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australian agriculture

opportunities and challenges in the medium term
lisa.ellistonand phillip.glyde

* The medium term outlook for Australia’s agriculture sector is strong
in historical terms as a result of high global commodity prices and
continued high levels of farm equity.

* Despiterising terms of trade, the farm sector faces a number of
ongoing challenges, including increased competition from overseas
producers and a strong Australian dollar.

° Further challenges emerging over the medium term include increasing
farm costs resulting from the introduction of an emissions trading
scheme and other policies to address climate change.

* Governments can support Australian farmers to adapt to this changing

environment by ensuring policies do not impede producers from
finding and implementing new approaches to farming that enable the
sector to remain competitive.

strong prospects for recovery from drought

The medium term outlook for agricultural commodities is very positive by
historic standards. Global prices are generally high and expected to remain
soformuch of the outlook period to 2012-13. Demand for grains to meet
government mandated biofuel productiontargets in many countries has
increased global grain prices. Thisisalso drivingincreasesin prices for
other crops —suchas cottonand soybeans —as land suited to cropping is
diverted to produce grain for biofuels production.

Althoughworld economic growth is projected to ease slightly over the
mediumterm, it too remains historically high. Strong growth inincome,
particularlyin Chinaand across much of south east Asia, is generating
increased demand for livestock and livestock products, including dairy prod-
ucts. The significant reductionin sheep numbers andlow wool stocks mean
that wool pricesarealso projected to remain strong over the next few years.

Farmers’ capacity to recover from drought also appears to be robust.
Accordingtoabare surveys of the broadacre and dairy industries, many
producers have maintained high levels of equity in their farm businesses,
althoughthose affected by two years of crop failure are likely to have fared
lesswell.Farmincomesin2007-08arealso projected to rise asaresult of
higher commodity prices and some improvement in seasonal conditions
from the widespread drought of 2006-07. The combination of improved
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cashflowsand high equity levels mean that many farmersare reason-
ably well placed toincrease crop areas to take advantage of higher prices,
rebuild herds and flocks inanticipation of continued demand for livestock
products,and resumeinvestmentin technologiesand practices that have
underpinned ongoing productivity growth.

now s not the time for complacency

Decliningterms of trade have beenalong standing characteristic of
Australianagriculture,and historically a significant challenge for the medium
andlongerterm performance of the sector. However, the strong global
commodity outlook meansthat farmers’terms of trade are likely to increase
slightlyinthe comingyearandto underpin growthinfarmincomes. Despite
this, itis notatime for complacencyandinaction. Many of the usual chal-
lengesfacingthe agricultural sector remainand new challenges are emerging.

The agricultural sector will continue to be strongly export oriented, with
asmall domestic market compared with the volume of output that s
produced. Securingaccess to new and existing markets is essential for the
viability of the sector. Many markets are protected by trade barriers and
production from many competitor countries is subsidised. For example, the
OECD estimates that support toagricultural producersinthe Republic of
Koreaand Japanrepresentedaround 63 per centand 53 per cent of gross
farmreceiptsin 2006 respectively.

Given Australia’s reliance on export markets, the recent appreciation of
the Australian dollar has made exports relatively more expensive on world
markets, reducing Australia’s competitiveness against similar products

share of australian agricultural production exported $36.9b
average 2004-05t0 2006-07
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produced by other countries. While astronger Australian currency is able
toreduce the cost ofimportedinputs, including fuel, fertiliser, chemicals
and capital equipment, it also offsets to some extent the value to Australian
producers of higher global prices that are mostly denominated in US dollars.
Recentincreasesin Australianinterest rates,accompanied by a significant
weakeningin the value of the US dollar have contributed to the apprecia-
tion of the Australian dollar — thisis not assumed to ease significantly in the
shortterm.

The management of Australia’s natural resource base also remainsachal-
lenge facing the agriculture sector,whichis responsible for the manage-
ment of around two-thirds of Australia’s land mass. The provision of
environmentalservicesis of growing relevance to farmers, particularly
as measures suchasreductionsinland clearingand expansion of forestry
areasare recognised asameans of reducing greenhouse gas emissions.

The management of Australia’s water resources, particularly within the
Murray Darling Basin, remains animportant challenge. Around 40 per
centofthe grossvalue of agricultural production in Australiaoccursinthe
Murray Darling Basin, includingaround half the area of perennial horticul-
tureandaroundathird of the dairy herd. The running down of irrigation
water storagesin the recent drought has reducedirrigated agriculture
production. Evenwithareturn to average seasonal conditions it will take
sometime forstorage levels to returnto theirlongtermaverages.

Recordlowunemployment in Australia has raised concernsacross virtually
all sectors of the economy about the ability to attract and retain labour.
Strongeconomic growth,aboominthe mineralsand resources sector,
combined with anaging population has made it difficult for the agriculture
sectortofind both skilled and unskilled labour. A decline in the number of
studentsenrolled inagricultural coursesand completing training courses
means that the challenge of finding skilled labour in particularis unlikely to
beresolvedinthe shortterm.

Inaddition, several new challenges are likely to emerge over the medium
term. The commitment of the government to implement an emissions
tradingscheme by 2010 to reduce greenhouse gases will affect the agricul-
ture sector.Irrespective of whether or not the agriculture sectorisincluded
inthe scheme asanactive participant from 2010, emissions trading will lead
toincreasesinanumber of farm costs including fuel, fertiliser, chemicals,
freightand electricity.

Maintaining export markets may also become more difficult over time. The
trendfor countries to establish nontariff barriers to restrict trade is likely
to continue as some governments respond to community concerns over
theway inwhichagricultural commodities are produced and transported.
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Recent examplesinclude restrictions on trade in genetically modified crops
to Europeandincreasing public debate over animal welfareissues, suchas
the mulesing of sheepandthe transport of live animals to the Middle East
and Asia. The concept of ‘food miles’ — the distance that food travels from
the point of productionto the final consumerand the associated green-
house gas emissions — reflectsatrend toward addressing community
concernforenvironmentalissues with policies that could adversely affect
trade in Australianagricultural commodities.

priorities for government and industry

Fortheagriculture sector torespondand adapt to these newand emerging
challenges, there areanumber of things that governmentsand industry can
do. Thekey priority for governments is to remove impediments to produc-
tivity growth, ensuring that policies do not inadvertently limit farmers’
ability to make changes that increase production or lower costs.

One specificareafor focusis drought policy. The current business support
measures under the drought assistance programinclude interest rate
subsidiesand exit grants. These can distort the decisions that farmers might
otherwise make to pursue productivity gains, encouraging the accumula-
tion of excessive levels of debt or delaying adjustment decisions. These
measuresalsoappear to reduce the incentive that farmers have to use risk
management tools, such as farm management deposits, to manage fluctua-
tionsin cash flow caused by climate variability.

Anotherareaforfocusisimprovingthe efficiency of water markets to
maximise the long term value —both market and nonmarket — derived
fromwater use.Inaddition to identifyinganappropriate splitin the alloca-
tion of water between environmentaland consumptive uses, governments
need to facilitate the efficient allocation of water between consumptive
users. Policies that provide irrigators with the flexibility to carry over part of
their currentallocationinto the next season, or reduce existing barriers to
interregional trade in water, could reduce the costsassociated with reduced
accesstoirrigation water.

Theadequate provision of infrastructure is also necessary to ensure that
theagriculture sector capturesfurther gainsin productivity. Governments
canminimise regulatory barriersand, where possible, encourage greater
competitionsothatthereis sufficient investmentinthe transport, energy
and telecommunicationsinfrastructure for rural businesses to operate
efficientlyandat full capacity.

Inadditionto removing impediments to productivity growth,asecond
priority for governments is to continue working to secure access to export
markets. Despite slow progress in multilateral trade negotiations through
the World Trade Organisation because of the number of countriesand
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complexity of the issues involved, it remains aforum with the potential
to generate the largest gains for Australiain global tradeinagricultural
commodities.

Although generally smaller in magnitude, economic benefits canalso be
secured through the negotiation of bilateral agreements. This includes both
the negotiation of free trade agreements and the development of biosecu-
rityand other protocols with individual countries to facilitate direct trade in
specific commodities. Assistingindustry to address community concerns
overanimal welfare and environmental issues willalso be increasingly
important to ensure Australia’saccess to valuable markets is not hampered
byarange of emerging nontariff barriers.

Athird priority for government is to decide how much public funding
should beallocatedtoresearch and development activitiesand to ensure
thatthosefunds generate the greatest possible returns to the Australian
community. Toappropriately target these investments, a critical evaluation
of the benefitsand costs of research and development is required, with the
results of such evaluations used to refine activities that are not considered
effective.

Therole for governmentin addressing the labour and skills shortage isatan
economywide level. Economic benefits are generated by allowing resources
tomove between sectors of the economy accordingto the greatest return.
There may bearolefor government to review immigration policies that
could help meet Australia’s skillsand labour needs and the associated taxa-
tionarrangements affecting foreign workers that might otherwise be a
disincentive.

Thereisalsoaroleforindustryinaddressing concernsabout labourand
skills shortages occurring within the agriculture sector. The sector s likely
tobenefit fromidentifyingand adapting the innovative remuneration
strategies beingusedin othersectors of the economy. The development
of training to improve the skills base of workers, thereby increasing labour
productivity, will be an importantindustry strategy over the medium term.
Targeting thistrainingto younger farm workersas part of asuccession
planning program is likely to be a particular priority given the demographic
profile of the agricultural workforce.
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