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World prices for dairy products are forecast to decline in 2008-09, but to
remain relatively high over the outlook period.

Future growthinworld dairy product trade is expected to be relatively slow,
reflecting production constraintsin the major exporting countries, particu-
larly Australiaand the European Union.

Arecoveryindairy herd numbersin Australiais expected to be constrained
by forecast relatively higher feed costs inthe next fewyearsandthe lead
timesinvolvedin rebuilding herds. Australian milk production is projected
torecover slowly over the medium termas aresult of anassumed improve-
mentin water allocations, rising cow numbersand steady increases in
average milk yields per cow.

world dairy prices to remain relatively high

World prices for the major dairy products rose sharply in 2007-08, driven by
steady growth in global dairy demand set against slower growth in supplies
fromthe major exporters. In particular, reduced productionin Australia
(caused by recent drought conditions) is havinga significantimpact on
exportsand global dairy trade. Also affecting exportavailability is the situa-
tioninthe European Union where changed institutional arrangementsand
higher production costs will limit growth in output. Together with relatively
stronggrowthin world dairy demand, these production constraintsare
expectedtoresultinworld dairy product prices remaining relatively high
overthe nextfew years.

In Australia, dry conditions and very low initial water allocations across
most dairying regions resulted in production being down sharplyin the
first quarter of 2007-08. However, widespread rainfall fromlate 2007

— togetherwith higher farmgate milk prices — has allowed dairy farmers
in many regions to largely maintain production. For 2007-08asawhole,
milk productionis projected to be down 5 per cent, reflecting the effects of
severe drought that resulted inlower herd numbers and lower milk yields
during the first half of the financial year.

Inthe European Union, milk productionis projected to increase marginally
in2007-08and 2008-09as higher feed costs adversely affect the profit-
ability of dairying, despite higher dairy pricesand an expected increasein EU
milk quotas in 2008. Inaddition, recent reforms to the Common Agricul-
tural Policy (CAP) that have removed some incentives to produce milk will
contribute to slower growth in EU milk production over the outlook period.
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Increased dairy supplies are expected from New Zealand in 2008-09, where
moderate growth in milk production will allow greater dairy product output
and exports. Despite drought conditions that are expected to reduce
productionand exportsin 2007-08,areturn to average seasonal condi-
tionsis expectedto resultin New Zealand being the main contributor to
growthinglobal export supplies over the next few years, in line with growth
inproduction. Thereisalso some prospect of increased exports from the
United States (particularly of skim milk powder, but also cheese and butter)
asaresult of amoderateincrease in productionand higher world prices. In
addition,anassumed lower US dollar is expected to make US dairy exports
more price competitive on world markets.

dairy outlook

2005 2006 2007 2008

unit -06 -07 08 f -09 z
world
indicative price
butter
-nominal US$/t 1998 2023 3950 3750
-real a US$/t 2109 2082 3950 3666
skim milk powder
-nominal US$/t 2175 3188 4425 4200
-real a US$/t 2296 3280 4425 4106
cheese
-nominal US$/t 2792 3004 5110 4950
-reala US$/t 2946 3001 5110 4839
australia
cow numbers b 000 1879 1786 1728 1795
yield per cow L 5369 5365 5260 5153
production
total milk ML 10089 9583 9090 9250
milk sales ML 2066 2161 2197 2190
manufacturing usage ML 8o23 7422 6893 7060
butter ¢ kt 146 133 125 145
cheese kt 373 364 340 355
skim milk powder kt 205 191 170 185
wholemilk powder kt 158 135 130 150
milk priced
-nominal Ac/L 331 332 450 542
-real e Ac/L 350 341 45.0 527
exportvolume
butter ¢ kt 83 81 82 85
cheese kt 202 213 180 200
skim milk powder kt 181 164 145 150
wholemilk powder kt 10 94 88 98
exportvalue
-nominal A$m 2574 2443 3560 3791
-reale A$m 2724 251 3560 3689
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aln2007-08US dollars.b At 30 June. cIncludes the butter equivalent of butteroil, butter concentrate, ghee and dry butterfat.d Includes freight from farm gate to

processorinsomestates. e n 2007-08 Australian dollars.f ABARE forecast.z ABARE projection.
Sources: Australian Bureau of Statistics; Dairy Australia; ABARE.
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Over the outlook period, global demand for dairy productsis expected to
grow steadily, with firm economic growth projected forallmajorimporters
of dairy products. However, fromaround the middle of the outlook period,
growthin productionin major exporting countries is forecast to exceed
growthinworldimport demand and thisis expected to put downward pres-
sureonprices.

world milk production growth to be constrained

In 2007, world cow milk productionrose by 1.6 per cent toaround 570
million tonnes. The major contributors to this rise (by volume) were China
(up10 per cent), the United States (up 2 per cent), Brazil (up 6 per cent)
and India (Up 3 per cent). Among the major dairy exporters, New Zealand
productionincreased byalmost 3 per cent, European Union production
grew marginally, while production fell by 5 per centin Australia.

World dairy productionin 2008-09 and 2009-10 is forecast to grow at
arelatively slow rate. Most of the forecast growth in global production

is expected to come from emerging dairy producers, particularly China
(whichis expected to raise milk production sharply in 2008 to become

the world’s third largest milk producing country) as wellas Indiaand south
America. However,almostall of thisincrease in productionis expected to be
consumed domestically rather than exported.

In contrast, production in the major dairy exporting countries of the Euro-
peanUnion, New Zealand and Australiais forecast to grow relatively slowly.
Thisisaresult of changes to production incentives under the Common
Agricultural Policy (CAP) inthe European Union, higher feed prices and lead
timesin herd buildingin New Zealand and recovery from recent drought
conditions and associated irrigation water supply constraintsin Australia.

Over the remainder of the outlook period, developing countries, particu-
larly China, Indiaandin south America,are expected to provide the bulk of
theincreasein global milk production, driven by risingaverage incomes,
increasingdomestic demand and greaterinvestment in production
capacity. However, with dairy production forecast to grow faster than
consumptionin these countries,domestic productionis expected to
accountforanincreasing proportion of domestic dairy consumption. This
is expected to reduce import demand, particularly in China,and contribute
toanincrease inthe supply of dairy products entering global trade in the
latter part of the outlook period.

Inthe European Union (the world’s largest dairy producer), dairy output will
be constrained over the next few years by production quotas —although
theseare expectedto be progressively eased. Forecast higher feed prices
willalso reduce dairy profitability and production, while reforms to the
Common Agricultural Policy have largely reduced incentives to produce in
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excess of market requirements. Inthe United States, growthin dairy produc-
tionisalso expectedto be constrained by higher feed costs — particularly
forgrain crops usedin the production of biofuels — that will affect the
profitability of dairying. In Australia,a slow recovery in dairy productionis
projected, with cow numbers expected to take some yearsto recover from
recentdrought conditions.

New Zealand, in contrast, is the only major exporter thatis expected to
increase production significantly over the period to 2012-13. An expansion
of New Zealand’s dairy industry is expected in response to high world prices.
However, growth in New Zealand’s dairy output (and consequent growth
inexports) is expected to be limited to some extent by a number of factors,
including concerns over the environmental impacts of dairyingand lead
times in building dairy herds.

world dairy consumption continues to grow

World consumption of milkand processed dairy products has grown
steadily inrecentyears, driven by population growth, risingincomes and
changing consumption patterns. Of the major dairy products, total world
butter consumptionincreased by 23 per cent between 2000 and 2007,
while cheeseincreased by 16 per centand whole milk powder by 13 per cent.
Consumption of skim milk powder, however, was down by 8 per cent over
the period. Increases in world consumption of dairy products were driven
largely by increased consumption in China, India, the Russian Federationand
Ukraine.

In some of the major developing countriesin Asia,adoption of more
westernstyle diets has resulted in greater consumption of dairy foods.
Between 2000 and 2007, fluid milk consumption in the major emerging
economies of China (the world’s largest importer of dairy products) and
Indiais estimated to have increased by 300 per cent to 36 million tonnes
and 25 per centto 99 million tonnes respectively. Milk and dairy product
consumption per personin Chinaand India remains low compared with
more developed countriesandis strongly correlated with growing incomes
and the existence of well developed retail supply chainsand cold storage
— especially the ownership of domestic refrigerators. Asaresult, there
remains potential for significant rises in dairy consumption in these coun-
tries over the outlook period.

world dairy stocks are largely exhausted

With strong growth in global dairy consumption exceeding growthin
production over the past few years, world stocks of the main processed
dairy products werelargely eliminated in 2007. Most notably, dairy product
intervention stocksinthe European Union have been exhausted for the first
time in many years. The effective elimination of EU intervention stocks has
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world dairy product prices
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removed some dairy product supply from world trade and contributed to
higher world dairy prices.

world dairy trade to grow relatively slowly

With growth of world dairy trade being dependent on growth in global
exportsupplies, relatively slow growth in productionin the major exporters
(and some emerging exporters) is expected to result in slow growth in
world dairytradein 2008-09 and 2009-10. Exports of dairy products from
Argentina, the European Union and Ukraine are expected to be relatively
flat or declining, while the rate of growth in Australian exportsis expected
tobe moderate. Stronger growth in exports, however, is expected from
New Zealand,and also from the United States, where alower US dollar has
increased export competitiveness and encouraged greater exports of skim
milk powder, cheese and butter.

Over the medium term, the rate of growth in world dairy product exports
isexpectedtoincrease, largely inresponse to higher productionin New
Zealand, Australiaand some emerging producers, including Braziland
Argentina. The overall volume of world trade in dairy products will be
limited by reductions inimport demand from some key countries. China,
Mexico and Brazil, for example, may supply more of their dairy consumption
needs from domestic production, potentially reducing their demand for
imports.

outlook for dairy product prices

World prices for most dairy products are forecast to declinein 2008-09,
as productionand exports rise inresponse to recent higher world prices.
The United States, in particular, is expected to increase exportsasaresult
of rising production, a lower US dollarand world prices that have exceeded
pricesavailable domestically. World dairy prices are also expected to be
affected by somefood processors substituting other inputs for higher
priced dairyingredientsand reducing their consumption of dairy products.
Despite these developments, world dairy prices are forecast to remain rela-
tively high over the outlook period as demand continues to grow relative to
global production.

cheese

Afterrisingsharply in 2007-08, world cheese pricesare forecast to fallin
2008-09,toaverage US$4950 atonne,in response to growth in global
productionand exports. Cheese pricesare expected to remain relatively
high over the remainder of the outlook period, as strong growth inimport
demandis matched by growthin productionand exports from major
producers. After peakingat around US$5020 in 2010-11, cheese pricesin
real terms (2007-08 dollars) are projected to decline to US$4460atonnein
2012-13.
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Future growth in global cheese consumption will be linked strongly to rising
consumerincomesand atrend toward more western style diets, particu-
larlyin the major developing countries of Asia, eastern Europe andin the
new member states of the European Union.

The Russian Federationisthe world’s largestimporter of cheese, with
imports of 250 coo tonnesin 2007 or around 22 per cent of world cheese
trade. Thisrepresentsafourfoldincrease in cheese imports since 2000.
Withrisingincomesand growth in consumption consistently exceeding
growthindomestic cheese production, the Russian Federation’simports
are expectedto continue to expandin 2008 and over the remainder of the
outlook period.

Similarly, the Republic of Koreaand Mexico are also growingimporters of
cheese,increasing theirimports by 57 per centand 63 per cent respectively
since 2000 to collectivelyaccount foraround 12 per cent of world cheese
tradein2007. Cheeseimports by these countries are expected to continue
to grow strongly as consumerincomesincrease.

Japan (which consistently accounts foraround 20 per cent of world cheese
imports ormorethan200 0oo tonnesayear) isarelatively mature market
for cheese, with consumption growingat around 1 per centayearsince
2000.Asaresult,cheeseimports by Japan are expected grow ataslow
rate over the medium term, whileits relative importance asanimporteris
expectedto continue to decline.

whole milk powder

Afterastrongrise in 2007-08, world whole milk powder prices are forecast
tofalltoaround US$4380 atonnein 2008-09. However, prices are forecast
toremain relatively high over the projection period,averaging US$4700 a
tonnein2o10-11. With growth in export supplies expected to exceed growth
inimport demand toward the end of the outlook period, world pricesin real
termsare projected to decline to US$3700 atonne (in 2007-08 dollar) in
2012-13.

Growthinimport demandforis driven largely by income growth in devel-
oping countries, where milk powders have alongshelf life. Among the
countries with the greatest influence onimports of whole milk powderare
Algeriaand China, where imports were up 59 per cent to 175000 tonnes
and12 per cent to 57 000 tonnes respectively between 2000 and 2007.
Algerianimportsaccountedfor 40 per cent of total world imports of whole
milk powderin2007 (up from17 per centin 2000). Inthe same year, China
accounted for 13 per cent of world imports. However,import demand for
whole milk powder in Chinais expected to fallas rising domestic production
increasingly displacesimports over the next few years.
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Over the medium term, growth in demand for whole milk powderand
tradeinthe productis expectedto be underpinned by a significant shiftin
demandinsome countries (particularly China, Chinese Taipeiand Peru)
away from the commercial reconstitution of skim milk powder toward
decentralised reconstitution of whole milk powder by end consumers.

Growthinworld exports of whole milk powder has been constrained by
asignificant decrease in WMP productioninthe European Union. With rela-
tively flat milk production and relatively higher prices on offer for cheese,
anincreasing proportion of EU milk production hasbeendiverted tothe
production of cheese at the expense of milk powder production, which is
forecast to decline moderately in 2008-09. Inaddition, strong demand for
whole milk powder within the European Union (particularly for the proc-
essed foodindustry) has resulted in the exhaustion of intervention stocks.

Over the next few years, the major source of growth in exportable supplies
of whole milk powderis expected to be New Zealand, in line with expanding
domestic milk production. With EU milk production expected to remain
relatively flat over the medium term, and cheese production set to
continue torise, growth in EU exports of whole milk powderis expected to
be relatively limited over the projection period.

skim milk powder

Afteraveragingalittle over US$4420 atonnein 2007-08, world skim milk
powder pricesare forecast tofall to average around US$4200atonnein
2008-09, largelyinresponse toanincrease in productionand exports from
the United States. Prices are forecast to rise moderately in 2009-10as alack
of global stocks and relatively slow growth in world dairy production limit
growth intradable supplies relative toimport demand. Around the middle
of the outlook period, as export supplies begin to expand more strongly,
world prices for skim milk powder inrealtermsare projected to decline to
average around US$3660 a tonne (in 2007-08 dollars) in 2012-13.

Growingworld demand for skim milk powder is being driven largely by rising
incomesand increasingimport demand in developing countries in Asiaand
eastern Europe.Increased demand has also beenapparentinthe Euro-
pean Union,where food regulations in the wake of previous occurrences

of bovine spongiform encephalopathy (BSE or ‘mad cow’ disease) have
resulted inincreased use of skim milk powder inanimalfeedsasa protein
supplement,andinfood processing.

Despite strong world demand for the powder, growth in production has
been limited by slower growth in global milk production. Inaddition, a
greater proportion of milk production has been diverted to the production
of cheese, which hasattracted higher returns. This has limited growth in
production inthe European Unionand contributed to a depletion of world
stocksand exportavailabilities.
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Productionand exports of skim milk powder are expected to be downin
Australia, Argentinaand Ukraine. Production in the United States, however,
isexpandingand —aided by higher world prices and alower US dollar — has
resultedinincreased exportsin 2007-08. These conditions are expected to
continue inthe comingyear, resultinginafurtherincreasein US exportsin
2008-009.

butter

Constrained growth inworld butter production — largely through milk
supplies being diverted to cheese production — has reduced the export-
able supplies of butterinthe major exporting countries. Asa consequence,
exports of butter from Australia, New Zealand and the European Unionare
expectedto belowerin2008-09and to remain relatively constrained over
much of the outlook period as the trend toward increased cheese produc-
tion continues.

World butter prices are forecast to decline by 5 per cent to US$3750 atonne
in2008-09, reflecting moderate growth in exports from the United States.
Despite this, butter pricesare projected to remain relatively high in real
termsover the outlook periodasaresult of constrained growth in export
supplies. Fromaforecast average price of around US$3900 atonnein 2009-
10, the world price of butter is projected to decline to around US$3100 a
tonne (in2007-08 dollars) in 2012-13.

production quotas in the european union important to dairy
price outlook

Astheworld’s largest producerand exporter of dairy products, the European
Unionwill playanimportantrolein boththe shortand medium term outlook.
The large size of the EU dairy industry and any repeat of its previous propen-
sitytodispose of surpluses onworld markets at subsidised prices mean that
EUactions can have amajor destabilising effect on global pricesand trade.

Despite the prospect of higher world dairy prices, milk productionin the
European Unionis forecasttoincrease relatively slowly over the outlook
period, limited by production quotas. The 2003 reforms to the Common
Agricultural Policy mandateda o.5 per centincrease in milk quotas for EU
member statesin2008anda further easing of quota restrictions ahead of
the expected abolition of milk production quotas in 2015. However, new
CAP reform proposals presented to the European Parliament may result in
anadditional 2 per centincrease in production quotas from April 2008.

Anincrease inthe quota does not necessarily mean that milk production
inthe European Union will rise by the full quota. The United Kingdom (for
example) is expected to produce below quota over the next few years as
some dairyfarmers have left the industry. Inaddition, the lack of flexibility
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inthe quotaincrease — which will be shared equallyamongall EU member
states, regardless of their ability to make use of them — is likely to result in
EU milk productionfalling short of production quota targets in some years.

Anotherelement of recent CAP reform — the single farm payment —is also
expectedto havean ongoingeffect on dairy productioninthe European
Union. The decoupling of farm support from production levels has contrib-
uted to the EU dairy sector becoming more responsive to market price
signalsand has brought dairy supplies morein line with demand. The move
tosingle farm paymentsisalso expected to affect the mix of dairy produc-
tion within the EUand shift the sector further toward the production of
higher value products such as cheese. Production of bulk commodities
suchas milk powders (that compete for raw milkasan input) is expected to
decline over the outlook period.

australian dairy industry recovering from drought — rebuilding
production and profitability

Widespread droughtacross Australia’s major dairying regions in 2006 and
2007 has challengedthe financial viability of many dairy farms. Reduced
rainfalland lowerallocations of irrigation water has left many dairies unable
to meet theirfeed and fodder requirements from pasture and crops grown
on farm,whilealso raising the price of bought-in feeds. The consequent
sharpincreasein costs severely affected dairy farmers’incomes, so that
many dairy farms had to dry off cows to reduce their feed intake or reduce
cow numbers. Looking ahead, the ability of dairy farmers to recover quickly
from drought willdependlargely on the financial situation of individual
farmers, the availability of irrigation water and the ability of farmers to
rebuild milking cow numbers.

Assumingaverage seasonal conditions, the prospectsforarecoveryin
Australian dairy production are promising. Constrained growth in export
supplies and strong global demand for dairy products are expected to
resultinfarmgate milk prices remaining high in real terms over the outlook
period. Thiswill provide anincentive for dairy farmers to rebuild their herds
andincrease production capacity. Furthermore, when the positive impacts
from past investmentsin new technologies and plant and equipment by
dairy farmersare combined with higher farmgate milk prices the prospects
forrecovery from droughtlook positive.

While good rainsin late 2007 and early 2008 have been helpful, uncertainty
remains about the possibility and timing of increased allocations of irriga-
tion water in the southern Murray Darling Basin,and the availability and
price of fodder. These factors willaffect the pace at which the dairy herdis
rebuiltand have a bigimpact on the financial performance of dairy farms
over the outlook period. Itisalso possible that there could be further ration-
alisation within the dairy industry following the drought, particularlyamong
farms with low equity and high debt servicing requirements.
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australian farmgate milk prices to remain relatively high

Afteraveragingaround 45 cents a litre in 2007-08, Australian farmgate
milk prices are forecast torise by afurther 20 per centto 54 centsa litre
in2008-09. The forecast of relatively high farmgate milk prices reflects
both the prices needed by dairy farmers to cover the high cost of feed and
otherinputs (suchas purchased irrigation water entitlements) and the
ability of the dairy industry to benefit from strong world prices for dairy
products.

Overthe remainder of the outlook period, farmgate prices are projected to
remain relatively high, before fallingtoaround 51 cents alitre (in 2007-08
dollars) in 2012-13as product prices in global markets decline in real terms.
Suchaprice would be about 13 per cent higher than the estimated farmgate
returnin2007-08.

australian production down in 2007-08 but recoveringin
2008-09

Reflecting the widespread drying off of cows and herd reductionsin some

regionsinresponse to drought, Australian milk production is estimated to

have fallen by more than 5 per centin 2007-08, to around 9.1 billion litres. In
2008-09, Australian milk production s forecast to begin to recover, rising

by almost 2 per centtoaround 9.25 billion litres.

Withanassumed return to average seasonal conditions, Australian milk
productionis projected to recover over the outlook period, increasing by
around 28 per cent from 2007-08 lows to around 11.6 billion litres in 2012-13.
Thetrend toward fewer, larger dairy farms and new investment is expected
toresultinthe growth of Australia’s dairy herdand increased milk yield per

cow overthe mediumterm. australian milk
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Increased investmentand greater efficiency (together withassumed
average seasonal conditions) as farmers respondto prospects of good
returnsare expected to be the main factors returning milk production
to pre-drought levels of more than 11 billionlitres ayear by the end of the 40
outlook period. Australia’s dairy herd is projected to increase by 18 per cent
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australian dairy product exports
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Because of therelatively attractive prices expected to prevail for cheese
and milk powders over the next few years, these two products are likely to
accountforanincreased proportion of manufactured dairy product output
and Australian dairy exports over the outlook period.

australian export returns to rise as production recovers slowly

Despite an expected softening of world dairy product pricesin 2008-
09,increased exportvolumesare forecast to resultin the total value of
Australian dairy product exports rising by 7 per cent to $3.8 billion for the
year. The total value of dairy exportsis forecast to continue to rise over the
outlook period —reflecting rising production, increasing exports and rela-
tively high world prices — to reach around $4.6 billion (in 2007-08 dollars)
in2012-13.
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