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Foreword

The dairy and sugar sectors comprise two of the principle agricultura sectors left largely
untouched by the Uruguay Round Agreement of GATT when it was concluded in
December, 1993. These shortcomings inspired the Internationa Policy Council on
Agriculture, Food and Trade (IPC) to develop recommendations for bringing dairy and
sugar palicy into line with the reforms being implemented in other agricultura sectors.

Consequently, the I1PC planned a series of consultations in support of postion
papers on dairy and sugar policy reform. This paper is the result of the ddiberation of the
IPC sdairy task force; the sugar paper is being published separately. Thefirst such
mesting of the dairy task force took place at the IPC’s 14th Plenary Meeting and Seminar
in Sydney, Audrdiain October, 1994, a which time the IPC met with industry
representatives to determine the primary chalenges facing the dairy sector in the post-
Uruguay Round era.

IPC member Aart de Zeeuw prepared the first draft of the position paper which
was presented a& a Milk Policy Symposium hosted by the International Dairy Federation
(IDF) in Vienna, Audtriain November, 1995. The paper focused on the policy reforms
necessary to keep the sector hedthy in the future and was well received by symposum

participants.

Then, in April, 1996, the |PC co-hosted a roundtabl e discussion with the
Internationa Federation of Agricultural Producers (IFAP) in Versallles, France, to
discuss the paper and the future direction of dairy policy. Participantsin the roundtable
included farm organization leaders from Audrdia, New Zedand, Denmark, the United
States and Canada, aswell as IFAP and IDF officids.

Findly, a the IPC's 17th Plenary Meeting May 12-14, 1996, in Brussels,
Belgium, the draft position paper was presented to a full meeting of the IPC. The
Council membership endorsed the paper’ s conclusions and agreed to issue the document
as an officid |PC Pogition Paper.

The present text is therefore the result of two years of globa research and
consultation by the membership of the Internationa Policy Council on Agriculture, Food
and Trade. The project and the resulting paper would not have been possible without the
generous support of the organizations listed on the preceding recognition page. In
particular, the IPC would like to thank |PC Member Aart de Zeeuw for overseeing the
consultations over the past two years and Aart de Zeeuw and IPC Secretary Ann Tutwiler
for writing and editing the find paper.



I ntroduction

The Uruguay Round Agreement isthe first multilatera trade agreement in history to
extensvely cover the agriculturd sector. For thefirgt time, an internationdly binding trade
agreement places limits on export and domestic subsidies, and increases market access for
agricultura products. However, not al products are affected equaly by the Uruguay Round
Agreement. It istrue that most countries have agreed to reform their commodity policies;
but the dairy sector itself was left largely untouched because of the level and nature of the
support afforded that sector.

The Internationa Policy Council on Agriculture, Food and Trade believes that the
dairy sector must begin to address the trade and policy chalenges that lie ahead asthe
results of the Uruguay Round are consolidated and built upon in subsequent trade
agreements. This paper examines the policies and marketsin key dairy producing and
consuming nations, and offers some recommendations about how such policies must be
revised in order to meet these future challenges.

The Uruguay Round Agreement

Until the Uruguay Round, domestic agricultura policies were virtudly untouched by world
trade negotiations. In the past, countries have tried to protect farmers incomes through
various combinations of direct payments and guaranteed price policies, made possible with
the help of border measures such as variable levies, quantitative regtrictions, and other
non-tariff barriers and export subsidies. For governmentsincreasingly beset by budget
congraints, border measures are the least expensive option (the most expensive being direct
income support) for protecting farm incomes.

However, the resulting high price guarantee policies led many countriesin the
developed world to overproduce to such an extent that long-term market ditortions
occurred. The dumping of these surpluses on the world market resulted in low and sharply
fluctuating world prices, often leading to trade wars and considerable cost to governments.
Equally, policiesto sharply limit domestic supplies and/or exportable surplusesin order to
raise prices and lower budget outlays increased the cost of raw materias for domestic
processing and livestock industriesin many countries.

Studies have shown that, usudly, greeter trade liberdization will lead to higher and
more stable world prices. But how can countries achieve their domestic objectives for the
agricultura sectors while smultaneoudy liberdizing internationd trade?

To bring agriculture fully into the World Trade Organization, the Uruguay Round
Agreement imposed disciplines on many policies that have historicaly been used to protect
farmers and farm income, such asimport quotas, variable levies, and export subsidies.
Certain types of income support to farmers are subject to no restrictions. Under the
agreement, non-trade distorting direct income supports can be used to help farmersto



survive more open competition and address the socid, palitica, and environmenta
concerns facing individua countries. Specificdly, the Uruguay Round Agreement on
Agriculture requires.

. Border protection measures to be converted to tariffs and a reduction in those
tariffs by an average of 36 percent.

. Minimum market access of 3to 5 percent of internal consumption to be
provided for each product.

. Internal support levelsto be reduced, according to category. All

non-trade-distorting supports, including support per hectare and/or anima,
were placed in the so-called “green box,” and dl the trade-distorting supports
were placed in the so-called “amber box.” The “blue box” covered the United
States system of deficiency payments and the European Union’s direct income
payments.

. Export subsidy outlays to be reduced by 36 percent and subsidized volume by
21 percent per product or group of products.

. Sanitary and Phytosanitary regulations to be subject to scientific criteriaso
that they can no longer serve as disguised protectionist measures.

. Speecial and differential treatment to be retained for developing countries.

In the short-term, the agreement’ s effect on internationd trade generdly will be
limited. Thisis because, during the chosen reference periods (1986-1990), border
protection measures—variable levies, tariffs, and export subsidies—were much higher
compared with the 1990s (when lower world market prices have prevailed). Moreover,
many countries took deliberate stepsto raise their new tariff levels above the equivaent
levd of border protection afforded by quotas. Consequently, for many products, even a 36
percent reduction in tariffs for the main products does not result in Sgnificantly greater
access opportunities. Unless countries choose to further reduce tariffs prior to the next
round of globa trade negotiations, the only red possibility for more market access during
the implementation of the Uruguay Round restsin the minimum and current access
commitments.

The choice of the 1986-1990 base period aso limits the impact of the 20 percent
reduction in internd supports. For smilar reasons, the budget reduction of 36 percent on
export subsdieswill have little impact on most commodities, athough it will have a
sgnificant impact in afew cases. For other products, the volume reduction of 21 percent
will have a grester impact.

The impact of the agreement is further limited by the possibility provided to
aggregate commodities, a Szable “green box”, the cregtion of the “blue box”, flexibility in
the implementation process, exemption from tariffication in some cases (e.g., ricein Japan
and South Kored), the safeguard clause, and specid arrangements for developing countries.

Over the longer term, however, the agreement will prove to be quite sgnificant. It
represents the first time that disciplines have been imposed on agriculturd policies. Over



time, the agreements on market access and export subsdies will have an effect. The
tariffication process provides the basis for future negotiations. The Uruguay Round
Agreement obliges governments in the developed world to change their agriculturd
policiesin such away that gradualy more open competition on the domestic and world
markets becomes possible. Moreover, policy changes initiated by the agreement are likely
to be built upon in future internationa agreements. Over time, therefore, these changes—as
well as pressures from nationa budgets, new technologies, industrial consolidation and
environmenta concerns—will force countries to reform their agriculturd policies.

TheWorld Dairy Market

The world’s mgor dairy producers are the European Union (110 MMT), the United States
(69 MMT), and the countries of the former Soviet Union (64.5 MMT) (see annex 1).

Tota world milk production declined in the late 1980s and the 1990s because of the
guota system in the EU and the collapse of production in the countries of Centrd and
Eastern Europe due to the breakup of state farms and the daughter of dairy cattle in the
face of rising feed prices. The production increases witnessed in Austraia, New Zealand,
Japan, the US, and some deve oping countries were insufficient to compensate for this drop
in production.

Because of the sdlf-sufficiency policies pursued by the mgjor producing countries,
only 6 percent of globa milk production (520 MMT) is traded on world markets. However,
agreater proportion of manufactured milk products enters world trade (e.g., 11 percent of
butter, 7 percent of cheese, 26 percent of skimmed milk powder and 47 percent of whole
milk powder). (Itisimportant to point out that most trade in the dairy sector isin products,
not milk. The necessary conversion of trade figuresinto milk equivaents obscures a very
complex trade picture.)

The EU 4ill dominates world dairy trade, but its share of the export market is
diminishing (from 55.5 percent in 1990 to 48.5 percent in 1994; see annex 2). Asaresult of
the Uruguay Round Agreement to reduce the volume of subsidized dairy exports, this
percentage will continue to decline,

The share of the export market of Australia, New Zealand and the US grew
sgnificantly in this same period. The US now accounts for 9 percent of the world market
(versus 1.4 percent in 1990), Audtralia accounts for 12 percent (versus 10 percent in 1990),
and New Zealand accounts for 27 percent (versus 20 percent in 1990). Meanwhile, the
portion of the export market shared by the EFTA (then Norway, Sweden, Finland, Austria,
and Switzerland) countries declined from amost 10 percent in 1990 to 6 percent in 1994.

A dgnificant share of traded dairy products (about 35 percent) fals under bilaterd
import quota arrangements among the mgjor Western economies and Central and Eastern
Europe. These arrangements primarily cover cheese and butter trade. Exports to Central
and Eastern European countries are currently of sgnificant size, but this should diminish



once the dairy sectorsin these countries recover. It is not expected that these import quota
arrangements will change very much over the next five years

Outside of the above arrangements, the major import markets for dairy products are
the Middle East (10 percent), Central and South America (10 percent), North Africa (10
percent), and Southeast Asia (20 percent). Mogt of thistrade isin skimmed milk powder.

For the medium-term, the OECD predicts growth in demand for dairy productsin
Southeast Asa and South America, small growth in Eastern Europe (depending on the pace
and extent of economic recovery), and stabilization in the OECD countries asawhole.
World demand is expected to expand yearly by 2.5 percent between 1995-2000.

It isinteresting to note how the various exporting countries export shares have
developed in Southeast Asiaand South America. Annex 2 shows the decline in EU exports
to Southeast Asia (from 47 percent in 1990 to 40 percent in 1994) and the strengthened
position of Australia (21 percent to 29 percent) and New Zedland (26 percent to 28
percent). The development of the export shares in the South American marketsis equaly
remarkable. Again, the EU has declined (from 57 percent to 51 percent), mainly in favor of
the US (2 percent to 8 percent) and Austrdia (4 percent to 12 percent). These shiftsindicate
that the EU’ s deteriorating position on the world market is due to its diminishing sharesin
the growing markets of Southeast Ada and South America

Concerning the world market price, the OECD expects higher prices as aresult of
dower growth in milk production in OECD countries, decreased export subsidization, and
increasing demand for al dairy products except buitter.

The Impact of the Uruguay Round Agreement on the Dairy Sector

The impact of the Uruguay Round Agreement on the dairy sector varies from country to
country, and indeed from product to product within the dairy sector itsdlf.

Taiffication of import barriers will not force the US, the EU, Japan, Canada, and
other countries with adairy policy based on guaranteed pricesto change the level of
protection afforded their dairy sector in any fundamenta way. Even a 36 percent cut in the
sometimes very high tariffs—based on low world market prices during the reference
periods—will not lead to subgtantialy greater import possibilities. Moreover, mogt of the
aforementioned countries opted for the possbility of the lowest dlowable level of tariff
cuts (minimum 15 percent) in their dairy sectors: Japan, 15 percent for al products, the US,
15 percent for al products; Canada, 15 percent for al products; and the EU, 20 percent for
butter and 36 percent for other products.

The only real possibility of more access to markets under the existing Uruguay
Round Agreement therefore lies in the minimum access commitment of 3 percent,
expanding to 5 percent in 2001 (in Japan to 8 percent). Because of its unique marketing
structure, Japan has committed to maintain current access for 137,000 metric tons of milk



equivaents, plus private imports for the school lunch program, infant formulas, and animd
feed.

The EU must dlow an additional 37,000 tons of butter (from 50,000 to 87,000 over
the life of the agreement), 114,000 tons of cheese, and 28,000 tons of milk powder
(OECD). The US must import an additiond 6,700 tons of butter, 4,700 tons of milk
powder, 30,000 tons of cheese, and 5,600 tons of butter oil. The agreement eiminated US
Section 22 quotas, and the import levels that were prescribed under those quotas must be
expanded. Japan dready imports enough to cope with its higher (8 percent) minimum
access commitment. Only a7 percent increase in the import of cream and yogurt is
required.

Thus, in generd, the growth of import opportunitiesin the EU, the US, and Japan is
smal and has not had a significant impact on the world market. However, for specific
products, notably butter, the growth in import opportunitiesin the EU and the US is
Sgnificant.

The agreement’ s export subsidy commitments will have a greater impact on the
international market. The commitment to reduce these subsidies by 36 percent of budget
outlays and by 21 percent of subsidized volume will certainly improve the level of world
prices.

Compared with 1994, the volume of subsidized exports of al EU dairy products
(except butter, butter oil, and skimmed milk powder) must be reduced by a percentage,
varying between 20 and 34 percent (the EU aready considerably reduced the export
volume of butter, butter oil, and skimmed milk powder between 1986 and 1992).

In addition, the budget cuts for the export of cheese and other products (except
butter and milk powder) range from 27 percent to 39 percent compared with 1994,
depending on the product. However, due to the cuts in export refunds in recent years, this
budget commitment will cause few difficulties, provided present strong world prices for
dairy products continue.

The USis obliged to reduce its subsidized volume of butter exports by 40 percent
and milk powder by 50 percent, and its budget outlays for these products by one-third
compared with 1995. In 1995, the US began increasing its export subsidies on skimmed
milk powder through the use of the Dairy Export Incentive Program, principaly into Asan
markets.

The Evolution of National Palicies, Post-Uruguay Round

Canada

The Canadian dairy sector has operated under a system of supply management for
25 years. Under anationd policy, its administration is shared between the Provincid and



Federd governments. Based on an annua nationd quota, and atarget price for milk, the
provinces distribute quota among producers. The federd Canadian Dairy Commission
establishes support prices for butter and skimmed milk powder, and with the support of a
federa subsidy, manages the supplies of products to meet the target price. A producer levy
was used to finance exports of excess dairy products, but that levy is being phased out asa
result of the Uruguay Round. Import quotas were gpplied under GATT Avrticle XI.

Under the Uruguay Round Agreement, import quotas were replaced with tariff
quotas and high tariff equivdents. The in-quota tariffs are being reduced by 36 percent and
the above quota tariffs by 15 percent. The system of export levies was replaced by a
mechanism to alow surplus products to be exported at world prices on an optiona basis.
Hence neither the Uruguay Round Agreement, nor the Canada- US Free Trade Agreement,
nor the NAFTA, have sgnificantly affected the import protection afforded the Canadian
dairy indudtry.

However, the US has chalenged the satus of the new WTO tariffs, claming that
NAFTA supersedes the WTO Agreement, and that the tariffs should be removed
completely by 1998. A pand decison is expected after mid-1996.

Although tota Canadian milk production has remained at about the same level
snce the supply management system was implemented, the number of dairy farms has
declined significantly, at arate comparable to US experience. However, average herd size
and yields have remained lower in Canada than in the US. In addition, provincid market
shares have remained stable in Canada while US dairy production has shifted to the south
and west.

Supply management is the key policy affecting the Canadian dairy industry.
Farmers and industry dike are in favor of continuing supply management. In the short
term, they are able to do so because the minimum tariff reduction of 15 percent will
generate no new imports, and they are willing to accept alower price for exported products.

Whatever the outcome of the US trade chalenge, there will be pressure to adjust the
system. The 1995 federal budget announced a 30 percent reduction in the direct subsidy to
the dairy industry over the next two years. The subsdy will be diminated in 3 years,
starting in 1997. The regulation of the fluid and industrid markets is moving closer
together. A sngle quotafor fluid milk (including processng milk) is used by severd
provinces. The net effects of these and other changesiis likely to be a continuing shift
towards a more integrated and market responsive sector. Thiswill alow improved
efficiencies to emerge and enable the Canadian industry to meet competition on a
progressively more open market basis.

United Sates

The US dairy industry is becoming increasingly competitive. Milk production in
1994 and 1995 grew faster than the average historical growth rate of 1.2 percent per
annum. Thistrend islikely to continue as the dairy industry expands into new, sparsely



populated areas, and as farmers find other ways to reduce their costs of production. Like
the hog and poultry sectors before it, dairy farms are beginning to take advantage of
economies of scale. The widespread use of biotechnology should aso improve the
competitiveness of the US dairy industry, as will the regiond shift in dairying to larger
farmsin the South and West. This process will aso be influenced by pollution control
regulations which will acceerate the movement towards larger farms with bigger herds that
can better meet the costs of compliance.

Despite the increasng competitiveness of the US dairy industry, and the widdy
held view that the US dairy industry should embrace policies that will alow it to take
advantage of that competitiveness, dairy policy was subject to the most heated battles and
directiona shifts of any commodity during the 1995-1996 Farm Bill debate. Dairy reform
proposals lurched from a complete free market, to a more controlled market, to a
continuation of the status quo. At one point in the debate, dairy proposals became so
contentious that they were stripped from the Farm Bill legidation dtogether. This debate
was driven mainly by sizable regiond differencesin product mixes and competitiveness
between the New England states, the upper Midwest, the South and the West.

In generd, producersin the New England states wanted leeway in setting their own
prices, an agreement known as the Northeast Dairy Compact. The producersin the
Northeastern and Southeastern states wanted to maintain the status quo. Upper Midwest
producers wanted to scrap regional marketing orders which they believe favor other regions
of the country. Southwestern and Northwestern producers wanted price supportsto be
phased down, so they could expand their exports of milk powder into the Asian market.
Cdiforniadairy farmers wanted to impose their milk composition requirements on the rest
of the country. Also under consderation was a self-help program that, if enacted, would
have a 9gnificant impact on the market.

Processors were more unified in their views. They wanted to phase down federd
purchases of dairy products and price supports. They tended to oppose milk marketing
orders and increased fluid milk standards. Some processors feared that increasesin export
subgdies could short the market. Adding to the mix were free-market conservatives and
consumer groups who opposed dairy price supports.

What findly emerged is afour-year phase-out of dairy price supports. The dairy
legidation sets milk support prices a $10.15 per hundredweight, with annua reductions of
15 cents per hundredweight through 2000. After 2000, dairy support prices are diminated.
Also after 2000, farmers have access to recourse loans for cheese, butter and nonfat dairy
milk at $9.90 per hundredweight, milk equivaent, which must be repaid. Producer
assessments are diminated. Until 2000, the Secretary of Agriculture will have the authority
to alocate purchases of dairy products between butter, cheese and nonfat dry milk to
minimize the cost to the Treasury. Milk marketing orders (which establish regiond pricing)
are to be consolidated from 38 regions down to 10 or 14. The legidation aso extends the
Dairy Export Incentive Program to 2002, and requires the use of the program to the
maximum extent alowed under the Uruguay Round Agreement.



These provisons represent significant reform of the US dairy industry, and impose
market disciplines on the industry much sooner than many observers believed possible at
the outset of the Farm Bill debate. They should move the dairy industry towards a more
competitive internationa position over the course of the legidation. Even though the US
exports only 2 percent of its production, the ongoing funding of the Dairy Export Incentive
Program will continue to act as a depressant on world prices, but itsimpact should lessen as
US prices move into dignment with world prices. Theindustry is aso directed to establish
an export trading company to conduct international market devel opment.

Increased US exports will primarily come at the expense of the EU in the Middle
East and South America. Because of the competitiveness of Austrdiaand New Zedand,
the US will find it difficult to expand its market share into Asa

European Union

Over the longer term, the EU’ sdairy policy will come under agreet ded of
pressure for reform. The policy dilemmaisthis: In the absence of production quotas, dairy
production would continue to increase. The increase would be in the staple products
covered by intervention (butter, skimmed milk powder), which are the same products that
are exported. Any effort to decrease the size of the production quotas could stimulate
production by encouraging farmers to adopt cost- saving, output-enhancing technologies,
and could lead to increased intervention purchases or exports. And, findly, abolishing
quotas would destroy the equity position of thousands of dairy farmers.

In the face of this dilemma, the EU must decideiif it wants to continue or even
expand its sgnificant export pogtion on the world market—in particular, to the growing
markets in Southeast Asiaand South America—or produce amost exclusively for the
internd market. This market is due to expand when the countriesin Centrd and Eastern
Europejoin the EU in thefirst decade of the next century.

Before addressing this question, two important developments for the future of EU
agricultura policy must be consdered. Thefirgt is the probable extension of the EU to
Centrd and Eastern Europe. It seemslikely that the EU—inspired by political and srategic
consderations—will accept the membership of most of the countriesin Central and Eastern
Europe, with the exception of the countries of the former Soviet Union. By the year 2005,
the EU could comprise of 475 million consumersin 25 countries (compare with the present
370 million consumersin 15 countries).

The second important development is the expected continuation of the reduction in
trade-distorting support in the agricultural sector in the next round of trade negotiations. It
is clear that most of the trading partners in the devel oped and developing world will not
alow the agricultura sector to be exempted from future negotiations.

These developments will force the EU to reconsder its existing agricultura policy,

in particular its policies for dairy, sugar and mest. For ceredls and oilseeds, the EU’s
Common Agricultura Policy will move internd prices gradudly toward world market
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prices. This policy dovetails with the expected further liberdization of internationd trade,
aswell asthe EU’sdesire to remain an important cereal and oilseed exporter in agrowing
international market. It isaso motivated by the fact that the Centrd and Eastern European
countries are competitive producers of cereals and oilseeds.

The EU has decided that its existing dairy regime will continue unchanged until &
least the year 2000, but the discussion has begun over the future direction of thisregime. In
arecent paper, EU Agriculture Commissioner Franz Fischler discussed three possible
scenarios for the future of the Common Agricultura Policy (CAP). Under the first scenario,
with no change in the CAP, dairy production in the (future) EU member statesin Centra
and Eastern Europe will increase sharply while tariffs continue to decline, forcing the EU
to implement more stringent production quotas. This outcomeis very unlikely.

In the second scenario, the ECU’ s price support and quota system will be replaced
by direct income support for dairy farmers who, in exchange, protect nature and the
environment. In arecent speech, Fischler predicted that this approach could cost up to 15
billion ECU. This option would create sgnificant budget problems and would be socidly
unacceptable.

The third scenario uses the evolving Stuation in the cereals sector as amodel for
other products, including dairy, with the am of simulating competition. This means
gradualy lowering prices and increasing production quotas for dairy products. It dso
implies providing compensation through income supports which are linked to production
limits, in order to stay within budgetary caps.

The more export oriented EU member states—such as Denmark, the Netherlands
and France (more for ceredls than for dairy)—want to maintain the EU’ simportant position
on the world market. Germany and most of the Southern member states place a higher
priority on preserving and extending the internal EU market for their products.

If the EU decides to maintain or even expand its export pogtion, it will need to
develop adairy policy that keepsit competitive, at least with the US.* Many in Europe
would like to apply the principles of the sugar regime to the dairy sector in order to have
exports subsidized by producers.

Alterndtively, the EU’ sdairy policy would need to become more market- oriented,
implying further restructuring and rationaization, alowing lower prices to become
possible. If this policy is adopted, the regulation of production will no longer be a
necessary element of EU poalicy in the long-term.

If the EU decides not to maintain its export pogtion, it will faceacut initsleve of
production due to increasing imports, shrinking exports, and the potentialy sgnificant
productive capacity of the new member states. A price reduction will aso take place, asa
result of tariff reduction—how much of a price reduction depends on the result of the next
round of WTO negotiations.
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Japan

In Japan, the objectives of the present dairy support system are to increase
production in an effort to achieve the highest possible degree of sdlf-sufficiency, improve
productivity by expanding the size of the herds, and streamline the production, processng
and handling of dairy products.

Under current Japanese policy, the government, through the Livestock Industry
Promotion Corporation, essentially manages stocks to maintain a stable price and to
regulate supply and demand. The difference between the resulting market price and the
guaranteed priceis paid to the farmersin the form of a deficiency payment. By law, seven
products are under control of the Livestock Promotion Council. Imports for specific
markets (e.g., school lunch, livestock feed) are not controlled by the Council, but are
restricted by import quotas.

The Uruguay Round Agreement will require a 20 percent reduction in theleve of
domestic support from 5 trillion yen to 4 trillion yen. With aminimum reduction in tariffs
of 15 percent and the continuation of the exigting level of access (already more than the
agreed 8 percent of interna consumption), Japan can continue the existing system of
production regulation and managed trade for the next six years. While imports of mgjor
dairy products will not increase as aresult of the Uruguay Round Agreement, imports of
other dairy products will rise from 124,640 tons to 133,940 tons.

Thereisamovement in Japan for anew direction in agriculturd policies.
Announced in 1992, the“New Policies’ are an effort to cope with demographic and socid
changesin Japan. For dairy, the primary gods are to improve working conditions, improve
competition through policy and regulatory reform, minimize the gap between internd and
externd prices, and mitigate the impact of dairy farming on the environment. In addition,
the process of agricultura reformsislikely to continue in Japan as aresult of the process
begun by the Uruguay Round.

Although the practice of granting some form of direct aid to farmers as
compensation for lower domestic prices and lower border protection might be feasblein
some countries, it would be difficult to achieve a consensus on such an approach in Japan.

A more feasible approach would be agradual and orderly reduction of the
indicative prices for the mgjor dairy products. A part of the reduction in price could be
achieved through the aforementioned reforms that would rationdize dairy processng and
digribution. The guaranteed price of raw milk for manufacturing would aso be reduced,
but not without additiona cost reductions from streamlining dairy operations. It is unlikely
that such drastic reforms could be fully implemented by the start of the next round of trade
negotiations.

Australia and New Zealand



Audtrdiahas no barriersto dairy imports, provides no domestic subsidiesto its
producers, and offers only asmal producer funded export subsidy. That subsidy is subject
to reductions under the Uruguay Round Agreement. Because the Uruguay Round will have
relatively little impact on market accessin key importing countries, as alarge exporter
Audrdiadoes not sand to benefit sgnificantly from the agreement. The most Sgnificant,
positive impact of the Uruguay Round for Audtraliawill be to reduce export subsdies that
have depressed world dairy prices.

Like Augtradia, New Zedand does not have subsidies or protection for its dairy
indugtry. Thus, Audradiaand New Zedand should have no difficultiesin redlizing their
respective Uruguay Round commitments. A future globa dairy regime based on genuine
internationa competition suits these two highly competitive producers very well, in
particular when world market prices are no longer negetively impacted by export subsidies.

Both countries can fairly easily bring more dairy cows into production should
market prices warrant. The cost of converting a sheep operation into a dairying operation is
roughly $400,000. The more sgnificant bottleneck in both countries will be the high cost
of investment in dairy processing and marketing. Austrdia does have potentid to become a
ggnificant exporter, particularly if the prices of aternative crops—wool and beef—remain
low.

Other Potential Exporters

Countries in South America, such as Argentina and Uruguay, aso stand to benefit
from the agreement, because they are able to compete in the international market. The dairy
sector is presently underdevel oped in these countries. Therefore, they are not expected to
play an important role in the medium-term. However, with appropriate domestic policies
and invesment, over the long-term they could become strong competitors on the
international market.

The Future Evolution of Dairy Policy

Asthisreview indicates, the countries of the EU, as wdll as Canada and Japan, paliticaly
are not planning to change the effective level of support for the dairy sector in the
short-term. They are aware that they will be forced to do so a alater date when afurther
reduction in tariffs and subsidies takes place. Only the US has changed its existing policy in
the short-term, with the am of joining Audiraliaand New Zedland as a strong competitor
on the internetiona market.

As previoudy mentioned, it is highly probable that the reduction in tariffsand
trade-distorting subsidies will be an ongoing process. If so, current dairy policy in the
OECD countries (with the exception of Australiaand New Zedand) must be reformed. If
the reduction in support after 2001 continues in the same magnitude as expected during
1995-2001, guaranteed prices will come down considerably, independent of national
decisons to continue controlling production through quotas.

13



It istherefore of great importance to begin the discussion now on what direction
future dairy policy should take. Assuming that a continuing process of tariff and subsdy
reductions will eventualy lead to internd prices that more closdy resemble world market
prices, the direction of future policy will depend very much on the conditions under which
governments can accept more open competition with third countries, on the internd as well
astheinternational market.

During the Uruguay Round negotiations, al countries, with the exception of the
EU, opposed the continuation of export supports. Thus, it is highly probable that the next
round of negotiationswill totaly eliminate export subsidies. Those countries which can
compete on the world market and which want to expand or begin exporting dairy products
will not accept an agreement that will dlow the EU and the US to continue to provide
export subsidies following the next round of trade negotiations. Tota eimination of export
subsdiesis dso importart for the controls they indirectly impose on domegtic policies that
dimulate dairy production through high price supports.

The inability to subsidize surplus production onto world markets and the continuing
tariff reductions will force countries to lower guaranteed prices and accept world market
prices for exported dairy products. It is highly probable that this process will lead findly to
alevd of internd pricesthat will make the continuation of a quota system no longer in the
interest of the dairy sector. Thiswould be true, in particular, in countries or trade blocs that
want to play an important role exporting on the world market.

Thiswould leave countries with the option of providing direct income support, not
related to product or production (i.e., the green box in the Uruguay Round) and/or direct
income support under production limits, when it is related to land area and/or number of
animds (i.e,, the blue box). The question then arises whether direct income support to dairy
farmersis necessary in the long run.

Before addressing this question, it is necessary to recogni ze the complex nature of
the dairy market, which can roughly be divided into two parts. One part conssts of
products which are voluminous and/or perishable (e.g., fresh milk products), while the
other consists of less voluminous and much less perishable products (e.g., butter, skimmed
milk powder, condensed milk, and bulk cheese).

In an open market, the voluminous and/or perishable products can withstand
competition from products from faraway regions more easlly, whichiswhy it isless
necessary to support their production (loca prices are not directly related to the
internationa price for the fat and/or protein content). For the second group of products the
(normdly much lower) priceis determined by the world market. (While this digtinction is
dtill true, technology is changing rapidly, and isimproving manufecturers ability to
recongtitute dairy products such as yogurt, fresh cheeses, and milk.)
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One could argue that in aworld without government support, milk production

would not completely disappear in less competitive countries or regions. The price
difference between the two groups of dairy products would prevent that.

Theinternd priceleve for perishable and/or voluminous products is determined

more by internal market forces than by the international market. If a country wants to
prevent the overproduction of these products resulting in low prices, production could be
regulated through quotas as long as these quotas did not lead to prices so high that imports
become more competitive.

Thus, it seemsthat there are two legitimate reasons for providing long term, direct

income support to dairy farmers:

Where governments want to continue to support agriculture because of socid
reasons (e.g., preventing depopulation) or environmenta reasonsin
less-favored aress (e.g., mountainous and/or climaticaly disfavored regions).
Thiskind of support has an dmost permanent character.

Where agricultureis potentialy competitive, but first needs to be restructured.
In this case, government support is necessary only temporarily (evenin
developing countries).

On the basis of the foregoing andlys's, the Internationa Policy Council on

Agriculture, Food and Trade believesit is necessary that dairy policy in al developed
countries be based on the following elements by the year 2001:

Increased market access through lower tariffs in general, and probably no
tariffs at al for sophigticated (i.e,, high vaue-added) dairy products, except in
Stuations when a safeguard clause has been agreed.

Higher minimum access levels,

The dimination of export subgdiesin the dairy sector;

The dimination of product-related production subsdies, such as deficiency
payments,

The use of temporary direct income support if restructuring of the dairy sector
IS necessary to become more efficient;

The reliance on permanent direct income supports only for socia and/or
environmenta reasons, particularly in lessfavored aress,

The dimination or prevention of existing monopolies at the distribution and
retail levels, and

The provison of technica assistance to developing countries to improve their
infrastructure in the dairy sector, which will be necessary to enable them to
produce, market, and distribute their products in the global marketplace.

Is there an dternative? Many countries which currently employ a dairy policy based

on very high tariffs, export subsidies, and production quotas would like to continue this
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policy, because it redizes high prices for farmers without significant government outlays.
These countries can probably maintain such policiesif, during future trade negotiations, the
dairy sector is exempted from further tariffs and subsidy reductions, or if dairy is subject to
less tringent commitments.

However, during the Uruguay Round negotiations it was clear that an exemption
for dairy products was not acceptable. It isimprobable that an exemption will be possblein
future negotiations either. The more likely scenario would be a continuation of avarigble
reduction percentage (an average of 36 percent, but at least 15 percent). But this only
postpones the policy change which must eventually take place.

The International Policy Council on Agriculture, Food and Trade therefore believes
there is no dternative in aworld of ongoing trade liberdization, even as it recognizes that
some of its recommendations could pose difficulties for some governments. The IPC
neverthel ess advises governments and the dairy sectors in those countries which ill
maintain a highly protective sector to prepare themselves, dong the lines suggested in this
paper, for the inevitable changes coming over the next few years.
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Annex 1. Milk Deliveries and Production
1985-94, in thousands of metric tons

Graphs available only through printed verson

Contact the IPC @ (202)328-5056.

Annex 2. World and Regional Market Shares

World Market Share
EU-12

USA

Australia

New Zealand

EFTA

Other

TOTAL

Market Share in Asia
EU-12

USA

Australia

New Zealand

EFTA

Other

TOTAL

Market Share in
Latin America
EU-12

USA

Australia

New Zealand
EFTA

Other

TOTAL

1990
55.5%
1.4%
10.4%
20.2%
9.6%
2.8%
100.0%

1990
4,084
102
1,840
2,211
339
60
8,636

1990
2,322
84
162
1,102
20
413
4,103

1994
48.5%
4.4%
16.3%
23.3%
6.0%
1.6%

100.0%

1,000 Tons Milk Equivalent

1994
4,399
76
3,178
3,077
301
74
11,105

1990
47.3%
1.2%
21.3%
25.6%
3.9%
0.7%
100.0%

1994
39.6%
0.7%
28.6%
27.7%
2.7%
0.7%
100.0%

1,000 Tons Milk Equivalent

1994
2,396
396
556
1,253
56
75
4,732
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1990
56.6%
2.0%
3.9%
26.9%
0.5%
10.1%
100.0%

1994
50.6%
8.4%
11.7%
26.5%
1.2%
1.6%
100.0%



I nter national Policy Council M ember s (1996)

Lord Plumb of Coleshill
Charman, Internationd Policy Coundil
Member and Former Presdent of European Parliament (United Kingdom)

Allen Andreas
Counsd to the Executive Committee of the Board of Directors and Vice President,
Archer Daniels Midland Company (United States)

Bernard Auxenfans
Group Vice Presdent and Generd Manager, Internationd Division, Monsanto - Crop
Protection Business (France)

Brian Chamberlin
Former Agriculture Counsglor, New Zedand High Commission in London and Specia
Agriculturd Trade Envoy, and President, Euroa Farms Limited (New Zeaand)

Kyung-Shik Cho
Former Minigter of Agriculture, Forestry and Fisheries, and Chairman, Information
Centre for Agriculture, Forestry and Fisheries (Korea)

Csaba Csaki
Senior Agricultural Advisor, Europe and Centrd Divison, Agricultura Industry and
Finance, The World Bank, and Professor, Budapest University of Economic Sciences

(Hungary)

Pedro de Camargo Neto
Vice Presdent, Sociedade Rurd Brasileira (Brazil)

Aart de Zeeuw
Former Chairman, Agricultural Negotiations Committee, GATT (The Netherlands)

Glenn Flaten

Pest President, Internationa Federation of Agricultural Producers, and Manager, Flaten
Associates, Internationa (Canada)

Srr Michad Franklin

Former Permanent Secretary, Ministry of Agriculture, Fisheries and Food, and Member
of the Board of Directors, Whessoe PL.C and Whitbread & Co. (United Kingdom)

Dale Hathaway

18



Former Undersecretary for International Affairs and Commodity Programs, USDA, and
Executive Director, Nationd Center for Food and Agricultural Policy (United States)

Wilhem Henrichsmeyer
Professor and Director, Indtitute for Economics and Agricultural Policy, University of

Bonn (Germany)

Alexandre I vashchenko (Observer)
Professor, Academy of Foreign Trade of Russia and Provimi/Central Soya (Russia)

Rob Johnson
Corporate Vice President, Public Affairs, Cargill, Inc., and member of the Council on
Foreign Rdlations and the Agricultural Policy Advisory Committee (United States)

Dean Kleckner
President, American Farm Bureau Federation (United States)

Kazuya Kodama
President, Tokyo Grain Market Research, Inc., and Chairman, Futures Industry
Association-Tokyo Chapter (Japan)

Weimin Li (Observer)
Section Chief, Indtitute of Agriculturd Economics, Chinese Academy of Agricultura
Sciences (CAAS) (China)

Georges-Pierre Malpel
Director Genera, Unigrains (France)

Liberty Mhlanga
Generd Manager and Director, Agricultura and Rurd Development Authority
(Zimbabwe)

Bill Miner
Former Assstant Deputy Minister, Department of Agriculture, and Senior Research
Associate, Centre for Trade Policy and Law (Canada)

Antonio Navarro
Former Member, European Parliament and Coordinator of Agriculture Committee of the
European Democratic Group (Spain)

Joachim Rathke
Group Managing Director, N.V. Vandemoortele Internationd, Belgium (Germany)

Michad Shanahan

Former Deputy Chairman, Augtrdian Wheet Board, and Chairman of Directors, Pivot
Fertilizers (Augtrdia)

19



Jiro Shiwaku
President, Livestock Industry Promotion Corporation (Japan)

David Swanson
President and CEO, Countrymark, Inc. (United States)

Bob Thompson

Presdent and CEO, Winrock Internationa Ingtitute for Agricultura Development (United
States)

Tom Urban

Chairman and Chief Executive Officer, Pioneer Hi-Bred Internationd (United States)

Claude Villain
Inspector Genera, Ministry of Finance (France)

S.M. Wahi
Vice Presdent, Nationd Indtitute of Agriculture (India)

Anthony Wylie
Director Generd, Fundacion Chile (Chile)

Jorge Zorreguieta

Former Secretary of Agriculture, and President, Argentine Sugar Producers Council
(Argentina)

20



The Mission of the International Policy Council on Agriculture, Food and Trade

The Internationd Policy Council on Agriculture, Food and Trade (IPC) is dedicated to
developing and advoceating policies that support an efficient and open globa food and
agricultura system—one that promotes the production and distribution of food supplies
adequate to meet the needs of the world' s growing population, while supporting sound
environmenta standards.

aaa

Founded in 1987, the IPC is an independent group of leaders in food and agriculture from
20 developed and deve oping countries, including formerly centrally planned countries.
Members are chosen to ensure the Council’ s credible and impartia gpproach, and include
influentid leaders with extensive experience in farming, agribusiness, government and
academia. The IPC meets twice annudly to develop policy recommendations to address the
critica issuesfacing the world' s agricultural system. It then conveys its recommendations
directly to policymakers through its personal contacts and through a variety of papers and
studies. The IPC dso convenes task forces and holds conferences and seminars.
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