide to vote out their fedemailk order withthe objective of
acquiring additional fluid milk sales in other federal order marketproéessors ihe producers’
federal ordemarket becamenregulated as a result of theoducer action, then theyould no
longer be required to pay thminimum prices specified by therder andcould, it might be
supposed, undercut fluid milk prices in the other orders and gain additional fluid milk sales. If this
could bedone, it wouldconfer benefits on thprocessorsand theirproducer-suppliers in the
process. But processors previoushggulated in the areaherethe federalorder wasvoted out
would, in almostall cases,instantly become regulatathder a different federal order (and be
required to pay the minimum prices of the different order) where the firm had significannilkiid
sales, eliminating most of the economic advantage for the processors and producested /oot
the order. There is also avidespread preference the U.S. dairy industryfor maintaining high
border protection for dairy products.

The EU's dairy industry arguably faces more tangible pressureeregulation than thg.S.
The EU is scheduled to expand into Eastern Europe within thefexexyears. Itwill not be
feasible for the EU to extend the curremtk quotaand domestic dairy priceupport systenmto
Poland, Hungarythe CzechRepublic, Slovenia, Estonia, and possilipvakia—the countries
involved in the EU accession. The basic choices open to the EU appear to be to (a) require Poland
and the other Eastern European countries involved in the accession to agree to a lengthy transition
period during which they would not share fully in CAP dairy program benefits, or (b) emncdlEU
guotas and high domestic dairy pregpportsand allow the Eastern European countries access to
current EU dairy markets.

There issupport for an end to Elhilk quotas and aeast partial deregulatiofiom dairy
industry groups in Denmark, the UK, Italy, aBaveden. Certain dairygroups inthese countries
argue that they could compete effectively in international dairy mavkigts less government
support. However, strongpposition to deregulation anelimination of milk quotas from
Germany and France reduces the chances for substantial deregulation of the EU's dairy industry.

One possibility for bringingabout deregulation of thEU's dairy industrylies in producer
compensation. If problems associated with EU expansion and CAP budget problemdaheuld
partial deregulation of the EU daimgdustry, alarge producer compensation package could be
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developed to make the measure more acceptabfgomucers. Without such acompensation
package,deregulation of the EU dairyndustry would likely be a nonstarter. Australia’s
restructuring package might be a useful model for the EU in this situation.

U.S. and other dairy exportekgould like to gain greateaccess to Canadian dainyarkets.
However, Canada maintains a milk quosystem and domestiprice supportsthat would be
unsustainable without high tariffs on dairy imports. Canagraducersare especially resistant to
deregulatory measurdblat would causeloss of quota values. Hencegexpect no substantial
deregulation of Canada's dairy industry any time soon.

The immediatéenefits to thd).S., EUand Canadian dairy industries framaintaining high
border protection and regulation will come at a cost. Australian dairy groups—probably linked to a
greater extenwith New Zealand dairygroups—will gain early mover advantages in dairy
exporting and obtairstrong positions inAsian markets,making it expensivéor U.S. and EU
exporters to expand sales there.

In the U.S. and EU, strong, efficient firms will captunarketshare from weaker firms in the
domestic market rather than seek export markets. This is particularly thesUnS. wherethree
firms are building large cheese plants in Califoth@a will expandthat state'scheese processing
capacity by abou#0% withinfive years. This cheese will not beompetitive inforeign markets
because of high U.S. cheese pritest reflect impacts of restrictiariffs and theUSDA's dairy
price support program.Lacking export marketfor the cheesethe threefirms will compete for
domestic markeshare against cheese firmstie Upper Midwest and elsewhere in the domestic
market.

Developments that will have similar impacts in the domestic markedcatgring in the EU.
For example, when EU firms were forcedréaluce exports of subsidized cheesdgh®Uruguay
RoundGATT/WTO agreement, MOFoods ofDenmark rapidly expanded cheesdes within the
EU at the expense of other EU firms [14J.ompetitivemoves ofthe typepursued by MDFoods
are being replayed by other firms elsewhere in the EU.

U.S. and EU firms are likely to seek to expand exports of hidiffigrentiated dairyproducts
that can be exported despite the high prices for dairy produtie inomemarket. Indeed, this is
probably where the competitive advantage of many U.S. and EU dairy exporters will tdsile.
and EU firms are likely to be well positioned to carry out the R&D and to acquire the capital needed
to expand export sales of highly differentiated dairy products. Australia, New ZeAlgedtina,
and perhaps othere becomingstrongly positioned to secummore of thebulk or modestly
differentiated dairy export product market.

In summary, it isunclearhow longthe currentborder protection angrice regulations will
persist inthe dairyindustries ofthe U.S. and EU, but there islittle on thehorizon to provide
incentives for Australia-like deregulatory developments in the U.S. and EU.
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Appendix. Figure 1: Australian Dairy Industry Organizations*
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* Source: ADC - Industry Organisations and Structure.
http://www.dairycorp.com.au/statistics/statistics_orgstructure.htm
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