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Seasonal pricing is a topical issue for our industry. I will review the attempts at seasonal pricing that have been tried in New Zealand over the past few years and look at what can be learned from pricing models used overseas. I would then like to look at the options and opportunities that we have for different seasonal pricing signals in New Zealand. However, remember that these options have been derived from what is effectively now the old model and the move to GlobalCo will put some different drivers in place. 
      The new environment faced in our industry, will need new capital structures. New drivers will be introduced to control peak capacity requirements and this will need the industry to send signals on milk value and to advance understanding of milk pricing issues. Many farmers in response to the impending introduction of peak notes or capacity notes, are reviewing options and some have changed farming patterns, to avoid the perceived or actual cost of peak milk. In the Waikato this year there are 120 more farmers supplying winter milk than in the past and they have done this without the encouragement of seasonal pricing. Some obviously believe they can grow as much grass in July as they do in January and February along with the perceived cost of peak has been a factor in this change.

Seasonal pricing is a relatively modern concept in New Zealand. A number of companies have attempted to introduce it over the past 10 years. (It is important to recognise these attempts have been made in an industry environment where there has been a very high commitment to averaging of returns.) Seasonal pricing has been brought into focus by industry developments related to growth and capital structures. Capital issue concerns gave rise to introduction of peak supply notes and the concept that growth should fund growth. Seasonal pricing can be seen as one leg of a three-legged stool. The other two legs are the capital contribution and the milk price including the volume charge. 

I would like to just focus on the drivers for pricing currently in the industry, particularly for the processing organisation, and then have a look at what is likely to happen in the industry. Globalco is an integrated company covering all operations from cow to customer. In New Zealand we haven’t had this before and it is going to give a much clearer picture of the overall value chain. It is important not to be overwhelmed by misconceptions on the value of extra milk but to see the opportunity to send real market signals. Seasonal pricing is an opportunity to send price signals, to add value to the product mix and give better utilisation of the manufacturing plant rather than an attempt by the processor to flatten the milk curve. A review group at Anchor Milk, with inputs from Dexcel, from several groups within the company and from the Dairy Board was set up in September 2000, before the move to form Global Dairy. The objective of the review was to determine appropriate pricing signals for farmers and incorporate these into a seasonal pricing system for milk payment. The terms of reference for this group included 

·   To review Anchor products operating efficiencies and to establish operating costs and 

  marginal returns for the existing seasonal milk curve and any increases in milk 

  processed. 

·   To ensure pricing mechanisms work within the constraints of the current payment 

  system and do not conflict with market place returns. 

·   To model potential impact on farm operations and ensure the practicality of any 

  recommendations. 

The New Zealand industry situation

New Zealand has a grass based dairy production system which follows a highly seasonal milk production curve. It’s low cost of feeding has been a key advantage for a long time. Typically the production decline from peak is very high, about 7-11% per month. From a manufacturing perspective this raises some issues - how can we fill the gap in the post-peak area? Can we increase the total amount of milk available and can we increase the real return? From a farming perspective the answer is actually quite simple - is filling it profitable? If processing companies send a pricing signal, farmers can make a number of responses.

·   The first is to do nothing and that will happen if the signal is not big enough.

·   The second is to increase the percentage of milk supply outside of peak and best, in 

    addition the increase in total production, - a win for both the farmer and for the 

    company.

·   The third is to transfer production from the peak to the shoulder with no increase in 

    production overall. There are limited savings for the company in this response but 

    there is certainly a win for the farmer. For the company it is not an attractive 

   proposition because a shift of peak into the higher priced, higher returning area 

   increases the cost for the manufacturing operation.

The South Island milk production curve is quite different from the North Island. It has a much broader spread with a bigger percentage of milk outside of peak. 

As part of our evaluation exercise we looked at the supply from 7 500 farms and the percentage of milk produced in the peak period, September-October-November and the percentage outside. Some farms produced 75% of their milk outside of the peak period and some as little as 50% outside of the peak period. That variation gives difficulty when it comes to equity of any changes in pricing. In the New Zealand situation the highly seasonal production puts processors in a position of very low utilisation overall of the peak processing capacity. In New Zealand only 56% of our processing capacity is used on an annual basis. In comparison Ireland utilises about 51%, Australia 64%, USA 94%, the UK 89% and some of the other European countries in the 80-90% range. We could improve efficiency by increasing our level of throughput, however the real issue is, can we stand a high degree of inefficiency in this area of the business to keep the on-farm efficiencies that you have. A farmer’s highest cost investment is the investment in the farm, not the investment in the company or the Dairy Board. 

The other issue for processors in the New Zealand situation, is that we have a relatively small domestic market, only 4-5% of our production is consumed domestically. We are dominated by export production. Farmers receive economic signals very largely based on average returns. It is critical despite our seasonal distribution that we market and sell on a 12 month supply pattern to compete with the Europeans and others off-shore.

In New Zealand a number of companies have attempted seasonal pricing over the past 10 years. Bay Milk in 1994 looked at its decline from peak and found that the monthly decline averaged about 11%. Research tells us that it is possible to achieve a rate of decline in lactation of around 4% a month. Bay Milk estimated there was a pricing signal of about 14 cents per kg of milk solids which could be justified but the view was that at this level it would be inadequate to get farmers to respond. 

A decision was made to introduce seasonal pricing using a shoulder by peak to shoulder differential of 40 cents per kg of milk solids in the1995-1996 season. Forty cents was picked as a level which provided some incentive to change. There was a high degree of scepticism and concerns over equity issues and concern over any attempt to move away from price averaging. When, the review group looked at the equity issue and found that in a do nothing scenario farmers would remain within the variation in incentive payment they would otherwise receive, we went ahead, the emphasis being to improve the economics of the processing operation. That programme ran for a couple of years before it fell by the wayside with the merger of Bay Milk with the New Zealand Dairy Group. It created some interest but also concerns about equity and didn’t run long enough for any conclusions to be drawn on its impact. Northland Dairy introduced shoulder and winter premiums in May 1994. Their approach was a shoulder payment around 26 cents/kgMS and a premium of 50% on the base for winter production. That approach was combined with a strategic decision to get about a third of their farms on irrigation and a third calving in the autumn. These decisions appeared to focus more on changing the shape of the milk curve than on responding to market signals or opportunities. Northland were very successful in growing their winter milk and interestingly, they continued to grow their peak milk as well. Tui Milk Products had a shoulder payment of around 43 cents per kg milk solids for milk outside the October-November peak period. Their system, in place for three years, was successful in increasing the proportion of milk outside of the peak by 1-2%. Industry sources attributed that change more to climate than other things. However, none of these systems have survived. Northland has continued in a modified form but is currently not being actively pursued.

What can we learn from the overseas situation? Most of our competitors overseas have very large domestic markets, with less reliance on grass and more reliance on supplementary feeding. They operate with subsidies, they have cheaper grains and pay only 15-20 cents per kg dry matter compared to 40-50 cents for New Zealand farmers. They have cheap electricity and this gives them opportunity for irrigation. They also have significantly flatter milk curves. Many overseas processing companies offer premiums on a seasonal basis of up to 20%. In New Zealand we have a small domestic market we have no subsidies, have very low off-peak milk flows and, to satisfy our local market needs have premiums of up to 85%.

In Australia, Tasmania’s dairy industry is dominated by two or three companies. One of those is significantly into soft cheese manufacture and seasonal premiums were introduced to give a year round supply. Another company manufactures chocolate and they also introduced seasonal premiums. Subsequently they were followed by Bonlack in a move to safeguard their milk supply. The Victorian industry is similar in many ways to our own with large manufacturing cooperatives. It has seasonal premiums which are paid from January through to June of 10-20% for their mid-winter milk to maintain volumes of milk from the state or inter-state liquid milk markets. South Australia has January-July premiums introduced in the mid 1980s to safeguard the year round milk supply. These premiums have remained unchanged since the mid-1980s. 

In Europe the price of milk declined since 1995 by 25 pence down to about 60 pence per litre. There is a seasonal premium in autumn of about 20%. In France a 14% per litre variation payment occurs in the June-December period which is their shortest milk supply period. Ireland pays premiums of up to 20%. Denmark has a slightly different approach. They transfer money from one period to the next. Transferring money from one period to another is not a real pricing system. In the US there are many systems which include transferring part of the return from one period to another. 

What is the relevance of such schemes to New Zealand? It is difficult to compare them because of the influence of their large domestic markets and the different market structures. They also have a willingness to use quotas. The average milk prices is the economic signal in New Zealand and as suppliers your reaction to such a signal is to minimise your cost of production.

We see there are two opportunities to seasonally price. One relates to the area of peak costs in such things as plant operating costs, costs of labour and costs of inventory. Because of our large peak in supply we manufacture products at the peak that are not sold for a long period. There are also costs associated with product mix because at the peak we are constrained in some of the products that we can make. The second opportunity to seasonally price is the marginal value of milk. The review identified the marginal value of increased production at around 80 cents per kg milk solids. That is consistent with previous reviews in New Zealand. The company currently pays a margin of 30-40 cents/kgMS, so the net margin available is around 40 cents. A key point in relation to marginal value is if we give a price signal and there is no farmer response, then all we are doing is transferring money from one period to another.

The cost of peak for our company amount to about $360 M. Part of the review exercise was to identify costs associated with peak milk. Approximately 10 cents per kg of milk solids is a cost that relates to the peak supply of milk. It is not a large figure. We identified that the marginal value available per kgMS is around 40 cents. The difficulty is how to apply that. Do we apply it to the increased milk or do we apply it to all milk produced, e.g. in February? In that case it won’t be a 40% signal, it will be a signal diluted by the quantity of milk supplied and might be more like 5 or 6 cents. The only way of really sending a price signal is for you to accept a quota that pays at a base rate and then provides a premium on top of that. We didn’t think that system would be acceptable and we took the report to a group of farmers for feedback. The feedback they gave was, they wanted the full marginal signal applied to increased milk. Another key point was, they felt farmers needed to be more exposed to what happens in a deregulated market. Deregulation will lead to pricing changes and will certainly lead to opportunities for sending more precise signals, whether they be marginal or otherwise. There is a high degree of expectation out there on seasonal pricing. The work that has been done confirms there are signals, but they are not large. Remember though the work was done under the old industry model. The report produced by the group has effectively been tabled and it will be referred on to Global Dairy. 
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