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Introduction & Key Issues

With the initiation of the current milk price wadairy farmers and their families in Queensland
and across the nation are questioning their futut@e industry, having endured a decade with
severe droughts, floods, cyclones, increasing tijpea costs and low farm gate returns for
much of the period.

In Australia half of the annual milk sales in thentkestic milk industry occur through major
supermarket chains and the other half of salesrabcough the ‘route’ trade of which the major
supermarkets also now have a growing market share.

Major supermarkets, which hold some 80% of the gmpenarket, are using supermarket ‘store
brand’ milk as a close tor below cost discount price ‘marketing agent’ imanner which is
devaluing milk nationally and undermining the susdhility of the Australian domestic dairy
industry value chain.

If the situation continues it will cause major regsible damage to the Australian domestic dairy
industry affecting investment and employment frdra tairy farming sector right through the
industry value chain and undermine the productiod supply of fresh milk in a number of
regions across Australia, particularly in stateshsas Queensland. The loss of fresh milk
production in regions could result in milk havirg lte freighted further at higher costs and or
loss of fresh milk choices for consumers.

On the 28 January, Wesfarmers owned company Coles launchedtianal advertising
campaign using Coles store brand milk at a disaauprice of up to 33 percent reducing the
price to $1 per litre, following which Coles alsisabunted other dairy products including cream
and butter. Immediately following the Coles ann@ament Woolworths dropped their price of
Woolworths brand milk to match the price and otsteres followed suit with some such as Aldi,
cutting the price even further to $1.99 for 2 ktend $2.89 for 3 litres.

The discounting of milk by Coles and as followeddiker retailers will inevitably force down
farm gate prices for milk, which has been suppobggublic statements from Woolworths and
other retailers stating that the reduction in pricensustainable.

The discount of milk is part of Coles “Down And ity Down” campaign and Coles has
promoted the milk discount as a win for consum€aes also present in their advertising that
the price is not a ‘special’, ‘it's Down and Stagibown!’.

The strategy is aimed at using milk as a markedggnt as an every day inelastic staple to attract
more consumers to Coles stores to grow customekanahare and at the same time grow the
market share of the Coles supermarket brand ntilthheademise of processor proprietary brands.
This in effect is sacrificing the value of milk $erve an advertising function.

Coles has sought to defend its actions publicéiuwever a number of statements they have
made are misleading or completely wrong. Coles sated that “Coles is not reducing the
price it pays to its milk processors either so thisve will not impact them or the dairy farmers
who supply them. In fact both farm gate milk priegsl contract prices with processors recently
increased.” Coles has also given this assuranserior Government Ministers. In stark contrast
to the Coles’ claims, as stated above, during 2@t gate prices for a large proportion of
Queensland and New South Wales dairy farmers vehgegl in some cases by some 18 percent.
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Reduced returns to the dairy industry value cheamfmajor supermarket chains ‘store brand’
strategies is already undermining the profitahilisustainability and viability of the dairy

farming sector. A large number of dairy industrygamisations and retailers, including
Woolworths have stated publically that this prazis unsustainable.

Over the last ten years it has become well knowthéndairy industry that cut price predatory
type marketing tactics by major supermarket chdmges the price of fresh milk down in the
market place. As other retailers have the choickgihg market share or having to drop their
price as well to compete, this has resulted in fore&urns to the dairy industry value chain and
prices to farmers.

The Coles “Down And Staying Down” campaign has imed a significant amount of
advertising expenditure over and above other eetadnd Coles has gained a significant increase
in market share at the expense of other retailedspaoprietary brand products. Wesfarmers and
Coles executives have publically reported salesvtjr@f their Coles brand milk of between 15
and 20 percent in the first few weeks of the disc@ampaign.

This price drop increases the price difference betwsupermarket ‘store brand’ milk and
processor branded milk. Generic supermarket ‘sbweand’ milk, due to its lower price and
margins, gives a lower return to processors anmddes than processor branded milk.

Processor Brand vs Supermarket ‘store brand’
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Source Dairy Australia

With Coles gaining increases in market share wghGoles store brand’, there has been a loss
of market share and thus sales of processor ptaprierand milk. With this, farm gate prices
for farmers supplying milk into these proprietamafd milk products will start to drop this
month with the lower sales volumes. This evidenommetely discredits the public claim by
Coles that farm gate prices would not be affected.

Supermarket ‘store brand’ products generally preMalver margins to both the retailers and
manufacturer, but offer greater control of the symhain, and reinforcing loyalty to the retailer
rather than processor brand.

Increasingly, the use of supermarket ‘store brawdducts has seen supermarkets reducing the

shelf space available to branded products, nargwia range of branded suppliers within each
category and driving consumers toward supermasitete brand’ products.
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This in turn increases competition amongst manufacs for the supermarket ‘store brand’
contracts, in order to access this important chatmnproducers, often driving down wholesale
prices.

As the major supermarkets have increased the mginkeé of the grocery market they have been
able to use their market position to their advamtaga number of different ways. The major

example being the implementation of tendering pses for the packing and supply of ‘store

brand’ milk supplies. These tenders have rangediaa, but due to their increasing size in

overall milk sales volume, have pressured processmrsecure these important volumes of
product sales turnover to ensure plant efficiengiekey capital city plants. This pressure has
seen the negotiation over lower prices for milkat@oint where there is no profits — thus

processors are now paying unsustainable pricemoefs for the same milk.

While consumers on the whole have benefited froensthift towards a cheaper milk product in
this scenario, with a range of choices currentigteng between processor proprietary ‘branded’
and supermarket ‘store brand’ products, the inongamarket share enjoyed by the supermarket
brands creates a risk that at a future point ire timpermarkets will start to limit choice as itlwil
not be economical for processors to support praggiebranded products and the innovation in
speciality milk products that service a range @f@rences for a smaller volume of sales.

This effect over time may limit product choices tmmsumers and prices could well increase to
consumers over time, with no ability from suppligcs influence price other than offering
competing products through other outlets. Withrtiegor supermarkets taking a larger share of
the fuel convenience retail market, the alternhtnoels to the consumer that are not affected by
these influences has also declined.

In recent times with the impact of the economic dtmwn, major supermarkets have benefited
from consumers seeking to economise by moving teefocost products within product
categories such as moving from purchasing procqzsqrietary ‘branded’ milk to purchasing
supermarket ‘store brand’ milk. This transition qda processors under further pressure as
average returns per litre from processors declared thus places pressure on processors to
reduce prices paid to dairy farmers.

In recent years, the pressure on processors hasabggnificant factor in further rationalisation
and concentration of the processing sector, whiad the consequence of presenting fewer
options for dairy farmers to negotiate with, forpply of their highly perishable fresh milk
product.

For processors seeking to retain margins, thisyreant that they have had to increase wholesale
prices to other retail channels. This however et the impact of placing other retail channels
under further price competition with major superkeds. The long term affect of such an
environment could be to the detriment of compaiitamd consumers choice.

For processors it is difficult to differentiate tégr white milk in the market place. Processors
have moved more to the modified milk products wdifferent fat and taste profiles, added
nutrients and levels of functionality for consumers

Processors have been able to capture the benéfifsisoinnovation with more sustainable
margins for their branded product, which in turs sapported category development. However,
the latest round of retailer price cuts have tageit this modified milk market segment, and
initially reports have presented that processor ifieatd milk brands have lost a significant
amount of market share to the heavily discountgeisnarket ‘store brand’ modified milk.
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If these discount tactics significantly change tharket share to be dominated by supermarket
‘store brands’ it will significantly limit the abtly or willingness of processors to invest in new
product development, given their inability to captiuhe benefits in higher margin branded
products.

The outcome for the category could be similar ® tthited Kingdom milk market, where the
dominance and periodic price cutting of the supeketachain ‘store brand’ product has stifled
innovation and new product development.

In the months ahead, the supermarkets will needetegotiate contracts with processing
companies for the milk in the bottles of their i®dorands’. The pressure will then again be on
the entire milk value chain for lower and lowerges, even though there is nothing left to trim
from the value chain. There is already little tomargin in major supermarket brand milk.

National Foods, which is now the largest milk pssm in Australia supplying the domestic
market including a number of supply contracts tée§€ohas publically stated this week that they
"currently make a profit margin of less than 2 ment on white milk processed for the
Australian market" and that “No business would fthdse returns acceptable, especially given
the need to collect milk daily from more than 1@80mers, maintain a national network of milk
factories and also 700 distributors.”

Processors are understandably cautious about gubhitk on large retailer pressure in relation
to ‘store brand’ tenders as the major supermarkeains provide the largest retail avenue to
consumers in Australia for processor branded prioshies.

Major supermarket chains, with their own ‘storerafaare no longer just retailers, they are
manufacturers and brand owners as well with sigamfi brand market share.

The industry is surviving on the value generatedpbycessor branded milk products — and
unfortunately the cut-throat pricing is eroding Redrshare from these brands, whilst at the same
time placing downward pressure on the value omalk categories in the market.

The major supermarkets have the ability to selkratla lower price than other smaller retailers

can buy it at from normal channels and as suchlemadtailers cannot compete. Already the

vending sector is losing business as small resadach as coffee shops etc are buying their milk
supplies from major supermarkets. A number of vesnd@ve reported drops in deliveries of

over 20 percent since the Coles discounting started

In addition, the major supermarkets with huge miadt@re of all groceries are in a position

where they have to cover the costs of these markédictics by putting the margin up on other

products which consumers do not see. Where asntialer retailers and vendors have no such
choice and as such suffer losses and eventuakydarsion of the viability of their businesses.

It has been reported that the cost to Coles framihk price cut alone, if as they claim they do
not pass on the price cut, would be approximat&§ fhillion per annum and that Coles is
spending a record amount of marketing being redoatearound $6 millionThe cost to Coles
and Woolworths is significant and they will not &lele to absorb this for any length of time — it
will be passed on to consumers through higher grime other products and recouped from
processors and dairy farmers.

A representative from Coles gave evidence to a t8enguiry last year that would indicate a
similar lack of profit with such cheap milk.
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Coles told the inquiry that margins were about 2dcent on previous prices of about $1.20 per
litre. With new prices at $1/litre, the previous Rdrcent margin would now seem non-existent.
It is therefore believed there is a prima facieecks the ACCC to immediately investigate the
potential of ‘loss leader’ predatory marketing.

Over the last decade it is clearly evident thatdtvesumer has been a major beneficiary from the
deregulation of the domestic milk price and thendhoof major supermarket chain ‘store brand’
procurement and marketing strategies. Howeverbémefits consumers have derived and major
supermarket chain have procured have come at thieofdhe dairy industry production and
processing sectors.

In another context the price difference betweeresuprket ‘store brand’ prices and proprietary
brands is the equivalent of what the major supétatachains are willing to spend, through
foregoing the return on advertising their own supaket ‘store brand’, to grow their own
market share in the product category, as a meahawisittract consumers and locate them in the
store.

From data presented by the Queensland Dairy AcowurBcheme (QDAS), dairy farm
production costs increased by more than 48 pemeantthe last ten years from 35 cents per litre
in 1999/00 to 52 cents per litre in 2009/10. Whaesehe price received per litre at farm gate was
recorded as 39 cents per litre in 1999/00 and Heryear ahead of 2010/11 the price will be
approximately 53 cents per litre, an increase sff §6 percent. For a lot of farmers who suffered
significant price cuts last year this will be lesgith negative returns for many. For the
Queensland average dairy farm a one cent perditp in price will reduce the bottom line of
the farm by $9,000.

This situation presents that the viability and aunstbility of the production sector has been
slowly eroded over the last decade. This is duthéoreturns to the dairy industry value chain
and through the farm gate declining as the majpesuarket ‘store brand’ procurement and
marketing strategies have grown the amount of niatk&e major supermarkets have with their
own brands.

Reduced returns to the dairy industry value cheamfmajor supermarket chains ‘store brand’
strategies is already undermining the profitahilispstainability and viability of the dairy
farming sector which produces milk on an ‘every @éyhe year’ basis for the domestic fresh
drinking milk market.

Recent market analysis presents that the aversgepeace and supermarket ‘store brand’ price
of milk is lower in Queensland than in NSW and 9. An analyst presented that they
attributed this to competitive forces between maginilers for market share in the growing
market of South East Queensland. The major cortasiis situation is that to produce milk in
northern Australia, ie northern NSW and Queenskarety day of the year is more costly than in
temperate environments, however in these regiansetiail prices are the lowest.

The QDO has lodged a formal complaint with the AC&@ called for an ACCC investigation
into the practices of Coles in relation to potdrti@aches of the Competition and Consumer Act
2010 including predatory pricing, anti-competitmectices and false advertising.

Unless their practices are stopped the dairy imgweil suffer further losses which will lead to

farms exiting the industry and causing the loseraployment through the whole dairy industry
value chain, especially in states which producenthgority of their milk for the domestic market
such as Queensland.
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Facts and Figures - Australian Dairy Industry & Domestic Milk Market

2009/10 (p) Australian fresh milk sales = 2,269 litres
Per capita consumption = 102.4 litres per head

2009/10 (p) Total milk sold through major supernetrkhains accounted for 1,161 million
litres or 51% of total domestic milk sales

2009/10 The two major processors supplying the dtimenarket with drinking milk is
National Foods and Parmalat

1999 to 2010 major supermarkets have doubled #tene brand’ market share

1999/2000  major supermarket chain ‘supermarketdiraales accounted for some 25% of
total supermarket sales, compared to

2009/10 (p) major supermarket chain ‘supermarkandi sales doubling to account for some
50% of total supermarket sales or approximatelyrd8bon litres.

2008/09 major supermarket chain ‘supermarket braallime growth was 6.5%
2009/10 (p) major supermarket sales grew by 3.8%

2010/11 () major supermarket discounting of mitkrfi the 28 January 2011 has already
seen sales growth of ‘supermarket brand’ milk afveen 15 and 20 percent,

2000/2001  difference in price between proprietabyanhded” milk products and major
supermarket chain ‘supermarket brand’ label praluct1999/2000 was $0.18
per litre and for whole milk the difference in mrivas $0.07 per litre,

2009/10 (p) the difference in price between prdprie ‘branded’ milk products and major
supermarket chain ‘store brand’ products in 2009()0was $0.71 per litre and
for whole milk the difference in price was $0.77 e,

2010/11 (f) if the major supermarkets continue iszount milk to $1 per litre then the price
difference will increase to over $0.87, assumingotiter price changes occur in
milk processor proprietary ‘branded’ products,

1999/2000  ‘supermarket brand’ label price for ragwhole milk was $1.26 per litre, and
supermarket market share of whole milk sales thmosgpermarkets was 31
percent and processor brands 69 percent,

2009/2010(p) ‘supermarket brand’ label price fayular whole milk had dropped to $1.12 per
litre or 11% and supermarket market share of wholék sales through
supermarkets increased to 71 percent and processwis declined to 29 percent,

2010/2011(f) the current discounting has seen gritep to between $0.96 and $1.00 per litre,

1999/2000  proprietary ‘branded’ price whole milksa#l.33 per litre,
2009/2010(p) proprietary ‘branded’ price whole miles $1.83 per litre up 38%,
1999 to 2010 inflation increased by approximate9s3

The following Table 1 provides Dairy Australia’gires for 2009/10 (p) and 1999/2000 for

branded and supermarket ‘store brand’ milk salésmes and average prices sold through
supermarkets.
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Over the last ten years supermarkets have more dbabled their supermarket milk brand
market share through using a range of discounnaatteting tactics.

When this value difference of milk sales is equaterbss the market share of major supermarket
chain ‘supermarket brand’ sales for 2009/10 (p) parad to the value of proprietary brand sales
through supermarkets the difference is $414 milllom some $90 million per year in the
Queensland market. In 1999/2000 the value diffexemounted to some $44.5 million.

As a result processor brands have lost market siadethe margin to the industry has been
reduced to a point where the loss in value to #igeydndustry is over $414 million per annum,
compared to $44 million ten years ago.

If this amount of money, $414 million, was retaingtdthe farm gate it would translate to an
increase in farm gate price for dairy farmers of cihts per litre for milk supplied for the
domestic fresh drinking milk market.

This is the amount the large retailers have takenob the value chain with their supermarket
brand procurement, branding and marketing policsdsch previously flowed back through the
industry value chain.

To get a further insight into the impact of thereat discounting of milk Table 1 also provides a
forecast impact analysis.

The first forecast is based on 2009/10 milk volunwaigh the assumption that the discounting
runs for a year and results in an average pricadpermarket brand whole and lite milk of a $1
per litre with no change in market share of supeketd'store brands”.

The result is that the 2009/2010 value of all nsitkd through supermarkets was $1.92 billion
but with the supermarket discounted ‘store brandlk nthe value of milk sold through
supermarkets for the year would be devalued byriibon to $1.82 billion.

In addition the accumulated value difference womcrease from 71 cents to per litre to 87
between the two categories of milk, being superetaidtore brand’ and processor proprietary
brands, with the current supermarket price cutss Tiicreasing price difference between the
categories provides the supermarkets with a lapgee marketing advantage over processor
proprietary brands.

The second forecast includes in an increase inehatiare of 15 percent of whole and lite milk
supermarket “store brands” at the expense of adbssarket share of 15 percent by processor
whole and lite milk proprietary brands.

The result is that the movement of market sharenfrprocessor proprietary brands to
supermarket “store brands” combined with the distoef whole and lite milk supermarket
“store brands” to $1 per litre further devaluedknsibles from $1.92 billion to $1.75 billion being
a reduction of $158 million.

This data clearly presents that the large discagntif milk by Coles is devaluing the value of

milk sold through supermarkets nationally and isstrag a significant loss in returns to the dairy
industry value chain which is not sustainable.
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Table 1 Comparison of National Milk Sales through 8permarkets

1999/2000 2009/10 (p) 2010/11 (f) Price Cut & 15% Market Share Change
Branded Milk Sales Branded Milk Sales Branded Milk Sales
Litres Pricel/Litre Litres PricelLitre Litres PricelLitre
Regular Whole 325,000,000 $ 1.33 $ 432,250,000 148,000,000 $ 183 $ 270,840,000 94,150,000 $ 183 $ 172,294,500
Reduced Fat 168,000,000 $ 147 $ 246,960,000 185,000,000 $ 2.03 $ 375,550,000 158,450,000 $ 203 % 321,653,500
Low Fat 88,000,000 $ 153 % 134,640,000 59,000,000 $ 207 $ 122,130,000 59,000,000 $ 207 $ 122,130,000
Flavoured 36,000,000 $ 236 $ 84,960,000 74,000,000 $ 3.72 % 275,280,000 74,000,000 $ 372 % 275,280,000
UHT 70,000,000 $ 1.33 $ 93,100,000 110,000,000 $ 163 $ 179,300,000 110,000,000 $ 163 $ 179,300,000
Other 17,000,000 $ 157 $ 26,690,000
704,000,000 $ 145 $ 1,018,600,000 576,000,000 $ 212 % 1,223,100,000 495,600,000 $ 216 $ 1,070,658,000
Private Label Milk Sales Private Label Milk Sales Private Label Milk Sales
Litres PricelLitre Litres Price/Litre Litres PricelLitre
Regular Whole 147,000,000 $ 1.26 $ 185,220,000 359,000,000 $ 1.12 $ 402,080,000 412,850,000 $ 100 $ 412,850,000
Reduced Fat 22,000,000 $ 137 $ 30,140,000 177,000,000 $ 1.30 $ 230,100,000 203,550,000 $ 100 $ 203,550,000
No Fat 3,000,000 $ 147 $ 4410,000 4,000,000 $ 163 $ 6,520,000 4,000,000 $ 163 $ 6,520,000
Flavoured - $ 274 % - 5,000,000 $ 201 $ 10,050,000 5,000,000 $ 201 $ 10,050,000
UHT 74,000,000 $ 0.90 $ 66,600,000 40,000,000 $ 1.15 $ 46,000,000 40,000,000 $ 115 $ 46,000,000
Other - $ - $ -
246,000,000 $ 116 $ 286,370,000 585,000,000 $ 1.19 $ 694,750,000 665,400,000 $ 102 $ 678,970,000
950,000,000 $ 137 % 1,304,970,000 1,161,000,000 $ 1.65 $ 1,917,850,000 1,161,000,000 $ 151 $ 1,749,628,000
Difference in Branded & Private Label Milk Sales Difference in Branded & Private Label Milk Sales Difference in Branded & Private Label Milk Sales
Litres PricelLitre Litres Price/Litre Litres PricelLitre
Regular Whole 147,000,000 $ 0.07 $ 10,290,000 359,000,000 $ 071 $ 254,890,000 412,850,000 $ 083 $ 342,665,500
Reduced Fat 22,000,000 $ 0.10 $ 2,200,000 177,000,000 $ 0.73 % 129,210,000 203,550,000 $ 1.03 $ 209,656,500
No Fat 3,000,000 $ 0.06 $ 180,000 4,000,000 $ 0.44 $ 1,760,000 4,000,000 $ 044 % 1,760,000
Flavoured - -$ 0.38 $ - 5,000,000 $ 1.71 % 8,550,000 5,000,000 $ 171 $ 8,550,000
UHT 74,000,000 $ 0.43 $ 31,820,000 40,000,000 $ 0.48 $ 19,200,000 40,000,000 $ 048 $ 19,200,000
Other - $ 157 $ -
246,000,000 $ 0.18 $ 44,490,000 585,000,000 $ 071 % 413,610,000 665,400,000 $ 087 $ 581,832,000
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Further to the above, this impact is also increpsioross the whole Australian milk market as
the major supermarkets are now actively pursuingketashare from the ‘route’ trade including
from independent fuel stations, corner stores,rath@ll retailers, and distributors and vendors.

While the price cuts to supermarket ‘store brarat®ounced by Coles and Woolworths are
currently being absorbed by the retailers, if tahegy maintained they can be expected to flow on
to other branded products and market channels.

This is an extreme concern to the dairy industrthasmargin from processor proprietary brands
sustain the dairy industry value chain at this tiooenpared to the extremely slim margins
available from supermarket ‘store brand’ milk sales

The current aggressive move by the major superrh&kkes is aimed at changing consumer
behaviour and increasing market share and othaiaet are seeking to protect their market
shares.

The table below outlines a possible scenario ferwinole national drinking milk category, as
consumers shift to supermarket ‘store brands’. Thia static analysis for indicative purposes
only, note the assumptions that have been madehvdre detailed below. The total changes
quoted in the table assume that all these impaxctgrpand there is no subsequent response from
consumers in terms of their buying behaviour.

Table 2 Retail value of drinking milk category ($mll)
Supermarket Route* Total

2009/10 $1,916 $2,350 $4,266

Initial price cut to $1 per litre for all $1,820 $2,350 $4,171

supermarket whole and reduced fat ‘store
brand’ products (absorbed by retailers)

15% shift to supermarket price cut whole and  $1,750 $2,350 $4,100
reduced fat ‘store brand’ product with no
overall consumption increase*

15% shift from route trade to supermarket $1,903 $2,025 $3,928
‘store brand’ label product at price cut whole
and reduced fat supermarket ‘store brand’

15% decrease in branded price to compete $1,703 $1,721 $3,424
with lower supermarket ‘store brand’ label

products

Change from 2009/10 benchmark* -$213 -$629 -$842

* Assumptions: route retail price is equivalent to branded suparket retail price, cuts to branded prices are madéoth
supermarket and route outlets, no overall consuonpiticrease reflecting limited price elasticitymilk consumption, price cut
maintained for 12 months

Source: Extrapolated from Dairy Australia Data 2011

QDO Senate Inquiry submission March 2011 11



As illustrated in this scenario, while the init@lts estimated at $96 million may be absorbed by
the supermarkets, the flow on effects could beisugmtly higher, dependent on the degree of
consumer shifts, and the adjustments made to badgorizes.

As is expected if discounting battles continue leemv major supermarkets the reduction in
supermarket ‘store brand’ will have flow on impaictsiuding;

» devaluing all supermarket ‘store brand’ milk sadssmajor supermarket compete with
other to protect market share and continue to as@e brand’” milk as an advertising
agent,

» devalue processor proprietary brands of milk axgssors either resort to discounting
and or increase advertising to try and mitigate ketarshare losses across both
supermarket and route trade market channels,

* reductions in the retail price of processor prdparg branded product and supermarket
‘store brand’ products will necessarily flow thrdugp wholesale prices and processor
profitability, as will any shift to lower margin salting from these price discounts.

In order to demonstrate the potential impact, Wats assumed that the devaluation of milk was
shared equally amongst the three main sectorseofldiry industry value chain, being retailers,
processors and dairy farmers then the following ld@gcur;

» overall milk value chain loss is estimated at $8#ion,
» each value chain sector would have to absorb aofosgproximately $281 million,

* average dairy farmer would see a reduction of t2nts per litre or for a average farm
with a production of 1 million litres a loss of $1,200, which for the majority of dairy
farmers at this size would render them unviable.

Background to the Dairy Industry

Australian Dairy Industry

There are around 7500 dairy farms in Australia artdmillion dairy cows producing 9 billion
litres of milk annually Australian Dairy Industry In Focus 2010

This makes the dairy industry Australia’s thirdgest rural industry with a farm gate value of
$3.4 billion. It is estimated that approximately,@@ people are directly employed on dairy
farms and manufacturing plants. Related transpwult distribution activities, and research and
development projects, represent further employrassbciated with the industry.

The dairy industry is one of the largest value addgal industries with most milk produced in
regional areas and generating more then $9 biitiax-factory sales each year.

In 2009/10 approximately 55 percent of nationalknpitoduction is consumed domestically and
states such as Queensland the domestic market meassome 95 percent of production.
Approximately 45% of annual milk production is exigal to a large number of different
countries in a range of different dairy producteni2stic drinking milk consumption makes up
around 25% of all Australian milk production.

So therefore on average of every 100 litres of miiduced in Australia, 25 litres is consumed
as drinking milk, 30 litres is consumed domesticail form of manufactured dairy products and
45 litres is exported in the form of dairy manutaed products.
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Due to the effects of several years of droughtionat milk production has reduced below the
peak reached in 2001/02, with minimal growth inpasitover the past few years. With this, the
Australian market has steadily grown in importaand influence in recent years as overall milk
output has fallen. Supply to the domestic markst dgr@wn slowly whilst the volume and share
of exports has declined.

The Australian market has offered good value andme growth, although the recent economic
downturn has also weakened consumer markets aselmds have economised on food
spending, limiting the gains in average unit sgligmices across the dairy category.

The Australian dairy industry is unregulated withtrade support mechanisms. The industry has
to compete in the world market in a trade environimehich is often deemed to be the most

distorted of any agricultural commodity, with macguntries using export subsidies, tariffs and

a range of other protectionist mechanisms whiclodighe international supply and demand

functions, price and resource flows.

Many protectionist trade policies have heightertezlimpact of the Global Financial Crisis on
international prices and trade of dairy commodities

Milk utilisation by state
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Across the different production regions of Austalhe price for dairy products and drinking
milk is influenced by different market forces.

In the south eastern milk production regions sushVatoria where the majority of milk
production is manufactured into products for expfatm gate prices are largely influenced by
the international price for dairy commodities ahd éxchange rate.

The majority of wholesale dairy product prices e domestic retail, foodservice and industrial
product markets are more influenced by prevailmgrnational prices than the domestic market.
This reflects the share of exports in processexy g@oducts, longer shelf life of processed dairy
products, as well as the virtually free accesheodomestic market for dairy imports, however
this international price influence changes witmgport distance between competitors.

In milk production regions such as Queensland, [Sewth Wales and Western Australia where
the majority of milk produced is consumed by thendstic market as drinking milk, farm gate
prices are more influenced by contract negotiatioetsveen processors and retailers, regional
milk production levels, location of regional milkgauction pools and processing plants, the
distance milk can be viably transported both imterf cost, maintenance of quality and the
location of markets.
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In milk production regions such as Queensland, N®wuth Wales and Western Australia the
majority of milk produced is now consumed by thengstic market as drinking milk, as over the
last ten years since deregulation these states Ipavduced less milk leading to the
rationalisation and closure of dairy product andTUhiocessing plants.

These differences in product and market mix meanttrere are differences between the regions
in production systems, costs of production and fgate price drivers.

Farmgate price drivers in the regions that prinyasiérvice the drinking milk market mostly
reflect the balance between local demand for dnigpknilk and security of supply.

The lack of relationship between international yaiorice movements and domestic price
movements in recent years is demonstrated by tlesiag graph from Dairy Australia.

This is in contrast to recent public claims by Goéxecutives that, “The farm gate price dairy
farmers receive is set by the world price becausstustralian milk products are exported.
(Coles statement Y5February 2011), which as demonstrated by thevafig graph is incorrect.
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In the absence of any manufacturing infrastructamiék production in the region has had to be

closely matched with daily fresh demand in recesarg. This is a challenge for both farmers and
processors, as either over or under supply repiesagnificant issues for the regional market,

producing a flat supply curve is costly for farmesxsile coping with seasonal peaks and troughs
imposes costs on the processing sector.

Given these dynamics it would be hard to argueftiratgate prices in Queensland, parts of New
South Wales and Western Australia aren’t signifiliaimfluenced by retail prices for drinking
milk.

The Northern Dairy Industry

The northern dairy region incorporating Queenslamdl northern NSW currently supports
approximately 800 dairy farms producing around 82ilion litres of milk annually, (QDO
estimate from Dairy Australia 2009/2010 Data).
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Within the region there are seven major procesplagts operated by two companies and one
co-operative, being National Foods, Parmalat andcd@producer owned co-operative) and
more than 50 minor processing factories (referiguifeé 1 for location of dairy farming regions
and processing factories).

The northern dairy industry employs approximateb@ people, incorporating some 2700 on
farm and the remainder in processing and distiaouti

On an annual basis, the northern dairy industwaised ex-factory at approximately $1 billion.

QUEENSLAND

Legend

! NNSW Major Processing Plant

! QLD Major Processing Plants

. NDI Dairying Farming Areas
2 QLD Minor Processing Plants

NORTHERN NSW

Figure 1: Map indicating the location of northemirgt industry farms and processing plants.

Population growth in the coastal regions of Quesmrdland northern NSW has in recent years
been driving ongoing expansion in fresh milk andryd@roduct markets in retail and food
service sectors. At the same time, increases iggg@ta consumption of fresh milk products and
effective brand marketing of flavoured and funcéibmilk products have also contributed to this
increase.

Fresh milk sales growth for Queensland has ovegraéyears been the fastest of the Australian
states, with sales volumes in the year to June 2@08.5% over the prior year, compared to a
national volume increase of just 2.0% (Dairy Aus;a2008). However in the past year, the
economic downturn has influenced an easing in témahd growth in milk sales in the

Queensland market as consumers tightened theirdsgeion discretionary purchases. Sales
growth in Queensland for the year to June 2010 estbt® less then 1 percent compared to 1.8
percent nationally and to the end of January 2@ldsshave dropped to a negative 0.5 percent.
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Queensland dairy industry

Deregulation, natural disasters, increasing opmraticosts and poor farm gate returns have seen
the dairy farm population of Queensland fall by entren 60 percent over the last decade from

1,545 in 2000/01 to around 582 currently. Even uiithse many challenges dairy farmers have

continued to improve their productivity.

Comparison of Queensland Dairy Farm Numbers, Milk Poduction & Sales from 1990/91 to 2010/11
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Over the last decade milk production has fallemfr848 million litres in 1999/2000 to 531
million litres in 2009/10.

* The dairying regions of southern Queensland, inolydhe Wide Bay Burnett, Darling
Downs and South East Queensland regions combine® lsame 465 dairying
enterprises. The majority of these farms supply @inthree main processors including
Parmalat, National Foods and Norco.

» Far North Queensland dairying region of the Atherf@blelands is made up of 66 dairy
farms supplying one processing plant at MalandaeoWvy National Foods. The region
also has a few small niche market processing plansucing cheese and organic dairy
products.

 The Central Queensland has approximately 51 dargpng that supply the Parmalat
owned processing plant at Rockhampton.

Of the current 582 Queensland dairy farms approteima
« 269 supply National Foods,
+ 264 supply Parmalat,
« 33 supply Norco,
« 15 supply small micro processors.
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In Queensland there exist a number of collectivegdiaing groups or co-operatives that
represent dairy farmers including:

* Premium, which is a registered Collective Bargagn@roup that represents dairy farmers
which supply Parmalat.

* Port Curtis Dairies which supplies the ParmalatkRampton plant,

* Progressive Dairies, which is a registered CoMectBargaining Group, under the
Australian Dairy Farmers ACCC authorisation, thepresents a small group of dairy
farmers that supply National Foods,

» Dairy Farmers Milk Co-operative, which is owned Hdgiry farmers which supply
National Foods,

* Norco Co-operative, which is owned by dairy farm&rsch supply the market with their
own Norco branded milk and a range of other daiodpcts.

Producers in Queensland are paid to supply milledr round to meet the fresh daily drinking
milk market demand and that to produce milk yeamtbin northern subtropical production

environments is a higher cost production system.sAsh prices paid to dairy farmers in

Queensland have generally been higher than to perslin southern dairying regions due to the
fact that the Queensland dairy farmers are supplgifundamentally different market than their
southern counterparts.

The only alterative would be for processors to gpmmt milk long distances to service
Queensland markets which would be at a high codtthe quality and shelf life of the end
product would decline. In addition, the southermryd&dustry seasonally produces milk and
would at times of the year not meet the volumewality requirements of the northern industry
for fresh daily product every day of the year.

During 2010 there has been significant downwargguree on farm gate prices for Queensland
dairy farmers with contracts that have come duednegotiation.

The majority of the farm contracts which came dumlve dairy farmers which supply National
Foods, with a smaller number with short term sumplytracts with Parmalat and Norco.

Farm, gate prices have been dropped by approxiyatelto 18 percent for the majority of
farmers, which includes farmers that supply milk f@oles supermarket branded milk, and
approximately 10 percent for a smaller number om&s for milk which is sold as fresh
drinking milk.

In addition a major processor has introduced a ™er pricing system with the first Tier
reflecting fresh bottled milk sales and the secdm milk used for manufacturing with a lower
price. The price offered for Tier is around 47 sepeér litre for some 70 percent of the farmers’
production, based on last year’s contracted prediuietolume. For Tier Two the price on offer is
around 30 cents per litre on the remaining milkdoiiion. These reductions are not sustainable
for dairy farmers operating in the Queensland emwirent and will result in many farms
experiencing negative returns this year.

In has been publically reported by Coles that thag awarded an increase in price to milk
processor National Foods in January 2011, howéwgethas been no increased price to farmers
at this stage. It is understood however negotiatiare still in process with the largest dairy
farmer supplier group Dairy Farmers Milk Co-operat{DFMC).
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Over the last decade the Queensland dairy indiistsyexperienced a number of major impacts
following deregulation, including;

» the longest drought in recorded history for margiaes,

» severe floods and cyclones,

» poor farm gate returns for much of the period,

* a continual erosion of returns from the market @ldae to the growth in market share of
major supermarket milk brands at the expense afgssor proprietary brands,

* rising costs of production,

* anincrease in government regulation and redtape,

2008 saw a return to confidence in the industryhviiicreases in milk price and expanding
consumer demand. This confidence was reflectethén2008 National Dairy Farmer Survey

results with 80% of respondents in the northermydeggion responding to a national dairy

farmer survey expressing a positive attitude. Alenth this improved confidence attributed to

higher milk prices, 54% of surveyed farms in thgioa indicated investment intentions across a
variety of asset types including improving farm teyss, machinery, dairy and feed

infrastructure (Freshlogic, 2008).

This sentiment however has declined significantlythe last year with farm gate prices being
dropped and even further with the impact of seWlei@ing and cyclones and even further with
the initiation of a domestic market milk price war Coles.

With the harsh operational conditions, poor farntegeeturns and poor outlook with the
devaluation of milk at retail level, the QDO haseftast that more then 60 Queensland dairy
farms could exit the industry this year.

The following graph provides a presentation of datem the Queensland Dairy Accounting

Scheme (QDAS) for income, costs and returns fro®7A®B to 2009/10 with the addition of a
forecast for the 2010/2011 financial year.

Queensland Dairy Accounting Scheme Data 1097/98 to 2010/11
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QDAS is an industry program developed and delivdrgdQueensland Primary Industries and
Fisheries (QPI&F) to improve the understanding okibess principles by providing farm
management accounting information and analysisottharn dairy farmers and advisors. It is
important to note that QDAS does not present aupgctof the average performance of
Queensland farms and in fact presents a pictuabofe average. The number of farms involved
in QDAS has declined with the drop in farm numbmrer the last decade. In 1997/98 there were
346 farms involved in QDAS whereas in 2009/10 tiveeee 54 dairy farms involved.

This graph presents key financial performance datairy farmers which have participated in
QDAS over the last 13 years. The 2010/11 figuressgmted are estimates produced from a
forecasting model based on current changes to r@dmation on impacts on key dairy farm
variables gained from a survey of dairy farms.

Prior to deregulation regulated milk prices prodde stable return to the farm enterprise and
even in times of natural disasters such as thersareughts of the 1980’s and 1990’s the QDO
was able to negotiate a price increase to covecdlsés of the impacts and to ensure a stable
supply of fresh milk to the domestic market.

Following deregulation prices to dairy farmers iug@nsland dropped significantly from a
regulated price of 54.9 cents per litre and an ayerfarm price (weighted average of
combination of regulated drinking milk price and magcturing milk price) of 36.82 cents per
litre in 1999/2000 to a single farm gate price pp@ximately 31 cents per litre 2000/2001.

The significant drop in price, even with the praersof the deregulation support packages saw
the exodus of many dairy farmers from the induskgllowing deregulation the Queensland
dairy industry was again plagued by severe drotmhtver a decade and this impact combined
with low farm gate prices and higher operationatssaw farm numbers and milk production
continue to decline through to 2007/2008.

At this level of production from the region it biremet annual supply requirements of the
market and at various times of the year fell welblv market requirements.

With this situation, combined with repeated callenf dairy farm organisations processors
increased farm gate prices and offered longer teomtracts. With a return to more normal
seasons milk production increased to be in surpiusarket needs, however with the impact of
sever flooding and cyclones and lower farm gateggrit is forecast that production will decline
by more then 12 percent this year and again ceeabortfall of milk to market needs.

For many farmers the passing through of any mdagises by processors would eliminate their
profits altogether. It is estimated by Dairy Aubt@rathat in the most exposed region of
Queensland and northern New South Wales a 10 pgeshéhtoward supermarket ‘store brand’
label alone would halve farmers’ 2009/10 profitowdd the processor be forced to pass the
impact on to farmers. Average farm incomes for tbgion are already set to be drastically
reduced in 2010/11 for many farmers due to loweraye farmgate price, as well as the impact
of natural disasters.

Regional Demand and Supply

Milk production in the northern region (Southerrd@ind Northern NSW) steadily declined for
about 8 years. This was due to prolonged drougldtively low milk prices, irrigation water
shortages, farm size constraints, rising inputssamtd the incapacity of farm operators to cope
with an increasing complex operating environment.
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The conditions combined with an ongoing low milkcproutlook exposed producers to volatility
and weakening confidence in returns from the reglisapply chain.

During the 2007/2008 financial year regional milkpply fell to levels barely sufficient to meet
local fresh milk demand, affecting processors’ igbito manage their supply chains and
confidently meet customer requirements.

Northern region milk sales and farm milk supply
(moving annual total)
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At this time alternate milk supply options werecalsder stronger competitive threat due to the

lack of growth in southern milk supplies and theosty export demand for dairy products at
historically high export prices.

Over the last decade due to a lack of economic thrtbughput, processors have rationalised and
closed a number of processing plants that process&dexcess to fresh daily demands into a

range of products including Ultra High Temperatt#HT) milk, cheese, butter and milk
powders.

Dairy processing plants which have been closed haskided Toowoomba, Warwick and
currently Booval. In addition a number of curretdris have had their operations rationalised
and dairy processing lines closed and moved tohsonitregions. As a result, the region no
longer possesses production facilities that careasph converting milk, that is in excess of

fresh product demand, into storable dairy produetgyiring careful logistical management and
milk balancing to avoid incurring excessive costs.

The absence of any material volumes of milk beiagverted into commodity dairy products
enabled processors to offer milk prices that betélected returns from the fresh milk market.
In effect, regional milk prices had been suppregeedhany years because of the existence of a
“surplus” of milk above economic processing volumas regional manufacturing plants were
small in capacity and therefore less able to compath the cost and reliability of the supply of
product from larger southern facilities in the mettace.

After some delay in farmgate prices reflecting ffagility supply/demand situation, milk prices
in the northern region rose significantly in 20G&/@nd have been reflected in milk supply
contracts of up to 5 years in length being offdsgdParmalat, the largest processor of milk in the
region, which compelled other companies to matchsehlevels. This has resulted in a
“decoupling” of milk prices in the Northern regifmom the influence of southern milk values.
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In 2008/09, a combination of the higher milk pricexistence of long-term milk supply
contracts and the best seasonal conditions seandoy years and reduced bought-in feed costs
has resulted in stronger milk supply and a stramgrovement in producer confidence in
2009/10.

The recent strong recovery in milk production cedplvith a slowing in demand growth created
an over-supply of milk to regional milk processiptants in 2009/2010 (based on regional
market demand). With the absence of regional naantufing plants to process such surplus,
processors have incurred higher costs in moving rtal plants in NSW. As a result of the
surplus milk issue processors have or are movingurd a two price structure system where by
one price reflects milk which is sold as drinkingkvand the other reflects milk being sold for
other purposes.

While the permanence of price signals is importarfuture producer and investor confidence,
over-supply of milk in the region may weaken milkcps if suitable returns for surplus milk
volumes cannot be sustained.

In the last three months however lower prices comdbiwith natural disasters is forecast to see a
fall in production which has already and will conte to test the ability of the industry to meet
market demand.

Regional Demand Forecasts

Ongoing milk sales growth continues to provide th@ustry with the opportunity for further
production growth in order to meet market demard® following graph presents the annual
figures for drinking milk sales for Queensland owute last two decades compared to
Queensland milk production.

Comparison of Queensland Dairy Farm Numbers, Milk Poduction & Sales from 1990/91 to 2010/11
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The graph demonstrates that Queensland milk prmatuctow closely aligns with the market
demand for fresh drinking milk.
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Milk is moved within the northern region, which lndes Northern NSW, as required as
surpluses and shortages occur. In worse case semailk is sent and or brought in from
regions further south.

The population of South East Queensland (Brisbamd Moreton Statistical Divisions) is
projected to increase by 2 million people to 4.4liom people by 2034, up from 2.4 million
people recorded in 2001. With this forecast growtipopulation over the next two and a half
decades there is expected to be an equal to greatelase in the regional domestic market
demand for dairy products.

It is estimated that for every one million peoptethe domestic market there is a demand of
more than 105 million litres per annum of drinkinglk. In addition to this there is also a
demand for manufactured products which we haveofadton the same ratio above. As such
with the forecast population growth over the nexa eind a half decades it is estimated that there
will be an increase in demand for milk and dairgdarcts in excess of 210 million litres of milk.

Wholesale milk prices

While the QDO is not privy to the wholesale pridenailk between processors, vendors and
retailers, we are aware that it varies considerablyveen the vendoring sector with small retail
shops and that between processors and major retaile

In relation to farm gate prices at the current tim€ueensland, it varies between processor and
farmer and also with different forms and lengthsaftract.

During 2010 farm gate prices were reduced sigmfigafor dairy farmers who had supply
contracts that came due during 2010. Reductiopsiaes for milk used for drinking equated to
some 18 percent for many producers.

Table 3: Landed cost comparison — projected 2018ehson

Cents per litre at “reference litre” milk compoit®n
Sth QId Nth NSW Mid NSW Nth Vic
Farmgate 47-58 47-52 45-50 42-44
~ 30**
Freight 3-4 5-6 10 17-20
Landed cost 50-62 52-58 55-60 59-64

* This assumes milk prices on a year-round basigenglikely pricing by fresh milk
processors in that region.

** price for milk used for manufacturing offered Bpme processors

Whether such a price reduction is anti-competitive

All of Coles’ major competitors have stated, botibically and privately, that these price cuts
are unsustainable. Further to this we believe tieeeestrong prima facie case under section 46,
including 46 (1AA) of the Trade Practices Act 19w the Competition and Consumer Act
2010) that Coles’ actions constitute predatoryipgc
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We note the following extract from the ACCC websit8ection 46(1AA) applies to business
conduct occurring on or after 25 September 2007prihibits businesses with a substantial
share of a market, having regard to the number sizd of its competitors in the market, from
selling goods or services for a sustained period gtice below their relevant cost of supply. As
with s. 46(1), a business must act with an antijoetitive purpose.

It is the presence of a clear anti-competitive mag that may turn price cutting by a company
with substantial market power or market share iptedatory pricing. Once competitors are

damaged or eliminated, the likely results are ttheg company can raise its prices and exploit
consumers.”

From market research we have carried out compaetag milk prices for southern Queensland
compared to other states including New South Wale$ Victoria, presents that retail milk
prices for Southern Queensland are on averagdHaasthat of New South Wales and Victoria.

The following graph provides an illustration on tHdference between retail prices between
different eastern seaboard states.
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In contrast to this, prices paid to dairy farmeysnhilk processors in Southern Queensland are
higher than that paid to dairy farmers in New Sotales and even more so in Victoria. Dairy
Australia data presents that for the 2009/2010nfired year Victorian dairy farmers were paid
33.9 cents per litre and in NSW 48.7 cents pee land Queensland 55.8 cents per litre. The

difference between farm gate prices between theetBtates relates to different market mixes
and production costs.

In Queensland, the dairy industry supplies the ntgj@f milk consumed by the Queensland
domestic market and to meet the market requirem#nssmilk needs to be produced every day
of the year. The Queensland environment poses hgtoeluction costs for milk compared to

Victoria where the majority of milk is processed fxport products and produced seasonally
with lower production costs.

Within the dairy industry’s domestic value chainijkrprocessors compete in a national fresh

milk retail market, whereas major supermarket chaiow operate national uniform pricing
policies. These policies do not take account ded#ntial costs to producers and suppliers.
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As such in the Queensland domestic market theafastilk to processors is higher than NSW
and Victoria, yet Coles is applying a national disated price of $1 per litre. When this is
combined with evidence about margins presented kyokes representative to the Senate
Economic References Committee’s inquiry into thesthalian dairy industry in February 2010,
we believe there is a prima facie case of breacthiegCompetition and Consumer Act 2010.
We believe this case is in relation to selling natka ‘loss leader’ in a predatory manner to gain
market share from competitors in the Queenslandeb@tace.

It is our belief that Coles’ actions have the spe@urpose and likely effect of damaging their

competitors, such as other major retailers, costares, independent petrol stations and other
small retailers of milk, and will lead to a substahlessening of competition in the market place
over time. This impact will also flow through tofedt dairy farmers, service businesses,
transport operators, processors, distributors amters and threaten the jobs of employees
throughout the whole industry.

Furthermore, we believe this action by Coles impdioe viability of processor owned branded
dairy products and thus lead to the loss of conswheice and competition, as has been the
experience in other countries where these markédiciics have been applied.

In addition, for local markets in a number of rurammunities where a major retailer is the only
major retailer of grocery products for the communénd is the ‘defined market’ such

discounting practices as currently practised bye€aVould be anti-competitive as it is resulting
in the undermining of competition within the stobg undercutting proprietary brands yet
consumers are left with no other option within ‘hefined market’ to purchase their groceries.

Coles and Wesfarmers executives have publicallgdtinat farm gate prices for dairy farmers
have increased in the last year. However milk grim® many farmers have actually fallen by
approximately 12 — 18 percent in Queensland anpet@ent in NSW and Victoria in the last 12

months, which includes the Tier One price dairyrfars are paid by National Foods that supply
the milk for Coles supermarket branded milk.

In addition dairy farmers which have their farmegatice linked directly to processor branded
sales will see their milk cheque drop in early Ma&as a result of the Coles cut throat discount
campaign increasing the market share of the Caolasdied milk at the expense of market share
of other brands, including processor brands.

Wesfarmers executive Richard Goyder has publicstiyed that the sales of the Coles brand
milk has increased by some 15 to 20 percent sineegytoducts were discounted by some 33
percent on Australia Day Z8anuary 2011.

For Coles to publically promote that Cobles is not reducing the price it pays to its milk
processors either so this move will not impact tloerine dairy farmers who supply them.fact
both farm gate milk prices and contract prices wgiocessors recently increased(Coles
media release 36 January 2011 and various public statemenis)tantamount to false
advertising, in that it is seeking to promote tmsumers that if they buy Coles branded milk at
this dramatically discounted prices it will not leas negative impact on dairy farmers whom
supply Coles.

As such we believe there is a prima facie case atdef advertising that also should be
investigated by the ACCC.
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The UK Experience

Wesfarmers has introduced new management for @atbsthe engagement of a management
and marketing team from the United Kingdom wheeséhtypes of ‘home brand’ discount price
tactics has been common place to get market shtaretheir competitors and to grow their own

store brands.

In the United Kingdom independent branded prodaotsnow a rarity; they are all supermarket
brands now and in some European countries freshimietting harder to find and consumers
are left little options but to purchase Ultra Higémperature (UHT) treated milk.

A 2008 study by Oxford University estimated the fmgr accounted for 70% of the milk market
in the UK. In turn supermarket ‘store brand’ prosuaccount for around 71% of total milk sales.
UK retailer brands have been highly successful tughe strength of the parent brand.
Consumers identify strongly with the brand valuésSainsbury, Tesco et al, believing they
confer attributes of quality and supply chain value

In response, processors have struggled to devébfedifferentiated brands in this market. The
effect of this supermarket ‘store brand’ dominahase been to stifle innovation, as evidenced by
the lack of product differentiation in the UK mitkarket. The Oxford Study noted the shift in
dominance in the dairy industry supply chain fronegessors to retailers, with only a small
percentage of the supply chain profits attainabtddrmers and processors.

A 2010 study by DairyCo on dairy supply chain masgnoted the absence of any decline in
retail prices for milk at a time of falling commdygliiand farmgate prices, concluding that
processors and farmers absorbed the full impattteoflecline in the dairy market.

Comparing 2009/10 with 1999/2000 indicated theilrgtace of milk increased 60% compared
to a general food price increase of 36%. Over #mes period the average farmgate price
increased 34% and the estimated wholesale pricedsed 31%.

Before major supermarket chain ‘supermarket bragmweing and marketing strategies, these
returns flowed to the processor and then to farmiene loss of these returns to the industry is
not sustainable.

The suitability of the framework contained in the Horticulture Code of
Conduct to the Australian dairy industry

The QDO believes that a dairy industry Code of Cahatould provide some distinct benefits
for the industry and dairy farmers if it coverea thntire value chain including dairy farmers,
processors and retailers.

Benefits could include;
e providing greater transparency through the indusaitye chain,

» providing a better understanding amongst all ingugalue chain sectors of the issues
and needs of each sector,

* provide much clearer information for dairy farméosbe able to make more informed
business decisions,

» discouraging unconscionable and anti-competitiveldot,
e provide a dispute resolution process,
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The Horticultural Code of Conduct’s purpose is tmpgrove the clarity and transparency of
transactions between growers and wholesalers s freit and vegetables.”

While the dairy farmers have a range of challerdgseging with corporate milk processors under
Collective Bargaining authorisations by the ACC@e tmajor challenge for the farming and
processing sector is currently the treatment ok@ad a discounted, at or below cost, advertising
agent by major retailers to attract customers &ir tstores while at the same time growing their
owned supermarket branded milk.

For a Code of Conduct to be effective for the damdustry value chain it would need to include
the retail sector, which the Horticultural CodeGdnduct does not, as the Horticultural Code of
Conduct was designed to address the agent and amércdsues between wholesalers and
growers.

The requirement of the Horticultural Code of Cortdilat all traders to prepare, publish and
make publicly available a document that sets oatg#neral terms and conditions under which
they will trade with growers of horticulture prodyds of interest as a similar provision in a
Dairy Industry Code of Conduct could help improkansparency and assist dairy farmers make
more informed business decisions. Currently it x$regnely difficult for dairy farmers to
compare prices and supply conditions between eéifitemilk processors.

The provision within the Horticultural Code of Card for minimum requirements for what
must be included in contractual agreements cowdd bk applicable to the dairy industry in
relation to contractual agreements between dairpndes and milk processors and milk
processors and retailers.

The provision of a dispute resolution mechanisnestablished with the Horticultural Code of
Conduct could be of assistance to individual anougs of dairy farmers in resolving break
downs in price and supply negotiations.

The QDO would also like to further investigate puial initiatives which have been introduced
by the United Kingdom by the Competition Commissiociuding the Grocery Supply Code of
Practice.

The recommendations of the 2010 Economics Referesc€ommittee report,
Milking it for all it's worth — competition and pri cing in the Australian dairy
industry and how these have progressed

The QDO welcomed the last Senate Inquiry into cditipe and pricing in the Australian dairy
industry and provided a submission to and appebeddre the inquiry as well as providing
supplementary information. The QDO also publicatlcomed the report and recommendations
from the Senate Inquiry “Milking it for all it's wih”.

In late 2010 the QDO enquired of the Federal Gawemt if progress had been undertaken on
the recommendations, in particular in relationdcommendation three, however to date we have
had no response.

In relation to the recommendations presented froenldst inquiry the QDO recommends that a
strategic working group is established between @Gowent and industry to further
recommendations that provide an opportunity tovéepositive outcomes for the dairy industry
and the Australian community and economy.
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Recommendation 5:“The Committee recommends that the Productivityn@assion reviews
and evaluates the effectiveness of the nationalpetition policy and publish its report by 30
April 2011.”

The QDO supports this recommendation as theredarostantial evidence that the objectives of
the policy are not being met as retailers are uiiegy significant market share to undermine
competition in the market place, thereby lesserengipetition in the long run, which as
experienced in some other countries such as theedKingdom, has led to the loss of choice
and higher prices for consumers.

Recommendation 3:*The Committee recommends that the Governmentesguthe Australian
Competition and Consumer Commission to use itsrinébion-gathering powers, and draw on
its work for its recent report on grocery pricirtg, provide more accurate estimates of the
proportions of the retail price of milk that refteg) the costs and (ii) the profits, of farmers,
processors and retailers and publish the resuttsabfeview by 30 September 2010.

The QDO supports this recommendation as theraaslaneed for greater transparency through
the value chain of the dairy industry, particulaatythe processor and retail sectors of the value
chain.

Recommendation 2:The Committee recommends that contracts with fesnsdould offer a
clear, consistent formula for milk pricing with unhiguous conditions.

The QDO supports this recommendation as therersabneed for greater transparency and
comparability for dairy farmers with regard to caats offered by processors.

Recommendation 12:The Committee recommends that the Governmentwsvibe collective
bargaining provisions of the Trade Practices Ad¢hwai view to strengthening that framework to
create a more equitable balance of power betwezndbotiating parties and report by 30 April
2011.

The QDO fully supports this recommendation.

Recommendation 13:n reviewing the collective bargaining provisiadhe Committee requests
that the Government considers the effectivenesangfexisting alternative dispute resolution
mechanisms and investigates:

» allowing collective bargaining groups to merge tbdmess imbalances in bargaining
power;

» the introduction of a requirement that the ACCCilitate the timely appointment of a
mediator should a party to a negotiation requighsassistance; and

» the introduction of a requirement that cooling p#riods be mandatory in contracts
between dairy farmers and processors.

The QDO supports the recommendation and conce@bBosting Collective Bargaining Groups
to merge, provision of a meditation process anddimg off periods, however the QDO would
like to further assess the specific elements ofékemmendations.

Recommendation 11:The Committee recommends that the Federal Goverhomnmissions

an independent report into the main impedimenthaoestablishment of new processors owned
by farmer cooperatives and how these impedimentkidmest be overcome and requests that the
report be tabled by 30 April 2011.

The QDO supports this recommendation.
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Recommendation 1: The Committee recommends that the Government st¢guhat the
National Competition Tribunal reviews the effectiess of section 46 of the Trade Practices Act
in preventing price discrimination and considelastting anti-price discrimination provisions,
particularly to protect those parties participatimy industries dominated by multinational
corporations.

The QDO supports the recommendation in principdlwauld like to obtain further information
and advice on the recommendation to ensure anyagmants to the Competition and Consumer
Act 2010 do not potentially result in any unintedd®nsequences that may affect the industry.

Recommendation 4:.The Committee recommends that the Government rexjties ACCC to
undertake monitoring of the pricing practices witline dairy chain with a view to establishing
whether predatory pricing or misuse of market poiwerccurring.

The QDO supports this recommendation.

Recommendation 6: The Committee recommends a moratorium on furtia&edvers and
mergers in the milk processing industry until thedrctivity Commission has published its
report on the effectiveness of the national contipetpolicy.

The QDO would like to gain further information dretrecommendation.

Recommendation 7:The Committee recommends that the Trade Pracficebe amended to
reinstate specific anti-price discrimination praoems and inhibit firms achieving market power
through takeovers or abusing market power and'itinatket power' be expressly defined so that
it is less than market dominance and does not requifirm to have unfettered power to set
prices. A specific market share, such as, for exammne third (set based on international
practice), could be presumed to confer market powedess there is strong evidence to the
contrary.

The QDO supports the concept of the recommendatigorincipal and would like to obtain
further information and advice on the recommendatio ensure any amendments to the
Competition and Consumer Act 2010 do not potentigdsult in any unintended consequences
that may affect the industry.

Recommendation 8:The Committee recommends that the ACCC conducthduistudy into
the implications of increasing shares of the grpeearket being taken by the generic products
of the major supermarket chains. The Committeemagends that the terms of reference of any
such inquiry include not just the current and fatumpact on prices paid by consumers but also
the needs of Australia in terms of food securitgd @asonomic and environmental sustainability,
as well as the economic viability of farmers andgassors. The Committee requests that the
findings of these reviews be reported by 30 Apdil 2.

The QDO supports this recommendation. As presentéde QDO submission the marketing,
advertising and pricing tactics of major supermegketh store branded milk is a major concern
for the sustainability of the dairy industry pautfigrly in regions which principally supply the

Australian domestic market, such as Queensland.

Recommendation 9:The Committee recommends the Productivity Commissonsiders, in its
review of national competition policy, the appr@peness of separating the functions and
powers of the ACCC with the effect that separatenages are responsible for the approval of
mergers and the assessment of whether concentrasobsequently excessive.
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The QDO supports this recommendation. The QDO Wwedighat the functions of the ACCC
need to be reviewed given the nature of a numbeea#nt decisions. The QDO would like to
obtain further information on this recommendatianlte able to provide a more informed
response.

Recommendation 10:The Committee recommends that the topic of cortipetand pricing in
the dairy industry be again referred to the SeBRattnomics References Committee in May 2012
to assess whether progress has been made or wtamibber and more interventionist measures
need to be adopted.

The QDO supports this recommendation to ensuredpatopriate transparency and issues of
market power market manipulation are adequatelyesded to enable the dairy industry to be
sustainable into the future.

Recommendation 16:The Committee recommends that the Australia and Kealand Food
Regulation Ministerial Council acts to ensure tletelling on dairy products adequately and
accurately informs consumers about the provenanaaufacturer and contents of the product.

The QDO supports labelling laws which accuratelforim consumers on the provenance,
manufacturer and contents of products.

Recommendation 14:The Committee recommends that the Government sslelsehe issues of
food security and the future sustainability of tary industry at a federal level. The Committee
suggests to the Government that this review bélititeid through the Primary Industries
Ministerial Council to ensure it receives the cormant and attention required. The Committee
recommends that any review include the role of A@&CC and federal, state and territory
agricultural departments in ensuring Australiatsdfgecurity.

The QDO agrees with this recommendation and ADEuisently participating in the Primary
Industries Ministerial Council review relevant teese matters including the review of research
and development investment in agricultural indestri The QDO with other industry
stakeholders have supported the development ofstaiBable Milk Production Model as a
decision support tool which could provide a natloeéerence tool for dairy farm sustainability.

Recommendation 151n the light of the Tasmanian experience the Cotemitecommends that
where industry bodies are encouraging increaseduption, all agencies involved in those
bodies have regard to issues of long term sustgityah the context of long term trends. They
should identify the source of increased demandptacautious language and indicate the degree
of uncertainty around any projections.

The QDO agrees with this recommendation as incseaseroduction should be driven by
market needs and opportunities. The QDO also eagesrdairy farmers to seek professional
independent advice when seeking to make businessiales.

The need for any legislative amendments

The QDO believes there is a need to make legislaimendments as well as a range of other
measures.

The QDO is currently seeking further advice on theommendations we wish to make and as

such the QDO will be seeking to provide a supplaargnsubmission to the Senate Inquiry to
present these recommendations.
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Other related matters

Collective Bargaining

Milk producers in Queensland avail themselves ofnamber of collective bargaining
arrangements in their negotiation of milk supplyaagements with processors, including the
following:

* Premium Milk Group which supplies Parmalat’s So@ilreensland operations. Premium
operates within an ACCC-approved arrangement,

» Port Curtis Dairies which supplies Parmalat milktftee Rockhampton plant,
* DFMC, which negotiates on behalf of its memberdhiwational Foods,

» Collective bargaining groups that operate underatmtangements administered through
ADF Limited, which include the National Foods supp group and Progressive Dairies,

The ACCC ruling achieved by ADF in 2006 facilitategs option on a regional level. The
authorisation also permits:

(@) groups of dairy farmers to form collective kargng groups through which they
may collectively negotiate terms of supply, inchulprice, with a dairy processing
company that each member of the group wishes tplypand,

(b) the ADF to hold general, non-specific discussiwith supermarkets, on an
individual and voluntary basis, regarding the intpeEidender processes on dairy
farmers subject to the certain conditions.

QDO supports continuity of these arrangements ppati achievement of fair returns to dairy
farmers in a consolidating dairy supply chain.

The QDO has supported the collective bargainingipien authorisations which were originally
given to Premium in Queensland and then nationialthe Australian Dairy Farmers.

The QDO believes that this provision by the ACC@ssential for groups of dairy farmers to be
able to be able to collectively discuss and negottaitcomes with the processor they supply.
This provision has provided the means for dairymins to be able to negotiate in a more
balanced ‘market power’ environment.

There currently exist some good examples of effeatbllective bargaining groups whom have
developed good working relationships with the pssce they supply and have used the
collective bargaining provisions to not only negtgion issues of price, but to develop a better
understanding of each others business needs, lextbodly seek to improve systems to reduce
costs, and to structure business arrangementster beflect the needs of both businesses, which
can cover supply arrangements, transport, seagswsltives, risk management etc. Recently a
collective bargaining group negotiated for a slighbwer price in return for longer contract
conditions.

Over recent years the processing sector has ceatitau consolidate and with this, the market
share that remaining processing entities hold,ihagased. With this consolidation within the
processing sector the QDO believes that the Calle&argaining provisions for farmer groups
should be reviewed to ensure that the current piavs provide a reasonable balance for farmer
group collective negotiation in the current proaggssector environment. Some Collective
Bargaining groups are severely constrained by regidoundaries and now with the
consolidation of processors and expansion of tmeilk collection base, these regional
limitations on dairy farmer Collective Bargainingbgps should be reviewed.

QDO Senate Inquiry submission March 2011 30



One of the critical requirements for Collective aining groups to be successful over time is
that they have sufficient professional skills depshent and support.

The Australian Government should consider makirgpueces available specifically to assist
farmer collective bargaining groups to increaser thidlls and knowledge and business acumen
for the role of collective bargaining, managing @lective bargaining group and developing

effective working relationships with processors.

Other Issues

Other current threats to the sustainability of@hesensland dairy industry include:

» the potential flow on impacts to dairy farmers frtime planned introduction of a tax on
carbon, unless there are viable options for offeetsvailable for dairy farmers,

» lessening of water security for dairy farmers frongoing changes to water planning and
legislative mechanisms that place lower priorityfoad producing industries over other
priorities,

* increasing Government regulation which impose &altii costs and restrictions on farm
operations,

* declining investment into initiatives which assisidustry to continue to achieve
productivity and sustainability gains,

The QDO would like to see the Australian Governmeatease its investment and effort in;
» Supporting the Dairy Industry’s Flood and CyclorecBvery Program,

» Supporting resource use efficiency programs witihi@ industry, such as the QDO’s
Dairy Water for Profit program,

* Increase the investment from the Australian Govemnmto research, development and
extension, which is critical to ensuring the Aukamra dairy industry continues to make
advances in productivity and sustainability,

* Provide further support to the Australian Dairyustty’s Natural Resource Management
program, Dairying for Tomorrow, which is criticarfthe industry’s future sustainability
and dealing with impacts such as climate change.

QDO Senate Inquiry submission March 2011 31



