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DAIRY PRODUCTS

Analysis of the determinants of prices and costs in product value chains

Overview of the dairy industry

The dairy industry is a major agribusiness sector which has historically been largely production
and supply driven:

e the majority of milk production enterprises supply dairy manufacturing or processing
cooperatives which have developed into large enterprises aimed at achieving the best overall
returns from supplied milk;

e major volumes of milk are converted into storable dairy products which are sold into available
international markets; and

e national milk production is highly seasonal to take advantage of low-cost production conditions
(such as spring pasture growth).

With the strong forces of globalisation, the industry value chain has in the past decade been highly
exposed to demand factors and forces in export and domestic market segments. These have had a
profound effect on the returns to the overall industry and the nature of competition through the
chain. The most marked of these changes has been in the domestic consumer product sector.

Since the early 1980s the industry progressively removed internal support and regulation of prices
and supply, and focused on taking advantage of low-cost production conditions to become a major
player in the world market for dairy commodities and dispose of larger volumes of product.

The final phase of that deregulation — of pricing and supply of milk to the packaged milk sector
which directly affected less than a fifth of national milk output — is a relatively recent event.
Considerable adjustment is still occurring in parts of the production and processing sector today.

The industry’s product and market mix

The chart below shows the overall use of milk in the total industry, including all markets. The
diagram uses 2002 numbers in terms of milk volume, considered normal prior to the sharp fall in
production in 2003 as a result of the drought. In this diagram, ‘liquid milk’ includes packaged
product that encompasses fresh and UHT (long-life) milk, and ‘other’ includes fresh dairy products
such as yoghurts and desserts.

The influence of the world market extends well beyond simply setting returns for export products —
it sets the overall return on a significant portion of manufactured dairy products such as cheese,
ingredients and butter in the domestic market. This is due to the proximity of New Zealand which
is the major exporter onto the world tradable products market.

Figure 5. MILK UTILISATION, 2001-02
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DAIRY - PACKAGED MILK

Overview of the product

The packaged milk market consumes about 17 per cent of total milk output according to 2003
numbers.

Packaged milk is a traditional product category on which much of the industry production
technology and culture was originally based — a commitment to service the fresh milk needs of the
community. Significant changes have been seen through the chain as a result of technologies
which have improved milk qualities, logistics systems capabilities and shelf life, as well as changes
in consumer preferences towards greater convenience and health consciousness.

The history

The industry has a background history of regulated prices through the chain at points which
included factory gate, wholesale and back of store, and retail. The last piece of pricing regulation
was removed on 1 July 2000 with the removal of farmgate regulated prices for milk used in
packaged milk products.

The product-market mix

About 55 per cent of packaged milk sales in the domestic market are made through major
supermarket chains.

The product mix has changed significantly over the past 10 years towards products with lower fat
content, although white whole milk dominates volumes.

Figure 6. MILK PRODUCT MIX
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Source of data on this and next page: Dairy Australia 2003

Drivers of pricing
A number of factors have significantly altered pricing in the packaged milk value chain in
recent years:

e deregulation of pricing and supply laws that existed at state level, which included farmgate,
wholesale and retail prices;

® major retailers moved to national supply contracts in packaged milk;

e the existence of excess capacity in milk packaging operations in the three major processors,
coupled with increased awareness by retailers of the costs of milk production and processing;

e the use of private label products at a discount from proprietary branded products underpinned a
gain in market share by chain retailers;



e growth in consumer adoption of larger pack sizes with 3 litre containers now almost as popular
as 2 litre in supermarkets; and

e increasing competition from health beverages including waters, juices and other functional
drinks.

Figure 7. GROWTH IN LARGE PACK SIZES,
LITRES SOLD PER QUARTER, AVERAGE

Figure 8. GROWTH IN PRIVATE LABEL MILK,
2 LITRE, LITRES SOLD PER WEEK
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Figure 9. PACKAGED MILK: MAJOR DRIVERS OF PRICES AND COSTS

Packaged milk is a high-profile case study in the evolution of supply chain pricing in fresh food products. The analysis
however must take account of the dynamics of the packaged products in the context of the wider industry.
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Figure 10. WHOLE MILK, 2 LITRE, SUPPLY CHAIN MAP
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a strong share of packaged
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e Distribution strategies of
dairy companies vary, with
a mix of company-owned
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route operators.

® Major route to market is
through franchised delivery
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® Role of separate wholesale
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DAIRY - ANALYSIS OF PACKAGED MILK PRICING

e Chain retail share of total
market increasing to more
than 55% of retail volumes.

e Increasing share of private
label product in chain and
independent (IGA) retail. In
chain retail estimated at
more than 60%.

e Steady increase over time
in low-fat modified milks
which have 27% of volume
(whole milk has 56%).
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Retail prices for milk

Historic regulated milk prices at retail were set on a cost-plus basis. Costs built up through the
chain to provide each sector with a deemed appropriate margin which was justified on a cost-
recovery basis.

Since the removal of price regulation, retail prices have broadly fluctuated around those historic
levels with gradual increases over time. However, strong price competition remains between
retailers, between major chain retail and independent stores and across the beverage category.

Retail versus farmgate pricing analysis

The dairy industry has emerged from a recent history where regulation supported a practice of
setting different prices for ‘manufacturing’ (for milk used in manufactured dairy products) and
‘market milk’ (for milk used in packaged liquid milk products) at the farmgate level.

The major adjustment for the industry was moving from a production-push pricing culture into an
environment where the returns of the processor and producer were very directly exposed to the
consumer market realities of the fresh dairy category.

An analysis of the history of farmgate versus retail supermarket pricing over the past six years is
contained in the chart below which illustrates pricing for a 2 litre whole milk product.

The farmgate price in the chart below is a farmgate price calculated as the average paid by
packaged milk processors.



As expected, with the loss of regulated arrangements, there was a sharp fall in the farmgate price.
Since that time, farmgate prices have fallen (commensurate with a fall in world market prices for
dairy products) and average retail prices have risen.

Figure 11. RETAIL VERSUS FARMGATE PACKAGED MILK, S/Z LITRE EQUIVALENT IN NOMINAL AMOUNTS
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Source: Dairy Australia and Whitehall Associates

The gap between farmgate and retail has widened now that world market returns effectively set
the benchmark for prices for packaged milk processing.

Retail prices

The returns from the packaged milk sector have been strongly influenced and driven by the
strength of private label growth. The growth has been achieved through aggressive price
competition which has seen a widening of the gap between the proprietary and private brand
prices in supermarkets. A 2 litre milk product is one which is sold at a little or no margin overall to
the processor. It is a volume product that enables the disposal of milk volumes, providing a
distribution platform for the sale of profitable low-fat, specialty and flavoured milk products into
various channels.

With lower margins available from the supermarket sector, processors have made varied
responses to the growth in the private label as they have each sought to maintain brand equity in
all channels to the consumer.

Figure 12. SUPERMARKET SEGMENT RETAIL PRICES, MILK,
$/2 LITRE, 1998-2003
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Source: Dairy Australia

Retail prices in the non-supermarket sector are generally higher than those in major retail.
However there are frequent instances of discounting of 2 and 3 litre lines by independent stores in
order to attract custom. Packaged milk products are now used in many segments of non-
supermarket retail as a loss leader to attract customers to make other store purchases.
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Prices through the chain

Our analysis of the history in farmgate and retail supermarket pricing over the past six years is set
out below, illustrating pricing through the chain for a 2 litre whole milk product. The major trigger
for change of the share of margins was the pricing of national contracts for the packaging of
private labels. In view of surplus capacity, processors bid for the rights to supply those contracts
at low prices in order to optimise plant throughput. This has resulted in a cut in wholesale prices
for the private label by more than 25c a litre from pre-existing regulated prices.

Figure 13. SUPERMARKET SALES, PACKAGED MILK, 2 LITRE, % OF RETAIL SALES VALUE
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The above analysis is an assessment of an industry-wide average. Differences exist in farmgate
prices depending on the supply region and, at wholesale level, depending on the business mix.
Processor costs include meeting costs of cartage, processing and distribution. Marketing costs
have tended to increase as processors attempt to put greater efforts into support of brands
through the route trade. In recent years certain companies have achieved significant
improvements in processing costs through investment and business rationalisation. Since the
major shift in product margins in 2000, processors have won back small gains in net wholesale
prices, though the average increase in wholesale returns is restricted by the increasing market
share of the private labels.

DAIRY — NATURAL CHEDDAR CHEESE

Overview of the product group

Cheddar cheese is a key product line to the Australian domestic dairy sector. Cheese products use
45 per cent of milk consumed in manufactured dairy products or approximately 36 per cent of total
milk usage, making it the largest product category for the dairy industry. There are up to 50 style
categories in the cheese cabinet of the retail market, differentiated on the basis of production
method, fat content, texture and appearance. Cheddar is the largest style category within the
cheese products group with about 55 per cent of total output. Australia exports about the same
total volume of cheese that it consumes in domestic markets.

About 55 per cent of domestic cheese sales are made through the supermarket channel. Of that
segment of the retail market, the product mix (Figure 14) shows the importance of the 500g and
1kg matured cheese lines, providing almost half of all cheddar sales. Processed cheddar, including
slices provides 28 per cent of sales.



Figure 14. SHARES OF SUPERMARKET SALES OF CHEDDAR CHEESE
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The pricing analysis for this report has been based upon a selection of major retail products. A
combination of two major product lines — 500g and 1kg matured cheddar — has been chosen as it
is indicative of the level of return from the major matured cheddar products.

Drivers of pricing

A number of factors have significantly affected pricing in the packaged cheddar cheese value chain
in recent years:

e major retailers moved to national supply contracts for private label cheese products;

e prevailing import parity prices — for bulk cheddar and packed cheddar from New Zealand — which
are set by world market conditions. Such conditions are strongly influenced by the level of
demand in major customer countries to which the industry has access and the level of
subsidised support paid to European Union cheese exporters;

e the existence of excess capacity in cheese manufacturing or inventories on hand from time to
time in the hands of the major manufacturers. These are due to poor export market demand
and/or prevailing commodity prices;

e the use of private label and branded products at a discount from primary proprietary branded
products to underpin a gain in total market share by chain retailers;

e consolidation of cheese cut and pack facilities to enable manufacturers to achieve economies of
scale in product manufacture; and

e deregulation of pricing and supply laws at state level which affected the volumes of milk
available in certain regional areas for cheese manufacture.
Figure 15. SALES IN SUPERMARKETS, CHEDDAR, 1KG AND 500G, TONNES PER ANNUM
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Figure 16. NATURAL CHEDDAR CHEESE: MAJOR DRIVERS OF PRICES AND COSTS

The cheese category is very diverse, with a wide range of products that create more than 50 cheese styles and more than 500
SKUs (stock keeping units) at retail level. The analysis is performed on the major lines of matured (or tasty) cheese.

1. Farm production factors 2. Value-chain integration 3. The marketing approach
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cheese is storable. operations to increase throughput scale regional cheese styles in indulgence
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prices determine prices in
major lines.
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Significant investment in applied
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Increasing application of size efficiency
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manufacture.

Increasing size efficiencies and
automation in cut-and-pack operations.
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has resulted in strong margin
pressure.

Price Determination in the Australian Food Industry A Report

N
o

components (for example, whey powder)
into high-value niche ingredients.

Figure 17. NATURAL CHEDDAR CHEESE, 500G AND 1KG, SUPPLY CHAIN MAP

FARMER PROCESSOR MARKET LoGISTICS RETAIL
‘ RECEIVAL CONSOLIDATION ‘DISTRIBUTION AND LOGISTICS‘
u‘ Y — CHAIN
FARMER I\ MANUFACTURER > RETAILER
DELIVERY — C
> ONSUMER
/? INDEPENDENT
v \ AND
HAUL > | WHOLESALER 3| CONVENIENCE
\ RETAILER
Approx. 11,000 e Cheese consumes 38% of all e Distribution strategies of \ Foop SERVICE
dairy farmers, milk. dairy companies vary as
with more than e Four major manufacturers most cheese companies

e Chain retail share
increasing to more than

are not involved in the
fresh dairy products

9,000 sharing
directly in the

with more than 80% of
processing market.

cheese market. o Very diverse array of small market. 75l% of grocery retail sales
and regional cheese makers. ® 25% of cheese by volume . \I;cl)olé?i;;eese s about
f i is imported, mostly from
e Yield factor is approx. New gealand. y 45% of cheese market.

9.9 litres of milk per kg of
cheese - this varies with
other varieties due to
different fat content.

e This function has become
more concentrated with toll
cut-and-wrap facilities at
Bega and Kraft.

e Cheddar largest category
of domestic cheese with
55% of cheese market.




DAIRY - ANALYSIS OF CHEESE PRICING

Retail prices

The retail prices of cheese are based on a cost-plus approach, whereby world prices effectively set
the level of returns at wholesale to cheese manufacturers. Marketers and retailers add margins to
these prices.

With the significant volume of commodity cheddar cheese imported into the retail sector, price
levels are kept in check with next best available prices.

Figure 18. RETAIL PRICE OF CHEDDAR CHEESE, 1998-2003, 500G AND 1KG, $/KG
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The climate in the world market for cheese also has a major bearing on prices from time to time,
whereby if the industry is operating in poor market conditions with oversupply of product, major
manufacturers are likely to seek an outlet for product in the retail sector through discounting. This
effect can be seen in the past two years in the right of the graph above — fluctuating pricing for the
1kg branded product reflects a period of poor world market returns for cheese.

Retail prices

There is substantial variation in retail prices of cheddar cheese products across different pack
sizes and maturity grades which range from mild to vintage or extra tasty.

The chart below provides an example of the differentials in average supermarket prices for the
range of cheddar pack sizes (across all cheddar block pack sizes) over the past year.

Figure 19. RETAIL PRICE OF CHEDDAR CHEESE PACKS, $/KG

$
14

12

10
8

6

4

2

0
< 3008 400-6508 1-1.4kg

cheddar cheese pack sizes

Source: Dairy Australia

The 1kg product is a bulk discount line. Discounts drive consumption throughout the year and
suppliers effectively take turns to fund the retailer’s discount program in order to sustain activity
levels in these products.
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Farmgate prices

Farmgate prices are determined according to the prevailing returns from the total market available
to the industry — a mix of export and domestic returns — as outlined on pages 33—34 in Dairy — how
are farmgate milk prices set?

The major participants in the dairy industry do not differentiate between the various end uses of
milk when setting prices at the farmgate.

The vast majority of cheese manufacture is owned by cooperatives, and milk pricing offered by
such companies will tend to be weighted average prices that are payable from returns on a range
of dairy products from export and domestic markets.

As cheddar cheese is a storable commodity dairy product, cheese-making cooperatives like to take
advantage of lower cost seasonal milk production systems. This sees much of the output
generated in the spring and summer months of the year. It is nonetheless more efficient and
profitable for an operation to be in production for most if not all of the year in order to spread fixed
overhead costs over higher volumes of product.

Milk prices are accordingly structured to manage the flows of milk during the year by offering
incentives which promote higher production of milk in months when grass-fed production is most
difficult. Prices contain incentives to also promote optimum composition of butterfat and protein.

The retail-farmgate spread

Straightforward comparisons of cheese product prices and farmgate returns are overly simplistic:
cheese is produced using butterfat and protein ingredients which are separately valued in milk
pricing formulas offered by dairy companies.

Dairy — analysis of pricing of dairy spreads, pages 30—32, describes the factors taken into account
in the pricing of farmgate milk.

The chart below depicts the spread of retail and farmgate prices that are relevant to the two major-
selling cheese lines. The retail price data presented in the chart includes the weighted average of
supermarket sales data for soog and 1kg packs of mature cheddar cheese. This is compared to the
average farmgate price paid by major manufacturing companies in the past six years.

Figure 20. RETAIL VERSUS FARMGATE CHEDDAR CHEESE PRICES, S/LITRE EQUIVALENT NOMINAL
AMOUNTS, 1998-2003
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Note: This chart is based on the following:

e weighted average monthly data from chain retail over six years combining 500g and 1kg cheddar
cheese blocks;

e average manufacturing rates for milk used by Victorian manufacturing companies over the six
years to June 2003; and

e conversion of milk into cheddar cheese at the yield of 9.88 litres per kg cheese.



Share of retail dollar

The chart on this page shows the contrast in the share of the retail dollar at various stages in the
value chain between 2000 and 2003 for major cheddar cheese lines.

Changes in margins over time

The chart shows a dissection of the margins in cheese products. The following points should be
noted:

e The study of movements in retail and farmgate prices shows that while retail prices have shifted
there is little evidence over the past six years that retail prices have moved in response to
changes in the cost of milk at the farmgate.

e However, as changes occur, it is typically the manufacturer and/or marketer that absorbs or
enjoys the changes in margin between farmgate and retail selling prices in times of fluctuating
milk prices. Note: there are cheese marketers who are not also manufacturers of cheese. A
significant portion of cheese making and packaging is outsourced in the domestic industry.

e There have been some gains in scale efficiencies in cut-and-wrap plants in the past several years
as a result of consolidation of facilities; yet these have not materially added to the returns of
manufacturers.

Who owns the share?

The majority of cheese-making and marketing enterprises engaged in major natural cheese
products are owned by dairy farmers through cooperatives. As the chart depicts, dairy farmers
have a stake in the share of retail dollar through to the point of wholesale sale to the retailer.

The exception to this feature is the Bonland Dairies business which is 100 per cent owned by New
Zealand dairy farmers through Fonterra Cooperative Group.

The example using data from November 2000 was selected to show the effect when farmgate milk
prices were high. At that time the prevailing farmgate price averaged 29c/litre, whereas in
2003-04 it is close to 25c/litre. 2003 analysis is based on the estimated annual average. This
margin analysis is indicative only. It is based on assumptions as to margins and costs incurred
through the chain by dairy companies, marketers and retailers.

Figure 21. SHARE OF RETAIL DOLLAR, CHEDDAR CHEESE, MARGIN ANALYSIS OVER TIME
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Over time, the industry’s performance in managing the costs of cheese making and cut-and-wrap
facilities has improved with consolidation of these functions.

There are substantial fluctuations in margins across product groups based on the contribution of
the products to the overall category for the retailer and the marketer. (The concept of category
management is explained in Section 5.)
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DAIRY - ANALYSIS OF PRICING OF DAIRY SPREADS

Overview of the product group

Dairy spreads are a major product line in the Australian domestic dairy sector. Butter has been the
traditional mainstay of the sector, however blends of butter and vegetable oil have overtaken retail
sales volume of packaged butter.

Butter is the major dairy spread product group. Approximately 50 per cent of butter product is
exported (this varies year on year according to market conditions and available product supply). Of
the product consumed in the domestic market, about 85 per cent is sold as straight butter product
—of which only 40 per cent is reported as sold in supermarkets. The remainder is used in food
service and industrial markets.

Dairy spreads compete in the table spreads market against margarines (polyunsaturated and
monounsaturated) which dominate the category with more than two-thirds of sales volume
according to 2002 supermarket data.

Figure 22. SHARE OF SUPERMARKET SALES OF SPREADS, 2002
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Source: Dairy Australia

Drivers of pricing

A number of factors have significantly affected pricing in the dairy spreads value chain in recent
years:

® major retailers moved to national supply contracts for private label dairy spread products;

e prevailing import parity prices for packaged butter and dairy blend products from New Zealand
which are set by world market conditions. Such conditions are strongly influenced by the level of
demand in major customer countries to which the industry has access, and the level of
subsidised support paid to European Union butter exporters;

e total steady decline in the overall table spreads category over time, falling steadily in total
volumes each year since the early 1990s (source: Ibisworld 2003d);

e the long-term decline in consumer demand for butter products, offset by increasing demand for
dairy blend spreads combining vegetable oils which have lower saturated fat content and
properties which enable easier spreading;

e the existence of excess capacity in butter manufacturing or inventories on hand from time to
time in the hands of the major manufacturers due to poor export market demand and/or
prevailing commodity prices; and

e the use of private label and branded products at a discount from primary proprietary branded
products to underpin a gain in total market share by chain retailers.



Figure 23. SUPERMARKET SALES OF SPREADS, TONNES
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Figure 24. DAIRY SPREADS: MAJOR DRIVERS OF PRICES AND COSTS

This category covers butter and butter-churn or blend products.
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ownership by major cooperatives following

. The marketing approach

Strategies to combat pressure on the
yellow fats spread category due to greater
health consciousness of consumers.
Increasing differentiation of spreads with
the inclusion of low-fat and churn blends,
and functional ingredients (for example,
sterols).

Consolidation of brands through gradual
rationalisation of butter producers.
Customisation of product solutions to
growing food service markets and end
uses.

butter is storable.

4. Regulation and compliance

e Increasing costs of compliance
with environmental, welfare and
food safety requirements for
milk producers and processors.

5.

industry deregulation.

> Co-product manufacture

Trade impacts

The profitability of butter
production is highly dependent on
prevailing levels of export market
prices of butter and its co-
products.

Prevailing world commodity prices
are affected by commodity
competition from other traders,
including the effects of intervention
by subsidised exporters.

Marketing

Food service

6. Technology and innovation

e Significant investment in applied
technology and innovation in
milk production to achieve better
component attributes.

e Greater investment in innovation
to diversify and extract value
from major co-products through
customisation and specialisation
for end use. This affects overall
viability of the product
combination.

e Innovation in application of
functional ingredients to spread
product category.

7. Retail market
dynamics

e Total spreads

market volumes

are in decline.

Limited total

growth in yellow

fats category over
recent years, but
use of blends
with vegetable
oils has improved
market share.

Increasing

prevalence of

private label
products.

e Greater retail
concentration has
resulted in strong
margin pressure.
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Figure 25. DAIRY BUTTER AND BLEND SPREADS, SUPPLY CHAIN MAP
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e Total butter production
98,600t, domestic butter

Approx 11,000 consumption approx. e Distribution strategies of

dairy farmers, 55,000t. dairy companies and

with more than e Two major manufacturers requirements of retailers

8,000 sharing (Bonland and Murray vary.

directly in the Goulburn) with more than e Butter spreads and blends

butter market 80% of yellow fats market. hold about 33% of total

¢ Limited number of small and spreads market, and
regional product makers. growing in market share.

e Yield factor is approx 20 litres
of milk per kg of butter.
Butter is a co-product in
manufacture of milk powder
and cheese, or primary
product in casein/butter
process.

e Total market must take
account of butteroil (a further
65,000t) which is mostly
exported.

AN

FOOD SERVICE

Retail pricing

The six-year supermarket retail price history shows the different price points being assumed due
to the nature of the market for each product. Butter prices have remained relatively flat due to
static sales levels.

Figure 26. RETAIL SELLING PRICES, DAIRY SPREADS, 500G TuB, 1998-2003
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Margarine prices fluctuate due to the continual discounting by retailers; more so in recent times as
market share has been lost to the dairy spreads.

Farmgate prices

Straightforward comparisons of butter-based consumer product prices and farmgate returns are
not meaningful. Butter is produced using butterfat, which is separately valued in milk pricing
formulas offered by dairy companies.

In addition, with the static nature of the global butter market, butter is largely produced as a co-
product in combination with products which have been more important in terms of volume and
value growth over the years, such as cheese and skim milk powder. There are few standalone
butter factories in the industry.

As in the case of cheese, farmgate prices are determined according to the prevailing returns from
the total market available to the industry — a mix of export and domestic returns — as outlined
next.

The vast majority of butter manufacture is also owned by cooperatives and milk pricing offered by
such companies will tend to be weighted average prices that are payable from returns on a range
of dairy products for export and domestic markets. Comments on the nature of milk pricing are as
for those made in the section of this report on cheese.

DAIRY - HOW ARE FARMGATE MILK PRICES SET?

Drivers of farmgate pricing

Milk prices at farmgate are driven by the level of returns to the Victorian production regions which
produce more than two-thirds of total output and more than 75 per cent of exports. Milk is
sourced by dairy companies on a regional basis — each production region is regarded as a discrete
economic milk field by companies relevant to their alternative sources of input that are available to
their plants.

Dairy companies pay for milk solids (butterfat and protein) such that the effective price per litre
depends directly upon the percentage of components per litre, which varies widely amongst
individual producers. The value of milk solids to processors and manufacturers is driven by the
level of product prices available to the industry in export markets which sets the returns for about
70 per cent of the milk produced in the highly seasonal regions of Victoria and Tasmania.

Major exporting cooperatives set farmgate milk prices based on net returns that can be achieved
from their operations, making allowance for capital costs and working capital. Milk price is
generally determined as a residual amount after the costs of business.

Figure 27. INFLUENCES ON FARMGATE ENVIRONMENT, 2002

World market

Export product mix Domestic market
5.8 billion 5.2 billion
litres litres
Fresh 2.1bl

Dairy products  3.1bl

Value of milk

e product mix
e nature of company [Pl
e separation of returns > < : ls?fr?sllsr::ompetition

Structure of contract
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‘Step-ups’ are paid by several large dairy companies and cooperatives to top up milk prices over
the year as the cash flows from proceeds of the annual sale of product permit. Step-ups are
generally in the order of 5—10 per cent of the eventual full year price and are typically only paid by
companies that have a highly seasonal milk supply exposure.

A variety of approaches have been taken to the structure of farmgate supply contracts, with the
major packaged milk processors now relying on contracts which contain a range of signals and
incentives to suit the needs of the packaged milk business for high reliability.

These signals address the shelf life of the milk product, volume efficiencies, the costs of collection
and haulage to the factory and the avoidance of impurities in the milk. As a result they can cause
significant variation in the ultimate per litre milk price for the producer.

Milk used in packaged milk products

Prices for milk used in packaged milk processing are based on a balancing of the need to pay a
sufficient price to encourage sufficient year-round production and a recognition of next-best
supply alternatives available to processors. The prevailing price of dairy commodities has a major
bearing on the overall value of milk that is sourced from each region.

Milk processors do not differentiate between the various end uses of milk when setting prices at
the farmgate, although a requirement for milk used in packaged milk can typically induce a higher
average farmgate price in a region due to the need to provide sufficient price incentive to
producers to engage in year-round milk supply.

The true costs of milk to a processor will vary depending upon how the full litre of milk is used in
their business and how they deal with the fluctuations in supply compared with their daily
processing requirements. Processors face the challenge of balancing milk — handling the
differences in milk flow as collected on a daily basis and used in a weekly processing cycle that is
compatible with periods of peak consumer buying (late week and weekends). They also face the
challenge of disposing of excess fat from the growing portion of low-fat milk drinks —fat is a
commodity and must be converted to product for sale.

DAIRY - VALUE-ADDING IN THE DAIRY PRODUCTS MARKET

Milk
Significant differences in product returns are gained by processors between the standard whole 2
and 3 litre products and the range of specialty, flavoured and low-fat lines. The chart below shows

comparison of retail prices for 2 litre packs between whole, specialty (low and reduced fat) and
flavoured milk.

Figure 28. MILK PRICES, 2 LITRE PACKS, $/LITRE, JuLy 2003
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Source: Dairy Australia

These margins are enhanced in impulse product lines in smaller pack sizes but there is a higher
cost in support of these products in marketing and distribution infrastructure.



Cheese

A competitive cheese production and marketing company in the modern era must invest in
activities across a range of applications. These would meet the definition of ‘value-adding’in
normal terms.

This is the case for several reasons:

e to provide a competitive offering to retail customers, cheese marketers must attempt to provide

the entire range of cheese products in the main cheddar cheese style groups — covering natural
and processed cheese;

e the returns to manufacturers from the production of commodity cheddar cheese are inadequate

due to the tight price competition in the world market, the increasing costs of waste disposal
and the economies of scale in achieving necessary plant throughput levels; and

e manufacturers must extract optimum value from the whole litre of milk in the form of whey
protein or whey powder products (for which there are niche export markets as ingredients in a

range of nutraceutical — nutritional and pharmaceutical — applications) in addition to minimising
the wastage from cheese cutting into consumer packs (by returning offcuts to be converted into

processed cheese products).

Value-adding as such is confined to areas where specialisation in pack size, maturity and
preparation for special applications and end uses are developed into part of the product range.
Cheese companies do not tend to regard this as value-adding but as simply having a competitive
offering in the marketplace.

The value-adding activities in a cheese business address two major priorities, as set out below.

Value-adding to product value Extracting a greater return from processing the commodity

e smaller, convenience retail pack sizes e processed cheese products (consumes offcuts from
natural cheese lines)

e extending cheese maturity e processing of whey into whey powder and whey protein
concentrate products

e |ow-fat cheese blocks
e natural cheese slices
e entertainment pack cheeses

e specialised processed products to
target lunchbox market (for example,
cheese stringers)
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THE MEAT SECTOR

Analysis of the determinants of prices and costs in product value chains

MEAT SECTOR - OVERVIEW

Background

Analysis of the pricing through the chain in the meat sector requires recognition of the diversity of
the value chain in each of the major meat industry sectors and major trends that are affecting
overall returns to each industry. Industry returns are however in each case driven by international
trade, which in each case determines available farmgate returns for the animal carcass.

The analysis has been undertaken across beef, lamb and pork. In terms of total value and volume
of industry output and retail turnover, beef is the dominant meat segment.

Australia is one of the largest consumers of processed meat on a per capita basis, yet this has
been in decline in recent years due to competition from poultry and seafood. These have increased
largely as a result of consumer concerns for diet and health.

Figure 29. MEAT CONSUMPTION, KG/PERSON, 2002
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Source: MLA

The influence of trade

Industry estimates as to the use of product show the importance of export markets to the beef and
lamb industries. In the case of the pork sector, recent imports of frozen product have had a
dramatic effect on product returns.

Domestic market

The meat industries feature differing degrees of integration from producer to consumer. The scale
of supermarket dominance of the domestic meat category is common to each meat sector, due to
a strong focus on the presentation, pricing and product range. The meat industry has focused its
promotion and market development activities at improving the information and choices available
to the consumer in the form of cuts and eating quality. Major retailers have been best placed to
optimise these activities.



Figure 30. SHARE OF MEAT OUTPUT
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Figure 31. MARKET SHARE, MEAT, JUNE 2003
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Approach

The nature of the value chain for domestic retail meat products (covering beef, sheep meat and
pork) requires a cautious approach when comparing farmgate returns and the levels of retail
pricing. It is invalid to draw direct comparisons between individual retail products and the value of
the carcass at the farmgate due to the diverse array of products that are produced from each
animal.

Assessments of the share of returns at each stage also needs to take account of the importance of
co-products and waste streams which are derived from each carcass. These have a significant
influence on the overall recovery from processing.

The quality of data

An analysis of pricing through the value chain in meat industries is made difficult not only by
complexity but also by the relevance of available data sources. Increased concentration of
processing and the increasing share of retail market share in the hands of major supermarkets,
along with the greater role played by direct supply arrangements to those chains, reduces the
overall data that is available in the industry. Whilst reported wholesale price series are relevant as
a barometer of the marketplace, less business is being conducted through traditional market
channels which allow capture of data.

Other than published information from ABS, there are limited time series of retail data across the
meat sector. This again limits the ability to draw accurate conclusions as to the relationships over
time. Meat industry agencies have in recent times increased the investment in these areas and
that data is presented in this report.

Our work has been based on recent time series and an analysis of the value chain in each case.
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The approach taken

The pricing analysis will compare typical domestic animal returns at each of the major price points:
farmgate, wholesale and retail.

Figure 32. PROCESSING MEAT _

Farmgate Wholesale Retail

Carcass Carcass whole Retail product

portions plus cuts — Retail product

— Retail product

Retail product
Co-products

‘ Sale/recovery
values

Waste products

In so doing, it has taken a whole-of-carcass approach to analysing the structure of prices and costs
through the chain. As this report deals with domestic food prices, the work has used case studies
based on typical domestic carcass lines.

While there is limited detailed retail data that provides sufficient coverage over time of the trends
between each of the major price points, this approach nonetheless increases the validity of
comparisons and assertions that can be made.

BEEF - OVERVIEW

Background
e Australia, as the world’s largest exporter of beef, accounts for around 22 per cent of total beef exports.

e The industry has the ability to produce a range of low-cost beef by virtue of its production
systems allowing beef to be sourced from feedlots, crop and pasture or from rangelands.

e The live trade in cattle remains an important market channel for the industry.

e The feedlot sector has increased in importance over recent years to the extent that 27 per cent
of 200102 livestock turnoff (from farm to market) was from grain-fed feedlots.

e ABARE has estimated that of the cattle on feedlot operations in March 2003, 46 per cent were
destined for the domestic market.

Figure 33. BEEF PRODUCTION, TONNES, 1997-2002
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Major drivers of prices - international

Global production of beef in the last decade has been steady. This reflects increased
competition for land from alternative uses such as grain and urban development.

The beef industry in Australia is strongly geared for export production, whilst there is static
overall domestic consumption. Strong growth in the value and diversity of export markets for
the Australian industry has helped underpin the stability of export returns, despite recent food
health scares related to beef in major markets.

International competitiveness is aided by Australia’s disease-free status which allows
preferential access to the high-priced markets of Japan and the United States. Extensive beef
operations have the capability to give overseas customers continuity of supply and consistency
of quality which are critical to higher value markets.

The forces of supply and demand in international beef markets drive the level of returns to the
Australian industry. In the short-run, these returns are affected by:

— seasonal conditions which affect both quality and quantity;
— exchange rate relativity and volatility;

— trade policy issues such as import quota systems and tariffs which affect market access
for Australian exports;

— disease outbreaks and general consumer health and safety concerns;
— competitor meat or protein prices from lamb, pork and chicken; and
— general economic conditions in consumer markets.

Meat processors have in recent times faced very tough operating conditions due to the
reduction in available livestock slaughtering with the decline in the national herd from drought
and the continued build-up of the live trade.

Major drivers of prices - domestic

Competing sources of meat drive prices at the consumer end of the value chain, while export
returns dictate prevailing returns and costs at the other end.

Consumers are demanding that eating quality of beef is predetermined and consistent — this
factor is important to compete with chicken and pork for the protein dollar.

Buyers of cattle for the domestic market compete at various points of sale against export
buyers, processors and marketers.

The prevailing farmgate price at which a major domestic buyer will purchase cattle will be
influenced by:

the strength of international demand from time to time;

the domestic demand for store and breeding cattle;

the level of available supply; and

prevailing key export price indicators.

When export markets are strong, the producer with reliable, consistent quality will retain
leverage in domestic transactions.

Major retail buyers operate with a variety of models to ensure they cover three sets of risks in
the face of fluctuations in export demand — price, supply and quality risks.

Major retailers will attempt to buy at a target (per kg) buying price to maintain target returns for
the category, based on carcass usage, processing cost and competing retail prices for the category.

Over time the major retail buyers vary the mix of product sourcing between dedicated
producers, paddock selection and markets (saleyard and over the hooks or OTH), based on
market conditions, while processing is outsourced.

Dedicated supply arrangements are usually structured with medium-term rolling contracts.
When buying off-farm or in markets, OTH is the preferred method of buying for processors as it
passes risks back to the producer — ensuring that beef is paid on market specifications.
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The changing value chains - various integration models

The pages that follow outline the value chain for the sector, although it is necessary to appreciate
the complexities with which the beef sector is grappling. The domestic beef value chain sees
increasing diversity as the competition within the sector remains strong, and while competing
meats and protein sources improve their sophistication. The following points are relevant:

o Beef production companies are vertically integrating through the chain (for example, AACo and
Stanbroke) to manage breeding, finishing, processing and retailing/branding.

e There are limited barriers of entry for grass-fed beef production. However cattle herds are
increasing and rural land prices continue to escalate.

e Producers with feedlot operations — more attractive to the marketplace — achieve sufficient
economies of size and better leverage based on their ability to deliver larger numbers of quality
carcasses on a more consistent basis.

e Smaller producers, often with limited quality control systems, prefer liveweight and saleyard
selling systems where they are not penalised for poor carcass quality.

¢ Processors have high barriers to entry (in terms of required capital, access to export markets
and access to sufficient throughput of carcass volumes), experience strong competition and
strong exposure to business risk due to the level of invested capital. Processors will tend to
absorb the risks associated with fluctuating volumes.

e Processors are looking to embark increasingly on value-based livestock selling and marketing.

e Retailers have access to significant contract processing capacity to provide scope to improve
their control over the overall returns from the carcass.

Figure 34. BEEF: MAJOR DRIVERS OF PRICES AND COSTS

The beef sector is an extremely diverse category with a very wide range of product applications and market/product

combinations.

1. Farm production factors
e Production stable — limited
production volatility.
Limited effects of the
seasonality of production
Profitability of intensive

2. Value-chain integration

e Increasing integration of production, processing .
and marketing along the chain.

e The management of supply of product through the
chain is affected by a large trade in frozen product.

e Integrated (vertical) value chains are being driven

operations influenced by feed
prices.

e Meat products are perishable
with very limited shelf life once
slaughtered. Timely access to
markets is important.

by a variety of models — a mix of producer-led,
processor-led and retailer-led.

Large producers integrating through marketing
alliances.

Increasing scale efficiency of beef production
facilities (feedlot) and processing works.
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4. Regulation and compliance
e Increasing costs of compliance
with environmental, welfare
and food safety requirements

for beef producers and all
meat processors.

o Limited further integration of
processing under competition
laws.

e Strong requirement to meet
ethical and product integrity
demands in export markets.

5. Trade impacts

e Returns to beef industry are
driven by the nature and
scope of export market access
into a range of high-value and
commodity market segments.

e Export share of total output
fluctuates and accordingly
determines overall wholesale
returns.

e Prevailing world commodity
prices effectively set
wholesale prices in domestic
markets.

Greater concentration of processing ownership.

Export

N\, ]
Marketing

Food service
Wholesaling

6. Technology and innovation

e Increasing capital intensity in
feedlot production and processing
facilities is changing cost
structures.

e Moderate transparency of market
prices and costs provides
adequate market signals to early
chain participants.

e Technology in beef genetics, lot
feeding and especially traceability
are improving the quality and
reliability of the product.

e Greater investment in innovation
to diversify beef cuts according to
eating quality and to extract value
through marketing lower grade
commodity.

3. The marketing approach

Increasing differentiation
and de-commoditising of
beef products through
specialised cuts and eating
quality grades to enhance
competitive position against
other forms of protein.
Niche branding of beef
products based on ethical
and integrity values.

7. Retail market dynamics

o The growth of the private
label in meat retail
packaging.

e Declining per capita
consumption in recent years
through price competition
from other meats.

e Greater demand for
convenience and lifestyle
solutions in preparation of
cuts for a wider range of meal
solutions.

e Greater concentration of the
retail markets for meat
products in supermarkets.

e Strong segmentation in retail
market between premium,
mid-range and commodity
products from retail and
specialist butchers.



Figure 35. RUMP STEAK, GRASSFED, 1KG, SUPPLY CHAIN MAP
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® 76,557 beef enterprises
in Australia.

¢ Around 25 million head
of cattle.

® Gross value of
production around
$5.7 billion, with 65% of
production exported.

o Feedlot sector has about
27% of total production.

© Main drivers of price —
herd levels in competitive
world market supplier-
countries, export status
of competitors, export
market sector demand,
consumer preferences,
drought, health status.

 Niche market supplier
prices driven by these
are additional factors
associated with quality.

TOLL PROCESS ROUTE

e There are around 250-300
meat processors (beef and
sheep meat) in Australia.

e Around 25 large processors
located across Australia
process 61% of production.

e Bone out is done primarily
at the abattoir where the
animal was killed.

BEEF — ANALYSIS OF PRICING

Retail, wholesale and farmgate

As discussed above, there are dangers in simple comparisons between farmgate and retail prices.

e Increasingly, producers are
retaining ownership of their
beef beyond the farmgate
and marketing it under their
own brands. Therefore they
use the toll processors. This
method is being
undertaken by larger
players.

Increasing integration up
and down the value chain

is reducing the role and
influence of a separate
wholesale function.

T~

CHAIN RETAILER

e Fresh beef is sold through
major supermarket chains
and butcher shops.

The limited long-term series price data for meat shows that there is little correlation between
levels of prices over time.

Figure 36. FARMGATE, RETAIL AND WHOLESALE PRICE TRENDS, CENTS/KG, 1998-2003
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The approach taken

Assumptions used in this analysis are:
e over the hooks sales have been based on 230kg yearling heifer sales as reported by NLRS;

e wholesale prices for carcasses and rump portions are based upon NLRS wholesale market data
from the Sydney wholesale market; and

e retail prices for rump steak, silverside and chuck steak are based on ABS surveyed data.

Wholesale markets for beef carcasses and portions of beef are used in the minority of cases and
provide a valid guide as to the level at which the market is operating. However, the vast majority of
volume of meat reaching the market is flowing through integrated arrangements between
producer, processor and retailer, in view of the size of the major retail portion of the market and its
increasing use of direct supply arrangements with producers.

Observations

The price comparison shows that there is a general price trend which sees broad consistency in
movement across farmgate, wholesale and retail prices. Yet the complexity of carcass usage and
diversity of end retail products within cuts renders this type of broad comparison relatively
meaningless in terms of an analysis of the drivers of individual retail product prices and
livestock prices.

Whole-of-carcass approach to assessing returns

The study has undertaken a measurement of the returns from whole carcasses, based on a
domestic animal.

This analysis is valid as a snapshot. It indicates how each major sector is involved in the value
chain. It shows the gross returns that are available to each major sector through the chain.

Figure 37. SHARES OF RETAIL BEEF PRICES, 2003
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Source: analysis by Macarthur Agribusiness

The analysis in the above chart and in the next map has been based on national average spot
retail prices for common cuts prevailing in August 2003, as well as processors estimates of the
returns at wholesale for meat and co-products.

The analysis is based on a model of the typical usage of a carcass in the domestic market, across
the various meat segments.

Significant value and cost-adding occurs throughout the chain to create retail value from a bred
animal. As identified in the assessment, the returns at processor level are driven not only by the
prevailing wholesale market for domestic portions but also by the extracted value of co-products
and by-products (which in this model makes up more than 20 per cent of the gross returns).



Figure 38. VALUE AND COST-ADDING FROM FARMGATE TO RETAIL, BEEF
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This analysis is inherently complex and subject to a large number of assumptions regarding meat
quality, market conditions and cost structures. Yet as an approach it remains the only valid means
of making comparisons between the returns at each stage in the value chain.

LAMB - OVERVIEW

Background

Lamb is a major element of the red meat sector but its industry fortunes have been historically
linked to that of the sheep sector, in view of the dual role of sheep as sources of meat and fibre,
and the historical influence of merino genetics in the overall sector. The demise of the total sheep
flock with the declining prices for wool has been offset by the focus on the production of lambs for
meat.

Australia is the largest exporter of lamb and is well placed to capitalise on gaining a greater share
of the international lamb market as the lowest cost—highest quality producer of the meat.

Specialisation in prime lamb production is increasing over time as production and feeding systems
become more sophisticated.
The industry’s market mix

Total production of lamb meat has grown strongly over time. The domestic market remains the
majority destination with 68 per cent of total usage.
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Figure 39. LAMB MARKET SALES, 000 TONNES PER ANNUM, 1997-2002
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Major drivers of price

e Despite the high proportion of meat going into the domestic market, returns to the lamb
production and processing sector are strongly influenced by world trade through prices
demanded by overseas customers. Domestic market consumption is relatively static and subject
to price competition from other red and white meats.

e A major influence in recent years has been the decline in product availability on the world
market from other major production countries in the face of rising demand in the major markets
of the United States, Japan and the European Union. These trends are expected to continue into
the foreseeable future.

e With growing export influence on the sector, the supply of lambs and accordingly the prevailing

prices over time are driven by other factors which include:

— exchange rate relativity and volatility;

— seasonal conditions which affect both quality and quantity of stock. Drought may delay the
sale of new season or sucker lambs, causing shortages (as seen in July and
August 2003). Rainfall provides good feed and quicker turnoff of lambs which may increase
supply and lower prices;

— as the incidence of feedlots for lamb increases, there will be a greater exposure to
commodity risks such as grain prices, import regulations and so on; and

— the returns from wool — although, with the strong role played by cross-breeds in sheep
and increasing specialisation in lamb production, this influence is weakening.

e The behaviour of consumer segments in key markets such as the United States will continue to
drive change through the lamb sector and increase the focus on specialisation of production for
those markets.

® |n recent times, the strength of export demand, coupled with a reduction in the total available
lamb production as a result of the drought, has sharply increased prices paid for lambs at
producer and processor level.

Major drivers of domestic prices

Domestic retail prices in recent years have been driven by retailers setting prices at sufficient
margin over costs, balanced against prices of competing meats at retail.

Domestic market consumption is relatively static and subject to price competition from other red
and white meats. The consumer is sensitive to the pricing differentials between the meat choices,
whilst also showing greater interest in meat that is tailored to different eating and cooking styles.



Figure 40. CONSUMPTION IN THE DOMESTIC MEAT MARKET, LAMB, KG/PERSON

1992 2002

Source: MLA
Hence the competition between meats is based on price, quality, versatility and convenience.

Whilst consumers have a positive perception of lamb for quality, consistency and taste, they still
believe it to be a fatty meat (source: MLA).

Seasonality is a factor that affects different cuts — summer is barbecue season and demand for
lamb chops increases at this time. Winter is the prime sales season for roasts including legs of
lamb.

Drivers of producer costs

Across the sheep industry, less than 40 per cent of producers derive more than 20 per cent of their
income from the production of prime lambs. So production decisions have not, in the past, been
driven by returns from lamb alone for the bulk of industry. The specialist lamb production sector is
increasing in size, especially in recent times with the higher returns and scope for increased
growth from export markets.

A high proportion of fat lamb production in Australia is based on opportunistic behaviour, where
the predominant activity of the producer is an alternate farming enterprise. The production of
lambs is therefore dependent upon returns from alternate uses of land and available feed, and the
availability of adequate breeders. This leads to supply risk for processors and in response they are
increasingly buying stock and having them toll fed in feedlots to reduce supply and quality risk.

Genetics for wool production (based on the traditional Merino wool sheep) are not optimum for fat
lamb production which requires high growth rates in younger animals. Given that lamb prices are
firm and the outlook positive, there is an increasing need to dedicate production specifically to the
fat lamb market by changing genetics and production systems. These will provide greater market
access, a better product and more market power.

Drivers of retailer costs

As with beef, the major retail buyers operate with a variety of models to ensure they cover price,
supply and quality risks. Buyers seek to achieve a target buying price to maintain target returns for
the category, based on carcass usage, processing cost and competing retail prices for the category.

Over time the major retail buyers vary the mix of product sourcing between dedicated producers,
paddock selection and markets (saleyard and OTH) based on market conditions. With the strong
seasonal production surge that usually comes in the spring, the use of market sources increases
as a percentage of sourcing intake. In 2002, 37 per cent of lambs were sold OTH, 46 per cent at
auction and 15 per cent in the paddock.

Dedicated supply arrangements are less common in lamb than beef and generally structured with
medium-term rolling contracts. When buying off-farm or in markets, OTH is the preferred method
of buying for retailers and processors as it passes risks back to the producer — ensuring that meat
is paid on market specifications.
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Figure 41. LAMB: MAJOR DRIVERS OF PRICES AND COSTS

To a lesser extent than beef, this sector is a diverse category with a very wide range of product applications and
market/product combinations. Our final report will explain drivers of price in more detail based on carcass use in a range of
premium and commodity product groups.

1. Farm production factors
e Production stable — limited

N

. Value-chain integration
e Limited effective integration of

3. The marketing approach
e Increasing differentiation and

production volatility.

e Limited effects of the seasonality of

production.

e Meat products are perishable with
very limited shelf life once

production, processing and
marketing along the chain.

e Limited scale efficiency of lamb
production facilities (feedlot)
and processing works.

slaughtered. Timely access to e Greater concentration of

markets is important.

processing ownership.

e Lamb industry fortunes linked to

de-commoditising of beef
products through specialised
cuts and eating quality grades
to enhance competitive
position against other forms
of protein.

Niche branding of lamb
products based on ethical and
integrity values.
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sheep industry prospects.

4. Regulation and
compliance D
e Increasing costs of
compliance with
environmental,
welfare and food
safety requirements
for producers and all °
meat processors.
e Strong requirement
to meet ethical and
product integrity
demands in export
markets.

Marketing

Food service

5. Trade impacts 6. Technology and

innovation

Moderate transparency of
market prices and costs
provides adequate market
commodity market signals to early chain
segments. participants.

Prevailing world e Greater investment in
commodity prices innovation to diversify lamb
effectively set wholesale cuts according to eating
prices in domestic quality and to extract value
markets. through marketing lower
grade commodity.
Technology in lamb genetics
and lot feeding is improving
the quality and reliability of
the product.

Returns to lamb industry
driven by the fortunes of
export markets in a range
of high-value and
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7. Retail market

dynamics

The growth of the
private label in meat
retail packaging.
Greater demand for
convenience and
lifestyle solutions in
preparation of cuts for
a wider range of meal
solutions.

Greater concentration
of the retail markets
for meat products in
supermarkets.



Figure 42. LEG OF LAMB, SUPPLY CHAIN MAP
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e Closely aligned with
wool industry.

e 43,700 farms with over
200 sheep. 39%
receive income from
prime lambs, prime
lamb mainly NSW and
Victoria.

e Australian sheep meat
production has a gross
value of production of
around $1.5 billion
annually.

e Often feedlots and
breeding properties
are collocated and
operate as a single
enterprise.

® 2002 lamb and mutton
production was 322,000t
and 297,000t respectively.

® 29% lamb and 55% mutton
was exported in 2002.

e Drought, trade policy and
world flock numbers have
major effects on price.

LAMB - ANALYSIS OF PRICING

Retail versus farmgate overview

As discussed above, there are dangers in simple comparisons between farmgate and retail prices.

> | WHOLESALERS

e A small number of
producers are marketing
their own lamb brands. It is
expected that this will
increase in popularity as
shown by other red meat
industries.

RETAIL
. N
1
FOOD SERVICE 1
T - -:
> BUTCHER

/

CHAIN RETAILER

e Fresh lamb is sold through
major supermarket chains
and butcher shops.

Figure 43. FARMGATE OTH, WHOLESALE AND RETAIL LAMB TRENDS, CENTS/KG, 1998-2003
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The approach taken

Assumptions used in this analysis are:

e OTH sales have been based on 18—20kg w

e wholesale prices for carcass, forequarters and legs are based upon NLRS wholesale market data

ith a 2—4 fat score;

carcass wholesale
average OTH

from the Sydney wholesale market using 18-20kg carcass with a 3 fat score; and

e retail prices for loin chops, legs and forequarter chops have been based on ABS surveyed data.

DoMESTIC
CONSUMER
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Observations

The price comparison shows that there is a general price trend which sees broad consistency in
movement across farmgate, wholesale and retail prices compared with that seen in beef. In the
past couple of years where export returns have led farmgate prices, prices at retail have generally
followed those at wholesale and farmgate.

Higher value cuts have increased at a greater level relative to legs and forequarter chops. This
indicates a stronger demand for premium product and cuts as consumers become more conscious
of the products they purchase.

PORK - OVERVIEW

Background

Pork is a major retail fresh meat category, yet its fortunes are largely determined by its end use in
processed meats, a market to which other red meats are less exposed. The pork sector has
undergone significant adjustment in recent years with the removal of restrictions on the
importation of meat. Approximately 60 per cent of Australian pork production is consumed in the
manufactured meat and smallgoods sectors — this volume varies according to the competitiveness
of local product in the face of commodity imports.

Various factors have affected the pork value chain in recent years. Producers’ margins have been
squeezed due to cost pressures associated with the drought and high feed prices, and their
returns are being negatively affected by increased imports and a higher Australian dollar.
Smallgoods manufacturers and retailers, however, have benefited from the increased availability
of lower priced imported product and lower domestic prices for fresh pork in comparison to other
meats.

Industry response has been to seek greater demand for fresh Australian pork products and cuts in
domestic and export markets (which have included chilled pork to Japan and Singapore). These
markets are for chilled product which has provided higher returns than domestic end uses, based
on the industry’s competitive advantages of transport proximity, herd health status and product
integrity.

Figure 44. SHARE OF PORK PRODUCT MARKET, 2002

domestic fresh

imports 18%

16%
fresh

exports
16%

domestic
processed
50%

Source: ABS

Major drivers of pork prices

e Returns to the production sector of the industry from domestic and export markets for pork are
determined by a set of forces affecting various pork cuts in the product-market mix.

e |n the domestic market, imports from Canada and Denmark have increased price competition in
the smallgoods sector with the import of leg meat from Canada and bellies from Denmark.
Imports from these production industries are seasonal and dependent upon currency factors.

e Qurindustry is at a cost disadvantage to these suppliers due to their production scale, low feed
costs and processing costs.



e Export markets have created growth in demand for fresh chilled carcass portions, yet the
carcass size sought for export markets is not compatible with domestic fresh markets, forcing a
portion of the export carcass into the processed meat market.

e Retail prices for pork products and cuts are subject to competition, in terms of price and
consumer preferences for meat use, from other red and white meats.

e The overall impact of these different forces on carcass profitability has been to put downward
pressure on net returns for pork processors and producers.

e The upshot of these divergent forces is to break the nexus between fresh meat retail prices and
farmgate returns for the industry.

e Feed is the major cost of production representing 60 per cent in pig meat production in normal
conditions. The recent surge in feed costs as a consequence of higher world protein costs and
the drought in Australia saw producers forced to meet very high costs of production, with no
commercial avenue to recoup such costs from the customer due to the pressure on prices from
imported product. Imports had enhanced competitiveness due to the rising value of the
Australian dollar.

Figure 45. PORK: MAJOR DRIVERS OF PRICES AND COSTS

The pork value chain has been under significant cost pressure in recent years due to its greater exposure to imported
commodity products which are used in smallgoods processing and the changing consumer product mix.

1. Farm production factors 2. Value-chain integration

Production volume displays low e [ncreasing alliance of production, abattoir and
short-term volatility. boning activities to more closely align pork to
Pigmeat production is seasonally market use — but little or no integration exists
based on fertility and economies of beyond processing through to market.

3. The marketing approach

e Limited product differentiation
or de-commoditising compared
to eating quality and new cut
marketing innovations

feed and pork prices. e Returns from pork sector strongly influenced by undertaken in other red meat
* Meat products are perishable with returns from smallgoods co-products which categories.

very limited shelf in life once consume about 60% of pig meat across a diverse e Limited product branding.

slaughtered. set of products. e Greater customisation of

¢ Increasing scale efficiency in pig production and
processing is rapidly changing cost structures in
supply chains across industry.

e Greater concentration of ownership of processing
facilities.

carcass and portion use in
different markets.

Farm production Abattoirs A5 EEEEEEEEEEEEEE S Wholesaling
/ Smallgoods manufacturing
Imports Food service
. Regulation and compliance 5. Trade impacts 6. Technology and 7. Retail market dynamics
Increasing costs of compliance e Significant pressure from innovation e Greater demand for
with environmental, welfare and imported commodity e Increasing capital convenience and lifestyle

carcass portions (in frozen
form) in smallgoods sector structures in production
of industry affects overall and processing.

carcass returns. e Limited transparency of competitiveness of the
Strong influence of market prices and costs. pork category.
prevailing world commodity e Greater investment in e Greater specification of
Strong requirement to meet prices for pig meat (as a innovation to improve retail products requiring
ethical and product integrity threat to domestic market overall carcass return smaller carcass size.
demands in export markets. returns). through matching to ® Price competitiveness

food safety requirements for
pork producers and processors.
Strong community requirement
for new facilities to be located
further from residential areas
due to environmental factors.

solutions in the eating
grades and cuts of meat
products is affecting

intensity is changing cost

Moderate influence of the market requirements.
growth in export volumes in

carcass and cuts. This has

an impact on the

compatibility of residual

carcass profitability in

domestic markets.

Strong influence of

prevailing commodity prices

for feed grains.

based on competition
between meat cuts.

e Greater concentration of
the retail markets for
pork products in
supermarkets.
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Figure 46. PORK PRODUCTS, SUPPLY CHAIN MAP
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e About 2,500 pig
production enterprises
(herds) in Australia prior
to drought impact.

e Total production of
£420,000t, which has
seen an increase over the
past year of about 5%.

e Main drivers of price are
the balance of supply

® There are six major pork
processors which process
more than 60% of total
production.

e About 60% of meat
usage is in the
smallgoods sector.

® Bone out is done
primarily at the abattoir
where the animal was

¢ A disaggregated value chain

e Exports of about 66,000t mostly to

e Imports of 45,000t of frozen pork

typifies the pork industry.
Separate wholesaling has a major
role in the value chain with about
70% of volume.

higher value fresh pork markets in
Singapore and Japan.

supplied into the smallgoods

e Fresh pork and smallgoods

are sold through major
supermarket chains and
specialist butcher shops
and delicatessens.
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and demand and the
influence of imported
product on the demand
from the smallgoods
sector.

killed. market. This has seen sharp
growth since 1998.

e Large number of smallgoods
plants across industry — approx.
150 in bacon, ham and

smallgoods.

PORK - ANALYSIS OF PRICING

Background
As discussed above, there are dangers in simple comparisons between farmgate and retail prices.
Figure 47. FARMGATE, WHOLESALE AND RETAIL PIG MEAT TRENDS, CENTS/KG, 1998-2003

cents/kg
1200

v //_,—\_,—/_/_r—d
800

600

loin chops retail

400 —
legs wholesale @E{W
200 -~ -
OTH
0
Oct 1998 monthly June 2003

Source: NLRS and ABS

The carcass return which drives the wholesale and OTH prices is strongly influenced by the returns
from the processed meat market which consumes 60 per cent of output and is subject to seasonal
import competition. The fluctuations in wholesale prices reflect these forces. Processors have

accordingly sought to extract optimum value from the domestic fresh retail segment of the market

DOMESTIC
CONSUMER



by steadily increasing prices (subject to red meat and chicken meat competition). Retail prices
above reflect retailers’ addition of margins over such buying and further processing costs.

The approach taken

Assumptions used in this analysis are:
e OTH sales have been based on a baconer carcass;

e wholesale prices for carcasses and legs are based upon wholesale market data from the Sydney
wholesale market; and

e retail prices for leg meat and loin chops have been based on ABS surveyed data.

Observations

The price comparison gives evidence of the lack of nexus between retail prices of products and the
wholesale and farmgate prices for portions and carcasses.

Prior to the last couple of years, where growth in imports increased sharply, prices at retail
generally followed the trends at wholesale and farmgate.

Higher value cuts such as loin chops have increased to a greater level than legs. This indicates a
stronger demand for premium product and cuts as consumers become more conscious of the
eating characteristics in meat products.

Prices and costs

The work in this study has included a measurement of the returns from whole-of-carcass based on
a domestic animal.

The analysis of the returns from the carcass shown in the chart is valid as a snapshot. It indicates
how each major sector is involved in the value chain. It shows the gross returns that are available
to each major sector through the chain. The analysis has been based on national average spot
retail prices for common cuts prevailing in July 2003, as well as estimates of the returns at
wholesale for pig meat and co-products. Significant value and cost-adding occur throughout the
chain to create retail value from the dressed carcass.

No assertions can be made as to which sector captures each of the margins in the sale of pork
portions and cuts from such a carcass due to the fact that various potential models may exist as to
who value-adds at what stage.

The analysis is based on a model of the typical usage of a 70kg carcass, designed for fresh pork
products in a domestic market across the various meat segments.

These assumptions would not hold for baconer and backfatter animals which will have more of
their carcass sold to the smallgoods sector, subject to direct import competition.

As in the case of beef, this analysis is inherently complex and subject to a large number of
assumptions regarding carcass purpose, market conditions and cost structures. Yet as an
approach it remains the only valid means of making comparisons between the returns at each
stage in the value chain.

Our analysis of the returns at each stage of conversion from a domestic pork carcass is best
performed using the same analysis as undertaken in Beef — analysis of pricing.
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Figure 48. VALUE AND COST-ADDING FROM FARMGATE TO RETAIL, PORK
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slaughter and processing into carcass further processing into cuts,
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o
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| Sale/ recovery
values

Waste products

Co-products include blood, offal, skin and fat which are sold for a variety of end uses.



FRESH HORTICULTURE PRODUCTS

Analysis of the determinants of prices and costs in product value chains

FRESH HORTICULTURE - OVERVIEW

Background

Fresh fruit and vegetables are a major food category and an important aspect of a study of food
pricing in the context of the Australian food industry.

The industry’s product mix

It is estimated by HAL that the gross value of production of all fruit and vegetables in 2001 was
$4.6 billion. The estimated gross value of production of the major lines that have been covered in
the analysis are estimated by HAL as follows, representing lines which collectively make up 37 per
cent of the horticulture sector.

Figure 49. GROSS VALUE OF PRODUCTION, FRUIT AND VEGETABLES, $M, 2001
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Source: HAL 2003

Supply factors

There have been changes over time in the structure of many commodity sectors, with increasing
farm sizes, a greater prevalence of irrigated farms and migration of production away from close
proximity to urban areas. There are few major restrictions other than quarantine on the
importation of fruit and vegetables — freshness and perishability remain key limitations but this is
being overcome in certain areas with key import competition expected from New Zealand (apples)
and Southeast Asia (pineapples, bananas).

Demand factors

e Fresh fruit and vegetables are the most frequently purchased, freshest items in the shopping
basket. Despite the profile given to the fresh produce industry, it is estimated at only 4.5 per
cent of consumer food expenditure.

e Increased spending is due to better range and availability, and increased focus on health and
nutrition in food, yet per capita consumption is now flat after a period of growth.

¢ Time-poor consumers are driving the need for more convenient products (less preparation
required) and convenient shopping locations.

e Consumer expectations continue to rise with the growing availability of high quality alternative
health and snack food offers.

e There is a challenge for the fresh produce sector to retain consumer loyalty, especially amongst
the young, as there is a wide array of new health, snack and other product alternatives
supported by highly competitive marketing.
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Supply chain management

Wholesale markets remain a major function within the chain where the majority of prices through
the chain are set or directly influenced. This is despite an increasing percentage of business direct
to supermarkets to support their fresh product image and customers, and to obtain greater
stability of returns. This practice varies by category based on the volume of individual commodity
lines and the scale and sophistication of the enterprises.

The size of the consumer markets accessed by major supermarket chains has applied pressure for
coordination of facets of supply activity (for example, quality management). However, the range of
buying options reduces the scope for other forms of integration between producers (such as the
use of open-price supply agreements and mixing supply between direct sources and purchases off
the market floor). Seasonal competition exists subject to availability — though this is less of an
issue these days as crops of major lines tend to be available all year.

Main drivers of prices through the chain:

e Retail prices are influenced by the seasonal costs of supply but also by the level of spending by
the consumer. The consumer is sensitive to the cost of fresh food items that go into the
shopping basket.

e The wide range of factors that drive the retail pricing of any food category over time are set out
later in the report.

e As with other categories, retailers seek a target margin to achieve corporate and/or business
targets but also to cover losses associated with produce spoilage, clearance discounting and the
labour-intensive business of putting fresh food appeal into practice with stock display
replenishment and adequate turnover of bay space.

e Wholesale prices (where the grower sells produce to a wholesaler who on-sells or sells on the
grower’s behalf to a retailer) are generally set in the fresh wholesale market system which exists
in capital cities and limited other major urban centres. The increasing practice of producers
directly supplying retailers to bypass wholesale markets are nonetheless set with reference to
such prices.

e Seasonal crop variations resulting from climatic change and other natural events or causes are
generally the greatest single production factor to affect prices. Such variations affect:

— higher/lower output than the normal crop;
— smaller/larger fruit size;

— climate/storm damage; and

— crop disease and pest damage.

e The wholesale price setting mechanism is not set to pay the highest for best quality but to clear
all product that is supplied. At times it pays low prices for high quality and vice versa.

e A major weakness in the fresh food market system is the lack of discipline that is sought by the
supplier to the market and the general lack of complete information as to the supply and
satisfied demand at any point in time.

e Market pricing is therefore open to manipulation by the intermediary and to a lesser extent by
major buyers due to the lack of total market visibility. A major fresh food market is a place for
the well informed buyer and seller in this day and age. Otherwise participants are exposed to
price/return risks, regardless of product quality.

e Supply is still the largest driver of price. Markets are relatively uninformed with minimal credible
forecasting data or an understanding of the volume/price relationship. This leaves much trade
occurring in commodity conditions.

e More organised fresh categories which provide participants with good information as to total
crop forecasts, market conditions and product availability over a season are far better at
managing the risks that arise from poor information.



Figure 5o. FRESH FRUIT: MAJOR DRIVERS OF PRICES AND COSTS

The fresh fruit category is highly diverse in terms of the product groups, scale of enterprises in farm production and extent of
integration that exists through the chain. The sector is strongly driven by the competition at retail level between major
supermarkets and other outlets for a share of the consumer dollar.

1. Farm production factors

wholesale and retail prices.

2. Value-chain integration
e Production volume highly volatile and e
seasonal which has a major bearing
on the volumes coming to market,
resulting in large fluctuations in

e High perishability and limited shelf
life of product requires timely access
to market once crops are planted and

picking time committed.

e Pressure for water-use efficiency has e

Increasing scale efficiency and

integration of growing/packing and
brand marketing activities by larger

growers.

Increasing incidence of direct supply

by integrated growers/packers to
chain retailers, providing stable

pricing in order to secure long lines

of consistent quality product.
Pressure on wholesale/agency

3. The marketing approach

e Increasing branding of product by
grower/packer has impact on market
access to more stable returns at

retail and wholesale.

e Increased use of fresh food retail
themes and systems by major chain
retailers as a point of differentiation
has driven strong supply and quality
management disciplines back
through the value chain to suppliers

improved yields over time.

enterprises through growth in direct

4. Regulation and compliance

® Increasing costs of doing
business in farm enterprises
to meet environmental,
product integrity and food
safety demands.

e A few other regulatory barriers
to value-chain profitability.

supply business.

Juice fruit availability and returns

and logistics systems.

e Limited branding of fresh food at

have strong bearing on returns to

citrus sector.

5. Trade impacts
e Export volumes are increasing

in scale but based on market
windows into premium fresh
markets in Asian cities.
Potentially strong impact of
imports in certain areas
(bananas, pineapples, table
grapes, apples) is currently
adversely affecting confidence
for further investment to
maintain economies of scale in
production enterprises.

Juice processing

Food service

. Technology and innovation

Increasing capital intensity in
large-scale production and in
packing house efficiency is
changing operating cost
structures.

Limited transparency of market
prices and costs through the
wholesale market sector.
Greater investment in
innovation to improve
production consistency and
quality, varietal performance
and handling efficiencies in
harvesting, grading, transport
and packing.

Innovation in minimal
processing and pre-preparation
of fresh fruit for more
convenient end use in home
and food service.

point of retail sale.

. Retail market dynamics

Strong competition at retail
level between major chains
and between chains and
other forms of convenience
and specialty retail.
Competitive pressure from
food service.

Greater demand for
convenience and lifestyle
solutions in meals and food
preparation.

Greater preference for
consistency of product
availability and quality in
retail presentation.
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Figure 51. FRESH VEGETABLES: MAJOR DRIVERS OF PRICES AND COSTS

The fresh vegetable category is highly diverse in terms of the product groups, scale of enterprises in farm production and the
extent of integration that exists through the chain. The sector is strongly driven by the competition at retail level between
major supermarkets and other outlets for a share of the consumer dollar.

1. Farm production factors

e Production volume highly volatile
and seasonal which has a major
bearing on the volumes coming to
market, resulting in large
fluctuations in wholesale and retail
prices.

e High perishability and limited shelf
life of product requires timely
access to market once crops are
planted and picking time
committed.

4. Regulation and

2. Value-chain integration

5. Trade impacts

Increasing integration of growing/packing
and brand marketing activities by larger
growers.

Increasing incidence of direct supply by
integrated growers/packers to chain
retailers, providing stable pricing in order
to secure long lines of consistent quality
product.

Increasing scale efficiency of growers and
packing houses.

Pressure on wholesale/agency
enterprises through growth in direct
supply business.

3. The marketing approach

Wholesaling

6. Technology and innovation

Increasing branding of product by
grower/packer has impact on
market access to more stable
returns at retail and wholesale.
Increased use of fresh food retail
themes and systems by major chain
retailers as a point of differentiation
has driven strong supply and quality
management disciplines back
through the value chain to suppliers
and logistics systems.

Limited branding of fresh food at
point of retail sale.

Food service

7. Retail market dynamics
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compliance

e Increasing costs of
doing business in farm
enterprises to meet

environmental, product

integrity and food
safety demands.

® Meeting ethical and
product integrity
demands.

on domestic market
dynamics, as volumes are
generally minor only.
Export volumes are
increasing in scale but
based on market windows
into premium fresh markets
in Asian cities.

Limited overall influence of
imports or prevailing
commodity prices.

e Limited influence of exports e Increasing capital intensity in large-

scale production and in packing house
efficiency is changing operating cost
structures.

e Limited transparency of market prices
and costs through the wholesale
market sector.

e Greater investment in innovation to
improve production consistency and
quality, varietal performance and
handling efficiencies in harvesting,
grading and packing.

e [nnovation in minimal processing and
pre-preparation of fresh vegetables for
more convenient end use in home and
food service.

Strong competition at
retail level between major
chains and between
chains and other forms of
convenience and
specialty retail.

Greater demand for
convenience and lifestyle
solutions in meals and
food preparation.

Greater preference for
consistency of product
availability and quality in
retail presentation.



Figure 52. FRESH FRUIT AND VEGETABLES, GENERIC, SUPPLY CHAIN MAP

FARMER

GROWER

CONSOLIDATION

HAUL

MARKET LOGISTICS

L>| PACKER/MARKETER

e There is increasing integration of growing
and packing, yet most fruit and vegetables

are produced by growers who do not have a

stake in packing.

e There is an increasing volume of business
being sourced by retail chains direct from
the grower/packer, including that sourced
by packers from groups of growers on
behalf of retail buyers.

S WHOLESALERS /AGENTS |<

 There are major terminal
wholesale markets in each
capital city and certain other
major cities which operate as
trading floors, allowing suppliers
and buyers to deal with
wholesalers.

© Major retail buyers use certain
agents as specialist procuring
agents to procure major supply
requirements on their behalf
either in specific commodities or
across the fresh food category.

© The majority of fresh food is
transacted by wholesalers
without the produce physically
passing through market
premises, as described below.
Similar practices apply between

parties.

Figure 53. TOMATOES, APPLES, SUPPLY CHAIN MAP

FARMER

GROWER

CONSOLIDATION

HAUL

L>| PACKER/MARKETER

e Gross value of
production is approx.
$230m at farmgate
for fresh produce
which is about 25%
of total tonnage
produced.

e A further $40m per
annum is sold into
the processing sector
(low-grade product).

e Strong trend towards
close alliance
between growing and
packing/marketing.

e Minimal fresh
exports.

A WHOLESALERS /AGENTS

MARKET LOGISTICS

RETAIL
—= CHAIN
RETAILER
SPECIALIST
| > CONVENIENCE
RETAILER

FOOD SERVICE

e There is a diverse retail
market for fresh food with a
large number of
independent or specialist
fruit and vegetable retailers
maintaining a significant
role alongside major chains
and other independent
retail groups.

RETAIL

PROCESSOR

/ N

DISTRIBUTOR

e Influential competition
for processed tomatoes
from imported
processed product
(generally packaged as
generic chain retail
brands).

e Supermarket chains
prefer different logistics
arrangements for fresh
product.

CHAIN
RETAILER

FooD SERVICE

SPECIALIST
CONVENIENCE
RETAILER

e There is a diverse retail
market for fresh food
with a large number of
independent or
specialist fruit and
vegetable retailers
maintaining a
significant role
alongside major chains
and other independent
retail groups.

CONSUMER
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FRESH HORTICULTURE - WHOLESALE MARKETS

Price setting in wholesale markets

There have been many allegations from the production sector of the horticulture industry that
wholesale markets are the source of profit-taking at the expense of fresh produce suppliers.

There has not been a study of the practices in and through use of the markets, yet the work has
drawn on the input of a limited number of participants and reviewed a number of published works
that have identified and analysed the problem.

The wholesale markets are claimed to be the best example of what is called ‘the perfect market’,
where price discovery occurs with the fair and free exchange of information about supply and
demand. The major difficulty that faces many participants supplying fresh food markets is that the
state of competition in the fresh food sector requires much more skill on the part of a seller than in
the past.

Modern trading conditions require not only that a producer has the obligation to ensure that the
quality and presentation of their fruit is of highest possible quality but that they make themselves
fully aware of the market conditions prior to the time of harvesting and packing. It is clear from the
nature of the information available that it is not enough to simply read the market reports that are
published daily — it requires a close relationship with the traders working on the floor of central
market facilities, as well as having one or more options for the sale of fruit to the retail market.

Ongoing relevance of the markets

It is arguable also that the wholesale market system does not accurately reflect consumer
demand. Markets are driven by short-term pressure to clear the fruit which is on the floor and
does not respond directly to consumer demand for fresh food. This frequently creates demand
aberrations (oversupplied or poor quality non-preferred apples, oranges or other perishables
become in demand through short-term price discounting) which flow through into the retail
product.

Wholesale markets continue to maintain a relevance to new forms of retail supply and supply
chain management. It is largely against a wholesaler’s interest to bypass his investment in the
wholesale market structure by helping to improve the quality of the connection between supplier
and retailer.

Supermarkets maintain significant facilities in wholesale markets to support procurement and
distribution of many major lines of fresh fruit and vegetables while it suits their risk management
in terms of cost, security of supply and quality. They will do so as long as direct supply of produce
fails to provide the security of quality, volume and cost.

Figure 54. RETAILER RISK MANAGEMENT

Retailer will buy quality in
the market to reduce
overall unit cost whilst
ensuring adequacy of
available supply to store.

(price)

direct buying price
—— e wm Em omm - - - =

wholesale market




Different marketing options

A supplier to fresh markets can opt to seek any one of a number of positions regarding the sale of
their produce. Figure 55 outlines the potential corresponding wholesaler positions that a supplier
will face when using the markets.

Those in the know are able to exist in comfort. Those who have inferior quality, few or no market
relationships or do not have their own source of market intelligence are exposed to manipulation
by the trade. It is suggested that this is the source of most complaints about the fairness of market

practices.

Figure 55. FRESH FRUIT AND VEGETABLE MARKETS — THE PRACTICES

This example is based on the observed practices on the Sydney fresh food market floor. The prevailing market price for top
quality on the day is $16 per 12kg carton of fruit.

TYPE OF SUPPLIER

A

Top quality

Reliable high quality with
brand, consistent
volumes, loyal with good
personal relationship

B
Good quality supplier

Usually reliable quality,
seasonal volumes, loyal
supplier

C
Average quality supplier

Usually reliable quality,
seasonal volumes, loyal
supplier

D
Poor quality supplier

Usually unreliable quality,
seasonal volumes, not a
loyal supplier

SUPPLIER’S POSITION

Strong relationship with
wholesaler, in touch with
market mood and daily
prices, trusts wholesaler
will achieve best price.

Reasonable relationship
with wholesaler, knows
market prices, trusts
wholesaler will achieve
best price.

Has a supply relationship
with wholesaler, is
broadly aware of market
prices, relies on
wholesaler to achieve
best price.

Selects wholesaler based
on previous custom. Fruit
arrives with limited notice.
Takes assurance ‘will do
the best | can’.

WHOLESALER’S ACTION

Highly values supplier’s
custom. Has lined up
buyer at $16 ahead of
product arriving on the
floor. Offers $16 less
10-15%. Fruit moves
quickly off floor.

Will make a judgement call
based on the state of the
market but likely to make a
safe call at $12 to achieve a
reasonable margin based
on the overall level of
activity and volume out of
A suppliers.

Cautious as to proceeds
based on quality and
buyer capacity. Avoids
commitment to price and
suggests ‘wait and see’.

Cautious as to proceeds
based on quality and
buyer capacity. Avoids
commitment to price and
suggests ‘wait and see’.

RETAILER’S POSITION

Major chain

Has sourced 50-70%
direct from suppliers.
Will seek to top up

with supply from A or B,
depending on price

and volume.

Independent

Where a close
relationship exists, sale
will have been pre-
agreed on availability of
A produce at $16. Will
buy lower depending on
quality stance.

Where weak or no
relationship, will buy B
to D based on price,
quality stance and
general price position.

Outcome may be
$4-8 to grower

4
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FRESH HORTICULTURE - ANALYSIS OF PRICING

Data on prices

A significant amount of data assists analysis of pricing in the horticulture sector:
e retail prices observed by industry groups;

e reported wholesale market prices which have been purchased from market reporting agencies
for a three-year period; and

e specific industry price monitoring (in the case of bananas).
There are a number of problems with these data sets. As with any wholesale market in the
absence of regulation, there is no compulsion to report wholesale information in the market.

Reporting services operate to improve the transparency for buyers and sellers who need to refer to
prevailing price indicators. There are three reasons for the inaccuracy of reported prices:

e reported wholesale prices are generally based on very wide ranges;

e methods of collation are only based on what the wholesaler tells the collection agency; and

e the key feature of such reporting services is a subjective ‘most sales at’ reported price.

It has been frequently alleged in anecdotal information provided to this study that reported market
prices are subject to manipulation. The accusation is that the natural inclination of those who
provide information to the reporter is to understate the price. This dampens the expectation of the

seller and creates greater scope for margin to be won in the selling price. It also creates the
impression of lower income levels to the wholesaler.

A further major weakness affecting the reliability of the overall wholesale returns is the increasing
tendency of major retailers to source direct supply at prices which are generally higher than the
wholesale price in order to obtain the necessary commitment to consistent volume and quality.

Approach taken

Across a number of sectors of the fresh horticulture industry, the work has included the following:

e compared reported wholesale prices to observed retail prices across periods where both sets of
data are available;

e taken care to match variety in this comparison;

e ensured the accuracy of the unit size, converting carton sizes to get appropriate like-for-like
comparisons;

e consulted with industry groups as to likely direct supply prices to major chain retailers; and
e calculated apparent shares of the retail value of key product lines.

In addition, a tracing of selected products has been made over a period of time through the
markets to provide an illustration of price setting in real time.



ORANGES - ANALYSIS OF PRICING

The industry’s product mix

The importance of fresh orange exports to the sector has grown: export markets have typically
returned far more to marketers in recent times. With exports now representing about one-quarter
of production, they provide about half of value at farmgate due to the low level of value of
processed fruit.

Figure 56. ORANGE PRODUCTS
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Source: ABS

Factors affecting prices through the chain

e |t is necessary to read these comments in conjunction with those on juice, as approximately half
of the annual crop of oranges is processed into juice.

e The influence of the mix of product that goes into each of the end uses has a bearing on the
prices available to each major variety.

e The industry has moved to focus on varieties that are strongest in relevant market segments,
such as navels in fresh markets. It is estimated that 8o per cent of navels are sold into fresh
markets, half into exports. Navels typically earn a much higher return than valencias due to
their taste and typical end use as a juice fruit.

Figure 57. END USE OF ORANGE VARIETIES

%
100

fresh exports
80 A fresh domestic

fresh juice
60 —

frozen concentrate

40

20

valencia navel

Source: ABS

e As with many other sectors of horticulture, seasonal production variations are one of the
biggest drivers of prices and returns, though the increased role of frozen orange juice
concentrate in the industry has changed the overall dynamics of returns. Frozen concentrate
typically soaks up the supply that is left over from the fresh market.

e Key export market opportunities exist in seasonal windows in the United States and Asian
markets.

e Export returns are affected by a range of factors including the presence of major competitors in
target markets, as well as the various approaches taken by the Australian industry to secure
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market access — in the United States market the industry sells through a single importer
arrangement, yet in many other markets there is a competitive approach which typically results
in a lower return.

e At retail, oranges compete with other fruits and refreshments. Seasonal availability can provide
advantages but there is increasing availability of a range of other fruits across the board which
removes such advantage.

An illustration of the pricing of product through the chain for juice oranges has been undertaken in
recent times in the Productivity Commission’s review of the industry arrangements regarding the
use of export control powers.

Prices of valencia oranges that are received at farmgate will fluctuate significantly over time due to
the use of a significant portion of fruit in processing. This affects available supply onto the fresh
market. Any illustration of the sharing of retail margins has to take account of such variation:

Figure 58. SHARES OF DIFFERENT RETAIL PRICES, VALENCIA ORANGES, LOOSE AND 3KG BAG

% loose 3kg bag
100

retailer
80 —— I I—— I I wholesale

pack/freight

grower

low high low high

price price
Source: Retailworks 2002

The analysis above for loose fruit was based on retail prices of (low) $1.50 and (high) $1.80/kg,
whilst bagged fruit achieved a sale price of $0.66/kg, concluding that most business is undertaken
on this latter basis. Bagged fruit is sought by the consumer at this price for home juicing. Margins
captured through the chain may vary widely depending upon the position taken upon the sale of
fruit by grower and packer. A packer may be able to extract a higher margin by buying fruit at a
packing shed price and taking the market risks of placing that fruit into either juice or fresh
markets.

The analysis of reported market wholesale prices contrasted against the assessed major chain
retail values for valencia oranges shows the wide variation in prices over time.

Figure 59. PRICES OF VALENCIA ORANGES, 1KG, $/KG, BRISBANE
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The analysis of margins can be undertaken on a similar basis in the case of navel oranges where a
higher proportion of fruit is sold fresh.



APPLES - ANALYSIS OF PRICING

The industry’s product and market mix

There has been an insignificant change in the total volume of Australian apple production over the
past decade. There has been a modest increase in per capita apple consumption in recent years
(for example, 1995 = 12.3kgs, 1999 = 15.3kgs). Both fresh sales and juice sales have shared the
increase.

Figure 60. TOTAL INDUSTRY PRODUCTION, APPLES, 000 TONNES, 1997-2000
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Exports remain small in importance to the total industry with minimal influence on overall returns.

By far the bulk of Australian retail apple sales are in a loose, undifferentiated form. Small amounts
are bagged (generally small sizes of main volume lines). Some fruit (for example, pink lady) is sold
from single layer trays. The emergence of new apple varieties (such as gala) has added some
upward pressure to values but in general the slow industry change away from old, less preferred
varieties (for example, red delicious) has increased downward pressure on prices.

Factors affecting prices through the chain
e Seasonal production variation is the biggest driver of prices and returns.

o At retail, apples compete with other fresh fruit lines such as stone fruit and bananas. Seasonal
availability can provide advantages but there is increasing availability of range across the board
which removes such advantages.

e Other key in-season fruit items (mainly oranges, mandarins and bananas) affect the choice of
apple purchases based on their relative value and quality during the apple season. Over time,
other snack food options have also greatly affected the demand and potential returns for
apples.

e The apple industry still suffers from a reputation for having highly variable quality and
availability between and during seasons. Variations in region, time of season, retailer and
variety also cause much fluctuation in apple retail pricing and adds to consumer uncertainty and
confusion.

e Varietal prices vary greatly depending on consumer preference and supply.

e There are currently no apple imports into Australia to affect market supply and demand. The
main issue is the restriction on the import of New Zealand apples due to quarantine concerns
about fire blight.

e The New Zealand fire blight issue has recently become affected by a successful United States
challenge in the World Trade Organisation. This may increase pressure in the medium term to
allow access of New Zealand apples into Australia. This would have a significant impact on the
Australian market and industry restructuring.

e Currency has a highly significant impact on trade each year. Significant flows of apples move in
and out of export each year due directly to currency-affected export competitiveness. For
example, a 10 per cent export volume change causes a 3,000 tonne movement of apples in or
out of the local market.
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The industry’s product mix

The key price references in an analysis of apple pricing are the main established apple varieties

(red delicious — 30 per cent of total apple volume, granny smith — 28 per cent) sold by the main

retail sellers.

Analysis of red delicious retail prices during 2001-03 shows:

e a wide price range of $1.82-4.70/kg during the period;

e low prices in 2001, high prices in 2002 and relative price stability in 2002-03;

e adecline in prices over the 2001-03 period; and

e a general pegging of wholesale and retail margins but also continual short-term variations in the
margin between wholesale and retail prices.

Sydney market pricing over the last three years shows a comparison between retail and reported
wholesale market prices.

Figure 61. PRICE OF RED DELICIOUS APPLES, 1KG, $/KG, SYDNEY, 2001-2003
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While there has been a declining price trend, there have been marked seasonal differences in
prices as well as price fluctuations during the season.

Factors affecting prices through the chain

There was a decline in real grower returns for apples over the 199596 to 2000-01 period. Across
all apple categories, gross returns fell from $1.09/kg to $0.86/kg. This reflects both fresh apple
and processing returns. Gross returns are typically 20 per cent higher than farmgate prices,
reflecting the approximate level of wholesale margins.

Figure 62. SHARE OF RETAIL PRICE, APPLES
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The assessment of margins through the chain, based on recent retail and wholesale levels, are in
the table.
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Figure 63.
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These charts provide
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of data that is typical of
the differences between
the reported wholesale
data and industry data
that is collected from
supermarket retail sales.
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like-for-like comparison
of the price points.
Figure 65.
PRICES OF
GRANNY
SMITH APPLES,
1Kke, $/Ke,
MELBOURNE
o
=
o
o
o
o
-
o
-
3
=
o
=
=)
s
=
-
. =
Figure 66. o
PRICES OF >
VALENCIA g
ORANGES, 5
1KG, $/Ka, =
o
BRISBANE 2
-
=)
=)
=%
=)
o
=
n
-~
-
Source: Ausmarkets and HAL. <

o\
v



Price Determination in the Australian Food Industry A Report

[N
o

PROCESSED FRUIT AND VEGETABLES

Analysis of the determinants of prices and costs in product value chains

PROCESSED FRUIT AND VEGETABLES - OVERVIEW

Background

The processed fruit and vegetable sector comprises frozen vegetables and tinned fruit and
vegetables. The processed fruit segment is 65 per cent of this sector by market share.

The industry’s product mix

This sector has the following mix of products and markets.

Figure 67. SHARE OF FRUIT AND VEGETABLE PRODUCT MARKET

other
manufacturing grocery
15% 40%

export
20%
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Source: Ibisworld 2003e

Grocery remains the major driver of returns as the market share held by the major retailers is
very high.

Major drivers of prices

e Returns to processors and producers from the processed tinned and frozen food products sector
are strongly influenced by international trade — with a significant percentage of imports (on
average, 20 per cent) affecting several major lines.

e Competition between companies is chiefly based on price, though companies have been striving
to increase the diversity of their product range offering to remain attractive to retailers, to
leverage brand position and to increase capacity utilisation.

e These food segments have suffered due to their traditional product nature and companies have
been forced to innovate in several areas to increase product appeal and relevance against
increasing demands for convenience and fresh foods.

e Producers have been forced to operate for lengthy periods of time without price increases due
to the competitive pressure on processors and manufacturers.

e At retail, locally produced processed food products are under pressure from a range of food
innovations and marketing and promotional strategies in other sectors.

e The major push by grocery retailers for a clean and fresh image, as well as policies of sourcing
processed products globally (where prices are competitive with locally supplied product), has
limited sales and margin growth for the processed food sector.



Figure 68. PROCESSED FROZEN VEGETABLES: MAJOR DRIVERS OF PRICES AND COSTS

The processed frozen vegetable sector is dominated by two major international processors in several categories. The product
category remains under pressure from actual and potential imports of product at processed or finished goods stages.

. Farm production factors

Stable volumes of production.
Seasonality of production is tightly
controlled through terms of supply
contracts between grower and
processor.

Prices limited by strong market power

of the processors.

Products have high perishability,
picking schedules are structured to
prevent need for storage.

High barriers to entry in terms of
skill, customer contracts and capital
outlay for land and equipment.

N

. Value-chain integration
Majority of farm supply is under contract
with tight controls over the timing and
volumes of supply.
Limited integration of activities along the
chain.
Increasing scale efficiency in certain
sectors of farm production and in
vegetable processing.
Tight concentration of ownership of
processed food operations.

Imports

. The marketing approach

Local industry is dominated by
international manufacturers and
brand marketers.

Increasing differentiation of frozen
products for retail and food
service sectors tailored to a wider
range of convenience cooking
needs (for example, stirfry
combinations).

Product marketing continues to
aim at a convenience theme to
avoid wastage of fresh product in
kitchens.

4. Regulation and

compliance

Increasing costs of doing
business in farm
enterprises to meet
environmental, product
integrity and food safety
demands.

Tight concentration of
processing sector —
limited scope for further
rationalisation to
enhance profitability.

5. Trade impacts

e Imports have access to
significant portion of markets
in certain segments (for
example, peas).

e Majority of frozen imports are
packed in private label
products or packed in local
plants — this places limits on
domestic processed prices
into retail.

e Pressure from the potential to
import frozen potato products
keeps pressure on local
wholesale returns to
processors.

Marketing

Distribution

Food service

6. Technology and innovation
e High level of capital intensity
in harvesting, grading and

processing stages.

e Limited innovation in varieties
for processing.

e Limited transparency of
market prices and information
beyond the farmgate due to
tight concentration of the
sector.

e Greater investment in
innovation to diversify core
products and extract value
from co-products (potato
gems, hash browns) -
especially the case in
potatoes for food service and
vegetables prepared for
different end uses.

. Retail market dynamics

Growth in value-added
frozen and ready meal and
combination products.
The growth of the private
label in frozen products
has put price pressure on
branded products.

In potato segment, strong
presence of quick service
restaurants has expanded
the category.

Quick service restaurant
sector under pressure to
re-invent itself through
consumer concerns on
food and body health.
Greater demand for
convenience and lifestyle
solutions in meals and
snacks

Greater retail
concentration has resulted
in strong margin pressure.
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Figure 69. FROZEN VEGETABLES, PEAS, BEANS, SUPPLY CHAIN MAP
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CHAIN

HARVI

® Majority of frozen
vegetables are
produced in
Tasmania due to
climate, soil and
regional expertise.

e All production is
under direct contract
with processor
based on tight
specification and
planned production
offtake.

EST/HAUL

© Two major processors
dominate the sector —
McCain and Simplot.

e Total processed sector
(Australian origin) is about
30,000t peas.

® One-third of total market in
peas (15,000t) is imported,
mostly from New Zealand,
which is brought into the
category as private label or
discount product.

Figure 70. PROCESSED POTATOES, SUPPLY CHAIN MAP
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1

 Total market for single
vegetable product regarded
as static against
competition from frozen
and pre-cooked meals
which are the dominant
product group in the frozen
food category.
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¢ 1.3 million tonnes
of potato output of
which 600,000t is
processed
(200,000t is for
snack food and the
remainder fresh).
70% of processed
potatoes are
produced in
Tasmania due to
climate, soil and
regional expertise.
All production is
under direct
contract with
processor based on
tight specification
and planned
production offtake.

BY-PRODUCT
PROCESSING

® Two major processors
dominate the sector —
McCain and Simplot.

® 50% yield from potato to
the processed frozen chip.

e Remainder goes into co-
product (gems, hash
browns etc.) processing and
by-product waste markets
(such as animal feed).

N

* Market is approximately
one-third each into retail,
food service and quick
service restaurants — each
of which requires different
product (and usually
varietal) specification.

WHOLESALERS [N__|

> | QUICK SERVICE

cooking | RESTAURANTS
PREPARATION
\I

e Total market for single
vegetable product regarded
as static against
competition from frozen
and pre-cooked meals
which are the dominant
product group in the frozen
food category.




FROZEN PROCESSED VEGETABLES - ANALYSIS OF PRICING

Background

Australia has a small frozen vegetable processing sector that services the products markets in
frozen peas, beans and potato products.

The green vegetable sector is based in Tasmania, which has a low-cost production environment in
a very reliable climate without water and heat issues which affect yield and quality, and a reliable
skills base in growing.

Grower contracts

The supply of vegetables to processors for use in processed beans, peas and potatoes is made
under supply contracts with processors. Suppliers are contracted to supply in certain time
windows. Overall production is managed by the processor to maintain a supply profile that is in
line with the needs of the business.

The contracts specify area, timing, yield performance, product specifications, price and terms. The
contracts carry strict penalties for variation from specification to avoid wastage or poor yields
through processing.

The major challenge facing producers in the regions supplying the vegetable processors has been
the lack of price increase over time despite the perceived gains in the end price of the products.

There are high cost barriers to entry in the game — gaining access to land, technology, equipment
and a contract. Limited land availability is another restriction.

Processors of these products have invested substantially in automation of processing to reduce
the costs and increase yields.
The approach taken

The only available data on the analysis of farmgate and retail prices in the processed frozen sector
is that which compares the products on an equivalent basis in a snapshot approach.

Other than the reported retail prices for frozen products from the retail sector, there is little
transparency in the information at wholesale and farmgate levels. While there is a time series of
data at retail level for frozen peas (shown below), no such analysis exists for potato products.
Anecdotal retail data is available in this regard.

In the case of peas, an imputed estimated average farmgate cost per kg of product has been used.
Figure 71. RETAIL PRICES FOR FROZEN PEAS, CENTS/KG, 1993-2003
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Source: Industry sources and ABS

Price competition for domestically produced peas and beans comes in the form of imported
product which is generally sold under private label, though imported brands. This maintains tight
pressure on the scope for price increases to the processor, though the extent of margin pressure is
unclear.
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PROCESSED PINEAPPLES - ANALYSIS OF PRICING

The industry’s product mix

The majority of the annual pineapple crop is processed into a range of tinned and minimally
processed products. It is estimated that the offtake of product by the major processor, Golden
Circle, is about 70 per cent of total output.

Figure 72. RETAIL AND FARMGATE PRICES FOR PINEAPPLE, 450G TIN, CENTS/TIN, 1996-2003
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Pricing of pineapples at the farmgate has historically been set according to production quotas.
These were allocated by Golden Circle according to the level of supplier shareholding in the
company. Supply rights were stapled to the shares. Through this mechanism, the company set
pool prices for quota and non-quota supply where the quota allocation represented the majority of
the company’s committed production requirements and the non-quota returns fluctuated as
influenced by the world market for pineapples.

During this time, pineapple pricing was treated in a similar way to milk pricing by a cooperative.
Pineapple prices were set as a key balancing item in the financial performance of the group. In
2001, the nexus between fruit prices and shareholding was broken and commercial prices were set
for fruit in accordance with long-term supply contracts which contain specifications on supply
commitments and product quality.

The pricing of product

The chart on the left shows the comparison between retail value (per ABS data) and the payment
for fruit content in the tinned product. Fruit payments represent a small portion (less than 10 per
cent) of the overall costs of the business given the diverse nature of the business of the company.

The sensitivity of margin analysis to the company and the industry prevents the disclosure of an
analysis of the share of the retail dollar.

Figure 73. USE OF RAW MATERIAL IN PROCESSING
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The overall use of raw material product through a fruit processing operation is balanced between
the demand for fresh (minimally processed) lines, the usage of product which meets specifications
for canning and optimising the use of outsized fruit in juice or concentrate. A significant portion
(around 30 per cent) is disposed of as waste product, generally to the livestock sector as feed.

While retail prices for canned lines have steadily risen over time (at a rate close to 2 per cent per
annum), the ability for the processor to extract sufficient returns across all uses of fruit has been
limited due to the strength of competition in the drinks market (with imported concentrates
accessible to industry) and the need to invest in products and market promotion to widen the
product range. Costs of marketing, packaging and factory labour have increased over time at
faster rates than price rises have allowed.

Figure 74. FRUIT JUICE, CITRUS: MAJOR DRIVERS OF PRICES AND COSTS

The juice processing channel has a major impact on the prices and costs in the citrus and apple industry value chains. The
earlier overview showed its impact on those sectors. This figure overviews the juice sector itself as a standalone category.
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Figure 75. FRESH FRUIT, WITH JUICE, SUPPLY CHAIN MAP
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JUICE PRODUCTS - ANALYSIS OF PRICING

Overview

Orange and other mixed citrus-based juices are major lines in the beverage category. In recent
years the size of the juice category has increased with the greater consumer focus on health and
nutrition, coupled with the greater use of nutritional additives (calcium, folates) to enhance the
health image.

Juices compete with a wide variety of beverages and are subject to consumer price sensitivity in
the beverages market at retail.

Whilst category sales have expanded, the share of business within the category between shelf-
stable, chilled and long-life juices changes over time.

Fresh versus concentrate

There has been recent growth in 100 per cent fresh juice due to the improved promotion and
labelling of the product and an improvement in the quality of the grown valencia fruit. This has
given the processors greater confidence of supply to promote increased consumption. The
consumer has demonstrated a willingness to pay higher prices for fresh juice compared to the
alternatives, yet this is subject to tolerance levels relative to carbonated drinks and waters and
other juice alternatives.

The impact of imported frozen orange juice concentrate has a significant bearing on the
profitability of the juice industry. Reconstituted juice products have also grown in total market
size, aided by the increased attractiveness of imported frozen orange juice concentrate from major
low-cost producers such as Brazil.

Australia does not produce enough fruit to satisfy the total market demands of the domestic
industry for reconstituted products. The improved access by the industry to fresh fruit export




markets has strengthened the focus of the industry on servicing fresh markets as a priority as local
fruit is uncompetitive in frozen orange juice concentrate. Local juice fruit however retains a strong
role through use in 100 per cent fresh juice products and an important role in blending part of the
juicer’s concentrate needs — though this depends upon price competition.

Margins through the chain

An illustration of the shares of the retail dollar for a fresh juice product was undertaken by
Retailworks as part of the Productivity Commission review of the citrus industry. As in the case of
fresh fruit, this identified low and high cases due to the wide variations that occur from time to
time in the net price paid to the grower for fruit.

Those variations are due to:

e the available supply of juice acceptable for fresh juicing;

¢ the available fruit left for juicing from the fresh fruit market (and relative returns from the fresh
market); and

e the prevailing price of frozen orange juice concentrate.
Figure 76. SHARES OF DIFFERENT RETAIL PRICES, FRESH JUICE
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Source: Retailworks 2002

There can be significant fluctuation in the share of returns from season to season based on the
above factors. In general, the supply of fresh fruit to the processing sector is regarded as a market
of last resort by many in the growing sector. This is due to the impact on overall prices of the
volatility of returns and the low prices that processors are willing to offer for frozen orange juice
concentrate.
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GRAIN AND OILSEED PRODUCTS

Analysis of the determinants of prices and costs in product value chains

GRAINS AND FLOUR - OVERVIEW

Background

The wheat industry is predominantly (85 per cent) export focused, while the flour industry is the
reverse, with only 10 per cent of production exported.

The wheat industry has undergone significant change from a highly regulated industry to one that
is now deregulated on the domestic market but still has export regulation via a single desk.
Management of this single desk is undertaken under the supervision of a statutory authority.

While the domestic market and the storage, handling and transport arrangements are now fully
deregulated, the history of regulation still has some influence on the market and pricing.

The flour industry has undergone considerable rationalisation. Today there are 10 milling
companies, although only four of these are involved in the retail packet flour market. The industry
is highly competitive, low margin and suffers from considerable under-utilisation (estimated to be
30 per cent at present).

The industry’s product mix and use

The market mix of the industry in 2002 saw only 5 per cent of flour production used in the retail
flour market. The graph gives a picture of the flour market.

Packet flour is really only used in retail. Flour going to all non-retail areas is in 25kg bags or some
other bulk form. The bread sector is dominant with 45 per cent of the usage. It should be noted
that until the Goodman Fielder sale of mills only 18 per cent of this was unaligned — Westons own
their own flour mills and bakeries as did Goodman Fielder. Effectively there has been little change
as Goodman contracts their flour requirements and controls the plant bakery.

The packet flour market is in decline. Pasta use has shown significant growth (note that this uses
durum wheat and different milling technology and thus does not have a direct influence on the
companies involved in packet flour).

Export has also shown strong growth off a low base over the last couple of years but trade does
tend to be opportunistic.

Figure 77. MARKET MIX OF THE INDUSTRY’S USE OF FLOUR, 2002
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Major drivers of pricing

The main factor that affects prices through the chain is the international price of wheat. The wheat
input represents the major cost component and directly influences flour price. International prices
are driven by supply and demand, climate and exchange rates. International wheat prices reflected
in the Australian Wheat Board pool price effectively set the price at which millers purchase wheat.



The other major influence on price at the retail level is product type and retailer positioning.

Private label product trades at a 30—40 per cent discount to branded product and thus the margin
shares of private label and branded product are significantly different. Private label prices are set
via an annual tender process by the retailers.

Thus the variables that effectively influence shares are the wheat price and the ability of the

marketer to retain margins.

Figure 78. FLOUR PRODUCTS: MAJOR DRIVERS OF PRICES AND COSTS

Flour products are a major consumer product group derived from grain products, where there is reasonably recognisable
identity of product between farmgate and retail.
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Figure 79. FLOUR, 1KG, SUPPLY CHAIN MAP
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FLOUR - ANALYSIS OF PRICING

The Australian retail market

Flour is the key product line for the Australian wheat industry in terms of domestic processing.
However, the packet flour market is only a small component of overall flour usage.

Packet flour accounts for only 5 per cent of flour manufacturing. As such, the packet flour market
has a relatively small influence on overall miller profitability and trends through the chain. About
95 per cent of packet flour sales are through the supermarket channel. Private label represents
about 30 per cent by value but almost 50 per cent by volume.

The graph below shows the difference in pricing between private label and the range of branded
product.

Figure 80. RETAIL PRICE OF FLOUR BY LABEL, 1KG PACK, S/KG
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The packet flour segment declined by almost 1 per cent by value and 2 per cent by volume in 2002.
This is a long-term trend and applies to other cooking inputs such as cake mixes and bread mixes.
This reflects the fact that consumers are not baking in the home but tend to purchase finished
products from hot bread and cake shops. Given this outlook for the sector, there is little
investment or activity in value-adding.

This is different at the food service level where bread and cake mix sales to hot bread shops,
pastry and cake manufacturers and other food manufacturers are strong. In these segments there
is considerable activity in new product development using specialty flours such as soy and rye.
However, despite the level of activity, these products represent a small part of the overall market —
specialty grains are estimated to be 5 per cent of the volume of wheat used.

Retail prices

The average value of the grocery retail market in the last 10 years has risen from $1.20/kg to
$1.70/kg. However, this is an annual average increase of around 3.5 per cent, suggesting that
prices in real terms have declined. This reflects the declining position of the product range and the
increasing dominance of private label product. Increasingly the pricing and product sourcing
policies of the major retail chains have restricted the increases in retail prices of private label flour
products.

The chart below shows average retail prices for 1kg packet flour product.

Figure 81. RETAIL PRICE OF FLOUR, 1KG PACK, $/KG, 1993-2003
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Source: Industry sources

Background

Wheat for milling is a major part of the grains industry and traditionally has been seen as the high
quality end of the market, that is, seeking prime hard or specialist categories of wheat such as soft
wheat. However, as technology advances are made in areas such as bread improvers, the quality
of the wheat input is becoming less of an issue. Bread manufacturers are seeking ways to reduce
raw material prices and utilising lower quality wheat is one means of achieving this.

Retail pricing

Our analysis of the margins captured by each major sector engaged in the flour value chain is
represented in the chart (note this applies to retail packaged flour only). This has been compiled
by reference to the average retail value of retail flour product in the Australian market (per ABS
data), the average net selling price achieved by the domestic miller/marketer and the farmgate
return based on average prime white grade wheat delivered port prices adjusted to farmgate.
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Figure 82. SHARE OF RETAIL PRICE OF PACKAGED FLOUR
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The past several years have seen a gradual increase in the share of the food sales dollar which has
been captured by the retail sector, largely due to the competitive nature of the business and the
costs of doing business with major grocery chains.

The major retailers tender annually for the private label products. Contracts tend to be purely
price-based. (Retailers are also prepared to accept product that is out of specification. This puts
pressure on players who produce to specification and thus incur higher costs.)

The margin on private label product for millers has effectively been competed away. Margins on
branded product vary significantly. This is a major issue for the industry. In some cases it is
claimed that business is being done at below cost. In branded product there is little relativity
between retail prices and the wheat or flour price.

Drivers of cost

The variation in costs in the flour value chain is largely determined by the annual size of the local
and international wheat crop. The Australian Wheat Board (the operator of the single desk for
export wheat) has a major influence on wheat prices. In effect, the board sets the price with pool
announcements and the flour miller has to pay more to attract wheat away from the pool. Millers
buy most of their wheat at harvest so price movements after this have little influence.

The price of flour tends to be set annually — early in the new year — based on wheat cost. Over the
year the margin gradually erodes away. Thus, if a flour miller does not read the market for wheat
prices, then this will impact on their competitiveness for the year. The major cost in the production
of flour is the raw material — wheat and other ingredients account for around 60 per cent of total
costs ex mill (excluding warehousing and distribution). The graph below shows the major cost
components, excluding marketing, promotion and margins.

Figure 83. COST COMPONENTS OF FLOUR
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The main factors influencing miller costs are:
e international prices as previously noted;
e miller efficiency driven by yield, age of mill and technical capability; and

¢ offal (waste) recovery prices — can be costly if locked in and markets move.

The mills that are integrated with plant bakeries tend to have a technical advantage. For example,
due to technical knowhow they can have the flexibility to use lower quality wheat through the
application of bread improvers. Given that the typical price spread between Australian Wheat
Board wheat grades ASW and APW (standard and premium white grades) or AH (hard grade) can
be $40 or higher, then this is a significant saving. All mills try to maximise use of APW grade
wheat.

The Australian flour milling industry has undergone significant rationalisation of milling capacity
and upgrade of technology. This has led to a reduction in like-for-like conversion costs and there
may have been some shift downwards in the overall cost base.

Industry risk

The major issue for the retail sector of the flour milling industry is that it is a declining market with
little prospect for this to turn around. Thus the business is likely to become increasingly cost-
competitive, particularly if private label product continues to increase market share.

The industry has attempted to manage this risk over previous years through improving the
efficiency of milling operations, maximising the use of lower value wheats and focusing on other
market segments, such as hot bread shops. This latter issue has seen increasing integration
between millers/consumer food companies and hot bread businesses.

Broader actions that the flour milling and baking industry have taken to maintain margins include:

e reducing costs through substitution of cheaper ingredients, for example, APW wheat; and

e shifting away from single ingredients to premixes which can include complete flour mixes, semi-
finished products, frozen dough or pre-baked bread. By utilising such ingredients, the baker
obtains benefits of time and cost-efficiency and reduced production errors.

Value-adding

There is little, if any, value-adding occurring in the retail flour market. The private label market just
wants lower costs and there is little action in the branded segment given the declining market due
to less cooking in the home. Cake mixes and bread mixes for use in the home are also declining or
may even be approaching a state of redundancy and thus, no-one is investing money in this
market segment.

The major activity is in the bread mix market for the hot bread shops. However, even there the use
of specialty flours is small in total. It may be 5 per cent of total flour usage.
More broadly across the flour and bakery sector, strategic responses have included:

e consolidation, in particular to gain access to new and growing market segments such as the
sacking market — where flour is sold in larger packs (sacks) to industrial users or bakeries;

e new product innovations mostly aimed at health including:

grab and go products — breakfast bars;

— functional and fortified products;

reduced sugar products;

organic products;

ethnic and exotic products — for example, the flat bread market is the fastest growing
segment in the Australian bread market and has prompted strategic responses from the
large players such as Westons’ ‘breads of the world’ range; and

bake-off products such as pre-frozen pies, breads, pastries and desserts.
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OILSEEDS - OVERVIEW

Background

The oilseed industry is predominantly export-focused, although this varies between crops. The
main commodity used in retail cooking oil and margarine is canola, with smaller quantities of
sunflower and soybeans. This report focuses on canola because it represents over 50 per cent of
the oils and fats used in the domestic retail market.

Australia produces on average 1.6-1.8 million tonnes of canola annually, of which around 400,000
tonnes is used in the domestic crushing sector almost exclusively for products for the domestic
industry. As such, international price movements of both canola and the competing oils and fats
crops are the major factor influencing raw material prices. As in other agricultural businesses,
because the raw material is the major cost component, the influence of international prices is felt
right through the value chain.

The industry’s product mix and use

The industry uses a range of oils and fats in its product range (see graph below). However, many of
the more important in terms of total volume are not used in retail products, namely tallow, palm
and cottonseed.

Figure 84. INDUSTRY’S USE OF OILS AND FATS
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All palm and most olive oil is imported, with both these commodities growing their share of the
market. For palm oil this growth is price-based and for olive oil it is lifestyle and image-based.

The graph above illustrates that canola has steadily increased share as production has increased
(except for the impact of the 2002—03 drought). Canola has now replaced all other soft oil usage
that does not have an intrinsic demand.

The retail market is an important segment for the oils and fats industry in terms of value but is less
important in terms of volume — see graph below. The retail market is not growing other than for the
olive oil and value-added segments, such as plant sterol-enhanced margarines. The food service
and food manufacturing sectors are growing by around 2 per cent per annum.

Figure 85. MARKET MIX OF THE INDUSTRY’S USE OF OILS, 2002

commercial
37%
retail 35%

food service 28%

Source: Australian Oilseeds Federation



In addition to imports of crude or refined oils which are further processed in Australia, there are
imports of finished products which have a significant impact on the retail market and prices.

Figure 86. OILSEEDS: MAJOR DRIVERS OF PRICES AND COSTS

1. Farm production factors 2. Value-chain integration
e (an be significant volatility in o High level of integration from
production which affects price and farmgate to consumer, with high
quality — oil content can range from levels of concentration at primary
36-48% which effects the and secondary processing and
profitability of crushing. retail.
e Production variation greater for e Industry is characterised by very
summer-grown oilseeds. low economies of scale, in
particular compared with
international competitors, and
this has significant impact on the
cost base.

3. The marketing approach

e There is a high brand presence
with two of the largest
consumer food companies
involved in the marketing of
oils and fats — Goodman
Fielder and Unilever.

e There has been increasing
differentiation of products
initially around poly and
monounsaturated oils and
seed type but increasingly on

e The ability to expand the special health properties, for
crushing sector is constrained by example, plant sterols.
domestic demand for oil and lack e The market is one in decline at
of competitiveness in the retail level and thus the
international markets. focus has been on brands and

product differentiation to lift

. Regulation and compliance

There are no major regulatory
issues. There are still single
desk arrangements in place in
New South Wales and Western
Australia for canola but this
does not have a significant
impact on the industry.

As many of the plants in the
industry are old, they tend to
be located in or close to
metropolitan areas and thus,
environmental compliance is
an ongoing issue.
Increasingly food safety is an
important issue and most
plants would have a hazard
analysis critical control path
(HACCP) and/or ISO
accreditation.

A key issue facing the industry
at present is the potential
introduction of genetically
modified canola. This could
potentially increase the cost
base of the industry if
segregation for genetically
modified and non-genetically
modified is required.

. Trade impacts

The influence of exports is
significant in canola and
cottonseed but sunflower oil is
regularly imported to fulfil
requirements.

High levels of imports of palm
oil for the low-cost end of the
industrial market and olive oil at

the high end of the retail market.

The influence of imports of
finished products from
developing countries has a
significant impact on retail
prices in Australia and the
subsequent profitability of local
processors.

margins.

Marketing

6. Technology and innovation
e The crushing industry is

characterised by old technology
with inefficiencies occurring in
equipment operation and
configuration. Australian plants
have a high labour ratio
compared to large overseas
plants.

There has been one new
greenfield crush site developed

in recent years which is state-of-

the-art but still small-scale.
There has been a move to a
more diverse product range to
meet consumer needs and the
industry is likely to see further
development of specialised
products, such as high oleic
canola. This will require
investment in segregation and
identity preservation systems.

Export marketing

Food service

7. Retail market dynamics

e Private label products are
a major part of the market
(50% of the market for
cooking oil) and put
downward pressure on
prices.

e Changing consumer
patterns are having a
major impact on demand.
Consumption of margarine
is declining as people
substitute other sorts of
spreads on sandwiches or
go without.

e The supermarkets
demonstrate significant
influence and in the case
of cooking oil use the
threat of imported
finished product as a
means of keeping prices
down.
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Figure 87. OILS AND FATS, SUPPLY CHAIN MAP
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grown in southern number of smaller ones suppliers to the retail market consumer pack oil into food
and western producing niche along with imports. service, yet sales of
Australia. commodities or servicing * These players purchase crude spreads into this sector
e Other oilseeds non-grocery markets. oil from crushers and recover includes retail pack sizes
mostly summer e Yield varies by seed type — around 95%. for ease of use in sandwich
grown and high oil varieties have preparation.
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Wales and 20% 0il:80% meal. retail sales.
Queensland.  However, oil is in most ¢ Branded prqduct is about
* Main drivers of price cases the economic driver. 50% of retail pack sales of
are global oil.

commodity prices.

OILS AND FATS RETAIL MARKET

The Australian retail market

The margarine segment has been undergoing a period of decline while the cooking oil segment
has been growing, although this is primarily in the olive oil segment.

Value and volume of grocery sales of spreads and oils

Margarine Blends Butter Cooking Oil

2000 2002 2002 2002

Value $m 266 63 61 218
Volume 83,193t 14,221t 14,402t 527 M litres

Note: the above figures only represent the grocery trade of major supermarket groups and do
not capture sales through independents, convenience stores and food service.
For example, total margarine production is around 150,000 tonnes.

Source: Australian Oilseeds Federation

The retail yellow spreads market is declining at around 3 per cent per annum. Within the yellow
spreads segment, butter is seeing a rise in popularity. While margarine use is declining, it still
accounts for 66 per cent of the total spreads market. Generics have won a greater share of the
market as consumers recognise that the quality is comparable. Polyunsaturated margarines
continue to dominate the segment with 63.4 per cent of margarine sales. Monounsaturated
margarines account for 29.2 per cent of margarine sales.

While the number of households consuming margarine remains constant, the oil content of
vegetable oil spreads has dropped with the move to low-fat products and the use of other
ingredients (including dairy fat in blends). Spreads offering unique positioning — for example,
cholesterol lowering — and olive oil have been introduced in an attempt to reinvigorate the market.



Bottled oils are also seeing growth. Olive oil accounts for most of this, growing by around 10 per
cent per annum and representing 37 per cent of the total market. Non-olive oil use is declining by
4.5 per cent per annum. Private label product accounts for around 50 per cent of total sales.

The premium-priced segment is mostly canola (but would also include sunflower and specialty
oils) and trades at a significant premium to the blended vegetable oil category. Monola (low-
linolenic canola) has done well but is heavily supported with marketing. Olive oil continues to
increase, primarily driven by a strong marketing image. Canola oil dominates this category
accounting for 26 per cent of the total segment by volume and is a major ingredient in the blended
vegetable oils category, which accounts for 29.6 per cent by volume.

The shares of all categories are shown below. However, as a single oil category, olive oil has grown
significantly to now hold 30 per cent of the segment by volume and almost half by value.

Figure 88. MARKET MIX OF COOKING OILS, 2002
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Source: Australian Oilseeds Federation

In terms of trends in individual oil types, there has been:

¢ asignificant increase in canola oil consumption (up from 14 per cent in 1987 to almost 60 per
cent today);

e growth in specialty oils such as peanut and sesame oil;

e substantial growth in olive oil consumption with extra virgin and extra light olive oils driving
growth; and

e adecline in soybean oil consumption linked with trans fatty acid and genetic modification issues.

COOKING OIL AND MARGARINE - ANALYSIS OF PRICING

Retail pricing

Represented below is our analysis of the share of the current returns for each major sector
engaged in the oils and fats value chain as it relates to bottled cooking oil (note that the farmgate
to wholesale component includes both primary and secondary processing).
Figure 89. SHARE OF RETAIL PRICE OF COOKING OIL, 750ML BOTTLE
%
100 .
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Source: Industry sources

jioday v A1jsnpuj poog4 ueljeiisny ayj uj uoljeuiwialaqg adid

00
w



Price Determination in the Australian Food Industry A Report

©
=

The amount represented by the retail sector reflects margin and any costs they have in centralised
warehousing and administration. Margins for the retail sector are estimated to be 20 per cent of
the wholesale price. In the wholesale sector, there are margins for both the crusher and refiner.
The refiner appears currently to be struggling to recover full overheads and any margin. This is due
to the competitive pressure from imports and the behaviour of retailers to maintain their margins.

A major driver of prices in the retail sector is the price of bottled oil from nearby Asian countries
such as Singapore. Products from these markets are competitively priced in the Australian market
and the retailers use this as a major influence on their buying price, rather than the cost of
production within the Australia market. The domestic refining industry has in the past successfully
brought anti-dumping action against the imported product and currently has another anti-dumping
application before the government.

This has been accompanied by a steady increase in share held by private labels to the point where
they now hold around 50 per cent of the market.

Retail versus farmgate prices over time

Figure 9o0. RETAIL AND FARMGATE RETURNS FOR MARGARINE,

S PER TONNE EQUIVALENT, QUARTERLY 1997-2003
$
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Source: Industry sources

The farmgate numbers above are based on the delivered port price adjusted to a farmgate value.
The graph shows that the movement in retail prices for branded product is influenced by a range of
factors other than raw material prices. However, the farmgate price has more direct relativity to the
crusher prices and margins which are influenced by both meal and oil. The meal price is set by the
import parity price for soybean meal (canola meal trades at a discount to soybean meal due to its
lower protein value). In the case of oil, the value is between the import parity price for oil and the
export parity price for seed. The relative contribution of oil and meal to the crusher margin varies
between years and within a year depending on the world oils and fats complex and the crop cycles
in other parts of the world. Generally the crusher margin will be higher earlier in the crop season
and decline over the year.

MARGARINE - ANALYSIS OF PRICING

Retail pricing

Represented in Figure 91 is our analysis of the current share of the returns for each major sector
engaged in the oils and fats value chain as it relates to margarine (note that the farmgate to
wholesale component includes both primary and secondary processing).



Figure 91. SHARE OF RETAIL PRICE OF MARGARINE, 500G TUB, AVERAGE ACROSS CATEGORY
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The amount represented by the retail sector reflects margin and any costs they have in centralised
warehousing and administration. Margins for the retail sector are estimated to be 35 per cent of
the wholesale price. In the wholesale sector, there are margins for both the crusher and refiner.

The refiner is recovering full overheads and margin in this segment, although margins vary
significantly between branded and private label product. Margins on private label product are
estimated to be around 10 per cent or less while they could be double this on branded product.

The increasing share being won by private labels is putting pressure on the refiners’ margins as
there is little opportunity to differentiate product based on quality and competition is purely based
on price.

Drivers of cost

The major factor causing variation in the cost base from year to year is the price of canola seed.
This is largely determined by the size of the domestic and international crop. The major cost in the
production of cooking oil and margarine is the raw material — approximately 60 per cent of the
wholesale price and similar at the crusher door. The industry’s cost base has been relatively static
for the past four to five years.

Canola is viewed as premium oil on world markets, where soy and palm oil are the low-cost
commodity oils. However, in Australia, where there is little production of soybeans and no palm oil
production, canola is the core of the industry. As the industry has grown and with 75 per cent of
the crop exported the refiners are looking to purchase oil priced from export parity for seed rather
than import parity.

The cost breakup for the sector is shown below.

Figure 92. COST DISSECTION FOR COOKING OIL PRODUCTS

raw materials and
processing
31%

packaging 8% (

warehousing, distribution 6%

marketing,
administration,
overheads, etc
55%

Source: Industry sources

The raw material cost is the cost into the refinery. The equation is complex because at the crush
level the crusher processes seed to produce oil and meal. The relative contribution of oil and meal
to the crushing return is driven by the relative prices for oil and meal and this relationship varies
between years and within a year.
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Industry risks

The key area of risk for the industry is the ability to maintain margins due to:
e competition from imports;

e the high cost base of the processing sector;

e the low level of growth in the category; and

e increasing share being captured by generics.

In relation to imports, a potential area of risk relates to the development of free trade agreements
such as that with Singapore. These may pave the way for increased imports of bottled oil. To date,
the refiner industry has used its skills in management of inward logistics to provide a competitive
advantage particularly in the food service and commercial sectors.

The high cost base of the processing industry — both crushing and refining —is a key issue when
compared to the very competitive South American industry. The economies of scale obtained by
these plants and increasing shipment sizes allow crude and refined oil to be landed in Australia at
very competitive values.

To combat this, the crushers have continued to focus on pushing costs down through:

e controlling core costs of steam, electricity and repairs and maintenance — these account for
about 20 per cent of processing costs;

e increasing volume to reduce per unit fixed costs; and

e reducing origination costs, for example, the joint venture by Cargill with Graincorp and Allied to
form Australian Grain Accumulation.

Another way for the crusher to improve margins is vertical integration of both oil and meal. This is
common practice globally where crushing, refining, packing and even consumer marketing are
integrated into the one operation. This has not yet occurred in Australia.

For the crusher, managing price risk on raw materials is a key issue. The crusher can do this by
hedging oil against Chicago, meal against Chicago, seed against Winnipeg or a combination.
However, all have inherent difficulties.

Another area of risk for the industry is the increased focus on reducing fat in the diet. This tends to
have greatest impact in the retail sector as consumers cut out fat that is visible — such as
margarine on bread — but continue to eat invisible fat — such as fast food and processed foods. The
fat used in the retail products sector tends to be price driven and therefore palm and tallow — both
high in saturated fats — are the largest volume players in this market.

Value-adding

The industry has looked to product innovation to drive growth in margins and reinvigorate the
market. This has included:

e products targeted to the functional food market in the form of margarines that are enriched with
plant sterols to provide health benefits. Since entering the market these products have quickly
increased sales and now account for 3 per cent of the market. These products retail at around
three times the value of the standard product;

e margarine blends with olive oil to create improved image and health awareness. This segment of
the market is growing strongly and retails at a premium to the standard product;

e margarine blends with butter; and

e blends in cooking oil — for example, olive/canola and specialty products such as monosun and
monola — as ways of adding value and expanding markets. This has also included product
variations such as Asian oils suited to particular uses such as stirfrying.



EGGS

Analysis of the determinants of prices and costs in product value chains

EGGS - OVERVIEW

Background

The industry has been undergoing structural change since production and marketing was
deregulated, commencing in the 1980s. This saw a reduction in production, lower margins in the
early supply chain and a greater share of returns in the retail sector.

Of egg production output, 65—70 per cent is consumed in the household sector which is showing
no growth. Other sectors of consumption — food service and industrial and commercial uses — are
showing slow growth. The domestic egg market has suffered as the egg has lowered its profile as a
major source of protein and other sources have gained important ground. The fresh egg category
is also under pressure from the increasing demand for health and convenience foods, which the
egg sector has not been able to successfully overcome.

The industry structure

It is estimated that 40 per cent of eggs are sold through major retail chains, 35—-40 per cent
through the box market and the rest into the route trade and convenience retail segments.

The box market is characterised by small retailers who have the ability to make the local decision
on purchase terms and prices.

There are seven major egg marketing groups in Australia, employing a range of different business
models in terms of integration of production, grading, packing and marketing. The national
industry has progressively evolved from state-based supply regulation. Today, despite rapid
expansion of certain packing and marketing enterprises, none of the groups is capable of servicing
retail on a national basis.

Cage eggs are 83 per cent of retail grocery sales. Free range represents 11 per cent and barn eggs
the remaining 6 per cent.

Major factors affecting prices

e Egg prices in the domestic retail market are strongly driven by the interaction of supply and
demand over time.

Figure 93. BIRDS IN EGG PRODUCTION, 1994-2002
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Source: Australian Egg Corporation Ltd

jioday v A1jsnpuj poog4 ueljeiisny ayj uj uoljeuiwialaqg adid

(]
~



The major cost faced by egg producers is feed. This represents approximately 6o per cent of
costs of production in normal conditions.

Whilst the general level of retail and wholesale prices have been historically driven by a cost-
plus approach, since deregulation of the supply and pricing of eggs, fluctuations in pricing have
been determined largely by variations in available egg supply.

In recent times, the level of retail prices has been strongly influenced by greater use of private
label product by major retailers — leading to minimal increases in prices to the consumer.

Major chain retailers have driven an increase in the market share held by private label product
to combat competition for their egg sales from the non-integrated box market which sees
discounting at independent outlets.

Figure 94. EGGS: MAJOR DRIVERS OF PRICES AND COSTS

Cage eggs are a major grocery category where over time the production industry has gone through substantial change and

restructure, with strong rationalisation of growing and marketing sectors.

»

. Farm production factors

2. Value-chain integration

. The marketing approach

Production has tended to be volatile e Instability of price and return for growers and Limited differentiation and
due to movements in supply in marketers due to an inability to maintain a stable de-commoditising at retail.
response to price signals. match between demand and supply. e Brand presence still strong in
Product is perishable with a limited e Increasing scale efficiency in egg farms, grading major retail sectors with
shelf life for optimum freshness. and packing operations. strong price competition
There are long lead times to scale up e Strong concentration of ownership in the against box market and
production yet flock reductions can collection, grading, packing and marketing private label.
be immediate through culling. stages. Packaging and presentation is
Production profit is sensitive to e Consolidation of egg marketing into a small reasonably generic.
fluctuations in feed costs. number of companies operating in different Marketing approach based on
zones has enhanced bargaining power of the relative cost of eggs as a
marketers. protein source.
¢ Box market remains a large share of market —in Small niches carved out for
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disaggregated form where packers supply direct

to retail.

Growing

Grade and packing

[ N

4. Regulation and
compliance

e Major challenge facing
producers is compliance
(over any time up to
2008) with new cage
size regulations. These
will require re-equipping
across the sector.

e Uncertainty over the
extent of the future
impact of that capital
requirement on
production levels and
accordingly on temporal
matching of supply and
demand.

1%,

. Trade impacts

Limited exports of
powdered eggs helps
remove small market
surpluses.

Small volume of shell egg
exports out of Western
Australia has minimal effect
on east coast market.

No shell egg imports are
permitted under Australian
Quarantine and Inspection
Service rules.

Marketing
Distribution

free-range egg lines in all
forms of retail, but supply
lines less reliable.

Food service

6. Technology and innovation

e [ncreasing capital intensity is
improving cost structures in
grading and packing sector.

e Limited transparency of
market prices and costs
through the box market
channel chain, yet retail
market is highly visible.

e Limited new product
development over recent
years.

e Limited scope to diversify
core product due to its
uniform, consistent nature —
yet development of
powdered egg products and
pre-cooked products for food
service has occurred.

7. Retail market dynamics

e Diverse retail market with
major chains only having
about 40% of market.

e The growth of the private
label in eggs has been
strongly based on price
competition in order for
retailers to gain greater
share of total market.

e Greater demand for
convenience and lifestyle
solutions in meals and
foods has put pressure on
the egg as a fresh food
option.

e Prices deemed sensitive at
retail point of sale.

e Growing diversity of
consumer needs will see
increasing demand for
processed products in
food preparation solutions.



Figure 95. CAGE EGGS, SUPPLY CHAIN MAP
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EGGS - ANALYSIS OF PRICING

The levels of prices and costs

Egg production features high barriers to entry. Production — once committed — is relatively
inflexible.

Industry is typically asset-rich and cash-poor in view of the major capital requirements for
production and packing, the investments in flocks and feed, and the fluctuating selling prices.

Fluctuations in supply exist but face lead times. A flock lays for 76 weeks but it can take up to
50 weeks to get a hatchling into production. Yet production can be cut very quickly (by killing
the layer).

Cage egg production systems, which provide about five-sixths of total output, provide scope for
better scale efficiencies and greater integration than other systems which are in use. These
provide greater animal mobility and perceived better welfare for the birds.

It is estimated that the costs of production (for a 700g dozen eggs) are:
cage eggs $1.25 per dozen
barn eggs $1.70 per dozen
free range eggs  $2.15 per dozen

Source: RIRDC 2002

It has been estimated by industry analysis that the sustainable retail price differential for barn
and free range eggs is approximately 6oc a dozen.

Over time, the retail prices for eggs have been held at levels below the increases in the cost
of living.

DOMESTIC
CONSUMER
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Figure 96. CONSUMER PRICE INDEX, FOOD AND EGGS, 1996-2002
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Source: Australian Egg Industry annual statistics 2002

e The low price of eggs has been achieved through a combination of factors including:
— the passing to consumers of the benefits of the gradual consolidation of the industry in
production and packing sectors; and
— the use of supermarket brands to compete with independent operators who face lower
cost regimes than the emerging major suppliers of supermarket and proprietary brands.

Retail versus farmgate prices over time

The comparison of retail and farmgate returns over time is as follows.

Figure 97. RETAIL AND PRODUCER PRICES FOR EGGS, CENTS/DOZEN, 1996-2003
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Source: Australian Egg Industry annual statistics 2002
The farmgate numbers above are based on industry estimates.

The rise in both values in 2003 was due to the effects of drought, where the egg marketers set
higher selling prices (about 30c per dozen at wholesale) to assist in recovering the sharp increase
in the cost of feed grain. Retail prices rose by a larger amount.

The sharp rise in feed costs has not yet been reversed in production cost structures. It is expected
that the full cost of greater future security of feed grain supply to the poultry industry will see feed
costs do not return to reliable pre-drought levels.



Margins in the chain

Our analysis of the margins captured by each function in the cage egg value chain is represented
as follows.
Figure 98. SHARES OF RETAIL PRICE AND VOLUME OF EGGS
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The average retailer margin as a percentage of retail value has changed in recent years with the
rapid move to dominance of the category in major retail by private label product. This is a higher
volume, lower margin product for the retailer compared with proprietary brand due to the
significant retail price differential that has developed in the past two years. Aggregate retail return
has increased with the volume growth through supermarket retail. The chart under ‘Private label
as a weapon’ illustrates the increasing difference in retail prices for each private and proprietary
branded line.

The concept of a farmgate is less applicable to a standalone sector in the larger scale end of the
industry. This is due to the greater incidence of integrated production, grading and packing
operations, and more use of in-line systems that reduce egg handling.

The cost of packaged egg products costs vary considerably with the scale of production systems
that are employed, the extent of integration between laying, grading and packing, and the degree
of automation that is used in the process.

Cage regulation
e The largest issue facing the future of the industry is the change in production systems.

e Cage egg producers face a mandatory requirement to ensure cages comply with animal welfare
standards as agreed by government ministers at the Agricultural and Resource Management
Council of Australia and New Zealand. State governments have indicated their intention to
enforce requirements for cage egg production to switch to larger cages on or before
31 December 2007.

e The change in production systems requires substantial capital investment by industry.

e Major integrated producer-marketing groups have committed to such investments. Some are
currently underway.

e There is ongoing price competition in the retail marketplace between major retail chains and
independent retailers —in the latter case where local store operators can make individual
decisions regarding sourcing of eggs.

¢ Independents are largely serviced by operators in the box market — where smaller and/or non-
aligned producer-packers supply direct to the store offering significant price advantages over
major marketers.
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e Many such operators have indicated to the industry that they do not intend to invest in cage
improvements as:

— they do not believe that governments will mandate the requirements and close their
businesses if they do not meet cage requirements; and

— they cannot afford the capital costs of overhauling their operations.

e The industry faces a challenge: those committed long-term to the industry face direct price
competition with those who do not intend to comply with welfare requirements.

— however as of September 2003 five jurisdictions (Queensland, Tasmania, Western Australia,
Northern Territory and Australian Capital Territory) have implemented the Agricultural and
Resource Management Council of Australia and New Zealand decision to increase the
minimum floor space to 550 square centimetres per bird.

Supply and demand

e Egg production and supply fluctuations are an inherent feature of the industry. Fluctuating
prices in the marketplace and fluctuating costs of feed tend to create volatility in the number of
birds brought into production.

e The chart below shows the monthly birds committed to production as at the end of each month
over the past eight years.

Figure 99. BIRDS ADDED MONTHLY TO EGG PRODUCTION, 1994-2002
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e The industry is presently emerging from a shortage in supply which was brought on by the
extended drought and its impact on feed costs. This rendered some operations unsustainable at
prevailing wholesale prices.

e The ongoing short-term fluctuations in output creates the need for producers to seek markets
for their eggs through direct sales channels — offering prices which frequently undercut the
prices offered in major retail.

Private label as a weapon

e The industry expects price competition in the future where businesses not intending to comply
with welfare standards see advantage in marketing using price as a lever. However this will be
limited as the welfare standards will be enforced by state legislation.

e |nresponse, in order to continue growth in market share, major chain retailers are using their
private label lines to compete on price with the independent retailers.

e The effect is being achieved by positioning private label at two or three price points, depending
on the voracity of local supply competition being faced by individual stores in the major chains.



Figure 100. SUPERMARKET EGG SALES BY PRICE, $/DOZEN, AND VOLUME,
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The effect of this situation is that, due to the domination of the sector by private label, egg
pricing is being driven by the short-term pressures facing suppliers to the box market, many of
whom do not intend to supply eggs in the long term and do not have the potential to offer major
retailers reliability and consistency of supply.

Future challenges

The state of the production-marketing sector is such that major suppliers are not in a position to
offer national supply to each of the major chain retailers.

The national industry effectively operates with supply broadly in keeping with demand, subject
to short-term fluctuations. This provides suppliers with a degree of leverage which would not be
the case where significant excess capacity existed. This leverage was recently exercised to
achieve a price increase to cover the cost of feed grain.

To overcome this leverage, retailers have attempted to fragment their buying zones to ensure
there is greater contestability for their supply contracts.

The ongoing power of major chain private label as the dominant volume line at retail level may
place increasingly more pressure on industry profitability in the run-up to the mandatory change
in cage requirements. Whilst the conditions to meet the supply requirements of the major chains
require significant investment in scale efficiency and logistics, this higher business cost may
have little impact on factors and considerations driving retail and wholesale prices.

The major retailers are using their muscle to engage in competition on price, whilst meeting
required targets on product margins. This situation ignores the higher business costs faced by
large egg marketers in doing business with major retailers.

The industry faces a huge challenge in managing production and supply forecasts so that there
is not a major dislocation of supply and demand ahead of and after the new production systems
take effect. This will require better knowledge management of the supply and demand signals
and the smoothing of investment cycles.
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SUGAR PRODUCTS

Analysis of the determinants of prices and costs in product value chains

SUGAR - OVERVIEW

Background

Sugar commodity returns from the world market are based on global demand and supply. The
supply onto the world market is influenced significantly by government policies in major
developed economies of the United States and the European Union. They support domestic
production through production and export subsidies. Returns are also affected by the significantly
increasing output of large-scale, low-cost producers such as Brazil.

In Australia the early stage of the value chain of this industry has been highly regulated in the past
and the industry retains a single export marketing desk. Whilst the industry has in the past
enjoyed a position as one of the world’s low-cost producers, this position has been eroded by the
surging production from Brazil. As a result, Australia’s share of global trade in sugar has fallen.

While sugar and other sweeteners compete in highly overlapping food manufacturing markets,
new technologies and product developments enable sweetener manufacturers to provide branded
products to specific food use segments through retail and food service outlets.

The inability to make swift changes in cost structures, particularly in the cane production and
milling sectors, has undermined the position.

Figure 101. MARKETS FOR AUSTRALIAN SUGAR

other 4%  grocery 6%

industrial 15%

export 75%

Source: Queensland Sugar

Drivers of price

e Markets for refined sugar in developed consumer markets on a global and national basis are
mature, with demand very steady and slowly declining on a per capita basis. Growth in the
world market is available from developing Asian economies in line with the general increase in
consumer prosperity, trends towards the consumption of manufactured food products and the
lack of competition from substitutes. The global sugar market has been in a condition of
oversupply for several years.

e Industry returns are driven by the level of international prices available to Australian exports.
These are affected by prevailing levels of subsidies and import protection provided to producers
in the United States and the European Union and the level of output onto the world market from
Brazil which has supported its sugar production through cross-subsidies from its ethanol
production sector. World market conditions have been volatile in recent years due to the
economic turbulence that has affected many developing economies, the maintenance of high
levels of protection in the European Union and the United States, and the policies of other major
producer countries.

e Domestic sugar market returns have minimal effect on total industry returns but nonetheless are
affected by the demand from industrial users manufacturing food and drink and the cost-
competitiveness of substitute products such as artificial sweeteners and starch. The domestic



grocery market consumes a relatively small percentage of sugar in retail and food service
products.

e Sugar competes with a range of other natural and artificial sweeteners at retail level.
Competition is based on price and will continue to remain a strong force while consumers
express a preference to reduce their per capita sugar intake.

e Total consumer demand has been static over the past 10 years due to increasing consumer
consciousness of health and dietary concerns. While sweeteners fail to replicate the wide range
of functional properties of sugar (colour, aroma, texture, shelf life), some offer a range of
economic and functional (dietary and taste) advantages over sugar.

e The cost of sugar to local users (refiners and manufacturers) is effectively set at import parity
prices. Almost all domestic sugar consumption is sourced from local production.

Figure 102. PACKAGED REFINED SUGAR: MAJOR DRIVERS OF PRICES AND COSTS

Refined sugar is a commodity consumer product in a category where sales growth has been limited over the past 10 years.
Industry returns are strongly affected by international market conditions.

1. Farm production factors 2. Value-chain integration 3. The marketing approach

* Production output may be volatile e Most integration is from the mill e Limited differentiation of
due to seasonal conditions such as back to the farm. packaged sugar products.
pests, disease and rainfall. e Millers are buying strategic cane  Growth in café society has

e Production is seasonal and cane must farms to guarantee a minimum
be cut at appropriate times to avoid throughput for their factories.
loss of content. Cane is cut and e There is increased interest in
crushed according to mill schedules millers controlling the harvesting .
to ensure a smooth milling season. systems to maximise cane quality

e Production sector retains elements of delivered to the mill.
traditional culture in many regions e Greater concentration and
with small farm size and a resultant rationalisation of mill ownership
higher cost of production. has occurred over recent years.

e The early stage of the supply
chain retains high logistics costs
from farm to processing due to
historic transport systems.

increased demands for serve
packed sugars in food service
and home use.

Marketing dominated by
major retail, a commodity-
based, price-driven market.

Export /industrial

Wholesaling

Food service

4. Regulation and compliance 5. Trade impacts 6. Technology and innovation 7. Retail market dynamics

e Environmental compliance in
the use of nutrients on cane
farms is becoming more costly
and more necessary.

e High barriers to further value-
chain profitability exist in the
limited scope for further
rationalisation of milling and
refining capacity, and cultural
barriers to horizontal
aggregation of farming
businesses.

e Australia exports around 75% of
raw sugar output.

e Price is largely determined by
world commodity prices.

e Domestic prices for consumer
and industrial uses are
effectively import parity prices.

Highly capital-intensive industry  ®

in cane production, harvesting,
logistics and milling.

Much capital equipment is aging
and not being replaced, so there
is limited new technology or
improved efficiency entering the
industry, especially at prevailing
market prices for sugar.

There has been much interest
(but limited tangible progress) in
developing other products from
the sugar-growing process to
enhance industry stability, for
example, ethanol, plastics and
electricity co-generation.

Strong competition in
sweeteners market from
artificial sweeteners.
Consumer concerns about
sugar content in foods
and drinks has capped
sugar consumption.
Consumers are spending
decreasing amounts of
time cooking at home and
are demanding premix
solutions to baking.
Growth in snack market
has reduced home baking
sector.

Retail concentration
(limiting retail price rises
and putting pressure on
margins of sugar
miller/marketer).
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Figure 103. WHITE SUGAR, 2KG, SUPPLY CHAIN MAP
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SUGAR - ANALYSIS OF PRICING

Retail versus farmgate prices over time
The comparison of retail and farmgate (equivalent) returns over time is set out in Figure 104.

The cane-growing sector is paid a cane return which is based on a weighted average pooled return
derived from on the average returns achieved by millers from export and domestic markets in each
season. This is mostly driven by export returns. Payments to individual producers are based on
agreements with millers based on formulas which include sugar content and cane quality.

The net average return to the cane farmer has steadily been driven down to the level of the cost of
production.

Retail prices

Though volumes have been static, the average value of the grocery retail market in the last 10
years has steadily increased across all packaged sugar product lines.

Retailers often use 2kg white sugar product as a loss leader. This reflects strong competition for
the basic 2kg sugar product from a mix of factors, including a higher share of the market being
taken by specialty sugar and sweetener products. It also reflects the sluggish demand in the retail
market and the frequent use of discounting to stimulate sales. Recently, sugar has been used as
an ‘every day low prices’ product by major retailers.

Value-adding in sugar products

There has been limited value-adding to the refined sugar product, with the exception of the
marketing of convenience single-serve portions for home and food service use.



Assumptions

Our analysis of the prices at retail and farmgate are based on the following:

e retail prices compiled by reference to the average retail value of sugar product in the Australian
market (per ABS data); and

e farmgate prices in the chart reflect the equivalent value per 2kg of sugar which the cane
producer is paid for the cane supplied to a mill. The conversion of cane value to a processed
sugar value is based on industry averages in terms of the yield of sugar derived from cane.

Figure 104. RETAIL AND FARMGATE SUGAR PRICE, WHITE, 2KG, 1993-2002

$
3.00

2.50

M

2.00

1.50

1.00

farmgate price equivalent
?ﬁ N

\ —

0.50

1993 2002

Source: ABS and Macarthur Agribusiness

Farmgate returns

e |n the context of the world market environment, production in the Australian industry has little
or no impact on the prevailing world market returns, which are set by the factors set out earlier.

e The overall costs of sugar production are affected by a large number of variables:

— total volumes of supply are governed by overall planting area, tonnes of cane produced and
the prevailing sugar content that is achieved in growing areas;

— scale efficiency and integration of individual farm units. There is a consistent trend towards
lower costs of production through larger average farm sizes and integration of harvesting,
transport and milling operations. This improves asset utilisation and minimises overhead
costs;

— production factors such as climate, disease and pest levels while cane is either growing or
being harvested play a role in cane production levels and the quality and content of cane
produced; and

— cane is a ratoon crop and therefore farmers are, to a certain extent, locked in for a complete
crop cycle regardless of cane prices. Otherwise they face significant crop losses.

Costs

The level and behaviour of total costs of cane production have been analysed in a number of
industry studies that have been associated with issues regarding deregulation of industry
arrangements and the need for adjustment assistance.

The evidence is mixed as to the relationship between farm size and costs of production
(Hildebrand 2003). Economic studies have suggested no evidence of such a correlation and
commercial studies of industry practices have suggested that large-scale operations provide a
lower unit cost of output.

The most recent estimates of the total average costs per tonne have been compiled through
ABARE studies in 1996. These derived an estimated cost of $30.80 per tonne of cane, of which
about $23 relates to cash costs.
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Projected export returns for the coming seasons — taking account of supply and demand trends in
world markets and expected currency exchange rates — will not allow producers to cover the cash
costs of production. This is expected to see further declines in production through farm exits.

An analysis presented by the Centre for International Economics to the review of industry
arrangements in 2002 suggested that the industry will only be capable of restoring past
profitability levels through the chain if it can achieve productivity gains of around 37 per cent
(Cleaning Up the Act, CIE 2002). That work suggested that gains can be made in:

e labour productivity;
e land productivity;
e harvesting productivity and practices;

e cane movement logistics post-harvest; and

milling efficiencies.



RICE

Analysis of the determinants of prices and costs in product value chains

RICE - OVERVIEW

Background

e The rice industry is predominantly export-focused with much of the industry managed by a
single integrated grower-owned cooperative, Ricegrowers, which trades as Sunrice.

e The industry structure has historically been production driven, with processing and marketing
mostly grower-owned but in the past five years the industry has developed a strong market
focus aimed at maximising industry value.

¢ The industry presently retains a single desk export regime in New South Wales (where the vast
majority of rice is produced) under the direction of the Rice Marketing Board.

The industry’s product mix and use

e The industry has experienced a steady upwards trend in production over the past 30 years with
the growth in export markets demonstrating the competitiveness of the Australian production
sector.

e The market mix of the industry in 2002 saw only 18 per cent of the Australian crop consumed in
the domestic market using a range of market channels, including grocery retail.

e Whilst medium grain is the major crop variety produced, the majority is exported.

e Australia supplies about 2025 per cent of the traded world market for medium grain rice into
discerning consumer markets.

e Australia imports a range of rice varieties with no trade barriers in place except quarantine
restrictions on brown and paddy rice.

e Demand for quality medium grain rice has risen in recent years as markets such as Japan have
opened with more liberal trade.

Major drivers of pricing

e Rice is a globally traded commodity. Returns to the Australian industry and therefore net
farmgate returns are heavily influenced by the returns from the international market for rice.
This reflects the high proportion of exports coupled with the effectiveness achieved in milling
and marketing.

Figure 105. INDICATIVE PRICE OF RICE, MEDIUM GRAIN, USS/TONNE,
BULK 4% EX-SPOUT SACRAMENTO, 1996-2003
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e Export prices are driven by global supply and demand. Unlike other globally traded
commodities, rice trade is based on customer specifications encompassing quality, packaging
and delivery. This produces a range of price outcomes.

e Total recorded Australian retail market volumes of main table packet rice varieties have been
steady over recent years. Overall consumption of rice however has been estimated as having
grown, as there has been increased consumption by the food service and food processing
sectors, and an increase in the volumes of imported fragrant and specialty rices.

e Sales by the major grocery retail chains have increased in recent times to be close to 8o per cent
of retail grocery market share, yet this estimate does not include all outlets retailing rice (such
as Asian market outlets).

Figure 106. RICE: MAJOR DRIVERS OF PRICES AND COSTS

The rice industry is a closely integrated industry that retains a managed single desk for export markets. This dominates
consumption of Australia’s rice output. Domestic consumer products are subject to analysis in this study.

1. Farm production factors 2. Value-chain integration 3. The marketing approach
e Production volume is highly e Close integration between rice e Standard product is a staple
dependent on water supplies. production, milling and food item differentiated by
o Most paddy rice businesses are marketing. variety, packaging, quality
mixed farm businesses and therefore ¢ Increasing scale efficiency and and service elements.
rice competes with other crop automation in milling plants to e Category is being diversified
options based on return outlooks. closely match crop production. away from exposure to
e Farmer-owned business commodity markets.
dominates domestic milling and e Increasing differentiation of a
marketing. range of rice food products

tailored to different meal and
snack solutions, and food
service markets.

Export marketing

Marketing

Food service

4. Regulation and 5. Trade impacts 6. Technology and innovation 7. Retail market dynamics
compliance e Strong influence of rice exports ~ ® Increasing capital intensity is * Growth in specialty

e Single desk export which account for 80-85% share improving cost structures. varieties (cuisine driven).
marketing of rice of primary production (varying o Transparency of market prices e The growth of the private
maintains stability in with crop size). and costs in the chain are label has increased the
management of domestic e Industry returns are driven by provided in pricing and returns share of the market
and export markets. the success by which the signals to producers. governed by low-priced

e Meeting ethical and marketer manages the sale of e Greater investment in innovation products.
product integrity rice into various export markets to diversify core rice food * Greater demand for
demands. in the context of the tradable products and extract value from convenience and lifestyle

e Highly focused on world market for the commodity. co-products. solutions in meals has
meeting food standards e Export marketing dominated by created strong niches for
legislation. branded products. pre-prepared meals and

. Open domestic market for snack foods based on rice.

imports of commodity and
specialty rices.



Figure 107. PACKET RICE, SUPPLY CHAIN MAP
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as are other grains.

RICE - ANALYSIS OF PRICING

The Australian retail market

e Domestically grown regular long grain and medium grain packet rice products make up about 66
per cent of the domestic retail grocery market volume — a declining proportion with greater
market share being gained by specialty products and imported lines.

e These specialty varieties (for example, jasmine and basmati) have been aided in sales by the
increased consumer interest in cuisine and awareness of the versatility of different rice styles.

e In the past five years, sales of Australian-grown proprietary branded retail product have
increased through promotional efforts of the domestic rice marketer.

e However, in more recent times a greater market share in the total Australian retail rice market
has been won by private label products drawn by retailer desires to launch new products and
offer the consumer greater choice. Sourcing of supply to private label products is split between
local supply and imports.

Figure 108. SHARE OF SUPERMARKET SALES VOLUMES, 2003 ANNUAL TURNOVER
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Source: Industry sources
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Retail prices

e The average retail value of the total grocery retail market in the last three years has increased

from $1.56/kg to $1.76/kg.

e This reflects a mix of factors including a higher share of the market being taken by specialty
product, offset by a greater volume of private label.

e In the past four years, competitive policies of the major retail chains have restricted the
increases in retail prices of private label rice products.

e The chart below shows average national retail prices for 1kg white long grain product between

branded and private label product.

Figure 109. RETAIL PRICES FOR RICE, WHITE LONG GRAIN, 1KG, CENTS/KG
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Retail prices over time

Figure 110. RETAIL PRICES FOR RICE PACKS, LONG GRAIN, 1KG, CENTS/KG, QUARTERLY 1994-2003
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e |t is not meaningful to provide a time series comparison of retail prices and farmgate returns in

a single chart.

e The farmgate returns to rice growers are based on the derived farmgate return from a
combination of markets serviced by the industry. Rice growers are paid a weighted average
return per variety, based on the average returns from export and domestic markets in each

season. This bears no relationship to the level of the retail sales dollar on a long grain product

alone.



Margins in the chain

e Qur analysis of the margins captured by each major sector engaged in the rice value chain is
represented below.

Figure 111. SHARE OF RETAIL SALES VALUE OF RICE, LONG GRAIN, 1KG, AVERAGE ALL
GROCERY RETAIL SALES
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e This has been compiled by reference to the average retail value of long grain product in the

Australian market (per ABS data), the calculation of the apparent average net wholesale selling

price and the calculation of a derived farmgate return gained from the retail products market.

e The past several years have seen a gradual increase in the share of the retail sales dollar (per
kg) captured by the retail sector through a combination of increasing retail selling prices,
increasing use of private label products and a greater investment in trade spending and
promotional activities by marketers.

Drivers of cost

e Variation in the major costs in the rice value chain are largely determined by the annual size of
the rice crop.

e The major cost in the production of bulk milled rice is the raw material which is essentially
struck as a residual amount after the industry meets major costs of milling, marketing and
distribution.

Figure 112. SHARE OF RICE MILLING COSTS
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e The Australian industry has undertaken significant rationalisation of milling capacity and
upgrading of technology in an ongoing drive to deliver best practice and lower cost.

e The local industry, unlike its competitors in most major rice growing regions around the world,
receives no production subsidies.

e This has led to a reduction in like-for-like conversion costs.
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Industry risk
e The overall returns to the national rice industry are influenced by the size of the rice crop.
Figure 113. RICE CROP SIZE, 000 PADDY TONNES
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e The future uncertainty over access to sufficient water supplies is a significant challenge faced by
the domestic rice industry. Drought has severely restricted the size of the 2003 crop and will
limit 2004 output.

e Industry has attempted to manage this risk over previous years through a variety of strategies:

— improving the efficiency of milling operations;

improving water-use efficiency in the industry;

investing in value-added products for the domestic market;

increasing the use of rice in co-products;

increasing the diversity of markets into which the industry supplies rice; and

building global supply alliances.

RICE - VALUE ADDING TO THE PRODUCT

The scope for value-adding

Rice is a staple food. Traditional regular long grain and medium grain products have long been the
backbone of the retail product offering in the market but these lines have been steadily losing
market share over recent years to a range of specialty rices and other more convenient foods.

Efforts by the industry to add value to the returns from the rice crop are below.

Efforts to add value to rice

Diversifying end market mix e increasing the penetration into destination export markets with a focus on
discerning markets;
e increasing the investment in brand presence in export market destinations to position
the product;
e protecting the overall business by sourcing high quality rice from other supply sources
to ensure the reliability of supply.

Expanding taste and food styles ® packet specialty rices;
o flavoured rices.

Expanding the application of rice e rice cake snacks;
e companion animal products.

Reducing preparation times e quick cooked products;
® convenience meal kits;
® convenience snack cups (just add water).




The returns from value-adding

Whilst these products use a minimal portion of the crop that is sold into the domestic market, the
contribution from new products to total sales and margins of the domestic industry is growing in
significance.

These products consume a very small percentage of the total crop, provide a higher gross value of
rice per tonne consumed, and add a suitable margin over the higher costs of product
transformation, packaging and marketing.

Value-adding has also entailed the marketing of specialised rice varieties which have shown better
returns to the farmer.
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