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New Zealand is unusual in that seasonal pricing has never been adopted for milksolids destined for export markets. Milk price premiums and milk contract systems exist primarily for domestic milk consumption.

In New Zealand the co-operative dairy companies have competed on the basis of a final year milksolids payout, - the same price for every month of the year. 

Exceptions have been peak/shoulder split prices, designed to reward suppliers with better shape supply curves. Three North Island dairy companies operated this way from 1993, but maintained this for only a few years before company policy changed. 

Another exception has been the Northland Dairy initiative to drive a major change in farm management practice, promoting a shift to autumn calving. In this case a price incentive (around $1.50/kgMS) was a significant factor to initiate change.

To get another perspective we can look outside New Zealand where seasonal pricing is the norm. Tasmania and Victoria are much like New Zealand with a seasonal milk supply, and a high percentage of milk products going to export. There seasonal pricing has been in place for some time. 

Seasonal pricing has common characteristics

·     A higher price when milk is in short supply, with the intention that the higher price

     
    will bring the supply into better balance with the demand.

·     A lower price when milk is plentiful. This is a disincentive to supply more milk when 

 
    it is often the easiest and cheapest to produce.

The structure and level of price incentives will vary depending on what drivers exist within the market place, and from the manufacturing company. 

Seasonal pricing is aimed at

· Ensuring a regular supply for liquid milk and other short shelf life products. This is   

the primary driver in countries and states with large domestic markets e.g. U.K., New  South Wales.

· Rewarding farmers who produce in response to the company’s price signals aimed at helping the company meet its production and marketing objectives. 

· The purpose of seasonal pricing should not simply redistribute or flatten the milk  

curve, but should provide correct pricing signals that will encourage growth in the 

  
   milk supply that is indeed profitable, and creates wealth for farmers.

The future

A seasonal price mechanism will be implemented in New Zealand sometime in the future, to indicate to farmers how their individual pattern of supply adds (or deducts) value to the whole company. If milk supplied in different months has different values to the company then it is reasonable to reflect that in the milk pricing of the company. This is a separate but related issue to that of capital requirements for peak processing capacity, dealt with by peak notes.

Marginal milk pricing

The extra or marginal value to a New Zealand manufacturing company of an additional kilogram milksolids is around 80 cents per kgMS. Almost half of this is already passed on to the supplier of the extra kilogram, in the company margin. The other half gets distributed to all suppliers. Therefore the likely maximum premium we could expect is in the region of 40 cents per kgMS. This would likely occur in winter. Any shoulder premiums would be much less than the 40 cents per kgMS.

There is a real challenge identifying and rewarding the truly marginal or extra kilogram of milksolids. To do this would mean paying two different prices for the same days milk production - a two tier pricing system. This would mean a lower price for a fixed volume based on the farms previous supply volumes, and a higher price for volume in excess of this level. This in effect would create a quota like situation for the first tier.

A more likely system would be to distribute that 40 cents over all milk supplied that month, or ten-day period. This dilutes the size of the premium. Hence the 40 cents may be offered as a 20, 10, or 5 cent premium on all milk supplied in a given month, or 10 day period.

But until we have a nominated price structure it is impossible to predict how seasonal milk pricing might influence farming in the South Island.

Peak notes and seasonal pricing

With peak capacity capital costs dealt with via peak notes, the size of seasonal price premiums will be less than farmers might have expected otherwise. If peak notes are worth $2 per kgMS, then an extra kgMS outside peak saves something like 15 to 20 cents per kgMS. (Share value times Cost of Capital).The combination of peak notes, and seasonal pricing will together influence farm management decisions as farmers try to:

· Increase the return on their investment in peak notes. 

· Increase the average price of the milk they supply. This result is driven by the 

proportion of total milk supplied qualifying for a premium.

In a deregulated environment, competition between companies may change milk pricing mechanisms in ways that we have never experienced in New Zealand.

Analysing the effect of seasonal pricing on the farm business

This is not easy without a defined price structure and would be different for each farm. However we can note several significant principles.

· The size of the seasonal premiums may be small, and probably less than the year to 

year fluctuation in the basic milk price. Hence you would not design your whole 

farming system around seasonal premiums.

· If the premium increases the price paid for feed, then the profits may be captured by 

 someone outside the dairy industry. If the price of purchased feed rises by five cents       

 per kgDM, then that would more than negate the value of the premium.

· If the supplementary feed is cheap enough then farmers should be taking up the 

opportunity regardless of the premium. If the premium adds to that profit then this is 

a benefit to that farmer.

Given a specified price incentive, different farmers will respond to the same signal differently, depending on their situation, and their business and personal goals.

Marginal cost benefit analysis 

If additional feed costs 25 cents per kgDM, then at a conversion efficiency of feed to MS of 80 grams MS/kgDM, this requires a breakeven payout of $3.13/kgMS. (0.08 x $3.13 = $0.25) 

At a payout of $4.00/kgMS that supplement would generate a profit of ($4.00 x 0.08 = $0.32 less the feed cost $0.25 = $0.07 cents profit per kgDM.

Table 1 indicates the very good marginal returns possible if feed conversion is efficient, and price of milk is high relative to the price of purchased feed. Price of feed varies considerably which is another variable to take into account. The higher level of responses are those that may derive from extending lactation length with supplements, and consequently utilising pasture that might otherwise have been wasted. Efficiency of feed conversion does vary significantly and profit margins in Table 1 would over state the situation where feed utilisation is lower If feed is in short supply then target the period when the whole farm farm can take most advantage of it, not just when the premium is offered. It still may be more profitable to target the feed at next spring’s milk production than this late autumn. Also marginal analyses can overlook other features of the farm management change such as labour, capital costs and overheads.

Table 1. Sensitivity of the profit margin per kgDM to various milksolids prices given two levels of feed conversion efficiency to milksolids.

Milk price
Profit margin cents/kgDM 

@ 25 cents per kgDM 

@ 80 gm MS/kg DM
Profit margin cents/kgDM 

@ 25 cents/kgDM 

@ 120 gm MS/kgDM

$3.00
-1
+11

$3.50
+3
+17

$4.00
+7
+23

$4.50
+11
+29

$5.00
+15
+35

Changes to management

The size of the changed milk price structure should theoretically determine the size of the farm management change considered. For example the changed milk price may turn an otherwise unprofitable strategy or decision into a profitable one. At a given cost and price structure a premium may be sufficient to change an otherwise marginal decision. If the input cost is profitable without the price premium then the farmer should be making that input irrespective of the seasonal pricing. The changed management should reflect how the changed profitability at the margins affects the whole farm business, not just the obvious parts of it. 

A dairy farm is a system, hence changes to one thing will effect the others. Interactions do occur and simple marginal analyses are not appropriate when making substantial changes.

To take advantage of seasonal price incentives a farmer may need to:

· Milk more cows longer into lactation

· Provide more feed in periods of feed shortage

· Calve (some) cows at a different time.

The profitability and practicality of these examples will be determined by many factors in addition to the seasonal price on its own, such as the price of supplements relative to the price of milk. A risk analysis would also be appropriate along with consideration of fall back positions for changing circumstances, for example in difficult autumns like this year.

Modelling 

Modelling can attempt to predict the farm management responses to a specified different price structure. Using the computer programme Udder it becomes apparent that:

· The base level milk payout is a far more significant factor than the likely level of 

premiums.

· In a dairy farm system you cannot isolate the effects of events happening in one 

month (when a premium is offered) from events happening in other months around it.

· Premiums may apply to a relatively small percentage of the overall milk supplied.

For example a premium of 40 cents per kgMS, on 5% of your total milk production, amounts to only an average two cents per kgMS increase.

· Premiums are targeted at times when it is more difficult and expensive to produce 

extra milk so there are extra costs involved.

· Capital costs are not factored into the model e.g. feed pad, peak notes. 

· Other benefits are not factored in e.g. recovering empty cows and perhaps converting 

them to autumn calving.

Cashflow

Understanding when you get paid for milk is as important as the milk premium itself. Seasonal milk pricing is another consideration to factor into your cashflow projections.

Summary 

In a future deregulated environment various milk pricing mechanisms are likely to happen.

Seasonal prices are a mechanism that indicates to farmers the value of their product at various times of the year.

Price premiums can be a catalyst to initiate positive change in line with market needs. The challenge for farmers is to identify whether the change is one that they can benefit from.

If farmers are to change or restructure their businesses in line with seasonal prices they need to be certain that the pricing is well constructed and that long term signals are given.

There can be benefits to the farmer, as well as processing and marketing if done right, so that profit and productivity can be increased, and wealth created.

Workshop summary

Key messages

Seasonal pricing is about

· Correct pricing signals to farmers.

· Is likely with deregulation.

· Can be a catalyst for positive change!


· Peak Notes and probable seasonal prices send an important message to farmers.


· The base level of milk price is far more important than a likely seasonal premium.
· Farmers may try to increase the return on their investment in peak notes and increase the average price of the milk they supply. Premiums may apply to a small proportion of your total milk Premiums target the more expensive times of the season.

A farmer’s perspective of seasonal milk pricing. Why milk in winter?

Maximise days in milk per cow

·      Carryover empty cows to next season

·      Accommodate early terminated pregnancies

·      Lower Peak Notes requirement

What effect will seasonal pricing have? It depends on...

· The size of the seasonal premium

· Availability, price and quality of supplements

· Cost of extra infrastructure e.g. feedpad or tractors etc.

· Life style choices

Discussion summary

· Managing Infertility with reduced induction is a larger factor than milk premiums that is driving the move towards increased winter milk production, and some autumn calving.

·     With reduced induction there will be a larger pool of empty cows available for: 

·     Increased culling

· Beef production

· Winter milk production as empties or recycle as autumn calvers. Could send them to Northland.

· Calve them every 18 months or 2 years.

·   What do farmers need to know to take advantage of seasonal milk prices?

· Information about pricing from Global Dairy Co. Will the factory receive the milk?

· More knowledge about supplementary feeding, and how cows produce in extended lactations.

· What other changes to the system e.g. stocking rates in summer autumn.

Take home message

Let your personal goals and business aspirations drive your decisions regarding your 

system. Take account of all costs and prices whatever they are.
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