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New Dawn for European Dairy

orning After...
ilk Quotas

In the immediate aftermath of milk quota removal on 1 April 2015,
production will become further concentrated in the key milk-producing
regions of Northern and Western Europe. In these areas—where production
levels have been curtailed by the imposition of milk production quotas since
1983—farmers will utilise the spare capacity which has developed through
technology gains occurring over the last 30 years or has been created
through investment aimed at satisfying expanded demand. A large proportion
of this additional capacity has already started to be used, with an expansion
of over 12 million tonnes achieved between the announcement of milk quota
removal in 2008 and 2014. However, once the immediate available additional
capacity is used, a step change in raw milk prices will be required to
incentivise further investment in land and capacity.

Looking to the medium term, competition will be global. EU milk production
will face new challenges. The normal capacity of the available dairy
production land in Northern and Western Europe will be reached. When this
occurs, the fragmented nature of EU farms and the comparable high cost of
milk production will hamper efforts to further improve efficiency. The ability
of farmers in many EU regions to compete with production in other
production regions where larger operations can be established will be
challenged. Thus, while Europe will continue to have a conducive climate—
together with the good infrastructure needed for dairy production—and will
always supply the needs of the mature European market, further actions will
be required to ensure Europe is competitive. These actions include
investment in entrepreneurial farmers; intensification of farming systems;
availability of capital to fund continued production consolidation; a
supportive regulatory environment; and focus on increasing the proportion of
value-added products.

The future has already come to pass

Much of what Rabobank previously predicted about the removal of milk quotas has already
occurred (see EU Dairy Expansion Post-2015). Regions in Northern and Western Europe,
where forage growth is abundant and milk production is concentrated, were those most
constrained by milk quotas (see Figure 1). In these regions, farmers have invested in
growing their businesses, and production growth has developed (see Figure 2).

In our report, published by Rabobank in 2012, we predicted that, between the end of milk quotas
in April 2015 and 2020, EU milk production would increase by approximately 10 million tonnes.
This was equivalent to a 7 percent to 8 percent increase on current milk production levels (144
million tonnes), meaning that the EU would grow to more than 150 million tonnes per year.

Production expanded particularly quickly in 2H 2013 and 1H 2014—ahead of milk quota
removal—when high farmgate milk prices, lower feed prices and good weather stimulated
production growth despite the consequence of fines for over-shooting then-existing milk
quotas. This expansion was particularly apparent in Northern and Western European EU
member states (see Figure 3). Based on our projections, this means that, with the
expansion that has already occurred, production expansion post-2015 is likely to be slower.
Therefore, our estimates suggest that average production will grow by only a further 4
million tonnes until 2020. However, as in 2013/14, actual production levels will depend
heavily on raw milk prices. If burgeoning international demand or prolonged constraints on
production in other regions were to move prices up, movement of additional land or
resources into dairy production in Europe may become feasible.
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The expansion of European milk production cannot be unlimited. In 1983, in response to
high farmgate milk prices, farmers were striving to increase milk productivity to the
maximum. This came as a result of the EU system of intervening in the market in order to
maintain artificially high prices (known as intervention buying). Under the system,
governments would create ‘artificial’ demand by buying product if prices fell below a level
which they determined would maintain farm profitability.*

Thirty years later, milk yields per cow and yield per hectare have increased, allowing for
some uplift; however, when milk quotas are removed, production can only grow until the
next limiting factor is reached. In some states, the limiting factor will be lack of available
land; in others, lack of capital. Elsewhere, environmental restrictions or competition for
resources from alternative enterprises will provide the next barrier to increasing production.
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In preparation for milk quotas being removed, milk processors have taken steps to invest in

Note: While intervention-buying extra capacity. Unsurprisingly, most of this investment has taken place in Northern and

’Znoelcga;:zn;sr_?;e;t'"h'_';hp'ace n Western Europe, in the existing intensive dairy production regions (see Figure 4). Driven by
, i whi . . .

governments will start to buy the need to process the additional milk that their members would seek to produce,

product has been moved Rabobank has always anticipated that, with the removal of the milk quota system, co-

downwards, providing only a operatives would expand processing capacity. Private or publically owned dairies, however,

‘safety net’. Therefore, this should i . ) )

no longer be regarded as a means could have chosen not to invest, instead only contracting to buy the milk that they needed

of maintaining farm profitability. for their market, while perhaps merely offering a spot market price for any additional
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deliveries. In practice, the opportunity created by the expansion of global demand for dairy
products has been a key driver towards expansion. This has led most dairies to respond to
the opportunity by expanding capacity rather than seeking to limit future supplies.

Figure 4: Dairy investments (built or planned), 2012-2014
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Source: Company reports, trade press, Rabobank analysis, 2014

It is worth noting that, while the removal of milk quotas is a significant step towards a
deregulated market, many support/regulatory mechanisms will remain in place. The key
aims of the Common Agricultural Policy are to maintain food security, rural incomes, and
environmental and animal welfare standards. Policy measures, including intervention
buying, mechanisms for smoothing seasonal production (private storage aid), support for
products of a traditional nature or special geographic origin (PDO/PGO), and import
quotas/tariffs remain in place.

As the removal of milk quotas becomes a past, rather than a future, event, a new set of
drivers for supply will undoubtedly emerge, and it is now important to consider what the
drivers will be and what happens next.

Global markets will create sufficient demand for additional supply
in the medium term

Despite occasional depressed market conditions caused by market volatility, Rabobank
believes that medium-term global demand in the global dairy market will increase at a
CAGR of around 2 percent from 2014 to 2020. This increase will be driven by continuing
population growth, urbanisation, globalisation of diets and increasing disposable incomes. In
the period to 2020, self-sufficiency levels in dairy will continue to reduce in many markets
which rely on imports.

Despite ample milk availability as we enter 2015, along with the prospect of a well-supplied
market through most of the year, export regions will struggle to increase production
sufficiently in the medium term. As a result, trade will increase, and the world is likely to
remain overall ‘supply-constrained’.

More milk will be needed from marginal production areas, meaning that raw milk prices will
need to increase above the 2004-2014 average in order to incentivise sufficient additional
production. The level of increase in prices will be particularly significant if increased
production from European farmers is to be incentivised, as the cost of milk production is
generally higher in Europe than in other export surplus regions.
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Despite increasing demand, the picture is not all positive, and volatility of prices is likely to
be a key issue. Progressing integration of global markets has created increased volatility for
EU prices. Prices will continue to be impacted due to factors including short-term in-
elasticity of supply and demand; a lag between pricing and production decisions; high
barriers to entry and exit; reliance on price-volatile inputs; exchange rate risk; exposure to
new markets with poorly understood buying patterns; and lags between expansion in
production and market development. In addition to global prices fluctuating, international
dairy trade is an ‘imperfect’ market, leading to regular regional price differences which are
also susceptible to fluctuation due to local market forces. As a result, extreme price
variations will continue to impact dairy supply chains. Figures 5 and 6 show the variations in
butter and skimmed milk powder prices since 2008, when global prices replaced
government management in setting the floor in the EU market.

The occurrence of price volatility will be particularly important to European farmers who—in
a global context, because of their high production costs—will both be the first to suffer
losses when prices start to fall and the last to achieve profitability in a rising market.

Figure 5: Price variation in butter Oceania vs. Europe, 2001-2014
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Figure 6: Price variation in SMP Oceania vs. Europe, 2001-2014
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Are EU dairy farmers globally competitive... and does it matter?
Not only milk prices but also production costs vary according to the prevalent farming
system. In general, regions such as the Netherlands and Denmark have total production
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costs that are much higher than those of New Zealand, parts of the US and even European
neighbours such as Ireland.

In the near term, higher-cost European farmers can take comfort in recent Rabobank
analysis (Agriculture in Focus 2014: Competitive Challenges), which shows that the gap in
the global cost of milk production is starting to close (see Figure 7). Historically, low-cost
regions around the world have come up against barriers such as further land (forage)
availability or the introduction of stricter environmental regulation. As a result, new cost
lines have been added. Many competing regions have also seen their currencies strengthen.
This means that they have seen costs of production increase more steeply than in higher-
cost regions, suggesting a convergence across the globe.

Figure 7: Global cost of milk production (standardised), 2006-
2014e
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Source: FNP USDA, Teagasc, DairyNZ, Dairy Australia, Genske Mulder & Co.,

Rabobank analysis, 2014
The notion that, as systems evolve, the future cost of producing milk will converge may not
be altogether positive news for European producers. If there weren’t a significant difference
in cost (i.e. cost of production is the same around the globe), it might be more convenient
for global processors to buy the milk need outside the EU within the target market or in a
region nearby, rather than to export milk from Europe.

One rationale for a processor to change the location of production is to improve supply
chain co-ordination. In the future, supply chain dependency will be important, especially
given the increasing level of price volatility. Buying milk from a large number of small
farmers in Europe not only has a high administrative cost, but also makes control of day-to-
day volumes (achieved mainly by setting the right milk price) difficult to manage. By
shortening the supply chain and vertically integrating production, or by forming close
partnerships with fewer larger suppliers, processors will be able to reduce administration
and management costs, and take better control of their input volumes. Controlling supply in
this way will allow both producers and processors to, at least partially, insulate themselves
from global price volatility. Large integrated suppliers also offer considerable economies of
scale, which will mean that, as the number of such units grows, supply from these sources
will increasingly compete successfully on price with exports from Europe. On the other
hand, short supply chains can also focus on market segments with higher added value, as is
the case in some EU countries.

It is often noted that the cost of production from large integrated suppliers in emerging
markets is high due to the complexity of management and the difficulty in obtaining basic
inputs such as forages. However, reports from China provide anecdotal evidence that
Chinese production costs are already competitive with European production costs. Indeed,
calculating the cost of production per litre based on their published 1H 2014 accounts, a
major Chinese dairy producer, China Modern Dairies, shows that the cost of production lies
somewhere between that of the Netherlands and Ireland (see Figure 8). It is true that,
when standardised, the cost of production for a kilogramme of fat and protein is still higher
in China, and that, similar to other OECD markets, feed and wage cost inflation in China are
higher than the EU. However, the trend for improved efficiency of production is set.
Continued investment in development of large integrated dairy supply units means that, in
the future, more milk will become available from suppliers who offer economies of scale and
therefore will be competitive with European exports.
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Figure 8: Comparison of European milk production costs with
estimated China Modern Dairy production costs (1H 2014e)
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Source: Rabobank, Teagasc, China Modern Dairy accounts, 2014
At the same time, the ability of European farmers to intensify and consolidate is limited due
to the high cost and scarcity of land, together with the lack of available capital (see Figure
9).

Figure 9: Average land price values, 2012
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Across the key dairy production regions in Europe, land has highly fragmented ownership
and is transferred by inheritance, with poor liquidity in the land market. While agricultural
land continues to be seen as a good investment, the low returns on capital achieved by
most farm businesses present only a weak case for financing investment in land on a
significant scale. At the same time, investors with sufficient capital to consolidate large land
blocks are frustrated in their efforts by lack of available contiguous land, and they are
encouraged to invest elsewhere.

Comparing European land prices with those elsewhere in the world highlights the challenge,
with prices in most other dairy export regions being lower (see Figure 10). An exception to
this would be New Zealand, where prices are comparable to the prices in Denmark and
Ireland, and where, again, production expansion is likely to become more difficult.

Meanwhile, constraints on land consolidation do apply in other global production regions
(e.g. New Zealand), and considerable consolidation has already occurred. Figure 11 shows
the number of farmers, cows per herd and output in terms of milk solids from the average
farm in four of the world’s major supply regions. Farmers in competitive regions start
considerably ahead of European farmers in the race to consolidate. Obviously, this is the
average picture, and it is coloured by the fact that there are regions in Europe with
extremely small average herd sizes, e.g. Austria (15 cows per herd) and Lithuania (with just
8 cows per herd). However, if we break up the European picture into individual states (as in
Figure 12, which shows the progression of farms in key dairy regions in Europe between
2002/03 and 2012/13), the picture shows that many of the key dairying regions in Europe
have only been consolidating slowly. While Denmark and the UK have made progress in
consolidation over the last decade, Germany and France—while reducing the number of
herds—have grown production per farm at a slower rate.
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Figure 10: Average global land price values, 2012
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Figure 11: Comparison of consolidation of farms in export surplus regions
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Not surprisingly, the potential of large farms outside Europe integrated into supply chains
and achieving economies of scale is attracting attention from international processors.

The same factors are also attracting the attention of food and agri investment funds. These
funds are often based on private equity or on pension funds that already have a track
record of investment in the arable sector, but are now showing increased interest in
pasture-based agriculture in regions where large blocks of land can be acquired. Historically,
these investments are made for a variety of reasons, including stability of investment, or to
benefit from the potential capital gains available from land improvement or diversification.
However, increasingly, the available profits—over and above those available from land value
appreciation—mean that further investment in large-scale milk production is also becoming
attractive. For success in such moves, investors will seek strategic partnerships with dairy
companies to provide market access. The introduction of this new capital from outside the
dairy sector will accelerate the development of large-scale milk production to compete with
European supply.
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Figure 12: Comparison of consolidation progression in Europe, 2002/03 vs. 2012/13
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How should/will processors respond?

All of the above will not spell the end of dairy production in Europe. The European dairy
market continues to offer processors a huge pool of affluent consumers with a habit of dairy
consumption, and European authorities continue to protect producers through import quotas
and tariffs. A key issue, however, is that slow population growth, stagnant economic
performance and market maturity will mean that the growth in demand in Europe is likely to
be at best slow and will be unlikely to absorb any additional production of milk. EU dairy
processors wanting to grow their businesses will, therefore, become increasingly focused on
international markets. Finding further milk from European farmers at prices to compete in
these markets will become more difficult, and the difficulty of matching supply from large
numbers of producers to fluctuating demand will see them continue to source milk
elsewhere.

Companies will be faced with the choices of stimulating further intensification from existing
suppliers (which will need to be incentivised by structurally higher raw milk prices),
stimulating expansion in more marginal land regions of Europe, establishing new supply in
regions where land can be acquired for large-scale production or establishing further
supplies within developing markets closer to the new consumers. The debate is likely to be
particularly difficult for co-operatives, who will need to balance the potentially conflicting
needs of valorising members’ milk and servicing growth in international markets.

As European markets continue to mature, and growth and value opportunities in emerging
markets compete for attention, companies will be increasingly enticed into moving their
focus away from Europe.

What will determine the next steps?

Much will depend on whether EU dairy farmers are able to gain in competitiveness by
producing milk more efficiently or with higher added value. Following the removal of milk
quotas, increases in herd size to utilise latent production capacity on farms should increase
the efficiency of labour use and initially reduce the costs of production. However, as the
expansion period comes to an end, herd size growth will again become restricted, and
further efficiency gains will become more difficult.

In many cases, the next most limiting factors will be environmental constraints on further
intensification and the lack of availability of additional land for forage production.
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In normal circumstances, it might be expected that milk production would spread into areas
adjacent to Europe’s milk fields, allowing extension of existing processing capacity and
associated logistics (e.g. in the way dairy production in New Zealand spread from the North
Island to the South, as more land was required). However, in Europe, the main milk
production areas are hemmed against the coast, with a band of land with viable alternative
uses. This land usually commands a higher return than dairy farming, and farmers there are
often unwilling to invest in dairy (see Figure 13).

Growing capacity further east in Europe, where larger land blocks are available, would be
possible. But many have failed to do so successfully, and further attempts will require
investment, not just in dairy farming, but also in processing capacity, logistics, and the skill
base to enable production and processing to operate successfully at quality levels required
by the international market.

Figure 13: Milk production percentage share, 2013
AL

Yellow region showing land with very low milk production

Source: Eurostat, 2014

The most likely outcome will see European companies increase sourcing from outside
Europe. Growth in competition from alternative supply regions will result in continuing low
EU farm margins, and, as a result, slow capital accumulation will mean that production
consolidation will continue at a slow pace. If this is the case, Europe will struggle to achieve
the scale economies seen in other global production regions, and it will lag behind other
regions in supplying world markets.

The ability to consolidate production and gain efficiency or added value will differ according
to the region in Europe. Denmark has seen a rapid increase in herd size in the last decade.
But, as a result of low returns on capital, Danish farmers are among the most indebted in
Europe. Most other regions have seen growth in the average herd size, as smaller farms
have left due to lack of profitability. Despite this, farm sizes remain small in terms of
numbers of cows and production of milk solids.

The likely outcome will also differ according to the position of the companies and co-
operatives involved. For smaller dairies trading only in their own domestic market, the
target will be to grow value rather than volume, with co-operatives perhaps more likely to
grow local supplies to utilise any expansion capacity of members. More international players
will have the option to grow supplies outside their domestic markets, with co-operatives
facing incentives to prioritise the valorisation of members’ milk. Private and publicly owned
global players will more frequently prefer to source outside Europe, closer to their growth
markets. Global European co-operatives will also be forced to look outside their membership
base for new milk or risk losing their market position in growth markets (see Figure 14).
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Figure 14: Decision matrix for dairy players
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A key additional factor in assessing Europe’s competitive position will be the continued
appetite of European politicians (and, at the end of the day, EU voters) for protecting
smaller family farms and associated incomes via continued land-based subsidisation and
market protection. This appetite may be curtailed as market crises caused by continuing
price volatility repeatedly impact European producers.

For policymakers, political pressure to protect small farmers will create difficulties in
removing or reducing the system of land-based subsidies and market protection measures.
However, as trade negotiations continue to target reductions in agricultural support and
pressure on budgets increases, there can be no guarantee that support will not be reduced
in future budget rounds. As a result, European players will be faced with a choice of seeking
to add value to their existing production capacity, while trying to facilitate consolidation to
ease the effects of volatility, thereby allowing players to compete more effectively in world

markets.

As a result, although Northern and Western Europe continue to have a conducive climate
and good infrastructure for dairy production, concerted actions will need to be taken in
order to improve efficiency or added value of milk production if European farmers and
processors are to successfully compete in global markets. To do so will require efforts

including:

. investment in entrepreneurial farmers;

. intensification of farming systems;

e availability of capital to fund continued production consolidation;
e  supportive regulatory environment;

e focus on increasing the proportion of value-added products.
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